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Washington, Thursday, February 1,1910

Rules, Regulations, Orders

TITLE 7-AGRICULTURE
CHAPTER V-FEDERAL SURPLUS

COMMODIT-FS CORPORATION
AEND NT To (1) REG TiONS AND

CONDITIONS GOVERNING THE ISSUANCE
OF FOOD QEDER STAMPS, ESTABLISH-
.1G THE ELIGIBILITY OF THE HOLDERS
THEREo. TO RECEIVE AGRICULTURAL
COsnuODITIS OR -E PRODUCTS THERE-
OF AM PROVIDING FOR THE PAMIENT
OF CLMIS MADE BY RETAILERS OF
SUCH CO=ODITIrES AND PRODUCTS, AS
AmNDmED, AND (2) REGULATIONS AND
CONDITIONS GOVERNING THE ISSUANCE OF
FOOD ORDER STA l'S TO PERSONS nT Low
INCOME GROUPS IN SHAWNEE, OKLA-
HOMIA, FTABLISHING THE ELIGIBILITY OF

HOLDERS THEREOF TO RECEIVE AGar-
CULTURAL CO MODIriEs OR TnE PRODUCTS
THEREoF, AND PROVIDING FOR THE PAY-
IN OF CLAIMS RDE BY RETAILERS OF

SUCH COMMODITIES AND PRODUCTS, AS
AMNDED

Sections 10G and 300 (c) of the "Regu-
lations and Conditions Governing the Is-
suance of Food Order Stamps Establishing
the Eligibility of the Holders Thereof to
Receive Agricultural Commodities or the
Products Thereof and Providing for the
Payment of Claims Made by Retailers of
Such Commodities and Products" made
and prescribed by the Secretary of Agri-
culture on April 21, 1939, as amended,'
and Sections 100 (c) and 201 (6) of the
"Pegulations and Conditions Governing
the Issuance of Food Order Stamps to
Persons in.Low Income Groups in Shaw-
nee, Oklahoma, Establishing the Eligibil-
ity of the Holders Thereof to Receive
Agricultural Commodities or the Products
Thereof and Providing for the Payment
of Claims Made by Retailers of Such
Commodities and Products" made and
prescribed by the Acting Secretary of
Agriculture on October 14, 1939,1 as
amended are hereby further amended as
follows:

(1) Section 100 of the "Regulations
and Conditions Governing the Issuance

24 F. 4942 DL

of Food Order Stamps EstabElhing the
Eligibility of the Holders Thereof to Re-
ceive Agricultural Commodities or the
Products Thereof and Providing for the
Payment of Claims Mde by Retailers of
Such Commodities and Products" made
and prescribed by the Secretary of Agri-
culture on April 21, 1939, as amended, Is
hereby amended by striking the period
at the end of the first sentence thereof
and inserting in lieu thereof the follow-
ing:

"Provided, howcver, That whenever the
Corporation shall deem it desirable to do
co in order to effect the food distribution
plan, it may Issue orange colored and
blue surplus food order stamps or blue
surplus food order stamps only, to duly
authorized igencies for, and on behalf
of, persons or classes of persons who in
the Judgment of the Corporation require
such public assstance."

(2) Section 100 of the 'Re-ulations and
Conditions Governing the Issua nce of
Food Order Stamps Estab lshin( the
Eligibility of the Holders Thereof to Re-
ceive Agricultural Commodities or the
Products Thereof and Providing for the
Payment of Claims Made by Retailers
of Such Commodities and Products"
made and prescribed by the Secretary of
Agriculture on April 21, 1939, as amended,
and Section 201 (6) of the "Regulations
and Conditions Governing the Issuance
of Food Order Stamps to Persons in Low
Income Groups in Shawnee, Oklahoma,
Establishing the Eligibility of the Hold-
ers Thereof to Receive Agricultural Com-
modities or the Products Thereof and
Providing for the Payment of Claims
Made-by Retailers of Such Commodities
and Products" made and prescribed by
the Acting Secretary of Agriculture on
October 14, 1939, as amended, are hereby
amended by striking out the second Een-
tence of the former and the first sentence
of the latter and substituting In lieu
thereof the following:

"After the Issuance of the second book
or series of books of food order stamps
to any eligible person, no book or series
of books shall be issued to such persons
unless such person executes such cer-
tification relative to the use of each book
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of food order stamps as the Corpoiatioll
may require or there has been turied in
to the issuing officer the covers of the
initial book or series of books together
with the proper certification of the holder
provided for thereon. If the Corporation
requires the return of the covers of books
of food order stamps, except as herein-
after provided no holder shall be eligible
to receive further books unless he has
In like manner, with like certification
turned In the covers of all books pre-
viously issued, except the last book or
series, of books immediately preceding."

(3) Section 300 (c) of the "Regula-
tions and Conditions Governing the Issu-
ance of Food Order Stamps Establishing
the Eligibility of the Holders Thereof to
Receive Agricultural Commodities or the
Products Thereof and'Providing for the
Payment of Claims Made by Retailers
of Such Commodities 'and Products"
made and prescribed by the Secretary of
Agriculture on April 21, 1939, as
amended, and Section 100 (c) of the
"Regulations and Conditions Governing
the Issuance of Fodd Order Stamps to
Persons in Low Income Groups in
Shawnee, Oklahoma, Establishing the
Tligibility of the Holders Thereof to Re-
ceive Agricultural Commodities or the
Products Thereof and Providing for the
Payment of Claims Made by Retailers of
Such Commodities and Prodicts" made
and prescribed by the Acting Secretary
of Agriculture on October 14, 1939, as
amended, are hereby amended by strik-

Ing the period and Inserting in lieu
thereof the following:

"or in such other food or grocery prod-
ucts, as, in the judgment of the Corpora-
tion, *il effectuate the food distribution
plan."

In testimony whereof, I have hereunto
set my hand and caused the official seal
of the Department of Agriculture to be
affixed hereto, in the City of Washington,
this 31st day of January 1940.

[SEAL] H. A. WALLACE,
Secretary of Agriculture.

Effective Date, February 14, 1940.

IF. R. Doc. 40-480; Filed, January 31, 1940;
12:31 p. m.]

TITLE 9-ANIMALS AND ANIMAL
PRODUCTS

CHAPTER II-AGRICULTURAL -

MIARKETING SERVICE

NOTICE UNDER PACERS AM STOCKYARDS
ACT

JANUARY 31, 1940.

To Mr. GEORGE H.'TURNER,
doing business as Yuna Livestock

Auction, Yuma, Colo.
Whereas, the Yuma Livestock Auction,

at Yuma, Colorado, was posted on Sept.
28, 1937, as a stockyard subject to the
provisions of the Packers and Stock-
yards Act, 1921; and

Whereas, it now appears that the
Yuma Livestock Auction is not being
operated as a stockyard within the
meaning of that. term as defined in said
Act:

Now, therefore, notice is hereby given
that the Yuma' IAvestock Auction, at
Yuma, Colorado, no longer comes with-
in the foregoing definition and the pro-
visions of Title MTT of said Act.

[SEAL] - • GROVER B. HILL,
Assistant Secretary of Agriculture.

[F. R. Doc. 40-479; Filed, January 31, 1940;
12:31 p. m.]

TITLE 26-INTERNAL REVENUE

CHAPTER I-BUREAU OF INTERNAL
REVENUE

- [Regulations 103]

INcoME TAX UNDER THE INTERNAL REvEquE
CODE*

,SUBPART A. INTRODUCTORY PROVISION S
SEcTioN 1. Application of chapter.

§ 19.1-1 Scope of regulations.
SEc. 2. Cross reference.

'Modifies list posted stockyards 9 CF
204.1.

*Sections 19.1-1 to 19.3801 (e)-I issued un-
der the'authority contained in sections 62 and
3791 of.the Internal Revenue Code (53 Stat.
32, 467). In such sections the numbers to the
right of the decimal point are keyed to num-
bers of sections 1 to 373, inclusive, 500 to 511,
inclusive,3797, and 3801 of the Internal Reve-
nue Code (53 Stat., Part 1).

SEC. 3. Classification of provisions.
§ 192-1 Division of regulations

SEc. 4. Special classes of taxpayers,
§ 19.4-1 Application of regulations to spo-

clal classes of-taxpayers.
SUBPART B. OENERAL PROVISIONS

Rates of Tax
Sxc. 11. Normal tax on Individuals.

§ 19.11-1 Income tax on Individtals.
819.11-2 Citizens or residents of the

,United States liable to tax.
§ 19,11-3 Who is a citizen.

SEc. 12. Surtax on individuals.
§ 19.12-1 Surtax.
§ 19.12-2 Computation of surtax,

SEC. 13. Tax on corporations in general.
§ 19.13-1 Tax on corporations In general-

Taxable years beginning in
1939.

§ 19.13-2 Tax under general rule--Tax-
able years beginning In 1039.

§ 19.13-3 Alternative tax (corporations
with net incomes slightly more
than $25,000)-Taxablo years
begInning 1939.,

§ 19.13-4 Corporations in bankruptoy or
receivership, Joint-stock land
banks, and rental housing cor-
porations--Taxable years be-
ginning In 1039.

19.13-5 Tax on corporations In general-
Taxable years beginning after
December 31, 1939.

§ 19.13-6 Tax under general rule--Taxable
'years beginning after Decom-
ber 31, 1939.

§ 19.13-7 Alternative tax, (corporations
with normal-tax not Incomes
slightly more than $2,000)-
Taxable years beginning after
December 31, 1939.

Ssc. 14. Tax on special classes of corporations.
§ 19.14-1 Tax on special corporations--

Taxable years beginning in
1939.

§ 19.14-2 Tax on special corporations--
Taxable years beginning ater
December 31, 1939.

SEC. 15.,Corporate taxes effective for two
taxable years.

§ 19.15-1 Purpose and effect of section 15,
Computation o/ Net Income

SEc. 21. Net income.
§ 19.21-1 Meaning of not income.

SEc. 22 (a). Gross income: General definition.
§ 19.22 (a)-1 What included In gross In-

come.
§ 19.22 (a)-2 Compensation for personalI services.
§ 19.22 (a)-3 Compensation paid other

than In cash.
§ 19.22 (a)-4, Compensation paid In notes.
§ 19.22 (a)-5 Gross Income from business.
§ 19.22 (a)-6 State contracts.
§ 19.22 (a)-7 Gross income of farmers.
§ 19.22 (a)-8 Sale of stock and rights,
§ 19.22 (a)-9 Sale of patents and copy-

rights.
§ 19.22 (a)-lO Sale of good will.
§ 19.22 (a)-l Sale of real property in lots.
§ 19.22 (a)-12 Annuities and Insurance

policies.
§ 19.22 (a)-13 Improvements by lessees.
§ 16.22 (a)-14 Cancellation of Indebted-

ness.
§ 19.22 (a)-15 Creation of sinking fund by

corporation.
§ 19.22 (a)-1 Acquisition or disposition

by corporation of its ovn
capital stock.

§ 19.22 (a)-17 Contributions to corpora-
tion by shareholders.

§ 19.22 (a)-18 Sale and purchase by cor-
poration of Its bonds,

§ 19.22 (a)-19 Sale of capital assets by cor-
poration.

§ 19.22 (a)-20 Income to lessor corpora-
tion from leased property.

§ 19.22 (a)-21 Gross income of corporation
In lUluldation.

SEc. 22 (b). Gross Income., Exclusions from
gross income.

§ 19.22 (b) -1 Exemptions - Exclusions
from gross Income.
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§1922(b) (1)- Life insurance-

Amounts paid by
reason of the death of
the Insured.

j 19.22 (b) (2)-i irfe insurance-Endow-
ment contracts-
Amounts paid other
than by reason of the
death of the insured.

§1922 (b) (2)-2 Annuities.
119.22 (b) (3)-i Gift& and bequests.
, 192 (b) (4)-1 Interest upon State ob-

ligations.
19.22 (b) (4)-2 Dividends and interest

from Federal land
banks, Federal inter-
mediate credit banks
national farm-loan as-
sociations, banks for
cooperatives, and pro-
ductlon credit corpo-
rations and associa-
tions.

§ 1M22 (b) (4)-3 Dividends from Federal
reserve banks.

§19.22 (b) (4)-4 Interest upon United
States obligations.

§19.22 (b) (4)-5 Treasury bond exemp-"
tion In the case of
trusts or partnerships.

1.19._2 (b) ()-6 Interest upon United
States obligations in
the case of nonresident
aliens and certain for-
eign organizations.

§ 19.2 (b) (9)-i Income from discharge
of indebtedness.

§19.22 (b) (9)-2 Making and ling of
consent.

Sec. 22 (c). Grass income: Inventories.
§ 1922 (c)-1 Need of inventories.
§ 1922 (c)-2 Valuation of Inventories.
§ 19-22 (0-3 inventorles at cost.
§ 19-22 (c)-4 Inventories at cost or mar-

ket, whichever Is lower.
§19-22 (c)-5 Inventories by dealers in se-

curities.
§ 19-22 (c)-6 Inventories of ' livestock

raisers and other farmers.
§19-22 (c)-7 Inventories of miners and

manufactureMs
§ 19.22 (c)-8 Inventories of retail mer-

chants.
SEc. 22 (d). Gross Income: Inventories-

Elective method.
§19.22 (d)-1 Inventories under elective

method.
§19.2 (d)-2 Requirements incident to

adoption and use of elec-
tive method.

§ 19-22 (d)--3 Time and manner of mak-
ing election.

§ 19.22 (d)-4 Adjustmentsto be made by
taxpayer.

§ 19.22 (d)-5 Revocation of election.
1 19.22 (d)-6 Change from elective inven-

tory method.
S=. 22 (e). Gross income: Distributions by

corporations.
S=.22 (f). Gross income: Determination of

gain or loss.
Sm. 22 (g). Gross income: Gross income from

sources within and without
United States.

SEc.22 (h). Gross Income: Foreign personal
holding companies.

SEc. 22 (1). Grossncome: Consent dividends.
SEc.22 (j). Grossincome: Incomefrom mort-

gages made or obligations Is-
sued by joint stock land
banks.

Sm.23 (a). Deductions from gross income:
Expenses.

§ 1923 (a)-1 Business 'expenses.
§ 1923 (a)-2 Traveling expenses.
§ 19.23 (a)-3 Cost of materials.
§19.i3 (a)-4 Repairs.
§ 19.23 (a)-5 Professional expenses.-
§1923 (a)-6 Compensation for personal

services.
1 1923 (a)-7 Treatment of excessive cam-

pensation.
§ 1923 (a)-8 Bonuses to employem
1 19-23 (4m)-9 Penslons-Compensation for

lnjuries.
11923 (a)-10 Rentals.

§19.23 (a)-ll Eprm,- of farnCXS
§ 19.23 (a)-12 Drpczltorsl guaranty fund.
§ 19.23 (a)-13 Corporate contrIbuttons.

Sc.23 (b). Deductions from gross Income:
Interezt.

119.23 (b)-l Intcret.
So.23 (a). Deductlon from gross Income:

Taxes ge.nerally.
§ 19.23 (c)-1 Taxes.
§1923 (c)-2 Federal duties and exccc

taxes.
519.23 (c)-3 Taxes for local bertels

Szc. 23 (d). Deductions from gross Income:
Taxes of shareholder paid by
corporation.

§ 19.23 (d)-I Tax on bank or other ctocl.
Sc.23 (e). Deductions from gro-3 Income:

Losse by Individuals.
§ 19-23 (e)-1 Losses by individuals.
§ 19.23 (e)-2 Voluntary removal of buld-

§ 19.23 (c)-3 Loss of uzeful value.
§ 19.23 (e)-4 Shrnlne In value of ztc-Jss.
§19.23 (e)-5 Lozcsorfarmers.

SEc.23 (f). Deductions from gross income:
Losses by corporations.

§19.23 (f)-1 Lo=e by corporations.
Sre.23 (g). Deductions from gross Income:

Capital lse.
§ 19.23 (g)-1 Capital lozs..

Sec. 23 (h). Deductions from grozs Income:
WagcrIn, lo=3.

Sec.23 (1). Deductions from gross Income:
BaLs for detcrminlng los.

§ 19.23 ()-i BaLs for determining Ice-.
Sec. 23 (j). Deductions from gross Income:

Loss on wash cales of Attch or
scouritle.

Sc.23 (k). Deductions from grcs Income:
Bad debt-.

§ 19.23 (k)-1 Bad debts.
§ 1923 (k)-2 1-amplc of bad debts.
§ 19.23 (k)-3 Uncollectlble deficiency upon

sale of mortgagcd or
pledged property.

11923 (k)-4 Worthless bonds and simila
obligations.

§ 19.23 (k)-5 Reeive for bad debt-.
SEc.23 (1). Deductions from gro Income:

Depreciation.
§ 19.23 (l)-I Depreciation.
§ 1923 (l)-2 Depreciable property.
§ 19.23 (1)-3 Depreciation of Intangible

property.
§ 19.23 (l)-4 Capital sLum recoverable

through depreciation al-
lov.ances.

§ 1923 (l)-5 Method of computing depre-
ciation allowance.

§ 19.23 (1)-6 Obsolescence.
§1923 (1)-7 Depreciation of patent or

copyright.
§ 1923 (1)-8 Depreciation of drawingo and

models.1923 (1)-9 Records of depreciable prop-
erty.

§ 19.23 (1)-10. DeprcciatlOn In the cas_ of
farmers

S=o.23 (in). Deductions from gro:s Income:
Depletion.

Src.23 (n). Deductlons from Uross Income:
Basis for depreciation and de-
pletion.

§ 1923 (m)-i Depletion of mines, oil and
gas wells, other natural
depotz. and timber; de-
precdation of Imprve-
inents.

§ 19.23 (m)-2 Computation of depletion
of mines, oil and gas
wells. and other natural
deposits without refer-
enco to dLscovery value or
percentage depletion.

§ 193 (m)-3 Computation of depletion
of min (other than
metal, coal, or sulphur
mines) on the ba-i of
discovery value.

£193 (m)-4 Computation of depletion
bared on a perc.ntag~e of
Income n the ca= of ol
and gas wells.

§ 19. (m)-S Computation of depletion
bard on a percentage of
Income In the c-a of coal

mines, metal mines, and
sulphur mines or da-

51123(m)-CG Determinationof cost ofda-
poits.

§ 19.23 (m)-7 Duterination of fair mar-
ket value of mineral
propartes, including oil
and gas properties.

§ 19.23 (n)--8 Revaluation of minera
depo:ts not alowed.

§19.23 (m)-9 fl-temination of mineral
contents of min_- and of
oil or gas wells.

§ 19.23 (m)-10 Depletion - Adjusttments
of accounts b-=-'d on
bonus or advancted roy-
alty.

§ 19.23 (m)-11 Depletion and depreciation
accounts on beoks.

§1923 (m)-12 Statement to be attached
to return when valua-
tion. depletion, or de-
preclation of mineral
property Is claimed.

§19.23 (m-13 Statement to be attached
to return when deple-
tion Is claimed on per-
centage basis.

§ 1923 (m)-11 Deovery of mines other
than c.l, metal, or sul-
phur mine-

§ 1923 (m)-15 Allowable capital additions
in case of mines.

§19.23 (m)-1G Charges to capital and to
expense in the case of
oil and gas wel

§ 1923 (m)-17 Depreciation in the case of
mine..

5 19.23 (m)-18 Depreciation of improve-
ments in the ca s of oll
and gas ells.

§ 19.23 (m)-19 D-pletion and deprecation
of oil and gas wells in
years before 1916.

§19.23(m)-20 Capital recoverable
through depletion aI-
10rance in the case of
timber.

§ 1923 (m)-21 Computation of aliowance
for depletion of timber
for given year.

§ 19.23 (m)-22 Revaluation of timber not
allowed.

119.23 (m)-23 Deprecation of improve-
ments in the case of
timber.

§ 19.23 (m)-21 Information to be fur-
nlbhed by taxpayer
claiming depletion of
timber.

§ 1923 (m)-25 Determination of fair mar-
ket value of timber.

§ 1923 (m)-26 Determination of quantity
of timber.

119.23 (m)-27 Aggregating timber and
land for purposes of val-
uation and accounting.

§ 1923 (m)-28 Timber depletion and de-
predaton accounts on

S=23 (o). Deductions from grcss income:
Charitable and other contribu-
tlon.

1923(o)- Contributions or gift by In-
dividuals.

S=r. 23 (p). Doductions from gross income:
Pension trusts.

§1923 (p)-l Payments to employe" pen-
sion trust-.

§ 19.23 (p)-2 Informnation to be funi hed
by employer claiming de-
ductons-.

Ssc.23 (q). Deductions from gro income:
Charitable and other contribu-
tions by corporations.

I 1923 q)-i Contributions or gifts by
corporations-

Sn-23 (r). Deductions from gross Income:
Dividends paid by banking car-
lrations.

Sec.23 (s). Deductions from grots Income:
Net operating lo= deduction.

Sz.24. Items not deductible.
1192 -4 Pemnal and family expenses.
1 10,21-2 Capital expenditures.
112--3 Premlumson businsinsurance.
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§ 19.24-4 Amounts allocable to exempt in-
come, other than interest.

§ 19.24-5 Losses from sales or exchanges
between certain classes of per-
sons.

§ 19.24-6 Disallowance of deductions for
unpaid expenses and interest.

§ 19.24-7 Life or terminable interests.
SEC. 25. Credits of individual against net

income.
§19.25-1 Credits of individual against

net income.
§ 19.25-2 Earned income credit.
§ 19.25-3 Amount of personal exemption

allowable.
§ 19.25-4 Personal exemption of head of

family.
§ 19.25-5 Personal exemption of married

person.
§ 1925-6 Credit for dependents.
§ 19.25-7 Personal exemption and credit

for dependents -where status
changes.

SEC. 26. Credits of corporations.
§19.26-1 Credit of corporation for inter-

est on obligations of the
United States and its instru-
mentalities.

§ 19.26-2 Credit of corporation for net
operating loss of preceding
year.

§ 19.26-3 Bank affiliates.
SEC. 27 (a). Corporation 'dividends paid

credit: Definition in general.
§ 19.27 (a)-1 Dividends paid credit.
§ 19.27 (a)-2 Deficit credit.
§ 19.27 (a)-3 Amounts used or irrevoca-

bly set aside to pay or
to retire indebtedness.

SEC. 27 (b). Corporation dividends paid
credit: Basic surtax credit.

§ 19.27 (b)-1 Basic surtax credit.
§ 19.27 (b)-2 Dividends paid.

SEC. 27 (c). Corporation dividends paid
credit: Dividend carry-over.

§ 19.27 (c)-I Dividend carry-over.
SEC. 27 (d). Corporation dividends paid

credit: Dividends in kind.
§ 19.27 (d)-1 Dividends in kind.

SEC. 27 (e). Corporation dividends paid
credit: Dividends in obliga-
tions of the corporation.

§ 19.27 (e)-1 Dividends in obligations of
the corporation.

SEC. 27 (f). Corporation dividends paid
credit: Taxable stock divi-
dends.

§ 19.27 (f)-1 Taxable stock dividends.
SEC. 27 (g). Corporation dividends .paid

credit: Distributions in liq-
uidation.

§ 19.27 (g)-1 Dividends paid credit for
distributions in liquida-
tion.

SEC. 27 (h). Corporation dividends paid
credit: Preferential divi-
dends.

§ 19.27 (h)-1 Preferential distributions.
SEC. 27 (1). Corporation dividends paid

credit: Nontaxable distribu-
tions.

§ 19.27 (1)-1 Nontaxable distributions.
"SEc. 28 (a). Consent dividends credit: Defini-

Vions.
§ 19.28 (a) (1)-i Consent stock.
§ 19.28 (a) (2)-i Preferred dividends.
§ 19:28 (a) (3)-1 Consent dividends day.
§ 19.28 (a) (4)-1 Consent distribution.
§ 19.28 (a) (5)-l Partial distribution.
§ 19.28 (a) (6)-1 Preferential distribution.

SEc. 28 (b). Consent dividends credit: Cor-
porations not entitled to
credit.

§ 19.28 (b)-I Payment of preferred divi-
dends.

§ 19.28 (b)-2 Liquidation of consent
stock.

SEC. 28 (c). Consent dividends credit: Allow-
ance of credit.

§ 19.28 (c)-1 Amount of consent dividends
credit.

SEc. 28 (d). Consent dividends credit: Share-
holders' consents.

§ 19.28 (d)-1 Making and filing of con-
sents.

§ 19.28 (d)-2 Consent distribution must
be nonpreferential.

Ssc.28 (e). Consent dividends credit: Con-
sent distribution as part of
entire distribution.

§ 19.28 (e)-I Consent and partial distri-
butions :to be considered
together.

Sm.28 (f). Consent dividends credit: Tax-
ability of amounts specilfied in
consents.

§ 19.28 (f)-1 Taxability of amounts speci-
fied in consents.

Sm. 28 (g). Consent dividends credit: Cor-
porate shareholders.

§ 19.28 (g)-I Treatment of amount speci-
fied in consent of corpo-
rate shareholder.

SEc. 28 (h).'Consent dividends credit: Basis
of stock in hands of share-
holders.

SEcr 28 (i). Consent dividends credit: Effect
on capital account of corpora-
tion.

§ 19.28 (i)-1 Effect on basis of stock in
hands of shareholders
and, capital account of
corporation.

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

Credits Against Tax

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

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

Accounting Periods and Methods of
Accounting

SEc. 41. General rule.
§ 19.41-1 Computation of net income.
§ 19.41-2 Bases of computation- and

changes in accounting meth-
ods.

§ 19.41-3 Methods of accounting.
§ 19A1-4 Accounting period.

SE. 42. Period in which item,; of gross in,
come included.

§ 19.42-1 When included In gross in-
come.

§ 19.42-2 Income not reduced to pos-
session.

§ 19.42-3 Examples of constructive re-
- ceipt.

§-19.42-4 Long-term contracts.
§ 19.42-5 Subtraction for redemption of

trading stamps.
S c. 43. Period for which deductions and

credits taken.
§ 19.43-1' "Paid or incurred" and "paid

or decrued."1
§ 19.43-2 When charges deductible.

SEc. 44. Installment basis.
§ 19.44-1 Sale of personal property on

installment planL
§ 19.44-2 Sale of real property involving

. deferred payments.
§ 19.44-4 Sale of real property on in-

stallment plan.
§ 19.44-4 Deferred-payment sale of real

property not on installment
plan.

§ 19.44-Z Gain or loss upon disposition
of installment obligations.

SEC. 45. Allocation of income and deductions.
§ 19.45-1 Determination of the taxable net

income of a controlled tax-
payer.

SEc. 46. Change of accounting period.
§ 19.46-1 Change of accounting period.

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

§ 19.47-1 Returns for periods of less than
12 months.

SEc. 48 (a). Definitibns: Taxable year.
SE. 48 (b). Definitions: Fiscal year.
SE.48 (c). Definitions: "Paid or incurred,"

o. - "Paid or accrued."
Smc.48 (d). Definitions: Trade or business.

Returns and Payment of Tax

SEC. 51. Individual returns.
§ 19.51-1 Individual returns.
§ 19.51-2 Form, of return.

§ 19.51-3 Return of income of minor.
§ 19.51-4 Verification of returns.

19.51-5 Use of prescribed forms.
Sm. 52. Corporation returns.

§ 19.52-1 Corporation returns.
§ 19.52-2 Returns by receIvers

Sc. 53. Time and place for filing returns,
§ 19.53-1 Time for filing returns.
§ 19.53-2 Extensions of time for filing

returns.
§ 19.53-3 Extensions of time In the case

of foreign organizations, cer-
tain domestic corporations,
and citizens of United States
residing or traveling abroad.

o§ 19.53-4 Dub date of return.
§ 19.53-5 Place for filing individual re-

turns.
SEC. 54. Records and special returns.

§ 19.54-1 Records and income tax forms,
SEC. 55. Publicity of returns.

§ 19.55 (b)-1 Definitions.
* § 19.55 (b)-2 Copies of income returns,

§ 19.55 (b)-3 Inspection of copies of re-
turns.

§ 19.55 (b)-4 Request for permission to
inspect copies.

§19.55 (b)-5 Inspection of original re-
turns.

SC. 56. Payment of tax.
§ 19.56-1 Date on which tax shall be paid.
§ 19.56-2 Extension of time for payment of

the tax or installment thereof.
§ 19.56-3 When fractional part of cent

may be disregarded.
§ 19.56-4 Receipts for tax payments,

SEC. 57. Examination of return and determl-
nation of tax.

§ 19.57-1 Examination or return and de-
termination of tax by the
Commissioner.

Sm. 58. Additions to tax and penalties.
SEC. 59. Administrative proceedings,
SEc. 60. Cross references.

Miscellaneous Provisions

Sm. 61. Laws made applicable.
SEC. 62. Rules and regulations.
SEC. 63. Publication of statistics.
SEC. 64. Definitions.

SussARM C. SUPPLtMEMn PROVISIONS

Rates of Tax

SEC. 101. Exemptions from tAx on corpora-
tions.

§ 19.101-1 Proof of exemption.
§ 19.101 (1)41 Labor, agricultural, an d

horticultural orgfi za-
tions.

§ 19.101 (2)-i Mutual savings banks.
§ 19.101 (3)-1 Fraternal beneficiary so-

cleties.
§ 19.101 (4)-i Building and loan assoola-

tions and cooperative
banks.

§ 19.101 (5)-1 Cemetery companies.
§ 19.101 (6)-1 Religious, charitable, scion-

tific, literary, and cduca-
cational organizations
and community chests.

§ 19.101 (7)-1 Business leagues, chambers
of commerce, real estate
boards, and boards of
trade.

§ 19.101 (8)-1 Civic leagues and local as-
sociations of employees,

§ 19.101 (9)-i Social clubs.
§ 19.101 (10)-i Local benevolent life in-

surance associations,
mutual Irrigation and
telephone companies,
and like organizations.

§ 19.101 (11)-i Famers' or other mutual
ball, cyclone, casualty,
or fire insurance com-
panics or associations.

§ 19.101 (12)-i Farmers' cooperative mar-
keting and purchasing
associations.

.9 19.101 (13)-i Corporatlpns organized to
finance crop- operations.

§ 19.101(18)-i Religious or apostolic as-
sociations or corpora-
tions.
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Src. 102. Surtax on corporations improperly

accumulating surplus.
§ 19.102-1 Taxation of corporation formed

or utilized for avoidance of
surtax.

§ 19.102-2 Purpose to avoid surtax; evi-
dence; burden of proof; defi-
nition of holding or invest-
ment company.

§ 19.102-a Unreasonable accumulation of
profits.

§-19.102-4 Computation of undistributed
section 102 net income.

SEC. 103. Rates of tax on citizens and corpo-
rations of certain foreign coun-
tries.

SEC. 104. Banks and trust companies.
§ 19.104-1 'Tax on banks.

SE. 105. Sale of oil or gas properties.
§ 19.105-1 Surtax on sale of oil or .gas

properties.
SEc. 106. Claims against United States In-

volving acquisition of property.
§ 19.106-i Surtax on certain amounts re-

ceived from the United
States.

Sm. 107. Compensation for service rendered
for a period of five years or more.

§ 19.107-1 Tax on compensation for serv-
ices rendered over period of
five calendar years or more.

Computation of Net Income
SEC. 111. Datermination of amount of. and

I recognition of, gain or loss.
§ 19.111-1 Computation of gain or loss.

Se. 112 (a). Recognition of gain or loss:
General rule.

§ 19.112 (a)-i Sales or exchanges.
§ 19.112 (a)-2 Use of term "assumption of

liabillties.'
SE. 112 (b). Recognition of gain or loss: Ex-

changes solely in kind.
§ 19112 (b) (1)-i Property held for pro-

ductive use n trade
or business or for in-
vestment.

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

§ 19.112 (b) (5)-1 Transfer of property to
corporation con-
trolled by transferor.

519112 (b) (5)-2 Treatment of assump-
tions of liabilities.

-19.112 (b) (5)-3 Recoids to be kept and
information to be
filed.

§ 19.112 (b) (6)-1 Distributions in liqui-
dation of subsidiary
corporation.

§ 19.112 (b) (6)-2 Liquidations completed
within one taxable
year.

§ 19.112 (b) (6)-3 Liquidations covering
more than one tax-
able year.

§ 19.112 (b) (6)-4 Distributions in liqui-
dation as affecting
minority interests.

§ 19.112 (b) (6)-5 Records to be kept and
information to be
filed with return.

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

§ 19.112 (c)-1 Receipt of other property or
money in tax-free ex-
change not connected
with corporate reorgan-
ization.

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

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

§ 19.112 (e)-l- Nonrecognition of loss.
SE. 112 (f). Recognition of gain or loss: In-

voluntary conversions.
§ 19.112 (f)-1 Reinvestment of proceeds of

involuntary conversions.
§ 19.112 (f)-2 Replacement funds.

SEc. 112 (g). Recognition of gain or loss: Def-
inition of reorganization.

§ 19112 (g)-1 Purpose and scope of ex-
ception of reorganization
exchanges.

§ 19.112 (g)-2 Dcflnit!on of tcrm,.
§ 19.112 (g)-3 -han''e s scllly of Lcck or

sEcuritie, or property.
solely for otcc% or recurl-
tIes, in pursuance of plan
of rcorganimtion.

§19.112 (g)-4 _xchanges in r-organi-a-
tion for rtcck or scurl-
ties and other property
or money.

§ 19.112 (g)-5 Receipt of Etccir or s:curl-
tics in rcorganization
without surrender of
stcc-1 by Eharcholdcr.

§ 19.112 (g)-G Rccords to be kept and in-
formatiQn to be flcd with
returns.

SEc. 112 (h). Reccnitlon of gain or la o:
Dfinition of control.

§19.112 (h)-1 Control of corporation.
Srm. 112 (1). Recognition of gain or lcs:

Foreign corporation.
§ 19.112 (1)-I Reorganization dth, or

tran fer of property to
or from, a foreign corpa-
ration.

SEC. 112 (j). Recognition of gain or Ic,:
Installment oblU~ation.

Snc. 112 (k). Recognition of gan or Iczs:
As-umption of liability not
reccgnized.

§ 19.112 (k)-1 Assumption of liabiltlie
not to be taken into ac-
count for purp= of
reco-nizLng gaLn or Ices.

Sm. 113 (a). Adjusted bais s for deerm inn
gain or los: BasI (und-
justed) of property.

§ 19.113 (a)-i Scopeof basfordetcrmin-
ing gain or lo:s.

§ 19.113 (a)-2 General rule.
§ 19.113 (a) (1)-1 Property included In

inventory.
§ 19.113 (a) (2)-1 Property transmlttcd

by gift ofter D- cm-
her 31, 1920

§ 19.113 (a) (3)-1 Trancfcr in trust after
December 31, 1020.

§ 19.113 (a) (4)-1 Gift or transfer in trnst
prior to January 1,
1921.

§ 19.113 (a) (5)-i Ba is of prop:rty ac-
quired by bequcst,
devise, or inberltance.

§ 19.113 (a) ()-I Property acquired upon
a tax-free exchange.

§ 19.113 (a) (6)-2 Treatment of assump-
ton of liabilitle.

§ 19.113 (a) (7)-1 Property acquired by
corporation in reor-
ganization after D2-
cember 31, 1917.

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

§ 19.113 (a) (9)-i Property acquired as a
result of an involun-
tary conversion.

§ 19.113 (a) (10)-i Stcclz or securities ac-
quired in "ra7ah
""1es*,

§ 19.113 (a) (11)-1 Basis of property ac-
quired during ailla-
tion.

§ 19.113 (a) (12)-i B=ai of property cc-
tablLshed by Reve-
nue Act of 1932.

§ 19.113 (a) (13)-i Prcperty contribute-
n kind by a partner

to a partnership.
§ 19.113 (a) (13)-2 Redjwutment of part-

n erhip intercstz.
§ 19.113 (a) (14)-i Prop=ty acquired prior

to March 1, 1913,
§ 19.113 (a) (15)-i Bwls of property re-

ceived by a corpora-
tion i n complete
liquidatlon of an-
other corporation.

§ 19.113 (a) (10)-i Baci- of property es-
tablihced by Reve-
laue Act of 193.

§ 19.113 (a) (18)-i Bals of property re-
ceived In curtain cor-
porato liquitation.

§19.113 (a) (19)-i Bass of teel- and
rights involved in
the acquLstion of
stock dividends -a
ztccs rights: General
rules.

§ 19.113 (a) (19)-2 Exceptions to general
rules.

S=c. 113 (b). Adjuzcd bisis for determining
gain or los: Adjuzted basis.

5 19.113 (b) (1)-i Adjusted ba,_s: General
rule.

5 19113 (b) (1)-2 Adjusted basis: Cancel-
lation of indebtcd-
ness.

§ 19.113 (b) (2)-1 Substituted bai.
5 19.113 (b) (3)-1 Adjusted basis: Dis-

charge of corporate
Indebtedn-s: Gener-
al rule.

19.113 (b) (3)-2 Adjuzted baz: Dis-
charge of corporate
indebtedness: Special
Cases.

Sc. 114. Bais- for depreciation and depletion.
§ 19114-1 BasL for allo-ance of deprecla-

tion and depletion.
Sec. 115. Distrbutfons by corporations.

§ 19115-1 Divldends.
S 19.115-2 Sources of distributfons in

general.
5 19.115-3 'EdrnIn? or profits.
519.115.-4 DLtrbutions other than a

dividand.
019115-5 Dstributions in liquidation.
219.115-6 Ditributiono from depletion

or deprecaton re-arves.
519.115-7 Stock dividends.
S19-115-8 Election of shareholders as to

medium of payment.
19.115-9 DLtribut=on in redemption or

cancellation of stock taxable
a-- a dividend.

§ 19,115-10 Dividends paid in property.
S 19.115-11 Effect on earnings or profits

of certain tax-free ex-
changes and tax-free dis-
tributions.

Sec. 116. E clusions from gros. income.
S19.116-i Income offorelgn governmets,

amb ador, and consuls.
r 19116-2 Brldges to be acquired by

State or political subdivi-
slins.

Sc-. 117. Capital gains and losses.
5 19117-1 ?e a1ng of terms.
§19.117-2 Percentage of capital gain or

loss- taken into account: Net
loss carry-over.

19.117-3 Alternative tax In case of net
long-term capital gan or

E 19117-4 Determination of parlod for
which capital aets are held.

,19117-5 Application of section 117 in
the case of husband and
wife.

519117-6 Gains and Ioses from short

5tc. 118. Lossa from waszh sal s of stcck or
cecur~tIc'o

519.11,-1 Lo= from wash soles of stcck
or securites. -

Sec. 119. Income from sources within United
S ta tes:.

19119-1 Incame from s3ur= within the
United States.

19119-2 Intese-t.
19.119-3 Dividends.
19119-4 Compenation for labor or per-

sonal services.
519119-5 Rentals and royalis.

19119-8 Sale o real
519.119-7 Income fr sourc wIthout

the United States.
519119-8 Sale of personal proparty.
§19.119-9 Deductions in general.
§ 19119-10 Apportionment of deductions.
§ 19.119-1 Odther income from sourcea

within the United States.
19119-12 Income from the sale of per-

sonal property derived from
sources partly within and
partly without the United
States.

§ 19119-13 =-¢n-ortatfon se vice.
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§ 19.119-14 Telegraph and cable service.
§ 19.119-15 Computation of income.

SEc. 120. Unlimited deduction for charitable
and other contributions.

SEC. 121. Deduction of dividends paid on cer-
tain preferred stock of certain
corporations.

SEC. 122. Net operating loss deduction.
§ 19.122-1 Net operating loss deduction.
§ 19.122-2 Compatatlon of net operating

loss in case of corporation.
§ 19.122-3 Computation of net operating

loss in case of a taxpayer
other than a corporation.

§ 19.122-4 Computation of net operating
loss carry-over.

§ 19.122-5 Conversion of net operating loss
carry-over into net operating
loss deduction.

SEC. 123. Commodity credit loans.
§ 19.123-1 Election to include loans in

income.
§ 19.123-2 Effect of election on adjust-

ments for other taxable years.

Credits Against Tax

SEC. 131. Taxes of foreign countries and pos-
sessions of United States.

§ 19.131-1 Analysis of credit for taxes.
§ 19.131-2 Meaning of terms.
§ 19.131-3 Conditions of allowance of

credit.
§ 19.131-4 Redetermination of tax when

credit proves incorrect. -
§ 19.131-5 Countries which do or do not

satisfy the similar credit re-
quirement.

§ 19.131-6 When credit for taxes may be
taken.

§ 19.131-7 Domestic corporation owning a
majority of the stock of for-
eign corporation.

§ 19.131-8 Limitations on credit for for-
eign taxes.

Returns andL Payment of Tax

SEC. 141. Consolidated returns of railroad
corporations.

§ 19.141-1 Consolidated returns of affili-
ated corporations for tax-
able years beginning after
December 31, 1938.

§ 19.141-2 Formation of and changes in
affiliated group.

§ 19.141-3 Corporations to be included in
consolidated returns for tax-
able years beginning after De-
cember 31, 1938.

§ 19.141-4 Foreign corporations which
may be treated as domestic
corporations.

SEC. 142. Fiduciary returns.
§ 19.142-1 Fiduciary returns.
§ 19.142-2 Return by guardian or com-

mittee.
§ 19.142-3 Returns in case of two trusts.
§ 19.142-4 Return by receiver.
§ 19.142-5 Return for nonresident alien

beneficiary.
§ 19.142-6 Time for filing return upon

death, or termination of
trust.

SEC. 143. Withholding of tax at source.
§ 19.143-1 Withholding tax at source.
§ 19.143-2 Fixed or determinable annual

or periodical income.
§ 19.143-3 Exemption from withholding.
§ 19.143-4 Ownership certificates for bond

interest.
§ 19.143-5 Form of certificate for citizens

or residents.
§ 19.143-G Form of certificate for nonresi-

dent aliens, nonresident for-
eign corporations, and un-
known owners.

§ 19.143-7 Return and payment of tax
withheld.

§ 19.143-8 Ownership certificates in the
case of fiduciaries and joint
owners.

§ 19.143-9 Return of income from which
tax was withheld.

Sm. 144. Payment of corporation Income tax
I at source.

§ 19.144-1 Withholding in the case of non-
resident foreign corporations.

§ 19.144-2 Aids to withholding agents in
determining liability for

- withholding of tax.
SEC. 145. Penalties.

§ 19.145-1 Penalties.
SEC. 146. Closing by Commissioner of taxable

year.
§ 19.146-1 Termination of the taxable pe-

riod by Commissioner.
SEc. 147. Information at source.

§ 19.147-1 Return of Information as to
payments of $1,000.

§ 19.147-2 Return of information as to
payments to employees.

§ 19.147-3 Cases where no return of infor-
mation required.

§ 19.147-4 Return of information as to in-
terest on corporate bonds.

§ 19.147-5 Return of information as to
payments to other than citi-
zens or residents.

§ 19.147-6 Foreign items. '
§ 19.147-7 Return of information as to

foreign Items.
§ 19.147-8 Information as to actual owner.

SEC. 148. Information by corporations.
§19.148-1 Return of Information as-to

payments of dividends.
§ 19.148-2 Return of information respect-

ng contemplated dissolution
or liquidation. -

§ 19.148-3 Return of information respect-
ing distributions in liquida-
tion.

§ 19.148-4 Information respecting com-
- - pensation of officers and em-

ployees in excess of $75,000.
SEC. 149. Returns of brokers.

§ 19:149-1 Return of information by brok-
ers.

SEc. 150. Collection of foreign items.
- § 19.150-1 License to collect foreign Items.
SEe. 151. Foreign personal holding compianies.
SC. 152. Pan-American'trade corporations.

§ 19.152-1 Formation of and changes In
Pan-American affiliated
group.

§ 19.152-2 Corporations to be included in
consolidated returns as Pan-
American trade corporations.

Estates and Trusts

SEC. 161. Imposition
- 
of tax.

§ 19.161-1 Imposition of the tax.
SEC. 162. Net income.

§ 19.162-1 Income of estates and trusts.
SEC. 163. Credits against net income.

§ 19.163-1 Credits to estate, trust, or ben-
eficlary.

SEC. 164. Different taxable yedrs.
SEC. 165. Employees' trusts.

§ 19.165-1 Employees' trusts.
Sc. 166. Revocable trusts.

§ 19.166-1 Trusts with respect to the cor-
pus of which the grantor Is
regarded as remaining-in sub-
stance the owner.

SEc. 167. Income for benefit of grantor.
§ 19.167-1 -Trusts in the income of which

the grantor retains an inter-
est.

SC. 168. Taxes of foreign countiles and pos-
sessions of United States.

SEC. 169. Common trust funds. *
§ 19.169-1 Common trust fund defined.
§ 19.169-2 Income of participants in com-

mon trust fund.
§ 19.169-3 Computation of common trust

fund income.
§ 19.169-4 Admission and withdrawal of

pdrticipants from the com-
mon trust fund.

§ 19.169-5 Returns of common trust
funds.

SEC. 170. Net operating losses.
§ 19.170-1 Net operating loss deduction in

the case of estates, trusts, and
common trust funds.

Partnmrships

SEC. 181. Partnership not taxable.
§ 19.181-1 Partnerships.

SEC. 182. Tax of partners.
§ 19.182-1 Distributive share of partners,

SEC. 183. Computation of partnership income.
§ 19.183-1 Computation of partnership

Income.
SEc. 184. Credits against not income,

§ 19.184-1 Credits allowed partners,
SEc. 185. Earned income.

§ 19.185-1 Earned income credit of part-
ners.

SEc. 186. Taxes of foreign countries and pos-
sessions of United States,

SEC. 187. Partnership returns.
§ 19.187-1 Partnership returns,

SEc. 188. Different taxable years of partner
and partnership,

SEC. 189. Net operating losses.
§ 19.189-1 Net operating loss deduction in

the case of partners,

Insurance Companies

SEc. 201 (a). Tax on life Insurance compan-
ies: Definition.

§ 19.201 (a)-I Life insurance companies,
Definition.

SEc. 201 (b). Tax on life Insurance conipan-
les: Imposition of tax,

§ 19.201 (b)-1 Tax on life insurance com-
. panics.

§ 19.201 (b)-2 Foreign life insurance com-
panies: Not income,

SEC. 202. Gross Income of lifo insurance com-
panies.

SEc.203 (a). Net income of life insurance
companies: General rule,

§ 19.203 (a)-1 Limitation on deduetidna.
§ 19.203 (a) ()-I Tax-free interest.
§ 19.203 (a) (2)-i Reserve fund.
§ 19.203 (a) (4)-1 Investment expenses,
§ 19.203 (a) (5)-i Taxes and expenses

with respect to real
estate.

§ 19.203 (a) (6)-i Depreciation.
919.203 (a) (7)-l Interest.
§ 19.203 (a) (8)-1 Net operating loss de-

duction.
SEC. 203 (b). Net Income of life Insurance

companies: Rental value of
real estate.

§ 19.203 (b)-1 Real estate owned and 0o-
cupied,

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

§ 19.204 (a)-1 Tax on Insurance compa-
nies other than life or
mutual.

SEC. 204 (b). Insurance companies other than
life or mutual: Definition of
income, etc,

§ 19.204 (b)-1 Gross Income of Insurance
companies other, than
life or mutual,

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

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

SEc. 204 (e). Insurance companies other than
life or mutual: Double de-
ductions.

§ 19.204 (c)-1 Deductions allowed Insur-
ance companies other
than life or mutual,

Src. 205. Taxes of foreign countries and pos-
sessions of United States,

SEC. 206. Computation of gross Income,
SEc.207. Mutual Insurance companies other

than life.
§ 19.207-1 Tax on mutual insurance com-

panies other than life,
§ 19.207-2 Gross income of mutual in-

surance companies other than
life.

§ 19.207-3 Deductions allowed mutual in-
surance companies other than
life insurance companies.
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819.207-4 Required addition to reserve
funds of mutual Insurance
companies (other than life).

1 19.207-5 Special deductions allowed mu-
tual marine insurance com-
panies.

§ 19.207-6 Special deductions allowedmu-
t u a 1 Insurance companies
(other than life or marine).

§ 19.207-7 Returns of mutual insurance
companies (other than life).

SEc. 208. Net operating losses.
§19208-1 Net operating loss deduction in

the case of insurance com-
panies.

-NOnresident Alien Individuals

SEc. 211. Tax on nonresident allen Individ-
uals.

§ 19211-1 Taxation of aliens In general.
§ 19.211-2 Definition.
§ 19.211-8 Allen seamen, when to be re-

garded as residents.
§ 19.211-4 Proof of residence of allen.
§ 19.211-5 Loss of residence by allen.
§ 19211-6 Duty of employer to determine

status of alien employee.
§ 19211-7 Taxation of nonresident alien

individuals.
SEc. 212. Gross income.

- 19212-1 Gross income of nonresident
allen individuals.

§ 19212-2 Exclusion of earnings of foreign
ships from gross income.

Sm. 213. Deductions.
§ 19213-1 Deductions allowed nonresi-

dent alien individuals.
Sc. 214. Credits against net inqome.

§ 19.214-1 Credits to nonresident alien
individuals.

Sc. 215. Allowance of deductions and credits.
§19215-1 Allowance of deductions and

credits to nonresident allen
individuals.

SEc. 216. Credits against tax.
SEc. 217. Returns.

§ 19.217-1 Time and place for filing re-
turns of nonresident allen
individuals.

§ 19217-2 Return of income.
SEc. 218. Payment of tax.

§ 119218-1 Date on which tax shall be paid
by nonresident alien indi-
vidual.

SEC. 219. Partnerships.
§ 19.219-1 Partnerships.

Foreign Corporations

,.SEc. 231. Tax on foreign corporations.
§ 19231-1 Taxation of foreign corpora-

tions.
§ 19.231-2 Gross income of foreign cor-

porations.
§19.231-3 Exclusion of earnings of for-

eign ships from gross in-
come.

Szc. 232. Deductions.
§ 19232-1 Deductions allowed foreign

corporations.
Sc. 233. Allowance of deductions and

credits.
§19.233-1 Allowance of deductions and

credits.
SEc. 234. Credits against tax.
SE. 235. Returns.

§ 19.235-1, Time and place for filing re-
turns of foreign corpora-
tion:

§ 1925-2 Return of income.
Sm. 236. Payment of tax.

§ 19.236-1 Dates on which tax shall be
paid by foreign corpora-
tions.

Sm 237. Foreign Insurance companies.
Smc. 238. Affiliation.

Possessions of the United States

SEc. 251. Income from sources within pos-
sessions of United States.

§ 19.251-1 Citizens of the United States
and domestic corporations
deriving income from sources
within a possession of the
United States.

§19.521-2 Income received rthin the
United State-.

§ 19251-3 Tax in cozo of corporatilns.
§19251-4 Dafinition.
§ 19251-5 Deductions allowed citizans

and domestic corporations
entitled to the benefita of
cection 251.

§ 19.251-0 Allowance of deductions and
credits to citizens and
domestic corporations en-
titled to the benefits of ccc-
tion 251.

SEC. 252. Citizens of pozezons of United
States.

19-252-1 Status of citlzzns of UnItcd
States po=zcelon.

China Trade Act Corporations

Sc. 261. Taxation in general.
§ 19.261-1 Tax on China Trade Act cor-

porations.
SE. 262. Credit against net income.

§ 19.262-1 Income of China Trade Act
corporations.

§19262-2 Credits allowcd China Trade
Act corporations.

§ 19.262-3 Meaning of terms ured in con-
nection with China Trade Act
corporations.

§ 19.262-4 Wlthholding by a China Trade
Act corporation.

SC. 263. Credits agalnqs the tax.
Src. 264. Almliation.
Sm 265. Income of shareholder.

Asscssment and Collcctfon of Defcincres

SEC. 271. Definition of deficiency. ,
§ 19.271-1 DMficiency defined.

Sc. 272. Procedure in general.
§ 19272-1 Assessment of a deflciency.
§ 19-272-2 Collection of a deficiency.
§ 19.272-3 Extension of time for payment

of a deficiency.
SEC. 273. Jeopardy aszzcents.

§ 19-173-1 Jeopardy oeznmsnts.
SM. 274. Bankruptcy and recelvenhips,

§ 19.274-1 Bankruptcy and receivership
proceedings.

§ 19.274-2 Immediate ascx-ments In
banluptcy and receivership
casss.

Sm 275. Period of limitation upon a=,ws-
ment and collection.

SM. 276. Same--Excptions.
Sm 277. Suspension of running of statute.

§ 19.275-l* Period of litratlon upon as-
esment of tax.

§ 19.275-2 Perlcd of limitation upon col-
lection of taL.

Interests and Additions to tc Tax

Sc. 291. Failure to file return.
§ 19291-1 Addition to the tax in case of

fallure to file return.
SM. 292. Interest on deficlcncies.
Sc. 293. Additions to the tax In case of

deficiency.
Sm. 294. Additions to the tax in cace of non-

payment.
Sm. 295. Time extended for payment of tax

shown on return.
SM. 296. Time extended for payment of

deficiency.
Se. 297. Interest in case of Jeopardy asses-

ments.
Sm. 298. Bankruptcy and rccelverships.
Sec. 299. Removaa of property or departure

from United State .

Claims Against Transfere= and FiduciarIc

Sm. 311. Transferred ac.ets.
§ 19.311-1 Claims In cases of tranferred

assets.
Sm. 312. Notice of fiduciary relationship.

§ 19312-1 Fiduciaries.
SEc. 313. Cross reference.

Or Tpn ents
Sm 321. Overpayment of Installment.
Sm 322. Refunds and credit-.

§19232-1 Authority for oaaement,
credit, and refund of tax

§ 1922-2 Credit and refund adjustments.

F 10222-3 Claim. for refund by t=xpayers.
§ 10.322-4 Claim for payment of judgment

obtained against collector
§ 10,322-5 Claim for paym=-t of judZment

obtained In United States di7-
trict court against the United
States.

§ 19.322-6 Claim for payment of judgment
obtained in the Court of
Claims against the United
States,.

S1902'"-7 Idmitations upon the crediting
and refundin_ of taxes paid.

§ 192-8 Credlting of accounts of collsc-
tors In cases- of ssa nt
against several persons cov-
erin 3 same liability.

Foreign Pmrs'nal Holrding Comparzfe

Sc.331. Delnitlon of foreign personal hold-
ing company.

19231-1 Dafinition of fcreign peronal
holding company.

§19331-2 Grcs3 Income requirement.
§ 1931-3 Ste:% owmr-hip requirement.

S-c.332. Foreign p-rsonal holding company
income.

11932-1 Foreign persanal holding com-
pany income.

Sec. 333 (a). Stcca ownership: Construative
ownership.

§ 10 333 (a)-1 Stck owner-ship.
§ 19.33 (a)-2 Stcel: not own2d by Indi-

vidual.
§ 19.33 (a)-3 Family and partnership

ownership.
§10.33 (a)-4 Options.
§ 19.333 (a)-5 Applcation of family-part-

nership and option rules.
§ 19=3 (a)-6 Constructive o.nereh.p as

actual ownership.
§19233 (a)-7 Option rule in lieu of

family and partnership
rule.

Ssc. 333 (b). Stcc ownership: Convertible
scuriti-s.

119233 (b)-i Conv;rtible securities.
Sso. 334. Grce income of foreign personal

holdina c panie.
5 19234-1 Grcs income in general for

purpoc2s of Supplement P.
§ 102-4-2 Additions to gross income for

purpc s of SuppIement P.
Szc. 335. Undltributed Supplement P net in-

come.
Sec330. Supplement P neot income.

5 1923-1 Supplement P net income.
§ 1923C-2 Illustration of computation of

Supplement P net income
and undistributed Supple-
ment P net income.

Szc.337. Corporation Income taxed to United
States 'azeholders.

§ 19237-1 Income of foreign personal
holding companies taxed to
United States chaelzo~d:srs.

§ 19237-2 Credit for obl!iations of the
United States.

§ 19237-3 Information in return.
§19237-4 Effect on capital account of

forelgn peronal holding
company and basis of stccT.s
in hands of shareholders.

Sc. 338. Information returns by fficers and
dircctor.

§ 19238-1 Information return by offizars
and directors of certain for-
eign corparatio .

6 19238-2 Annual information returns by
officers and directors of cer-
tain foreign corporations.

§ 1923-3 Time and place of filing re-
turns.

Sm 333. Information returns by shareheld-
era.

§ 19233-1 Information returas by share-
holders of certain foreign car-
porations.

5 19239-2 Annual Information returns by
shareholders of certain for-
eign corporations.

0 19239-3 Tme nd plac of fling- re-
turns.

Sm. 310. Penalties.
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MutuaZ Investment Companfes
Src. 361. Definition.

§ 19.3861-1 Definition of a mutual Invest-
ment company.

§ 19.361-2 ProQf of status of a mutual in-
vestment company.

19.361-3 Records to be kept for purpose
of ascertaining actual owner-
ship of outstanding stock of
mutual investment com-
panies.

§.19.361-4 Records to be kept for purpose
of determining whether a
corporation claiming to be a
mutual investment company
is a personal holding com-
pany.

§ 19.361-5 Additional Information required
in returns of shareholders.

SEc. 362. Tax on mutual investment com-
panies.

§ 19.362-1 Tax on mutual Investment
companies.

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

SEC. 371. Nonrecognition of gain or loss.
§ 19.371-0 Terms used.
§ 19.371-1 Purpose and scope of exception.
§ 19.371-2 Exchanges of stock or Securities

solely for stock or securities.
§ 19.371-3 Exchanges of property for prop-

erty by corporations. -
§ 19.371-4 Distribution solely of stock or

securities.
§ 19.371-6 Transfers within system group.
1 19.371-0 Sale of stock or securities re-

ceived upon exchange by
members of system group.

§ 19.371-7 Exchanges in which money or
other nonexempt property is
received.

§ 19.371-8 Requirements with respect to
order of Securities and Ex-
change Commission.

§ 19.371-9 Nonapplication of other pro-
visions of the Internal Reve-
nue Code.

§ 19.371-10 Records to be kept and infor-
mation to be filed with
returns.

SEc. 372. Basis for determining gain or loss.
§ 19.372-0 Basis for determining gain or

loss.
§ 19.372-1 Basis of property acquired

upon exchanges under sec-
tion 371 (a), 371 (b), or
371 (e).

§ 19.372-2 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 ecuri-
ties.

1 19.372-3 Basis of stock or securities ac-
quired by shareholder upon
tax-free distribution under
section 371 (c).

K 19.372-4 Basis of property acquired un-
der section 371 (d) in trans-
actions between corporations
of the same system group.

SE. 373. Definitions.
§ 19.373-1 Definitions.
SUBPART D. PERSONAL HOLDING COMPANIES

SE. 500. Surtax on personal holding- com-
panies.

§ 19.500-1 Surtax on personal holding
companies.

SEC. 501. Definition of personal holding com-
pany.

§ 19.501-1 Definition of personal holding
company.

J 19.501-2 Gross income requirement.
§ 19.501-3 Stock ownership requirement.

Src. 502. Personal holding company inconie.
§ 19.502-1 Personal holding company in-

come.
SEC. 503 (a). Stock ownership: Constructive

ownership.
§ 19.503 (a)-1 Stock ownership.
§ 19.503 (a)-2 Stock not owned by indi-

vidual.

§ 19.503 (a)-3 Family and partnership
ownership.

§ 19.503 (a)-4 Options.
§ 19.503 (a)-5 Application of family-part-

nership and option rules.
§19.503 (a)-6 Constructive ownership as

actual ownership.
§ 19.503 (a)-7 Option rule in lieu of fam-

ily and partnership rule.
SEC. 503 (b). Stock ownership: Convertible

securities.
§ 19.503 (b)-1 Convertible securities.

SEC. 504. Undistributed subchapter A net in-
come.

§ 19.504-1 Undistributed subchapter A
net income.

§ 19.504-2 Amounts used or irrevocably
set aside to pay or to retire
indebtedness of any kind in-
curred prior to January 1,
1934.

SEC. 505. Subchapter A net income.
§ 19.505-1 Subchapter A net income.
§ 19.505-2 Illustration of computation of

subchapter A net income,
undistributed subchapter A
net income, and surtax.

SEc. 506. Deficiency dividends--credits and
refunds.

§ 19.506-1 Purpose and scope of deficiency
dividend credit.

§ 19.506-2 Date when decision by Board
or court becomes final and
date of closing rgreement.

§ 19-506-3 Credit against -unpaid defi-
ciency.

§ 19.506-4 Credit or refund of deficiency
paid.

§ 19.506-5 Claim for deficiency dividends
credit or credit or refund.

§ 19.506-6 Effect of deficiency dividends
on dividends paid credit.

§ 19.506-7 Suspension of statute of lini-
tations and stay of collection.

SEC. 507. Meaning of terms used.
SEC. 508. Administrative provisions.

§ 19.506-1 Return and payment of tax.
§ 19.503-2 Determination of tax, assess-

ment, collection.
Szc. .509. Improper accumulation of surplus.
SEC. 510. Foreign personal holding com-

panies.
SEC. 511. Publicity of returns.

SUBPART E. DEFINITIONS

SEC. 3797. Definitions.
§ 192797-1 Classification of taxables.
§ 19.3797-2 Association.
§ 19.3797-3 Association distinguished from

trust.
§ 19.3797-4 Partnerships.
§ 19Z3797-' Limited partnerships.
§ 19.3797-6 Partnership associations.
§ 192797-7 Insurance company.
§ 19.3797-8 Domestic, foreign, resident,

.and nonresident persons.
§ 192797-9 Fiduciary.
§ 19.3797-10 Fiduciary distinguished from

agent.

SUBPART P. 5rTIGATION OF EF7FECT OF LIMITATION
AN OTHER PROVISIONS IN INCOME TAX CASES

SEC. 3801 (a). Mitigation of effect of limita-
tion and other provisions in
income tax cases: Defini-
tions.

K 192801 (a) (1)-1 Purpose and scope of
section 3801.

§ 19.3801 (a) (1)-2 Closing agreement as
a determination.

§ 19.3801 (a) (1)-3 Decision by Board or
court as a determi-
nation..

§ 19.3801 (a) Z)-4 Final disposition of
claim for refund as a
determination.

§ 19.3801 (a) (3)-l Related taxpayer.
SEc. 3801 (b). Mitigation of effect of limita-

tion and other provisions in
income tax cases: Clrcum-
stances of adjustment.

§ 19.3801 (b)-0 Circumstances of adjust-
;ment.

§ 19.3801 (b)-1 Double inclusion of item
of gross income.

§ 19.3801 (b)-2 Double allowance of a de-
duction or credit.

K 192801 (b)-3 Erroneous exclusion of
Item of gross income
with respect to which
tax was paid.

§ 19.3801 (b)-4 Correlative deductions and
inclusions specified in
section 162 (b) and (o)
and corresponding pro-
visions of prior Revenue
Acts.

§ 19.3801 (b)-5 Determination of basis of
property In case of er-
roneous treatment of
transaction relating to
acquisition thereof. -

§ 192801 (b)-6 Law applicable in deter-
mination of error.

§ 192801 (b)-7 Operation dependent upon
maintenance of Incon-
sistent position,

§ 19.3801 (b)-8 Existence of status of re-
lated taxpayer at time
of the first maintenanco
of an Inconsistent posi-
tion.

SEC. 3801 (c). Mitigation of effect of limita-
tion and other provisions In
Income tax cases: Method of
adjustment.

§ 19.3801 (c)- Method of adjustment.
SEC. 3801 (d). Mitigation of effct of limita-

tion and other provisions In
Income tax cases: Ascertain-
ment of amount of adjust-
ment.

§ 19.3801 (d)-1 Ascertainment of amount
of adjustment.

SEC.3801 (e). Mitigation of effect of limita-
tion imd other provisions In
income tax cases: Adjust-
ment unaffected by other
items, etc.

§19.3801 (e)-1 Effect of other items on
amount of adjustment,

Sm. 3801 (f). Mitigation of effect of limita-
tion and other provisions in
Income tax cases: No adjust-
ment for years prior to 1932.

Pertinent Enacting PrOVisions Ol the
Internal Revenue Code1

AN ACT

To consolidate and codify the internal
revenue laws of the United States

Be it enacted by the Senate and lous of
Representatives of the United States of Amer-
ica in Congress assembled, That the laws of
the United States hereinafter codified and
set forth as a part of this act under the head-
ing "Internal Revenue Title" are hereby en-
acted into law.

SEC. 2. CrTATION. This aot and the In-
ternal revenue title incorporated heroin shall
be known as the Internal Revenue Code and
may be cited as "I. R. C."

SEC. 6. ARaANoEmIENT, CLASSIFIOATION, AND
CROSS rsEsEncRs. The arrangement and clas-
sification of the several provisions of the
Internal Revenue Title have been made for
the purpose of a more convenient and orderly
arrangement of the same, and, therefore, no
Inference, implication or presumption of leg-
islative construction shall be drawn or made
by reason of the location or grouping of any
particular section or provision or portion
thereof, nor shall any outline, analysis, cross
reference, or descriptive matter relating to
the contents of said Title be given any legal
effect.

SUBPART A-INTRODUCTORY PROVISIONS

SEC. 1. APPLICATION O CIIAPMr.
The provisions of this chapter shall apply

only to taxable years beginning after Do-
cember 31, 1938. Income, war-profits, and

'Act February 10, 1939, 53 Stat., Part 1.
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excess-profits taxes for taxable years begin-
ning prior to January 1, 1939, shall not be
affected by the provisions of this chapter,
but shall remain subject to the applicable
provisions of the Revenue Act of 1938 and
prior revenue acts, except as such provisions
are modified by legislation enacted subse-
quent to the Revenue Act of 1938.

- § 19.1-1 Scope of regulations. These
regulations deal with the taxes upon net
income imposed by chapter 1 of the In-
ternal Revenue Code, including the tax
imposed by section 102 upon the net in-
come of certain corporations, and with
the surtax imposed by subchapter A of
chapter 2 (sections 500 to 511, inclusive)
upon the undistributed subchapter A net
income of personal holding companies.

Each section, subsection, or _para-
graph of the Internal Revenue Code set
forth in these regulations shall be con-
sidered as a part of te respective regu-
lations section to which it corresponds.*

SEC. 2- CROSS ExERENCES.
The cross references in this chapter to

other portions of the chapter, vhere the
word "see" is used, are made only for con-
venience,-and shall be given no legal effect.

Swc. 3. C AssWncATIoN OF PsovLsroNs.
The provisions -of this chapter are herein

classfed and designated as--
Subchapter A-Introductory provisions,
Subchapter B--General provisions, divided

inta-Part and sections,
Subchapter C-Supplemental provisions,

divided into Supplements and sections.

§ 19.3-1 Division of regulations. These
regulations, which constitute Part 19 of
Title 26 of the 1940 Supplement to the
Code of Federal Regulations, are divided
into six subparts. Subpart A relates to
Introductory Provisions. Subpart B re-
lates to General Provisions. Subpart C
relates to Supplemental Provisions. Sub-
part D relates to Surtax on Personal
Holding Companies. Subpart E relates
to Definitions. Subpart F relates to Miti-
gation of Effect of Limitation and Other
Provisions in Income Tax Cases.*

SEC. 4- SPECUL CLASSES OF TAXPAYERS.
The -application of the General Provisions

and of Supplements A to D, inclusive, to each
of the following special classes of taxpayers,
shall be subject to the exceptions and addi-
tional provisions found in the Supplement
applicable to such class, as follows:

(a) Etates and trusts and the benefici-
aries thereof,--Supplement E.

(b) lembers of partnershipsr-Supple-
ment F.

(c) Znsurance companies,-Supplement G.
(d) Nonresident alien individuals,--Sup-

plement H.
-(e) Foreign corporations,-Supplement L
(f) Individual citizens of any poseson

of the United States who are not otherwise
citizens of the United States and who are
not residents of the United States,-Sup-
plement J.

(g) Individual citizens of the United
States or domestic corporations, satisfying
the conditions of section 251 by ieson of
deriving a large portion of their gross in-
come from sources within a possession of the
United States,--Supplement J.

(hs) China Trade Act corporations,--Sup-
plement M.

(i) Foreign personal holding companies
and their shareholders,--Supplement P.

(j) Mutual investment companles--Sup-
plement 2

2
So in original. "Supplement Q" evidently

intended.
No. 22- 2

§ 19.4-1 Application of regulaton to
special casses of taxpayers. With re-
spect to certain classes of taxpayers, the
application of the provisions of Subpart
B of these regulations Is subject to cer-
tain exceptions and additional provisions,
which appear in Subpart C, as follows:

Estates and trusts-sections 161 to 170,
inclusive.

Partnerships-sections 181 to 189, In-
clusive.

Insurance companies-sections 201 to
208, inclusive.

Nonresident allen indivlduals-sections
211 to 219, Inclusive.

Foreign corporations-sections 231 to
238, inclusive.

Income from sources in possessions of
the United States-sections 251 and 252.

China Trade Act corporations-ec-
tions 261'to 265, inclusive.

Foreign personal holding companies-
sections 331 to 340, inclusive.

Mutual investment companles-sec-
tlons 361 and 362.'

SUBPAfRT .--GENERL PRoVs5ONS

Rates of Tax

Sue. il. Nommm~ TAr ONz nSInruAI.
There shall be levied, collected, and paid

for each taxable year upon the net Income of
every Individual a normal tax of 4 per centum
of the amount of the net income In exc:--
of the credits against net income prpvided
in section 25.

§ 19.11-1 Income tax on individuals.
Chapter 1 of the Internal Revenue Code,
which applies only to taxable years be-
ginning after December 31,1938 (see sec-
tion 1), imposes an income tax on Indi-
viduals, Including a normal tax (section
11) and a surtax (section 12). The tax
is upon net ncome which Is determined
by subtracting the allowable deductions
from the gross income. (See generally
sections 21 to 24, inclusive.) In certain
cases credits are allowed against the net
income before computing the tax (sfec-
tion 25) and in other cases against the
amount of the tax (sections 31, 32, and
131). In general, the taxis payable upon
the b~is of returns rendered by persons
liable thereto (sections 51, 53, 142, and
217), except that in some instances It Is
to be paid at the source of the income
(section 143). Exceptions and additional
provisions applicable to certain special
classes of taxpayers are listed in sec-
tion 4.

See Supplement P (sections 331 to
340, inclusive) as to shareholders of
foreign personal holding companies.
See section 117 as to the treatment of
capital gains and capital losses.*

§ 19.11-2 Citizens or resident- of the
United States liable to tax. In general,
citizens of the United States% wherever
resident, are liable to the tax, and It
makes no difference that they may own
no assets within the United States and
may receive no income from sources
within the United States. Every resi-
dent alien individual is liable to the tax,
even though his income Is wholly from

sources outride the United States. As
to nonresident alien ludividuals, see sec-
tions 211 to 219, inclusive.*

§ 19.11-3 Who is a citizen. Every
person born or naturalized in the United
States, and subject to Its jurisdiction, is
a citizen When any naturalized citizen
has left the United States and resided
for two years in the foreign country
from which he came, or for five years
in any other foreig-n country, it is pre-
simed that he has ceased- to be an
American citizen. This presumption
does not apply, 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 Jurisdiction. However,
even though an individual born in the
United States, subject to Its jurisdic-
tion, of either citizen or alien parents,
resided in a foreign country for a num-
ber of years he would still be a citizen
of the United States, unless he had be-
come naturalized in, or taken an oath
of allegiance to, the foreign country of
residence or some other foreign state. A
foreigner who has fied his declaration
of intention of becoming a citizen of the
United States but who has not yet re-
ceived his fnal citizenship papers is an
alien. See sections 19.211-2 to 19211-5,
inclusive, for distinction between a resi-
dent alien individual and a nonresident
allen individual.*

S.. 12. Surxax or nnrvmuss.&
(a) DeflTntior of "curt= et income. As

used in this ct_,ion the term "surtax net In-
come' means the amount of the net income
in exec-- of the credits against net Income
provided in sectIon 25 (b). .

(b) rates of curt=. There shall be levied,
collected. and paid for each taxable year
upon the surtax net Income of every indi-
vidual a surtax a" _llo_:

Upon a surtax net income of $4,000 there
shall be no surtax; upon surtax net incomes
in exc=s of $4.000 and not in exces of $6,000,
4 par centum of such excess.

CP0 upon Surtax net Incomes of $6,00; and
upon surtax net incomes in excess of $6,000
and not in excLro of *8,000, 5 par centum in
addition of suth exc-s.

$180 upon surtax net Incomes of $3,e00;
and upon surtax net Incomes In excess of
U,000 and not n.excezs of $10,000, 6 per
centum in addition of such excess.

C00 upon surtax net income_ of $10,000;
and upon surtax not Incomes in excess of
$10,000 and not in exmc s of $12,000, 7 per
centum In addition of such exces3.

-140 upon surtax net Incomes of $12,000;
and upon surtax net incom-s in exces of
$12,Q00 and not In excess of $14,000, 8 per
centum In addition of such exces.

COD upon surtax net Incomes of $14,000;
and upon surtax net Incomes in excess of
$14.00 and not in excez- of $16,000, 9 per
centum'ln addition of ouch excess.

67E0 upon surtax net incomes of $16,000;
and upon surtax net incom_ in excess of
$16,000 and not in exceza of 618000, 11 per
centum. in addition of such excess.

81,I00 upon surtax net incomes of $18,000;
and upon surtax net Incomes in excess of
$18.000 and not In excess of $20,00, 13 per
centumn in addition of Such excess.

'$I.200 upon surtax net incomes of $20,000;
and upon surtax net Incomes in excess of
$20.000 and not in exc:--- of 522,000, 15 per
centum in addition of such excess.

$1,c0 upon surtax net incomes of $22,000;
and upon ta'nt incomes in ec of

22, 003 nd nat in exces of $28,000, 17 per
centum in addition of such excess.
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$2,240 upon surtax net incomes of $26,000
and upon surtax net incomes in excess o
$26,000 .and not in excess of $32,000, 19 pe
centum In addition of such excess.

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

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

$6,080 upon surtax net incomes of $44,000
and upon surtax net incomes in excess o
$44,000 and not in excess of $50,000, 27 pe
centum in addition of such excess. -

$7,700 upon surtax net incomes of $50,000
and upon surtax net incomes" in excess o
$50,000 and not in excess of $56,000, 31 pe
cefitum in addition of such excess.

$9,560 upon surtax net incomes of $56,000
and upon surtax net incomes in excess o
$56,000 and not in excess of $62,000, 35 pe
centum in 'addition of such excess.

$11,660 upon surtax net incomes of $62,006
and upon surtax net incomes in excess e
$62,000 and not in excess of $68,000, 39 pe
centum in addition of such excess.

$14,000 upon surtax net incomes of $68,000
and upon surtax net incomes in excess c
$68,000 and not in excess of $74,000, 43 pe
centumn In addition of such excess.

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

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

$24,500 upon surtax net incomes of $90,000
and upon surtax net incomes in excess c
$90,000 and not in excess of $100,000, 55 pe
centum in addition of such excess.

$30,000 upon surtax net incomes of $100,00C
and upon surtax net incomes in excess c
$100,000 and not in excess of $150,000, 58 pe
centum in addition of such excess. 1

$59,000 upon surtax net incomes of $150,00C
and upon surtax net incomes In excess c
$150,000 and not in excess of $200,000, 60 pa
centum in addition of such excess.

$89,000 upon surtax net incomes of $200.00(
and upon surtax net incomes In excess c
$200,000 and not in excess of $250,00, 62 pc
centum in addition of such excess.

$120,000 upon surtax net incomes of $250,
000; and upon surtax net incomes in excez
of $250,000 and not in excess of $300,001
64 per centum in addition of such excess.

$152,000 upon surtax net incomes of $300
000; and upon surtax net incomes in exce!
of $300,000 and not in excess of $400,001
66 per centum in addition of such excess.

$218,000 upon surtax net incomes of $400
000; and upon surtax net incomes in exce:
of $400,000 and not in. excess of $300,001
68 per centum in addition of such excess.

$286,000 upon surtax net incomes of $500
000; and upon surtax net incomes in exce!
of $500,000 and not in excess of $750,00'
70 per centum in addition of such excess.

$461,000 upon surtax net incomes of $750
000; and upon surtax net incomes in excel

.of $750,000 and not in excess of $1,000,00
72 per centiim in addition of such excess.

$641,000 upon surtax net incomes
$1,000,000; and upon surtax net incomes I
excess of $1,000,000 and not in excess
$2,000,000, 73 per centuni in addlition
such excess.

$1,371,000 upon surtax net incomes of $2
000,000; and Upon surtax net incomes I
excess of $2,000,000 and not in excess* i
$5,000,000, 74 per centuran in addition
such excess.

$3,591,000 upon surtax net incomes of $5
000,000; and upon surtax net incomesi
excess of $5,000,000, 75 per centum n add
tion of such excess.

(c) Tax in case of capital gains or losse
For rate and domputation of alternative tE
in lieu of normal tax and" surtax in the ca.
of capital gain or loss from the sale
exchange of capital assets held for moi
than eighteen months, see section 117 (c)

: (d) Sale of -oil 'or gas prperties. For
f limitation of surtax attributable to the sale
r of off or gas properties, see seation 105.

(e) Tax on personal holding companies.
For surtax on personal holding companies,

f see section 500.
r (f) Avoidance of surtaxes by incorpora-

tion. For surtax on corporations which ac-
); cumulate surplus to avoid surtax on share-
f holders, see section 102.

§ 19.12-1 Surtax. In addition to the

1; normal tax imposed by section 11 -a sur-

I tax is imposed at; the rates specified in
section 12 upon-the surtax net income of

1; every individual, resident or nonresident,
except nonresident alien individuals sub-

ject to the tax imposed by section 211 (a).

,; The surtax net income is the amount of

f the net income in excess of the personal
r exemption and credit for dependents.

(See generally sections 19.25-1 to 19.25--7,

t inclusive.) For surtax on corporations
r improperly accumulating surplus see see-

tion 102. As to surtax on personal hold-

ing companies, see sections 500 to 511,
r Inclusive.*

§ 19.12-2 Computation of s u r t a x.

f The following table shows the surtax due

r for taxable years beginning after Decem-
ber 31, 1938, upon certain specified
amounts of surtax net income. In each

x instance the first figure of the surtax net
income in the surtax net-income column

1; is to be excluded and the second figure
included. The percentage given opposite
applies to the excess of income over the

0; first figure in the surtax net-income col-
umn. The last column gives the total
surtax on a surtax net income equal to

0; the second figure in the surtax net-
of income column.

Surtax Table

Sortax net incomo

$0 to $4,000 .........................
$4,000 to $6,000 ---------------------
$6,000 to $8,000..---..............
$3,000 to $10,000 ....................
$10,000 to $12,000 ----- I .----------
$12,000 to $14,000.' ..................
$14,000 to $16,000 ........ Z ....- _..-
$16,000 to S18,000 -----------
$18,000 to $200
S20,000 to $22,O0O -----------------
$2,000 to $26.000 ---------------
$26,000 to $32,000 .---------........
$32,000 to $38,000 ...................
$,000 to $44,000 ...................
$44,000 to $10,000 ..................
$60,000 to $56,000 ..............
$56,000 to $62,000 .................
$62,000 to $68,000 ...................
$68,000 to $74,000 --..................
$74,000 to $80,000. ............
$80,000 to $60,000.............
$90,000 to $100,000............
$100,000 to $150,000 ---- - -...........
$150,000 to $200,000 - .............
$200,000 to $250,000 ...--............
$2M0,000 to $300,000 ----------.---
$300,000 to $400,000 .................
$400,000 to $00,000.. : ..........
$500,000 to $700,000 -.-----------
'750,000 to $1,000,000 ................
$1,000,000 to $2,000,000 ------
$2,000,000 to $5,000,000-
$5,000,000 up..-.............

Percent

5
,6

7
8
9

11
13
15
17
19
21
21
27
31

39
43
47
51
55
68
60
62
64
66
63
70
72

7374
75

Total
surtax

-----.-----$60
180
300
440
600
780

1,000
1,260
1,560
2,240
3,380
4,640

7,700
9,560

11,660
14, 000
16, 60
19, 400

24,00
80,000
$6,000
89,000

120,000
152,00
218,000
28K000
461,000
641,000

,371,000
3,591,000

--- -- --

The surtax for any amount'of surtax
net income not stated in round figures in
the table is computed by adding to the
surtax for the largest amount stated
which is less than the surtax net income,
the surtax upon the excess over that
amount at the rate indicated in the

table. Accordingly, the surtax due for
taxable years beginning after December
31, 1938, upon a surtax net Income of
,$63,128 would be $12,099.92, computed as
follows:
Surtax on $62,000 from table .... $11, 660.00
Surtax on $1,128 at 39 percent... 439.0

Total ------------------- 12,099, D2

SEC. 13. TAx ox coroaTIONS i 0E1=ALt,

(a) Adjusted net Income. For the pur-
poses of this chapter the term "adjusted not
income" means the net Income minus the
credit provided in section 26 (a), relating to
interest on certain obligations of the United
States and Government corporations.

(b) Imposition of tax. There shall be
levied, collected, and paid for each taxable
year upon the net income of every corpora-
tion the net income of which is more than
$25,000 (except a-corporation subject to the
tax imposed by section 14, section 231 (a),
Supplement G, or Supplement Q) a tax Com-
puted under subsection (c) of this section or
a tax computed under subsection (d) of this
section, whichever tax is the lessor,

(c) General rule. The tax computed under
this subsection shall be as follows,

(1) A tentative tax shall first be computed
equal to 19 per cextum of the adjusted not
income.

(2) The tax shall be the tentative tax re-
duced by the sum of-

(A) 16V/ per centum of the credit for divi-
dends received provided in section 26 (b) ; and

(B) 2/ per centum of the dividends paid
credit provided in section 27, but not to ex-
ceed 2V per centum of the adjusted not in-
come.

(d) Alternative tax (corporations with not
income slightly more than $25,000).

(1) If no portion of the gross income con-
sists of interest allowed as a credit by section
26 (a) (relating to interest -on cbrtaln obliga-
tions of the United States and GOvernment
corporations), or of dividends of the class
with respect to which credit is allowed by sec-
tion 26 (b), then the tax computed under
this subsection shall be equal to $3,525, plus
32 per centum of the amount of the not in-
come in excess of $25,000,

(2) If any portion of the gross Income con-
sists of such interest br dividends, then the
tax computed under this subsection shall bo
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 allo-
cated: First, the portion of the gross income
consisting of such Interest; second, the por-
tion 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 division.

(C) To the second division shall bo allo-
cated, until there has been so allocated an
aggregate equal to the excess of the not 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 income con-
sisting 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 the sum of $25,000 plus the
amounts already allocated to the second divi-
sion.

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

(i) A tax on the $25,000 allocated to the
first _itvislon, computed under section 14 (a),
on tile basis of the allocation made to the
first division and as if the amount so allo-
cated constituted the entire not income of
the corporation.
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(ii) 12 per centum of the dividends re-
ceived allocated as such to the second divi-
sion.

(ill) 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 bankrzuptcg and receiv-
ership. If a domestic corporation is for any
portion of the taxable year in bankruptcy
under the laws of the United States, or in-
solvent ,and in receivership In any court of
the United States or .of any State, Territory,
or the District of Columbia, then, when the
tax is computed under subsection (c), the
tentative tax shall be reduced by 21 per
centum of the adjusted net income, Instead
of by 2V per centiim of the dividends paid
credit.

(f) Joint-stoc ZaM bailks. In the case
of a joint-stock land bank organized under
the Federal Farm Loan Act, 39 Stat. 360. 42
Stat. 1451 (U.S.C. Title 12, § 641), as amended,
when the tax is computed under subsection
(c), the tentative tax shall be reduced by
2 per centum of the adjusted net income,
instead of by 2% per centum of the dividends
paid credit.

(g) R-ta housing corporations. n the
case of a corporation which at the close of
the taxable year is regulated or restricted by
the Fedeital Housing Administrator under
section 207 (b) (2) of the National Housing
Act, as amended, 52 Stat. 17, when the
tax is computed under subsection (c),
the tentative tax shall be reduced by
2V per centum of the adjusted net in-
come, instead of by 2% per centurm of the
dividends paid credit; but only If such Ad-
ministi ator certifies to the Commlssiner the
fact that such regulation or restriction
existed at the close of the taxable year. It
shall be the duty of such Administrator
promptly to make such certification to the
Commissioner after the close of the taxable
year of eachi corporation which is so regu-
lated or ,restricted by him.

(h) Exempt corporations. For corporatipns
exempt from taxation under this chapter, see
section 101.

(I) Tax on personal holding compan es.
For surtax on personal holding companies,
see section 500.
- (j) Improper accumulati. of surplus.

For surtax on corporations which accumulate
surplus to avoid surtax on shareholders, see
section 102.

SEC. 201. CoRPonA'rs.TO TAX nT GELEE.
(RExVxEoa Ac' -or-1939.)

Sections 13 * * * of the Internal Rev-
enue Code are amended to read as follows:

"Sxc. 13. TAx oN coRPoSrAIOs Hr GEN L.
"(a) Definitions. For the purposes of this

chapter-
"(1) Adjusted net inq.me. The term 'ad-

justed net income' means the net income
minus the credit provided in section 26 (a),
relating to interest on certain obligations of
the United States and Government corpora-
tions.

"(2) Mormal-tax zet income. gThe term
'normal-tax net income' means the adjusted
net income minus tha credit for dividends
received provided in section 26 (b).

"(b) Imposition of tax. There shall be
levied, collected, and paid-for each taxable
year upon the normal-tax net income of every
-corporation the normal-tax net income of
-which is more than $25,000 (except a corpo-
ration subject to the tax imposed by section
14, section 231 (a), Supplement G. or Sup-
plement Q) whichever of the-following taxes
is the lesser:

"(1) General rule- A tax of18 per centum
of the normal-tax net Income; or

"(2) Alternative tax (corporations with
normal-tax net income slightly more than,
$25,000). A tax of $3,525, plus 32 per centum
of the amount of the normal-tax net income
In excess of $25,000.

"(c) Exempt corp,ratiww. "For cp:,ra-
tions exempt from taxation undcr this chap-
ter, see section 101.

"(di) Tax on pcr.-oval 1zo~ing czrrImznfc3.
For surtax on personal holding comp2lco,
see section 500.

"(e) improper accumulation of surplus.
For surtax on corporations which accumu-
late surplus to avoid surtax on chareholder,
see section 102."

Ssc. 229. TAxAx rns xo wmc -tamD-
s rs Apwacsnz (Irv'm- AcT or 1939.)

Except the amendments made by rsotion
211, 213, 214. 215. 217, 219. 2Z0. 221, 2_-22. 3,
226, 227, and 228. the amendments made by
this title to the Internal Revenue Codeall
be applicable only with respcct to taxable
years beginning after Dcember 31. 1939.

SEc. 19.13-1 Tax on corporations in
general-Taxable Vears beginning in
1939. Section 13, prior to Its amend-
ment, and sections 19.13-1 to 19.13-4, in-
clusive, are applicable only with respect
to taxable years beginning after Decem-
ber 31, 1938, and before January 1, 1940
(see section 15 and section 19.15-1). For
provisions for income taxes on corpora-
tions in general applicable with respect
to taxable years beginning after Decem-
ber 31, 1939, see section 13. as amended,
and sections 19.13-5 to 19.13-7. inclusive.

For any taxable year beginning after
December 31, 1938, and before January
1, 1940, section 13, prior to its amend-
ment, imposes an income tax on corpo-
rations in general the net income of
which is more than $25,000. Every such
corporation is liable to the tax Impozed
by such section, except (1) corporations
expressly exempt from taxation under
chapter I (see section 101) ; (2) corpora-
tions subject to tax under section 14,
prior to its amendment, being (A) cor-
porations having net incomes of not
more than $25,000 and not coming
within one of the classes specified In
subsection (d), (e). (f), or (g) of such
section 14, (B) banks, as defined In sec-
tion 104, (C) corporations organiznd
under the China Trade Act, 1922, (D)
corporations which by reason of deriv-
ing a large portion of their gross income
from sources within a pose'Aon of the
United States are entitled to the bcne-
fits of section 251, and B) foreign cor-
porations engaged in trade or buslnes.
within the United States or having an
office or place of business therein; (3)
foreign corporations not engaged in
trade or business within the United
States and not having an office or place
of business therein (see section 231 (a)) ;
(4) insurance companies (see sections
201 to 207, inclusive, of Supplement G);
and (5) mutual investment companies
(see Supplement Q (sections 361 and
362)).

It makes no difference that a domestic
corporation subject to any tax Imposed
by section 13, prior to Its amendment,
may derive no income from sources
within the United States. The tax Im-
posed by such section 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
obligations of the United States and its
Instrumentalities. Te term "adjusted
net income" is used elsewhere in the
regulations under chapter 1 and where
so used has the meaning here given
to it.

Mhe 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 "corpora-
tion" includes and for the difference be-
tween domestic and foreign corporations,
see section 3797. For surtax on personal
holding companies, see sections 500 to
511, inclusive. For surtax on corpora-
tions Improperly accumulating surplus,
see section 102.

The tax Imposed shall be computed
under subsection (c) (the general rule)
or subsection Cd (the alternative tax) of
section 13, prior to its amendment,
whichever computation produces the
lesser tax. Subsection (d), sometimes
referred to as the "notch" provision, is
designed primarily for corporations hav-
Ing net incomes of slightly more than
$25,000. In the case of such corpora-
tions, subsection (d- will frequently pro-
duce a lezser tax, although the result in
any given case depends upon the
facts and figures involved (see section
19.13-3) .9

§ 19.13-2 Tax under general rule-
Taxable Iyears beginning in 1939. Sub-
section c) of section 13, prior to its
amendment, provides (for any taxable
year beginning after Decemb?r 31, 1938,
and before January 1, 1940) for the tax
computation under what is termed the
"general rule." A tentative tax is first
computed upon the adjusted net income
at the rate of 19 percent. Two credits
are allowed against this tentative tax.
The more Important of these credits, in
the majority of cases, is the one which
allows a reduction In the tentative tax
by 2 percent of the dividends paid
credit provided for in section 27. How-
ever, this credit may not be allowed in
excess of 22 percent of the adjusted net
income. For definition of the term "div-
Idends paid credit" and computation
thereof, see Section 19.27 (a)-l. The
other credit allowed against the tentative
tax Is computed by taking 161 percent
of the credit for dividends received as
described in section 26 (b), relating to
dividends recelved from domestic cor-
porations.

The application of the general rule set
out in subsection Cc) of s-ection 13, prior
to Its amendment, may be illustrated by
the following example:

Example. The A Corporation, a do-
mestc corporation, which is not a bank
affiliate referred to in section 26 (d), has
for the calendar year 1939 . net income
of $110,000, including interest on United
States obligations (allowable as a credit
under section 26 a)) in the amount of
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$10,000 and dividends received (of the
class allowable as a credit under section
26 (b)) in the amount of $10,000. The
corporation pays to its shareholders, dur-
ing the taxable year, $30,000 in dividends.
It Is not entitled to any dividend carry-
over under section 27. Its tax for the
calendar year 1939 is $17,097.50, com-
puted as follows:

Computation of Tax

Tentative tax:
Net income --------- $110,000
Less credit for inter-

est on United States -
obligations -------- 10,000

Adjusted net in-
come ------------ 100,000

Tentative tax under
section 13 (c) (19
percent of $100,000) ---------- $19,000.00

Credits on account of
dividends received
and dividends paid:

(1) Dividendsre-
ceived (85 percent
of $10,00oX16
percent) --------- $1,402. 50

(2) Dividends paid
($30,000-$10,000 X
2Y2 percent) --- 500.00

Total credit (sec-
tion 13 (c) (2)) --------- 1,902.50

Total tax ------------ ---- 17,097. 50

S53. 19.13-3 Alternative tax (corpo-
rations with net incomes slightly more
than $25,000)--Taxable years beginning
in 1939. Subsection (d) of section 13,
prior to its amendment, provides an al-
ternative method for computing the tax
(for any taxable year beginning after De-
cember 31, 1938, and before January 1,
1940) in the case of corporations having
net incomes of slightly more than $25,000.
If no portion of the gross income consists
of interest on obligations of the United
States and its instrumentalities allowable
as a credit under section 26 (a), or of
dividends of the class, with respect to
which the credit is allowable under sec-
tion 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 con-
sists 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 in-
come into two parts, or divisions, the first
division consisting of $25,000 and the sec-
ond division consisting of the balance of
the net income in excess of $25,000.

The first division is composed, -rst,
of. gross income from interest on obli-
gations of the United States and its in-
strumentalities, allowable as a credit
under section 26 (a); second, the por-
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 di-
vision. For the purposes of section 13,
prior to-its amendment, this excess is
referred to in these regulations as "or-
dinary income." 'In segragating 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 in-
come 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,
prior to its amendment. The alter-
native tax in such a case is the sum of
three items: First, under subsection (c)
of section 14, prior to its amendment,
a tax is computed on the $25,000 as
allocated to the first division, as if this
amount constituted the entire net in-
come of the corporation. T6 this tax
there is added 12 percent of the dividends
allocated to the second division and 32
percent of the amount of the ordinary
income allocated to the second division.
The following examples illustrate the
computation of the alternative tax In
such a case, and demonstrate that in
some cases the tax imposed under the
general rule will be less than the alter-
native tax, while in other cases the al-
ternative tax will be less than the tax
imposed under the'general rule:

Example (M). The A Corporation, a
domestic corporation (not a bank af-
filiate), has for the calendar year 1939
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
received (of the class allowable as a
credit under section 26 (b) in the
amount of $12,000. It is not entitled
to a dividends paid credit under sec-
tion 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 tax computed
under the general, rule, that is, $1,927.
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.o0o) --o------------------8,610.00

Less credit for dividends received
(161 percent of 85 percent of
$12,000) -- 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, O0.00

Net income allocated to
second division --------- 0,000.00

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

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

Adjusted net income ---------- 10, 000, 00
Less credit for dividends re-

celved (85 percent of $10,000). 8, 500, O0

Special class net income (sec-
tion 14(a)) ----------------- 1,500.00

Tax under section 14 (12Y/
percent of $1,500) ----------- 187.0

Tax on second division:
Total income allocated to sec-

ond division ---------------- 9, o.00
Less dividends received allo-

cated to second division --- 2,000.00

Ordinary income -------------- 7,000 00

Tax:
(12 percent of $2,000) ---------- 240. O0
(32 percent of $7,000) --------- 2,240,00

Total tax on second divl-"
sion -------------------- 2,480,00

Total alternative tax:
Tax on first division ----------- 187,50
Tax on second division -------- 2,480.00

Total altexnative tax ------ 2,67,50

Example 2. The A Corporation, a do-
mestic corporation (not a bank tMllate),
has for the calendar year 1939 a not
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 of
the class allowable as a credit under
section 26 (b). It paid dividends during
the year in the amount of $15,000. It is
not entitled 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
alternative tax, that is, $2,665. The tax
is computed as follows:

Alternative Tax

Allocation of income:
First division:

Interest on United States obll-
gatfins -------------------- $10,000

Ordinary income -------------- 15,000

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

Ordinary Income --------------- 2, 000

Total Income ------------ _-- 27, 000

Tax under alternative plan:
First division:
12 percent of $5,000 ---------- 025
14 percent of $10,000 --------- 1,400

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

cent of $2,000) ---------------- 040

Total tax under alternative
plan ---------------.. 2,005
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Tax Under General Rule
Total net income .. 27, O00
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 (21_

percent of $15,000-$10,000) ------ 125

Tax----- 3.105
419.13-4 Corporations -in bankruptcy

or receivership, joint-stock land banks
and rental housing -oorporaffOns-Tax-
able years beginning in 1939. In any
case in which (for any taxable year be-
ginning after December 31, 1938, and
before January 1, 1940) the tax is com-
puted under subsection (c) of section 13,
prior to its amendment, and the taxpayer
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

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

(3) a corporation which at the close
of the taxable year is regulated or re-
stricted by the Federal Housing Admin-
istrator under section 207 (b) (2) of the
National Housing Act, as amended, and
such administrator certifies to the Com-
missioner the fact that such regulation
or restriction existed at the close of the
taxable year,
then in lieu of the credit againA the ten-
tative tax as computed under such sub-
section (c) on account of dividends paid,
there shall be allowed a credit of 2
percent of the adjusted net income. If
the net income of any such corporation

*(for any taxable year beginning after
December 31, 1938, and before January
1,-1940) is $25,000 or less, it is taxed
under section 14, prior to its amendment,
and if its net income (for any such tax-
able year) is slightly more than $25,000,
it may be subject to the alternative tax
under subsection (d) of sectiorM 13, prior
to its amendment.

Generally, in the ease of any proceed-
ings under the'Bankruptcy Act of 1898,
as amended, the corporation is in bank-
ruptcy if it has been adjudicated bank-
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, prior to its amendment,
allowing a credit of 21 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 dimsed prior to the confir-
mation by the court of a plan of reor-
ganization or an arrangement;

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

(c) any corporation which pursuant to
the plan or axrngement acquires any
of the properties of the debtor corpora-
tion by way of consolidation or merger
or any corporation which Is merged or
consolidated with the debtor corporation
pursuant to the plan; or

(d) the debtor corporation for any
taxable year (beginning after Decembar
31, 1938, and before January 1, 1940)
subsequent to the taxable year during
which any of, the properties dealt wlth
by the plan either

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

(2) if no trustee las 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 con-
sistently with the plan be rezerved in
the order confirming the plan or direct-
ing the transfer and conveyance or re-
tention of such properties.

The term "Insolvent" means insolvency
either in the sense of excess of liabilities
over assets or 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, prior to its amendment, that Is,
seeking to reduce the tentative tax by
21 percent of the adjusted net income,
instead of by 234- percent of the divi-
dends paid credit, shall file as a part of
its return for any taxable year (begin-
ning after December 31, 1938, and before
January 1, 1940) for which such credit
is claimed a statement under oath of all
facts pertinent to Its claim.0

§ 19.13-5 Tax on corporations in gen-
eral-Taxable years bcginnfng after
December 31, 1939. Section 13, as
amended, and sections 19.13-5 to
19.13-7, inclusive, are applicable only
with respect to taxable years beginning
after December 31, 1939. For provisions
for income taxes on corporations in gen-
eral applicable with respect to taxable
years beginning after December 31. 1938,
and before January 1, 1940, see section
13, prior to its amendment, and sections
19.13-1 to 19.13-4, inclusive.

For any tamable year beaiming after
December 31, 1939, section 13, as
amended, Imposes an income tax. on cor-
porations in general the normal-tax net
income of which Is more than $25,000.
Every such corporation is liable to the tax
imposed by such section, except (1) cor-
porations exprlssly exempt from taxation
under chapter 1 (see section 101); (2)
corporations subject to tax under section
14, as amended, being (A) corporations

havin_, normal-ta net Incomas of not
more than $25,009 and not comin- within
the provisions of subziction (c), (d), or
(e) of such section 14, and (B) foreign
corporations engaZed in trade or business
within the United States or having an
office or place of busine-s therein. (3)
foreign corporations not engaged in trade
or business within the United States and
not having an office or place of business
therein (see section 231 (a)); (4) insur-
ance companies (see Supplement G (saec-
tions 201 to 203, inclusive)); and (5)
mutual investment companies (zea Sup-
plement Q (sections 361 and 362) ).

It makes no difference that a domestic
corporation subject to any tax Imposed
by s2ctlon 13, as amended, may derive no
income from sources within the United
Stats. For any taxable year bnginning
after December 31, 1939, the tax imposed
by section 13, as amended, is computed
upon the "normal-tax net income," that
Is, the adjusted net income minus the
credit for livIdends received provided in
section 28 (b), relating to dividends re-
ceived from -- domestic corporation which
is subject to taxation undax cha..pter 1
(85 percent of dividends received, but not
in exces- of 85 percent of the adjusted
net income).

The tax Impozsd by section 13, as
amended, is payableoupon the basis of
returns rendered by the corporations lia-
ble 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 tern "corpora-
tion" includes and for the difference be-
tween domestic and foreign corporations,
see section 3797 (a). For surtax on per-
sonal holding companies, see sections 500
to 511, inclusive. For surtax on corpora-
tions improperly accumulating surplus,
see section 102.

For any taxable year beginning after
December 31, 1939, the tax imposed by
section 13, as amended, shall be com-
puted under subsection (b) (1) (the gen-
eral rule) or subsection (b) (2) (the
alternative tax), whichever computation
produces the lessr tax. Suhsction (b)
(2), sometimes referred to as the "notch"
provision, is designed primarily for cor-
porations having normal-tax net incomes
of slightly more than $25,000. For nor-
mal-tax net incomes of $31,964.30 or more
the correct tax is that computed under
the general rule, since such tax Willfor
such incomes, always be less than the
alternative tax. For normal-tax net in-
comes of more than $25,000 but less than
"31,964.30 the correct tax is the alterna-
tive tax, since such tax will, for such in-
comes, always be equal to or less than
the tax computed under the general ruk".

§ 19.13-6 Tax under general ruLZ-
Taxable years bginning after Deemb--r
31, 1939. For any taxable year begin-
nin after December 31, 1939, subsection
(b) (1) of section 13, as amonded, pro-
vides, under what s termed the "general
rule," for a tax equal to 18 percent of the
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normal-tax net income. For alternative
tax in the case of corporations having
normal-tax net incomes of less than $31,-
964.30, see section 19.13-7.

The application of such general rule
may be illustrated by the following ex-
ample:

Example: The A Corporation, a do-
mestic corporation, which is not a bank
affiliate referred to in section 26 (d), has
for the calendar year 1940 a net income
of $110,000, including interest on United
States obligations (allowable as a credit
under section 26 (a)) in the amount of
$10,000 and dividends received (of a class
allowable as a credit under section 26 (b))
in the amount of $10,000. The corpora-
tion's tax for the calendar year 1940 is
$16,470, computed as follows:
Net income --------------------- $110, 000
Less credit for interest on United

States obligations -------------- 10,000

Adjusted net income --------- 100,000
Less credit for dividends received

(85 percent of $10,000) ---------- 8,500

Normal-tax net income -------- 91,500

Tax under section 13 (b) (1) (18
percent of $91,600) ------------ 16,470

§ 19.13-7 Alternative tax (corpora-
tions with. normal-tax net incomes
slightly more than $25,000)-Taxable
years beginning after December 31, 1939.
For any taxable year beginning after De-
cember 31, 1939, subsection (b) (2) of
section 13, as amended, provides, in the
case of corporations having normal-tax
net incomes of slightly more than $25,-
000, for an alternativd tax of $3,525, plus
32 percent of the amount of the normal-
tax net income in excess of $25,000. The
alternative tax is applicable in the case
of corporations having normal-tax net
Incomes of less than $31,964.30.

This provision may be illustrated by
the following example:

Example: The A Corporation, a domes-
ti corporation (not a baik affiliate), has
for the calendar yeai 1940 a net income
of $30,000, including interest on United
States obligations (allowable as a credit
under section 26 (a)) in the amount of
$3,000 and dividends received (of a class
allowable as a credit under section 26
(b)) in the amount of $1,000. Since the
alternative tax is less than the tax com-
puted under the general rule, the correct
tax is the alternative tax, that is, $3,893.
The tax is computed as follows:

Alternative Tax
Net income------------------- $30, 000
Less interest on United States obliga-

tions ----------------------- 3,000

Adjusted net income----------- 27,000
Less credit for dividends received (85

percent of $1,000) ---------------- 850

Normal-tax net income --------- 25 2,150,

Amount of normal-tax net, income in
excess of $25,000 ---------------- 1, 150

Tax under section 13 (b) (2) ($3,525
plus 32 percent of $1,150) -------- 3,893

Tax Under General Rule
Normal-tax net Income (computed as

above) -- ,10-------------------

Tax under section 13 (b) (1) (18
percent of $26,150) -------------- 4,707

SE. 14. TAX ON sCpEcAL cAsrs or coRPoRA-
TIONS.

(a) Special class net income. For the pur-
poses of this chapter the term "special class
net income" means the adjusted net income
minus the credit for dividends received pro-
vided in section 26 (b).

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

(c) Corporations with net incomes of not
more than $25,000. If the net income of the
corporation is not more than $25,000, and if
the corporation does not come within one
of the classes specified in subsection (d), (e),
(f), or (g) of this section, the tax shall be
as follows:

Upon special class net incomes not in excess
of $5,000, 12V per centum.

$625 upon special class net incomes of
$5,000, and upon special class net incomes in
excess of $5,000 and not in exce.s of $20,000,
14 per centum In addition of such excess.

$2,725 upon special class net incomes of
$20,000, and upon special class net incomes
in excess of $20,000, 16 per centumn in addition
of such excess.

(d) Special classe of corporations. In the
case of the following corporations the tax
shall-be an amount equal to 16V per centum
of the special class net income, regardless of
the amount thereof:

(1) Banks, as defined in section 104.
(2) Corporations organized under the

China Trade Act, 1922, (42 Stat. 849 (U. S. C.,
Title 15, c. 4),)

(3) Corporations which, by reason of deriv-
ing a large portion of their gross income from
sources within a- possession of the United
States, are entitled to the benefits of section
251.

(e) Foreign corporations.

(1) 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, the tax shall be an amount
equal to 19 per centum of the special class
net income, regardless of the amount
thereof.

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

(f) Insturance companies. In the case
of insurance companies, the tax shall be as
provided in Supplement G.

(g) Mutual- investment companies. In
the case of mutual investment companies.
as defined in Supplement Q, the tax shall
be as provided in such Supplement.

(h) Exempt corporations. For corpora-
tions exempt from taxation under this chap-
zer, see section' 101.

(i) Tax on personal holding companies.
For surtax oa personal holding companies,
see section 500.

(j) Improper accumulation of surplus.
For surtax on corporations which accumu-
late surplus to avoid, surtax on stockholders,
see section 102.

SEC. 201. CORPORATION TAX xIN GENRA.
(REvENuE Acr OF 1939.)

Sections * * 14 * * oftheIn-
ternal Revenue Code are amended to read
as follows:

Szc. 14. TAX ON SpECIAl CLAssS OF CORPO-
RATIONS.

',(a) Imposition of tax. There shall be
levied, collected, and paid for each taxable
year upon the normal-tax net income of the
following corporations (in lieu of the tar
imposed by section 13) the tax hereinafter
in this section specified.

"(b) Corporations with normal-tax net In-
comes of not more than $25,000. If the nor-
mal-tax net income of the corporation is not
more than $25,000, and if the corporation
does not come within one of the classes spoel-
fled in subsection (c), (d), or (e) of this
section, the tax shall be as follows:

"Upon normal-tax net Incomes not in ex-
cess of 05,000, 12V2 per centum.

"$625 upon normal-tax net incomes of
$5,000, and upon normal-tax not Incomes in
excess of $5,000 and not in excess of $20,000,
14 per centum in addition of such excess.

'"$2,725 upon normal-tax not incomes of
$20,000, and upon normal-tax Incomes In ex-
cess of $20,000, 16 per centum in addition of
such excess.

"(c) Foreign corporations.
"(1) 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, the tax shall be an amount
equal to 18 per centum of the normal-tax
net income, regardless of the amount thereof.

"(2) In the case of a foreign corporation
not engaged in trade or business within the
United States and not having an ofnco or
place of business therein, the tax shall be as
provided in section 231 (a).

"(d) Insurance companies. In the ease
of insurance companies, the tax shall be as
provided in Supplement G.

"(e) Mutual investment companies. In
the case of mutual investment companies, as
defined in Supplement Q, the tax shall be as
provided in such Supplement,

"(f) Exempt corporations. For corpora-
tions exempt from taxation under this chap-
ter, see section 101.

"(g) Tax on personal holding companies.
For surtax on personal holding companies,
see section 500.

"(h) Improper accumulation of surplus.
For surtax on corporations which accumulate
surplus to avoid surtax on shareholders, see
sectiol 102."1

SEc. 229. TAXABLE YEARS TO wHIchI AIaEND-
mENTs APPLIcABLE. (REv-urw AcT o 1039,)

Except the amendments made by sections
211, 213, 214, 215, 217, 219, 220, 221, 222, 223,'
226, 227, and 228, the amendments made by
this title to the Internal Revenue Code shall
be applicable only with respect to taxable
years beginning after December 31, 1939.

§ 19.14-1. Tax on special corpora-
tions-Taxable years beginning in 1939.
Section 14, prior to Its amendment, and
this section of the regulations are appli-
cable only with respect to taxable years
beginning after December 31, 1938, and
before January 1, 1940 (see section 15
and section 19.15-1). For provisions for
income taxes on special classes of cor-
porations applicable with respect to tax-
able years beginning after December 31,
1939, see section 14, as amended, and
section 19.14-2.

For any taxable year beginning after
December 31, 1938, and before January
1, 1940, section 14, prior to Its amend-
ment, imposes an Income tax on (1) cor-
porations having net Incomes of not
more than $25,000, (2) certain special
classes of corporations and (3) certain
foreign corporations. The special classes
of corporations are banks, as defined in
section 104, corporations organized un-
der the China Trade Act, 1922, and cor-
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porations which, by reason of deriving
large portion of their gross income fro
sources within a possession of the Unit
States, are entitled to- the benefits
section 251. The tax imposed by sectii
14, prior to its amendment, is in lieu

-the tax imposed by section 13, prior
its amendment. Corporations expresc
exempt from taxation under chapter
-see section 101) are not subject to ti
under section 14,prior to its amen
ment.

The tax is imposed upon the "sped
class net income," that is, the adjust
net income minus the credit for dih
dends received provided in section 26 (Q
relating to dividends received from
domestic corporation which is subjE
to taxation under chapter 1 (85 perce
of dividends received, but not in excE
of 85 percent of the adjusted net ±
come). The term "special class n
income" is used elsewhere in the regul
ions under chapter 1 and where so us
has the meaning here given it.

As in the case of corporations subje
to the tax under section 13, prior to :
amendment, it makes no difference thai
domestic corporation subject to any t
imposed by section 14, prior to its amen
ment, may derive no income from sourc
within the United States. So also, t
tax is payable upon the basis of retur
rendered by the corporations liat
thereto, except that in some cases a t
is to.be paidat the source of the incor
(see also sections 47, 52, 53, 144, and 231

-For what the term "corporation" includ
and for the difference between domesi
and foreign corporations, see section 37
(a). For surtax on personal holdh
companies, see sections 500 to 511, incl
sive. For surtax on corporations in
properly accumulating surplus, see se
tlion 102.

For any taxable year beginning aft
December 31, 1938, and before January
1940, subsection Cc) of section 14, prior
its amendment, imposes a tax at grad
ated rates on corporations which do a
have net incomes of more than $25,0
and which do not come within one of t]
classes specified in subsection (d) (speci
classes of corporations), (e) (foreign co
porations), Cf) (insurance companies),
(g) (mutual investment companies)
such section 14. The tax is the san
whether or not the corporation- distri
utes any dividends during the taxat
year.

, The following table shows the incon
tax due, for any taxable year beginnhi
after December 31, 1938, and before Jai
uary 1, 1940, from corporations comix
within the terms of subsection (c) of se
tion 14, prior to its amendment, upi
certain specified amounts of special cla
net income. In each instance the fir
figure of the special class net income:
the special class net-income column is

'be excluded and the second figure h
cluded. The percentage given opposi
applies to the excess of income over tl
first figure in the special class net-incon
column. The last column gives the tot

a tax on a special class net Income equal to
im the second figure In the special class net-
ed income column.
of
on Table of Corporation Income Tax Under
of Section 14 (c), Prior to Its Amendment
to
Iy Spcdal Cla-- tncnmO Pcrcnt VU

tOoSO,On. 00 ---- 2
S.,CC to 24,CO.
53.),OO0O to 10,ZO

The tax under subsection (c) of ccc-

- tion 14, prior to its amendment, for any
amount of special class net income notshown In the table is computed by adding

3t to the tax for the largest amount shown
it which is less than the special class net
s income, the tax upon the excess over that
a- amount at the rate indicated in the table.Example: The A Corporation, a do-

mestic corporation, has for the calendar,d year 1939 a net income of $24,000, includ-

ing interest on United States obligations
(allowable as a credit under sectlon 26

ts (a)) in the amount of $9,000 and dlvi-
a dends received (of the class allowable as
X a credit under section 26 (b)) In the
I- amount of $5,000. The corporation pays
s to its shareholders, during the taxable

ie year, $5,000 In dividends. The tax upon
s the corporation is $1,430, computed as
le follows:
Lx
ie Total net Income-_ _ _....... $24, CooLess Interest on Unitvd States obli-
)• gtions ......... .. . 0.000

ic Adjusted net income _........ 15 000
Deduict credit under Eection 20 (b)97 (85 percent of $5,000) ........ 4,20kg

1- Special class net income__ _ 10. WO9

Tax on "5.000 at 12,S percent-.-- G25
Tax on $5,750 at 14 percent ...... E05

Total tax . . . 1,430
1, Subsection (d) of section 14, prior to
Lo its amendment, relates to (1) banks, as
I- defined in section 104, (2) corporations
t organized under the China Trade Act,

10 1922, and (3) corporations which, by rea-
le son of deriving a large portjon of their
31 gross income from sources within poszzes-
r- sions of the United States, are entitled to
or the benefits of section 251. That subsec-
f tion imposes, for any taxable year beg-in-

Le ning after December 31, 1938, and before
)- January 1, 1940, an income tax upon
le such corporations in an amount equal to

161 percent of the special class net In-
Le com&, regardless of the amount thereof.
g For any taxable year beginning after
L- December 31, 1933, and prior to January
.g 1, 1940, subsection (e) of section 14, prior
'- to its amendment, provides for a tax on
n foreign corporations engaged in trade or
Ls business within the United States or hav-
st ing an office or place of business therein,
fn equal to 19 percent of the special class
t0 net income, regardless of the amount
L- thereof. In the case of foreign corpora-
:e tions not engaged in trade or businez3
Le within the United States and not having
Le an office or place of business therein, the
al tax is as provided in section 231 (a). In

the case of insurance companies, the tax
Is as provided In sections 201 to 207, in-
elusive, of Supplement G. In the case
of mutual Investment companies, as de-
fined in Supplement Q (sections 351 and
362), the tax s as provided in Supple-
ment Q.0

§ 19.14-2 Tax on special corpora-
tion,--Taxab e Vears beginning after Da-
cember 31,1939. Section 14, as amended,
and this section of the regulations are
applicable only with respect to taxable
years beginning after December 31, 1939.
For provisions for income taxes on spe-
cial class-es of corporations applicable
with respect to taxable years beginning
after Dancember 31, 1938, and before Jan-
uary 1, 1940, see section 14, prior to its
amendment, and section 19.14-L

For any taxab!e year beginning after
De-ember 31, 1939, section 14, as
amended, imposes an income tax upon
(1) corporations having normal-tax net
incomes of not more than $25,000, and
(2) certain foreign corporations. The
tax Imposed by section 14, as amended,
Is In lieu of the tax imposed by section 13,
as amended. The tax is imposed upon
the "normal-tax net income," for the
definition of which see section 13, as
amended, and section 1913-5. Corpora-
tions expressly exempt from taxation
under chapter 1 (see section 101) are
not subject to tax under section 14, as
amended.

As in the case of corporations subject
to the tax under section 13, as amended,
It makt-, no difference that a domestic
corporation subject to the tax imposed
by section 14, as amended, may derive
no income from sources within the
United States. So also, the tax is pay-
able upon the basis of returns rendered
by the corporations liable thereto, ex-
cept that in some cases a tax is to be
paid at the source of the income (see
also sections 47, 52, 53, 144, and 235).
For what the term "corporation" in-
cludes and for the difference between
domestic and foreign corporations, see
section 3797 (a). For surtax on per-
sonal holding companies, see sections
500 to 511, inclusive. For surtax on cor-
porations improperly accumulating sur-
plus, see section 102.

For any taxable year beginning after
Dzcember 31, 1939, subsection (b) of sec-
tion 14, as amended, imposes a tax at
graduated rates on corporations which
do not have normal-tax net incomes of
more than $25,000 and which do not
come within one.of the classes specified
in subsection c) (foreign corporations),
(d) (insurance companies), or (e) (mu-
tual investment companies) of such sec-
tion 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, for any taxable year beginning
after December 31, 1939, from corpora-
tions coming within the terms of subsec-
tion (b) of section 14, as amended, upon
certain specified amounts of normal-tax
net income. In each instance the first
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figure of the normal-tax net income in SEC. 15. COEPORATE TAXES E'rIVE roa TWO
the normal-tax net-income column is to ' y ecio 1,Ess1The taxes Imposed by section 1:3, section 14
be excluded and the second figure in- (except subsection (e) (2)), Supplement G,
cluded. The percentage given opposite or Supplement Q, of this chapter, or by see-
applies to the excess- of income aver the tion 13, section 14, or Supplement G of the

normal-tax net-income Revenue Act of 1936, shall not apply to anyfirst figure in the etaxable year beginning after December 31,column. The last column gives 'the total 1939;.
x,'. on. aL noraxU a net,'. , incoU e equaL to

the second figure in the normal-tax net-
income column.
Table of Corporation Income Tax Under

Sedtion 14 (c), as Amended

Normal-tax not income Per Totalcent tax

$0 to $5,000 ------------- 12H $825
$5,000 to $20,0C0 ------------ -14 .2,725
$20,000 to $25,000 ------- ------ 3,525

The tax under subsection (b) of section
14, as amended, for any amount of
normal-tax net income not shown in the
table is computed by adding to the tax
for the largest amount shown which is
less than the normal-tax iet income, the
tax upon the excess over that amount
at the rate indicated in the table.

The following example illustrates the
computation of the tax imposed by sub-
section (b) of section 14, as amended:

Example: The A Corporation, a do-
mestic corporation, has for the calendar
year 1940 a net income of $24,000, in-
cluding interest on United States obli-
gations (allowable as a credit under sec-
tion 26 (a)) in the amount of $9,000,
and dividends received (of the class al-
lowable as a credit under section 26 (b))
in the amount of $5,000. The tax upon
the corporation is $1,430, computed as
follows:,
Net income ---------------------- $24,000
Less interest on United States obliga-

tions ----------------------- 9000

Adjusted net income ---------- 15,000
Less credit for dividends received (85

percent of $5,000) -------------- 4,250

Normal-tax net income------- 10,750

Tax on $5,000 at 12Y2 percent ------ 625
,Tax on $5,750 at 14 percent ---------- 805

Total tax.--------------------1,40
For any taxable year beginning after

December 31, 1939, subsection (c) of sec-
tion 14, as amended, provides for a tax
on foreign corporations engaged in trade
or business within the United States or
having an office or place of business
therein, equal to 18 percent of the nor-
mal-tax net income, regardless of the
amount thereof. In the case of foreign
corporations not engaged in trade or
business within the United States and
not having, an office or place of business
therein, the tax is as provided in section
231 (a). In the case of insurance com-
panies the tax is as provided in Supple-
ment G (sections 201 to 208, inclusive).
In the case of mutual investment com-
panies, as defined in Supplement Q (sec-
tions 361 and 362), the tax is as provided
in such Supplement.*

§ 19.15-1 Purpose and effect of section
15. The taxes imposedby section 13, sec-
tion 14 (except subsection (e) (2)), Sup-
plement G (sectionr 201 t6 207, inclusive),
or Supplement Q (sections 361 and 362),
prior to'the amendment of such provi-
sions, and the taxes imposed by section
13, section 14, or Supplement G of the
Revenue Act of 1936 are temporary, since,
under section 15, they are not applicable
with respect to taxable years beginning
after December 31, 1939.

The taxes imposed by section 13, sec-
tion 14, Supplement G (sections "201 to
208, inclusive), or Supplement Q (sec-
tions 361 and 362), as such provisions are
amended, are applicable with respect to
taxable years beginning after December
31, 1939. Section 15 has no effect what-
soet'er with respect to. such taxes, but
serves only to limit the operation of the
taxes imposed -by the provisions men-
tioned in the preceding paragraph.*

Computation of Net Income

SEc. 21. NET INCOME.

(a) Definition. "Net income" means the
gross income computed under section 22, less
the deductions allowed by section 23.

(b) Cross references. For definition of
"adjusted net income", see section 13 (a);
for definition of "special class net income",
see section 14 (a).

SEC. 210. TEcm-NicAL AmEuDmENTs MADE
NECESSARY Er CANGs IN CORPORATION TAX.
(REvz='x ACT or 1939.)

(a) Section 21 (b) of the Internal Revenue
Code is amended to read as follows:

"(b) -Cross references. For definition of
'adjusted net income' and 'normal-tax net In-
come, sie section i3:"-

* * a . *

SEC. 229. TAXABLE YrAns TO WHICR AMEND-
=Tir APPLICABLE. (REVXNu ACT OF 1939.)
Except the amendments made by sections

211, 213, 214, 215, 217, 219, 220, 221, 222, 223,
226, 227, and 228, the amendments made by
this title to the Internal Revenue Code shall
be applicable only with respect to taxable
years beginning after December 31, 1939.

§ 19.21-1 Meaning of net income.
The tax imposed by chapter 1 is upon
income. Neither income exempted by
statute or fundamental law, nor ex-
penses incurred in connection there-
with, other than interest, enter into the
computation 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 not al-
ways accurately reflect income, for the

Internal Revenue Code recognizes as In.
come-determining factors other iteing,
among which are inventories, accounts
receivable, property exhaustion, and ac-
counts 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 ex-
empt from the tax Imposed by chapter
1. (See section 22.)

(c) Net income, meaning gross In-
come less statutory deductions. The
statutory deductions are In general,
though 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 corporhtions
are computed upon net Income less cer-
tain credits. Although taxable net in-
come 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.)-
1 The net income of corporations is de-
termined In general In the same manner
as the net Income of Individuals, but
the deductions allowed corporations are
not precisely the same as those allowed
individuals. (See sections 23, 24, 102,
118, 121, 122, 203, 204, 207, 208, 232, 330,
and sections 500 to 511, inclusive.) *

SEC. 22. Gaoss INCOME.

(a) General definition. "Gross Income"
Includes gains, profits, and Income 'derived
from salaries, wages, or compensation for per-
sonal service, of whatever kind and in what-
ever form paid, or from professions, voca-
tions, trades, businesses, commerce, or sales,
or dealings in property, whether real or per-
sonal, growing out of the ownership or use
of or interest in such property; also from
interest, rent, dividends, se6urities, or the
transaction of any business carried on for
gain or profit, or gains or profits and income
derived from any source whatever. In the
case of Presidents of the United States and
judges of courts of the United States taking
office after June 6, 1932, the compensation
received as such shall be Included in gross
Income; and all Acts fixing the compensation
of such Presidents and judges are hereby
amended accordingly.'

SEc. 1. Pumac SALARY Tax ACT or 1039
(APPnovED APRIL 12, 1939).

Section 22 (a) of the Internal Revenue
Code (relating to the definition of "gross
income") Is amended by Inserting after the
words "compensation for personal service"
the following: ("including personal service
as an officer or employee of a State, or any
political subdivision thereof, or any agency
or Instrumentality of any one or moro of the
foregoing) ".

SEc. 3. PuLic SALARY TAX Acm or 1939
(APnovxn APRIL 12, 1039).

Section 22 (a) of the rnternal Revenue
Code is amended by adding at the end thereof
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a new sentence to read as follows: "In the
case of judges of courts of the United States
who took office on or before June 6. 1932,
the compensation received as such shal be
included in gross income".

§ 19.22 (a)-l Whet included in gross
income. Gross income includes in gen-
era] 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 derived
from capital, from labor, or from both
combined, provided it be understood to
include profit gained through a sale or
conversion of capital assets. Profits of
citizens, residents, or domestic corpora-
tions derived from sales in foreign com-
merce must be included in their gross in-
come; but special provisions are made
for nonresident aliens and foreign cor-
porations by sections 211 to 238, inclusive,
and, in certain cases, by section 251, for
citizens and domestic corporations de-
riving income from sources within pos-
sessions of the United States. Income
may be in the form of cash or of property.
. If property is transferred by a cor-
poration to a shareholder, or by an em-
ployer to an employee, for an amount
substantially less than its fair market
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
extent that such difference is in the na-
ture of (1) compensation for services
rendered or to be rendered or (2) a dis-
tribution 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 prop-
erty, increased by the amount of such
difference included in gross income. This
paragraph does not apply, however, to
the issuance by a corporation to its share-
holders of the right to subscribe to its
stock, as to which see section 19.22 (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 divi-
dend, does not make such dividend when
paid taxable to the vendor' as a dividend.
The amount advanced by the vendee to
the vendor in contemplation of the next
dividend payment is an investment of
capital and may not be claimed as a de-
duction from gross income. As to the
amount of income tax paid for a bond-
holder by the obligor pursuant to a so-
called tax-free covenant, see section 143
(a) (3). As to the determination of gain
or loss from the sale or other disposition
of property, see sections 111 to 113, in-
clusive. As to amounts received as loans
from the Commodity Credit Corporation,
see section 123.

No. 22----3

As to insurance companies and foreign
corporations, see sections 202, 204, 200,
207, and 231.*

§ 19.22 (a)-2 Compensation for per-
sonal services. Commi Ions paid sales-
men, compensation for rervibes on the
basis of a percentage of profits, commis-
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 pensons or retir-
ing allowances paid by private persons
or by theUnited States are Income to the
recipients; as are also marriage fees, bap-
tismal offerings, sums paid for saying
masses for the dead, and other contribu-
tions'received by a clergyman, evangelist,
or religious worker for services rendered.
However, so-called pensions awarded by
one to whom no services have been ren-
dered are mere gifts or gratuities and are
not taxable. The salaries of Federal of-
ficers and employees are subject to tax.
As used in this section the term "Federal
officers and employees" Includes all
judges of courts of the United States Ir-
respective of when they took office.
Compensation received for services ren-
dered as an officer or employee (including
a member of a legislative body and a
judge or officer of a court) of a State or
any political subdivision thereof, or any
agency of instrumentality of any one or
more of the foregoing, Is to be included In
gross income, regardless of the nature of
the office or employment.*

§19.22(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 presumed to be the fair value of the
compensation received. If a corporation
transfers to its employees its own stock
as compensation for services rendered by
the employee, the am~unt of such coam-
pensatior to be included in the grozs in-
come 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
incomesubject to tax. The value of quar-
ters furnished to the comminloned oM-
cers, chief warrant officers, warrant offi-
cers, and enlisted personnel of the Army,
Navy, Coast Guard, Coast and Geodetic
Survey, and Public Health Service, or
amounts received by them as commuta-
tion of quarters, are to be excluded from
gross income. (See also section 22 (b)
(6).) Premiums paid by an employer on
policies oLgroup life insurance covering
the lives of his employees, the benefl-

claries of which are designated by the
employees, are not income to the em-
ployees. (See section 19.24-3.) *

g 19.22 (W)-4 Compesation paid if
note,. Not-, or other evidences of in-
debtedness received in payment for srv-
Ices constitute income to the amount of
their fair market value. A taxpayer
receiving as compensation a note re-
garded as good for its face value at ma-
turity, 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 in-
clude 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.*

§ 19.22 (a)--5 Grossincomefrombusi-
ness. In the case of a manufacturing,
merchandising, or mining business,
"gross income" means the total sales,
less the cost of goods sold, plus any in-
come from investments and from inci-
dental or outside operations or sources.
In determining the gross income sub-
tractions should not be made for de-
preciation, depletion, selling expenses, or
losses, or for Items not ordinarily used
in computing the cost of goods sold.
But see section 19.23 (m)-1 (f) .*

§ 19.22 (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 pa-
litical 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 re-
turned 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 war-
rants so returned, he may deduct from
gross income for the year in which the
warrants are converted into cash any
loss sustained, and if he realizes more
than the value of the warrants so re-
turned he should include the excess in
his gross income for the year in Which
realized.0

§ 19.22 (a)-T Gross income of farm-
ers. A farmer reporting on the basis of
receipts and dlsburs-ments (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
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from the sale of live stock or other
items which were purchased after Feb-
ruary 28,; 1913, is to be ascertained by
deducting the cost from the sales price
In the year in which the sale occurs, ex-
cept that in the case of the sale of ani-
mals purchased as draft or work animals
or solely for breeding or dairy purposes
and not for resale, the profit shall be
the amount of any excess of the sales
price over the amount representing the
difference between the cost and the de-
preciation theretofore allowed (but not
less than the amount allowable) -in re-
spect 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 sale, may-be in-
cluded in the inventory, instead of being
treated as capital assets subject to de-
preciation, provided such practice is
followed consistently by the taxpayer.
In case of the sale of any live stock in-
cluded in an inventory their cost must
not be taken as an additional deduction
In the return of income, as such deduc-
tion will be reflected -in the inventory.
(See section 19.22 (0)-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 in-
ventory if one is used to determine prof-
its), any excess over the cost thereof less
the amount of depreciation theretofore
allowed (but not less than the amount
allowable) In respect of such property
as a deduction in computing net income,
shall be included as gross income. If
farm produce is exchanged for 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. Proceeds of insurance, such
as hail and fire insurance on growing
crops, should be included in gross income
to the amount received in cash or its
equivalent for the crop injured or de-
stroyed. If a farmer is engaged in pro-
ducing crops which take more than a
year from the time of planting to the
time of gathering and disposing, the in-

come therefrom may, with the consent
of the Commi sioner (see section 19.41-
2), b6 computed upon the crop basis;
but in any such cases the entire cost of
-producing the crop must be taken as a
deduction for the year in which the gross
income from the crop Is realized.

As herein used the term "farm" em-
braces the farm in the ordinarily ac-
cepted sense, and includes stock, dairy,
loultry, fruit, and truck farms; also
plantations, ranches, and all land usea
for farming operations. All individuals,
partnerships, or corporations that cul-
tivate, operate, or manage farms for gain
or profit, either as owners or tenant§, are
designated as farmers. A person cul-
tivating or operating a farm for recrea-
tion or pleasure, the result of which is
a continual loss from year to year, is not
regarded as a farmer.

Form 104OF should be fillhd in and
attached to his income tax return by
every farmer who either keeps no records
or only records of cash receipts and dis-
bursements; its use is optional with other
farmers. (See further sections 19.23.
(a)-11, 19.23 (e)-5, and 19.23 (1)-10.)*

§19.22 (a)--8. Sale of stock and rights.
If shares of stock in a corporation are
sold from lots purchased- at. different
dates or at different prices and the iden-
tity of the lots cannot be determined,
the stock sold shall be charged against
the earliest purchases of such stock. In
the determination of the earliest pur-
chases of stock the rules prescribed in
paragraphs (1), (2), (3), (4), and (5) 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.
With respect to the basis for determin-
ing gain or loss from the sale or other
disposition of stock acquired as a stock
dividend or the stock with respect to
which the stock dividend was acquired,
see sections 19.113 (a) (19)-i and 19.113
(a) (19)-2. If common stock is received
as a bonus with the purchase of preferred
stock or bonds, the total purchase price
shall be fairly apportioned between such
common stock and the securities pur-
chased for the- purpose of determining
the portion of the cost attributable to
each class of stock or securities, but if
that should be impracticable in any
case, no profit on any subsequent sale
of any part of the stock or securities will
be realized until out of the proceeds of
sales shall have been recovered the total
cost.

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
acquired stock subscription rights which
did not constitute income to the share-
holders within the meaning of the Six-
teenth Amendment to the Constitution,

and in the case of such rights, the fol-
lowing rules are to be applied:

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

Example: A taxpayer In 193 pur-
chased, 500 shares of common stock at
$125 a share, and In 1939, by reason of
the ownership of such stock, acquired 600
rights entitling him to subscribe to 100
additiondl shares of such stock at $100 a
share.. Upon the Issuance of the rights
each of the shares of stock In respect
of which the rights were acquired had i;
fair market value of $120, and the rights
had a fair market value of $3 each. In-
stead of subscribing to the additional
shares, he sold the rights at $4 each. Tho
profit is computed as follows:

500 (shares) X$125=$62,500, cost of old
stock (stock In re-
spect of which tho
rights wero ac-
quired)

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

500 (rights) X$3 =1,600, market valuo
of rights

60,00 of $62,500 =$60,975.61, cost of old.
61, 500 stock apportioned

to such stock.
of $62,500 =:$1,524.39, cost of old

61,500 stock apportioned
to rights

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

For the purpose of determining the
gain or loss from the subsequent sale of
the stock In respect of which the rights
were acquired, the adjusted cost of each
share-is $121.95-that is, $60,975,61 500,

(2) If the shareholder exercises his
rights to subscribe, the basis for deter-
mining gain or loss from a subsequent
sale of a share of the stock In respect of
which the rights were acquired shall be
determined as In 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, properly ad-
justed, of the old shares assigned to the
rights, plus the subscription price of the
new shares, by the number of new shares
acquired.

Example: A-taxpayer In 1930 pur-
chased 500 shares of common stock at
$125 a'share, and In 1939, by reason of
the ownership of such stock, acquired 500
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rights entitling him to subscribe to 100
additional shares of such stock at $100
a share. Upon the issuance of the rights
each of the shares of stock in respect of
which the rights were acquired had a fair
market value of $120, and the rights had
a fair market value of $3 each. The 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 appor-
tioned to rights pursuant to the- compu-
tation 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
additional 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=$24.76,
profit.

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

(3) If the stock in respect of which
the rights are acquired was purchased
at different times or at different prices
and the identity of the lots cannot be
determined, or if the stock in respect of
which the rights are acquired was pur-
chased at different times or at different
prices and the stock rights acquired in
respect of such stock cannot be identified
as having been acquired in respect of any
particular lot of such stock, the basis for
determining the gain or loss from the
sale or other disposition of the old
shares, or the i'ights In cases in which
the rights are sold, or from the sale or
other disposition of the old or new shares
in cases in which the rights are exer-
cised, shall be ascertained in accordance
with the principles laid down in section
19.113 (a) (12)-i.

As to deductions for losses from sales
or exchanges of stocks or bonds, includ-
ing losses from sales or exchanges of
rights to subscribe to stock, see section
19.23 (e)-1.*

§ 19.22 (a) -9 Sale of Patents and
copyrights. A taxpayer disposing of pat-
ents or copyrights by sale should deter-
mine the gain or loss arising therefrom
by computing the difference between the
selling price and the cost or other basis,
with proper adjustment for depreciation,
as pfovided in sections 19.111-1, 19.113
(a) (14)-1, and 19.113 (b) (1)-1 to 19.113
(b) (3)-2, inclusive.*

§ 19.22 (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 deter-
mined by comparing the sale price with
the cost or other basis of the assets, in-
cluding good will. (See sections 19.111-1,
19.113 (a) (14)-1, and 19.113 (b) (1)-1 to
19.113 (b) (3)-2, inclusive.) If specific
payment was not made for good will

there can be no deductible loz3 with re-
spect thereto, but gain may be reallzcd
from the sale of good will built up through
expenditures which have been currently
deducted. It is immaterial that good
will may never have been carried on the
books as an asset, but the burden of proof
is on the taxpayer to establish the cost
or other basis of the good will sold.*

§ 19.22 (a)-11 Sale of real propcrtyin
lots. If a tract of land is purchased with
a view to dividing It into lots or parcels of
ground to be sold as such, the cost or
other basis shall be equitably apportioned
to the several lots or parcels and made a
matter of record on the books of the tax-
payer, to the end that any gain derived
from the sale of any such lots or parcels
which constitutes taxable income may be
returned as income for the year in which
the sale 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 returned.
The sale of each lot or parcel will be
treated as a separate transaction, and
gain or loss computed accordingly.

§ 19.22 (a)-12 Annuities and insur-
ance policies. Annuities paid by rell-
gious, charitable, and educational cor-
porations under an annuity contract
are, in general, subject to tax to the
same extent as annuities from other
sources paid under similar contracts.
(See section 22 (b) (2) and section
19.22 (b) (21-2.) An annuity charged

lated 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 lezsor has
reported income upon basis (a), if the
lease is terminated so that the lessor
comes Into po-ession or control of the
property prior to the time originally fixed
for the expIration of the lease, 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 im-
provements when he becomes entitled to
such posezzion exceeds the amount al-
ready reported as income on account of
the erection of such buildings or im-
provements. No appreciation in value
due to causes other than the termination
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 lozs for the year when such destruction
takes place the amount previously re-
ported as income because of the erection
of such buildings or improvements, less
proper adjustment for depreciation in
cas:e 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).) *

§ 19.22 (a)-14 Cancellation of indebt-
ednesa.

donee-annuithnt If payable only out of * (a) In general. The cancellation of
the rents or other income of the land. ndebted n e -ss, in whole or in part, may
In such case the devisee Is not re- result in the realization of income. If,
quired to return as gross income the for example, an individual performs
amount of rent or other income paid cervices for a creditor, who in considera-
to the annuitant, and he Is not entitled tion thereof cancels the debt, income in
to deduct from his gross income any the amount of the debt is realized by the
sums paid to the annuitant. Amounts debtor as compensation for his services.
received as a return of premiums paid A taxpayer realizes income by the pay-
under life insurance, endowment, or an- ment or purchase of his obligations at
nulty contracts, and the so-called "dvl- less than their face value. (See section
dend! of a mutual insurance company 19.22 (a)-18.) In general, if a share-
which may be credited against the cur- holder in a corporation which is indebted
rent premium, are not subject to tax.* to him gratuitously forgives the debt, the

transaction amounts to a contribution to§ 19.22 W-13 Imp r oveme n t s the capital of the corporation to the
lessees. If buildings are erected or etent of the principal of the debt.
improvements made by a lqsee and For exclusion from gross income of in-
such buildings or improvements imme- come attributable to discharge of indebt-
diately become the property of the ednes of a corporation in an unsound
lessor as, for instance, if they are not finncia coros etion 1. usn

subjct o rmovl bytheleseethefinancial conditiop, see section 19.22 (b)subject to removal by the lessee, the (9)1I

lessor may at his option report the in-

come therefrom upon any one of the (b) Proceedings under Ban7ruptcyj Act.
following bases: Income is not realized by a taxpayer by

virtue of the discharge, under section 14
(a) The lessor may report as income of the Bankruptcy Act, as amended, of

for the taxable year in which such his indebtedness as the result of an ad-
buildings or improvements are completed Judication in bankruptcy, or by virtue of
their fair market value at the time of an agreement among his creditors not
their completion, consummated under any provision of the

(b) The lessor may report as income Bankruptcy Act, as amended, if immedi-
at the time when such buildings or ately thereafter the taxpayer's lliabillties
improvemepts are completed the fair exceed the value of his assets. Further-
market value of such buildings or Ira- more, incone Is not realized in any case
provements subject to the lease. by a taxpayer in the case of a cancella-

(c) The lessor may spread over the tion or reduction of his indebtedness
ife of the lease the estimated depreci- under-
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(1) a plan of corporate reorganizatioh
confirmed under either section 77B or
Chapter X of the Bankruptcy Act, as
amended;

(2) a composition agreement con-
firmed under either section 12 or 74 of
the Bankruptcy Act, as amended;

(3) an "arrangement" or a "real prdp-.
erty arrangement" confirmed under
Chapter XI or XII, respectively, of the
Bankruptcy Act, as amended;

(4) a "wage earner's plan" confirmed
under Chapter XIII or the Bankruptcy
Act, as amended; or

(5) A plan of adjustment confirmed
under Chapter XV of the Bankruptcy
Act, as amended.

If, however, such plan of corporate re-
organization or agreement of composi-
tion referred to in (1) to (4) above had
for one of its principal purposes the
avoidance of income tax, the cancella-
tion or reduction of indebtedness, under
such plan or agreement confirmed under
section 12, 74, or 77B or under Chapter
X, XI, XIL or XIII of the Bankruptcy
Act, as amended, may result in the real-
ization of lcome. (See paragraphs 3 to
16, inclusive, of the Appendix to these
regulations.)

For adjustment of basis of certain
property in the case of cancellation or re-
duction of indebtedness required by the
Bankruptcy Act, as amenided, see section
19.113 (b) (1)-2.*

§ 19.22 (a)-15 Creation of sinking
fund by corporation. If a corporation,
in order solely to secure the payment of
its bonds or other indebtedness, places
property in trust or sets aside certain'
amounts in a sinking fund under the con-
trol of a trustee who may be authorized
to invest and reinvest such sums from'
time to time, the property or fund thus
set aside by the corporation and held by
the trustee Is an asset of the corporation,
and any gain arising therefrom is in-
come of the corporation and shall be
included as such in its gross income.*

§ 19.22 (a)-16 Acquisition or disposi-
tion by a corporation of its own capital
stock. Whether the acquisition or dispo-
sition by a corporation of shares of its own
capital stock gives rise to taxable gain or
deductible loss depends upon the real na-
ture of the transaction, which is to be as-
certained from all its facts and circum-
stances. The receipt by a corporation of
the subscription price of shares of its
capital stock upon their original issuance
gives rise to neither taxable gain nor de-
ductible loss, whether the subscription or
issue price be in excess 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 shares of another. So also if
the corporation receives its own stock, as
consideration upon the sale of property
by it, or in satisfaction of indebtedness
to it, the gain or loss resulting is to be
computed in the same manner as though

the payment had been made in any other
property. Any gain derived from such
transactions is subject to tax, and any
loss sustained is allowable as a deduction
where permitted by the provisions of the
Internal Revenue Code.*

§ 19.22 (a)-17 Contributions to cor-
poration by shareholders. If a. corpora-
tion requires additional funds for con-
ducting its business and obtains such
needed money through voluntary pro
rata payments- by its shareholders, the
amounts so received being credited to its
surplus account or to a special capital
account, such amounts will not be con-
sidered income; although there is no in-
crease in the outstanding shares of stock
of the corporation. The payments under
such circumstances are in the nature of
voluntary assessments upon, and repre-
sent an additional prce 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 sections
19.22 (a)-14 and 19.24=-2.) *

§ 19.22 (a)-18 Sale and purchase by
corporation of its bonds. (1) (a) If
bonds are issued by a corporation at their
face value, the corporation realizes no
gain or loss. (b) If 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 br 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
piiirchase 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 pur-
chases any of such bonds at a price in
excess of the issuing price minus any
amount of premium already returned as
income, the excess of the purchase price
over the issuing .price.minus any amount
of premium already returned as income
(or over the face value plus any amount
of-premium not yet returned as income)
is a deductible expense for the taxable
year. (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
plu's any amount of premium not yet re-
turned 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 corporation pur-
chases any of stich bonds at a price less
than the Issuing price plus any amount
of discount already deducted, the excess
of the issufug price, plus any amount of
discount already deducted (or of the face
value minus any amount of discount not
yet deducted), over the purchase price is
gain or income for the taxable year.

(4) (a) If bonds were Issued by a
corporation prior to March 1, 1913, at a
premium, the net amount of such premi-
um 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 corporation pur-
chases any of such bonds at a price in
excess of the face value of the bonds, the
excess of the purchase price over the face
value is a deductible expense for the tax-
able year. (c) If, however, the corpora-
tion 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.

For exclusion from gross Income of In-
come attributable to discharge of Indebt-
edness of a corporation in an unsound
financial condition, see section 19.22 (b)
(9)-1.*

§ 19.22 (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 corporation sells its
capital assets in whole or In part, It shall
Include in its gross income for the year In
which the sale was made the gain from
such sale, computed as provided in sec-
tions 111 to 113, inclusive. If the pur-
chaser takes over all the assets and as-
sumes the liabilities, the amount' so
assumed Is part of the selling price.*

§ 19.22 (a)-'20 Income to lesser corpo-
ration from leased property. If a corpo-
ration has leased its property In consid-
eration that the lessee shall pay in lieu of
other rental an amount equivalent to a
certain rate of dividend on the lessor's
capital stock or the interest on the lessor's
outstanding indebtedness, together with
taxes, insurance, or other fixed charges,
such payments shall be considered rental
payments and shall be returned by the
lessor corporation as Income, notwith-
standing 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 hag
parted with Its management 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 payments, made by the lessee
directly to the bondholders or share-
holders of the lessor are rentals as to
both the lessee and lessor (rentals paid
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in one case and rentals received in the
other), to the bondholders and the share-
holders such amounts are interest and
dividend payments received as from the
lessor and as such shall be accounted for
in their returns.*

§ 19.22 (a)-21 Gross income of corpo-
ration in liquidation. When a corpora-
tion is dissolved, its affairs are usually
wound up by a receiver or trustees in dis-
solution. The corporate existence is con-
tinued for the purpose of liquidating the
assets and paying the debts, and such
'receiver or trustees stand in the stead of
the corporation for such purposes. (See
sections 274 and 298.) Any sales of prop-
erty by them are to be treated as if made
by the corporation for the purpose of
ascertaining the gain or loss. No gain or
loss is realized by a corporation from the
mere distribution of its assets in kind in
partial or complete liquidation, however
they may have appreciated or depreci-
ated in value since their acquisition. But
see section 44 (d) and sIection 19.44-5.
(See further section 19.52-2.)

[S=. 22. GROSS sncoLM.
(b) Exclusions from gross income. The

following items shall not be included in gross
income and shall be exempt from taxation
under this chapter:

§ 19.22 (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 fronm 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 on income
under the provisions of any Act of Con-
gress still in effect; and (3) the income
exempted under the provisions of section
116. Since the tax is imposed on net
income, the exemption referred to above
is not to be confused with the deductions
allowed by section 23 and other provisions
of the Internal Revenue Code to be made
from. gross income in computing net in-
come. As to other items not to be in-
cluded in gross income, see sections 112
and 119 and Supplements G, H, I, and J
(sections 201 to 252, inclusive). Section
607 (f) of the Merchant Marine Act of
1936, as amended by section 28 of the
Act of June 23, 1938 (52 Stat. 961), and
changed to section 607 (h), reads as
follows:

(h) The earnings of any contractor re-
ceiving an operating-differential subsidy
under authority of this Act, which are de-
posited in the contractor's reserve funds as
provided in this section, except earnings
withdrawn from the special reserve funds
and paid Into the contractor's general funds
or distributed as dividends or bonuses as
provided in paragraph 4 of subsection (c)
of this section, shall be exempt from all Fed-
eral taxes. Earnings withdrawn from such
special reserve fund shall be taxable as if
earned during the year of withdrawal from
such fund.*

[Sm. 22. GRoss iNcozx-]
[(b) Exclusions from gross income. The

following items shall not be included In gross

Income and shnll be exempt from t.xation during any taxable year to be excluded
under this chapter:] from gross income is $100 ($1,000 divided

(1) Life insuranco. Amounts rcceivcd by 10). Any amount received as an in-
under a life insurance contract paid by rea- staliment in exess of $100 is to be in-
son of the death of the insured, whether In
a single sum or otherwice (but itf uch eluded In cross income.
amounts are held by the Insurer under an (C) Proceeds payable in installments
agreement to pay Intermt thereon, the during the life of the beneficiary. If the
Interest payments shall be Included In gr= proceeds are payable in installments dur-Income);prcesaePybeiintlmnsd -

i g the life of the beneficiary the amount

§ 19.22 (b) (1)-1 Life insurance- of each installment that is to be included
Amounts paid by reason of the death of in gross income will be determined as in
the insured. The proceeds of life Insur- paragraph (b) of this section, except
ance policies, paid by reason of the death that the number of years to be used in
of an insured to his estate or to any bene- the specified computation will be deter-
ficlary (individual, partnership, or cor- mined by the life expectancy of the bene-
poraton, but not a transferee for valu- ficiary, as calculated by the table of mor-
able consideration), directly or In trust, tality used by the particular insurance
are excluded from the gross Income of company In determining the amount of
the beneficiary. While It is immaterial the annuity.
whether the proceeds of a life Insurance (d) Proeeds Payable for a ftxed num-
policy payable upon the death of the betr of years and for continued life. If
insured are paid to the beneficiary in a the proceeds are payable in installments
single sum or in Installments, only the for a fixed number of years and for con-
amount paid solely by reason of the tinued life, the amount of each install-
death of the Insured Is exempted. The ment that Is to be included in gross in-
amount exempted is the amount payable come will be determined either as pro-
had the Insured or the beneficiary not vlded in paragraph (b) of this section
elected to exercise an option to receive if the fixed number of years for which
the proceeds of the policy or any part payment is to be made exceeds the life
thereof at a later date or dates. If the expectancy of the beneficiary, as cal-
policy provides no option for payment culated by the table of mortality used by
upon the death of the Insured, or pro- the particular insurance company in de-
vides only for payments in installments, ternning the amount of the annuity; or,
there is exempted only the amount which as provided in paragraph c) of this sec-
the insurance company would have paid tion if such life expectancy exceeds the
immediately after the death of the In- specfied fixed period.
sured had the policy not provided for
payment at a later date or dates. Any If a mode of settlement has been in
increment thereto is taxable. In any effect prior to the first taxable year which
mode of settlement the portion of each begins after December 31, 1933 (or after
distribution which Is to be so included in December 31, 1935,-In the case of a mode
gross income shall be determined as of settlement described in paragraph (d)
follows: of this section), the entire amount re-

ceived and excluded from gross income in
(a) Proceeds held by the insurer. Uf such prior years shall be deducted from

the proceeds are held by the Insurer un- the proceeds payable upon the death of
der an agreement (whether with the in- the insured; the remainder shall be di-
sured or with a beneficiary) to distribute vided by the number of installments un-
either the increment to such proceeds paid at the beginning of such taxable
currently, or the proceeds and increment year (whether over the remaining por-
in equal installments until both are ex- tion of the fixed period or over the life
haunsted, there shall be included In gross expectancy as of that date, depending on
income, the increment so paid to the the mode of settlement adopted); and
beneficiary, or so credited to the fund that quotient shall be the excludible por-
in each year by the insurer. ton of each installment. As soon as the

(b) Proceeds payable in installment aggregate of the amounts received and
for a fixed number of years. If the pro- excluded from gross income under the
ceeds are payable in installments for a methods of computation provided for in
fixed number of years, the amount that this section equals the amount of the pro-
would have been payable by the Insur- ceeds payable upon the death of the in-
ance company immediately upon the sured, the entire amount received there-
death of the insured- (if payment at a after in each taxable year must be in-
later date had not been provided for) Is cluded in gross income.*
to be divided by the total number of in- [S. 22. Grozs nico-.]
stallments payable over the fixed num- [(b) Exclu.-fon from gros income. The
ber of years for which payment Is to be following iteas Chan not be included in
made, and the quotient represents the gross Income and rhall be exempt from taxa-tion under thls chapter:]
portion ,of each installment to be ex- (2) Annitie, etc. Amounts received
cluded from gross income. The amount (othe than amunts pad by reason o the
of each installment In excess of such eX- death of the insured and Interest paynts
cluded portion is to be included In gross on such amounts and other than amounts re-
income. For example, if, at the Insuied's caved as annuitien) under a life Insurance or

endowment contract, but if such amounts
death, $1,000 would have been payable (wher added to amounts received before the
in a single installment, but 10 equal an- taxable year under such contract) exceed the
nual payments are made In lieu thereof, oagrvate preriumS or conalderation paid
the portiontofthe minlet treifd (whether or not paid during the taxable
the portion of the instalment receiv year) then the excen shal be included in
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gross income. Amounts received as an an-
nuity under an annuity "or endowment con-
tract shall be included in gross income; ex-
cept that there shall be excluded from gross
income the excess of the amount received in
the taxable year-over 'an amount equal to
3 per centuin of the aggregate premiums or
consideration paid for such annuity (whether
or not paid during such year), until the ag-
gregate amount excluded from gross income
under this chapter or prior income tax laws
In respect of such annuity equals the aggre-
gate premiums or consideration paid for such
annuity. In the case of a transfer for a
valuable consideration, by assignment or
otherwise, of a life insurance, endowment, or
annuity contract, or any- interest therein.
only the actual value of such consideration
and the amount of the premiums and other
sums subsequently paid by the transferee
shall be exempt from taxation under para-
graph (1) or this paragraph;

§ 19.22 (b) (2)-1 Life insiramice-En-
dowment contracts-Amounts paid other
than by reason of the death of the in-
sured. Amounts received under a life in-
surance or endowment policy (other than
amounts paid by reason of the death of
the insured, interest payments on such
amounts, anal amounts received as an-

"nuities) are not taxable until the aggre-
gate of the amounts so received (when
added to the amounts received before the
taxable year under such policy) exceeds
the aggregate premiums or consideration
paid, whether or not paid during the tax-
able year.*

§ 19.22 (b) (2) -2 Annuities. Amounts
received as an annuity under an an-
nuity or endowment contract include
amounts received in periodical install-
ments, whether annually, semiannually,
quarterly, monthly, or otherwise, and
whether for a fixed period, such as a
term of years, or for an indefinite pe-
riod, such as, for life, or for life and
a guaranteed fixed period, .and which
installments are payable or may be pay-
able over a period longer than one year.
Such portion of each installment pay-
ment of an annuity shall be included in
gross Income as is not in excess of 3
percent of the aggregate premiums or
consideration paid for such annuity,
whether or not paid during the taxable
year, divided by 12 and multiplied by the
number of months in respect of which
the, installment is paid. As soon as the
aggregate of the amounts received and
excluded from gross income equals the
aggregate premiums or consideration
paid for such annuity, the entire amount
received thereafter In each taxable year
must be included in gross income. The
provisions of this' section may-be illus-
trated by the following examples:

Example (1). A bought- in 1936, for
$50,000 consideration, a life annuity,
payable in annual installments of $5,000.
For the calendar year 1939 he would
be required to include in gross income
$1,500 of the $5,000 received during that!
year (3 percent of $50,000), $3,500 be-
ing exempt. If A should live long

enough to receive as exempt $50,000,
then all amounts he receives thereafter
under the annuity contract would be in-
cluded in gross income.

Example (2). A bought an annuity on
October 1, 1939, paying $100,000 as con-
sideration ,therefor- The annuity
amounts to $7,824 a year, payable in
semiannual installments of $3,912, and
on December 1, 1939, A received $1,304,
the first payment under the contract be-
ing for a 2-month period. A shall in-
clude. in his gross income for the cal-
endar year 1939 the-sum of $500, being
3 percent of $100,000 .(the consideration
paid) divided by 12 and multiplied by 2
(the number of months in respect of
which the installment was paid).

Exa. ple (3). A bought an increas-
ing annuity on August 1, 1939,,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, pay-
able in quarterly installments. A re-
ceived the first quarterly installment on
November 1, 1939, amounting to $250.
A shall include in his gross income for
the calendar year 1939 the sum of $250,
being such portion of the installment as
is not in excess of 3- percent of $40,000
(the consideration paid) divided by 12
and multiplied by 3 (the number of
.months in xespect of which the install-
ment was paid).*

[SEc. 22. GRoss INcOME.]

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

(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 in-
come);

§ 19.22 (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 i gift. Neither alimonynor an allow-
ance based on a separation agreement is
taxable income. (See section' 19.24-1.) *

[SEc. 22. GRoss n.coz.]

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

(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 corpora-
tion 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 per-.
son owning aziy of the obligations enumer-
ated n clause (A), (B), or (C) shall, in the
return required by this chapter, submit a
statement showing the number and amount
of tuch obligations owned by hini and tl~e
income received therefrom, in such form and

with such information as the Commilsioner
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 Acts of Congress,
the Interest shall be exempt only it and to
the extent provided in the respective Acts
authorizing the issue thereof as amended and
supplemented, and shall be excluded from
gross ncome only if and to the extent it is
wholly exempt from the taxes imposed by
this chapter;

§ 19.22 (b) (4)-l 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 obli-
gations, are the obligations of a State or
Territory or a political subdivision there-
of. Special tax bills Issued for special
benefits to property, If such tax bills aro
legally collectible only from owners of
the property benefited, are not the obli-
gations of a State, Territory, or political
subdivision. The term "political sub-
division," 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 8tate or Terri-
tory. A thus defined, a political sub-
division of a State or Territory may or
may net, for the purpose of exemptioni,
include special assessment districts so
created, such as road, water, sewer, gas,
light, reclamation, drainage, -irrigation,
levee, school, harbor, port improvement,
and similar districts and divisions of a
State or Territory.*

§ 19.22 (b) (4)-2 Dividends and in-
terest from Federal land banks, Federal
intermediate credit banks, , national
farm-loan asSociations, banks for co-
operatives, and production credit corpo-
rations and associations. Section 26 of
the-Federal Farm Loan Act of July 17,
1916 (39 Stat. 360), which Act was
amended by an Act approved March 4,
1923 (42 Stat. 1454), provides that Fed-
eral land banks, Federal Intermediate
credit banks, and national farm-loan
associations, Including the capital and
reserve or surplus therein and the in-
come derived therefrom, shall be exempt
from taxation, except taxes upon real
estate, and that first mortgages executed
to Federal land banks; Federal inter-
mediate credit banks, or to joint stock
land banks, and farm-loan bonds, and
debentures Issued by intermediate cred-
it 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 inter-
est on promissory notes secured by such
first mortgages, or from such farm-loan

a -
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-bonds or debentures, is not subject to
the income tax. However, dividends on
the stock of the central bank for coop-
eratives, the production credit corpora-
tions, production credit associations, and
banks for cooperatives, organized under
the provisions of the Farm Credit Act
of 1933, constitute income to the recip-
ients, 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 provisions of section 5 (h) of the
Home Owners' Loan'Act of 1933 (48
Stat. 133).*

§ 19.22 (b) (4)--3 - Dividends from Fed-
eral reserve banks. Section 7 of the Fed-
eral Reserve Act of December 23, 1913,
provides that Federal reserve banks, in-
cluding the capital stock and surplus
therein and the income derived there-
from, shall be exempt from taxation,
except taxes upon real estate. This ex-
emption attaches to and follows the in-
come derived from dividends on stock
of Federal reserve banks in the hands of
the shareholders, so that the dividends
received on the stock of Federal reserve
banks are not subject to the income tax.
Dividends paid by member banks, how-
ever, are treated like dividends of ordi-
nary corporations.*

§ 19.22 (b) (4)-4 Interest upon United
States obligations. Although interest
upon the obligations of the United States
and its possessions and upon obligations
of a corporation organized under Act of
Congress, if such corporation is an in-
strumentality of the United States, is
generally exempt from tax, in the case
of obligations issued by the United
States after September 1, 1917, which
include Treasury certificates of indebted-
ness, Treasury bonds, and Treasury
notes, and in the case of obligations of a
corporation organized under Act of Con-
gress, 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 section 22 (b) (4) shall sub-
mit in his income tax return a statement
showing the number and amount of such
obligations owned and the income re-
ceived 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 thi sale or other disposition
of the bills over the cost or other basis
thereof, a separate computation of dis-
count 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
extent provided in the terms of the issue.
Interest (discount at which issued) on
Treasury bills and any gain from the
sale or otter disposition of such bills are

also entirely exempt from Federal in-
come taxes. With respect to the non-
deductibility of losses from the sale or
other disposition of such bills, see section
19.23 (e)-1.

The interest on Treasury bonds is
exelnpt from Federal income taxes ex-
cept surtaxes imposed upon the income
or profits of individuals, partnershipz,
associations, or corporations.

Treasury bonds are entitled to a limited
exemption from surtaxes imposed by the
United States. Interest on an aggregate
of not exceeding $5,000 principal amount
of these obligations is exempt from the
surtaxes imposed by the Internal Reve-
nue Code. Interest in excess of the In-
terest on an aggregate of not exceeding
$5,000 principal amount of such obliga-
tions- 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 In-
come tax.

§ 19.22 (b) (4)-5 Treasvri bond ex-
emption in the case of trusts or partner-
ships.

(a) When the income of a trust Is
taxable to beneficiaries, as n 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 bpneflt 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 owner-
ship.

(b) As the income of a partnership is
taxable to the individual partners, each
partner Is entitled to exemption as If he
owned directly a proportionate part of
the bonds held by the partnership.*

§ 19.22 (b) (4)-6 Interest upon
United States obligations in the case of
nonresident aliens and certain" foreign
organizations. By virtue of section 4 of
the Victory Liberty Loan Act of March 3,
1919, amending section 3 of the Fourth
Liberty Bond Act of July 9, 1918, the
interest received on and after March 3,
1919, on bonds, notes, and certificate. of
indebtedness of the United States while
beneficially owned by a nonresident alien
individual, or a foreign corporation, part-
nership, or amociation, not engaged in
business in the United States, Is exempt
from income taxes.*

[SEc. 22. Gnoss Irmco=x..

[ (b) Exclusions from, gros income. The
following items shall not be included In
gross income and shall be exempt from taxa-
tion under this chapter:]

(5) Compensation for injurf-e or sfcl.'ness.
Amounts received, through accident or
health insurance or under worlmaen'r com-
penstion acts, as compensation for personal
injuries or sickmes, plus the amount of any
damages received whether by Luit or agree-
ment on account of such injurles or sick-
ness;

(G) Nfiniters. The rental value of a
dw=lling house and appurtenances thereof
un ed to a minister of the gospel as part
of hi s compensation: -

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

(8) 1iscellaneous ftems. Ti e folloing
Itemo, to the extent provided In Eection 116:

Earned income from Eources without the
United States;

Salarie of certain Territor al employees;
The Income of foreign governments;
Income of States, municlpallties, and

other political subdivisions;
Receipts of chlpowners" mutual protection

and Indemnity asdccatlons:
Dividends from China Trade Act corpora-

tionm;
Compaucation of employees of foreign goy-

srtmentS.
S .. 215. Dzsc3XAnG 07 no -rn=• -- .

(lzvnuu Ac' o7 1939.)
(a) Income from di swrge of indebted-

ness. Section 22 (b) of the Internal Reve-
nue Cede (relatlng to exclusions from gros
Income) is amended by adding at the end
thereof the following new paragraph:

"(9) Incon from dscharge of indebted-
nes. In the case of a corporation, the
amount of any income of the taxpayer at-
trlbutable to the discharge, within the tax-
able year, of any indebtednes of the tax-
payer or for which the taxpayer Is liable
evidenced by a cecurity (a- hereinafter in
this paragraph defined) If-

(A) it is established to the satisfaction
of the CommLsoner, or

(B) It is certified to the Comm.l-sIoner by
any Federal agency authorized to make loans
on behalf of the United States to such cor-
poration or by any Federal agency author-
ized to exercic regulatory power over such
corporation,
that at the time of such discharge the tax-
payer was in an unsound flnanclal condition,
and If the taxpayer makes and fles at the
time of lling the return, in such manner a
the Corisioner, with the approval of the
Secretary. bFregulatIona prescribes, Its con-
sent to the regulations prescribed under sec-
tion 113 (b) (3) then in effect. In such
cac3 the amount of any Income of the tax-
payer atlbutable to any unamortizad
premium (computed as of the first day of
the taxable year in which such discharge
occurred) with respect to such indebted-
ne- shall not be Included in gross income
and the amount of the deduction attribut-
able to any unamortized discount (computed
as of the first day of the taxable year in
which such discharge occurred) with respect
to ouch Indebtedness shall not be allowed
as a deduction. As used in this paragraph
the term 'security' means any bnd, d.-
banture, note, or certificate, or other evi-
dence of indebtedness-, issued by any cor-
poration, in existence on June 1, 1939. This
paragraph chall not apply to any discharge
occurring before the date of the enactment
of the Revenue Act of 1939, or in a taxable
year b-inning after Dacember 31, 194-2:"

(c) Taxable years to whfc applable.
The amendments made by this section shall
be applicable to taxable years beginning
after Decomber 31, 1938.

§ 19.2 (b) (9)-1 Income from dfs-
charge of indebtedness. Section 22 (b)
(9) provides a method whereby a corpo-
ration may elect to have excluded from
Its gross income the amount of income
attributable to a discharge, within the
taxable year, of Its indebtedness or of
indebtedness for which It Is liable as, for
example, in the case of a debt arising
from an assumption of liability of an-
other corporation. To be entitled to the
benefits of the provisions of section
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22 (b) (9) a corporation must (1) file
with its return for the taxable year a
consent to the previsions df the iegu-
lations, in effect at the time of the filing
of the return, prescribed under section
113 (b) (3) (see sections 19.113 (b) (3)-
1 and 19.113 (b) (3)-2, relating to ad-
justment of basis), and (2) establish
that it wag in an unsofmd financial con-
dition immediately preceding the dis-
charge of the indebtedness.

The existence of an unsound financial
condition, for the purposes of, section
22 (b) (9), may be established (1) by
satisfying the' Commissioner of such con-
dition upon a presentation to him of all
facts pertinent to the financial'condition
of the corporation or (2) by having pre-
sented to the Commissioner 'a certifi-
cation of such condition by any Fed-
eral agency (e. g., the Reconstruction
Finance Corporation) authorized to
make loans to such taxpayer on behalf
of the United States, or by any Federal
agency (e. g.,.the Interstate- Commerce
Commission)' authorized to exercise reg-
ulatory power over the taxpayer. Such

';a certification wflLbe deemed to be con-_
clusive upon the Commissioner. The
certification should accompany -the
return.

A corporation may be in-an unsound
financial condition, within the meaning
of 'section 22 (b) (9) and this section,
even though'the fair market value of its
assets exceeds its liabilities or it is able
to ,meet its current liabilities as they
mature. Thus, highly indicative (but not
conclusive) of an unsound financial con-'
dition would be the fact that 'bonds 'of
the taxpayer are selling in-a free mar-'
ket at prices substantially below' their
issue price and below the market price
of similar issues of similar businesses.

As used in this section "indebtedness"
means indebtedness evidenced by a bond,
debenture, note, or certificate, or other
evidence of indebtedness, In existence.
on June 1, 1939, and issued by either the
taxpayer corporation or any other cor-
poration. Thus, for example, if a cor-
poration obtains a discharge of its in-
debtedness represented only by open
account book entries, section 22 (b) (9)
and this section are inapplicable. If,
however, a corporation obtains a dis-
charge of its liability (evidenced by its
writing) arising from an-ass mption of
a debt of an individual or a discharge
of its liability (whether r not evidenced
by a writing) arising from the assump-
tion of the indebtedness of another cor-
poration, section 22 (b) (9) and this
section are applicable.

1f as a result of the discharge of in-
debtedness there remains unamortized
premium or unamortized discount, the
amount of the income attr*utable to
such premium is to be excluded from
gross income and the amount of the de-
duction attributable to such discount
shall be disallowed as a deduction. The
unamortized premium and unamortized
discount, as the case may be, is in each
instance to be computed as of the first

day of the taxable year in which the dis-
charge of indebtedness occurred.

The provisions of section 22 Cb) (9)
and this section are inapplicable in the
case of any discharge occurring-(1) in
a taxable year beginning 1before January
1, 1939; (2) before June 29,1939; (3) in
a taxable year beginning after December
31, 1942; or (4) in any pixoceeding under
section 77B of the Bankruptcy Act of
1898, as amended, or under Chapter X,
XI, or XV of such Act (see paragraphs 3
to 16, inclusive, of the Appendix to these
regulations) ;*

§ 19.22 (b) (9)-2 Making and filing of
consent. A consent to have the basis of
its property adjusted in accordance with
the provisions of the regulations, in effect
at the time of filing of the return, pre-
scribed under section 113 (b) (3) (see
sections 19.113 (b) (3)-1 and 19.113 (b)
(3) -2) shall 'be made by or on behalf of
the taxpayer corporation in duplicate
on Form 982, in accordance with these
regulations and the instructions, on the
form or issued tfierewith. The original
-and Vuplicate shall be filed with the
retiren.*

[SrEC. 22. GRoss INcoME.]

(c) Inventories. Whenever in the opinion
of the Commissioner the use of inventories
Is necessary in order -clearly to determine the
income of any taxpayer, inventories shall be
"taken by such taxpayer upon such basis as
the Commissioner, with the approval of the
Secretary, may prescribe as conforming as
nearly as may be to the best accounting
practice in the trade or business and as most
clearly reflecting the income.

§ 19.22 (c) -1 Need of inventories. In
order to reflect the net income correctly,
inventories at' the beginning and end of
each taxable year are necessary in every
case in which the production, purchase,
or sale of -merchandise is an income-
producing factor. The inventory should
include all finished or partly finished
goods and, in the -case of' raw materials
and supplies, only those which have- been
acquired for sale or which Will physically
become a part of merchandise intended
for sale. Merchandise should be included
in the inventory only if title thereto is
vested in the taxpayer. Accordingly, the
seller phould include in his inventory
goods under contract for sale but not yet
segregated and applied to the contract
and goods out upon consignment, but
should exclude from inventory goods sold,
title to which has passed to the pur-
chaser. A purchaser should include- in
inventory merchandise purchased, title to
which has' passed to him, although such
merchandise is in, transit or for other
reasons has not beexrTeducedo physical
possession, but should not include goods
ordered for future delivery, transfer of
title to which has not yet been effected.
-(But see section 19.22 (6)-.) *

§ 19.22 (c)-2 Valuation of -inventories.
Section 22 (c) provides two tests to which
each inventory must conform:

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

(2) It must clearly reflect the income.

It follows, therefore, that Inventory
rules cannot be uniform but must give
effect to trade customs which come with-
in the scope of the best accounting prac-
tice in. the particular trade or business.
In order clearly to reflect incorie, tho
inventory practice of a taxpayer should
be consistent from year to year, ,and
greater weight'is to be given to consist-
ency than to any particular method of
invent6rying or basis of valuation so long
as the method or basis used Is substan-
tially,in accord .with these regulations.
An inventory that can be used under the
best accounting practi6e In a balance
sheet showing the financial position of
the taxpayer can, as a, general rule, be
regarded as clearly reflecting his Income,

The bases of valuation most commonly
used by business concerns and which
meet the requirements of section 22 (o)
are (W) cost and (b) cost or market,
whichever is lower. (For Inventories by
dealers in securities, see section 1912
(c)-5.) Any goods In an inventory which
are unsalable at normal prices or un-
usablq in the normal way because of
damage, imperfections, shOp wear,
changes of. style, odd or broken lots, or
other similar-causes, Including gecond-
hand goods taken In exchange, should
be valued at bona fide selling prices less
direct cost of disposition, whether basis
(a) or (b) is used, or If such goods con-
sist of raw materials or partly finished
goods held for use or consumption, they
shall be valued upon a reasonable basis,
taking into consideration the usability
and the condition of the goods, but In no
case shall -such value be less than the
scrap value. Bona fide selling price
Peans actual offering of goods during
a period ending not later than 30 days
after Inventory date, The burden of
proof will rest upon the taxpayer to show
that such exceptional goods as are valued
upon such selling basis come within the
classifications Indicated above, and he
shall maintain such, records of the dis-
position of the goods as will enable a
veiificatlon of the Inventory to be made.

In'xespect of normal goods, whichever
basis is adopted must be applied with
reasonable consistency to the entire In-
ventory except as to those goods Inven-
totied under the elective method author-
ized by section 22 (d). Taxpayers were
given an option to adopt the basis of
either (a) cost or (b) cost or market,
whichever is lower, for their 1920 inven-
tories. The basis properly adopted for
that year or any subsequent year is con-
trolling, and a change can now be made
only after permission is secured from the
Commissioner. Application for permis-
-sion to-change the basis of valuing in-
ventories shall be made in writing and
filed with the Commissioner as provided
in section 19.41-2. Goods taken in the
inventory which have been so intermin-
gled that they cannot be Identified with
specific invoices will be deemed to be the
goods most recently purchased or pro-
duced, and the cost thereof will be the
actual 'cost of the goods pAchased or
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produced during the period in which the
quantity of goods in the inventory has
been acquired. But see section 22 (d) as
to inventories under elective method.

-Where the taxpayer maintains book in-
ventories in accordance with a sound ac-
counting system in which the respective
inventory accounts are charged with the
actual cost of the goods purchased or
produced and credited with the value of
goods used, transferred, or sold, calcu-
lated upon the basis of the actual cost
of the goods acquired during the taxable
year (including the inventory at the be-
ginning of the year), the net value as
shown by such inventory accounts will
be deemed to be the cost of the goods on
'hand. The balances shown by such book
inventories should be verified by physical
inventories at reasonable intervals and
adjusted to conform therewith.

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

The following methods, among others,
are sometimes used in taking or valuing
inventories, but are not in accord with
these regulations, viz:

(1) Deducting from the inventory a re-
serve for price changes, or an estimated
depreciation in the value thereof.
-(2) Taking work in process, or other

parts of the inventory, at a nominal
price or at less than its proper value.

(3) Omitting portions of the stock on
hand.

(4) Using a constant price or nominal
value for so-called normal quantity of
materials or goods in stock.

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

§ 19.22 (c)--3 Inventories at cost. Cost
means:

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

(2) In the case of merchandise pur-
chased since' the beginning' of the tax-
able 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 op-
tion of the taxpayer, provided a con-
sistent course is followed. To this net
invoice price should be added transporta-
tion or other necessary charges incurred
in acquiring possession of the goods.

(3) In the case of merchandise pro-
duced by the taxpayer since the beginning
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

No. 22----4

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
approximated 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)
farmers and ra&pers of live stock (see sec-
tion 19.22 (c)-6), (b) miners and manu-
facturers who by a single process or uni-
form series of processes derive a product
of two or more kinds, sizes, or grades, the
unit cost of which is substantially alike
(see section 19.22 (c)-7), and (c) retail
merchants who use what Is known as the
"retail method" in ascertaining approxi-
mate cost (see section 19.22 (c)-8).'

§ 19.22 (c)-4 Inventories at cost or
market, whichever is lower. Under ordi-
nary circumstances and for normal goods
in an inventory, "market" means the
current bid price prevailing at the date
of the inventory for the particular mer-
chandise in the volume In which usually
purchased by the taxpayer, and Is appli-
cable 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 con-
tracts (I. e., those not legally subject to
cancellation by either party) at fixed
prices entered into before the date of the
inventory, under which the taxpayer is
protected against actual loss, which goods
must be inventoried at cost.

Where no open market exists or where
quotations are nominal, due to stagnant
market conditions, the taxpayer must
use such evidence of a fair market price
at the date or dates nearest the inventory
as may be available, such as specific pur-
chases or sales by the taxpayer or others
in reasonable volume and made in good
faith, or compensation paid for cancella-
tion of contracts for purchase commit-
ments. Where the taxpayer in the regu-
lar course of business has offered for sale
such merchandise at prices lower than
the current price as above defined, the
Inventory may be valued at such prices
less direct cost of disposition, and the
correctness of such prices will be deter-
mined by reference to the actual sales
of the taxpayer for a reasonable period
before and after the date of the inven-
tory. 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 article
on hand at the inventory date shall be
compared with the cost of the article,
and the lower of such values shall ba

taken as the inventory value of the
article.*

§ 19.22 (c)-5 Inrentofies by dealers
in cecurities. A dealer in securities who
in his books of account regularly in-
ventorles 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 at-
tached to the return, that all the securi-
ties must be inventoried by the same
method, and that such method must be
adhered to in subsequent years, unless
another method be authorized by the
Commlssioner pursuant to a written ap-
plication therefor filed with the Com-
nlsdoner as provided in section 19.41-2.
A dealer in securities in whose books of
account separate computations 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 re-
garded, for the purposes of this section,
as regularly inventorying his securities
at cost. For the purpose of this rule a
dealer in securities is a merchant of
securities, whether an individual, part-
nership, or corporation, with an es-
tablished place of business, regularly
engaged 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. Ir such business is
simply a branch of the activities carried
on by such person, the securities inven-
toried as here provided may include only
those held for purposes of resale and
not for investment. Taxpayers who buy
and se-ll or hold securities for investment
or speculation, irrespective of whether
such buying or selling constitutes the
carrying on of a trade or business, and
officers of corporations and members of
partnerships who In their individual ca-
pacities buy and sell securities, are not
dealers In securities within the meaning
of this rule.

§ 19.22 (c).-6 Inventories of livestock
raisers and other farmers. Farmers may
change the basis of their returns from
that of receipts and disbursements to
that of an Inventory basis provided ad-
justments are made in accordance with
one of the two methods outlined in (1)
and (2) below. It Is optional with the
taxpayer which method is used, but, hav-
ing elected one method, the option so
exercised will be binding upon the tax-
payer for the year for which the option
is exercised and for subsequent years un-
less another method be authorized by
the CommLsoner.

(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
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products (including livestock) purchased
or raised which were on hand at the date
of the inventory, and there must be sub-
mitted with the return for the current
taxable year an adjustment sheet for the
preceding taxable year based on the in-
ventory method, upon the amount of
which adjustment the tax shall be as-
sessed and paid (if any be due) at the
rate of tax in effect for that "year.
Ordinarily an adjustment sheet for the
preceding year will be sufficient, but if,
in the opinion of the Commissioner, such
adjustment Is not sufficient clearly to
reffect 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 will accept estimates
which, in his opinion, substantially reflect
the Income on the inventory basis for
such preceding year or years; but inven-
tories must not include real estate, build-
ings, 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 inventory
and the sales and other receipts, the in-
ventory of livestock, crops, and products
at the beginning of the year: provided,
however-

(a) That if any livestock, 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 previ-
ous 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 upon an inventory basis may
value their inventories according to the
"farm-price method," which provides
for the valuation of inventories at mar-
ket price less direct cost of disposition.
If the use of the "farm-price method"
of valuing inventories for any taxable
year involves a change in method of
valuing inventories from that employed
in prior years, permission for such
change shall first be secured from the
Commissioner as provided in section
19.41-2. In such case the opening in-
ventory for the taxable year in which
the change is made should be brought
In at the same value as thQ closing in-
ventory for the preceding taxable year.
If such valuation of the opening inven-
tory 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 tax-
able year an adjustment statement for

the preceding year. This statement
shall be based-on the "farpa-price
method" of valuidgf 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-
mit *ng with the return for the current
taxable year a statement for the preced-
ing year. In this statement such adjust-
ments shall be made as are necessary to
bring the closing inventory for the pre-
ceding year into agreement with the
opening complete inventory for the cur-
rent taxable year. If necessary clearly
to reflect income, similar adjustments
may be made as at the beginning of the
preceding year or ydars, and the tax, if
any be due, shall be assessed and paid at
the rate of tax in effect for such year or
years.*

§ 19.22 (0-7 Inventories of ' mineirs
and manufacturers. A taxpayer engaged
in mining or manufacturing who by- a
single process or uniform series of proc-
esses derives a product of two or more
kinds, sizes, or grades, the Unit cost of
which is substantially alike, and who in
conformity to a recognized trade practice
allocates an amount of cost to each kind,
size, or grade of lroduct, 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 the
different kinds of product. See section
22 (d) as to inventories under elective
method.*

§ 19.22 (c)-8 Inventories of retail
merchants. Retail merchants who em-
ploy what is knowi4 as the "retail method"
of pricing inventories may make their
returns upon that basis, provided (1) that
the use of such method is designated
upon the return, (2) that accurate ac-
counts are kept, and (3) that such
method is consistently adhered to unless
a change is authorized by the Commis-
sioner as provided in section 19A1-2.
Under this methbd the total of the retail
selling prices of the goods on hand at the
end of the yeir in each department or of
each class of goods is reduced to approxi-
mate cost by deducting- therefrom , an
amount which bears the same ratio to
such total as-

(a) the total of the retail selling prices
of the goods included in the opening in-
ventory plus the retail selling prices of
the goods purchased during the year,
with proper adjustment t6 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 retiresent as ac-
curately as may be the amounts added to
the cost price of the goods to cover sell-
ing and other expenses of doing business
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 aver-
age of his entire business, but thould
compute and use in valuing his inventory
the proper percentages for the respective
departments of classes of goods,*

[SEc. 22. GROSS INcoME.
(d) Inventories in certain industries Iso

amendment of subsection (d) by section 210
of Revenue Act of 1939, set forth belowl.-

(1) Producers. and processors o1 certain
non-ferrous metals. A taxpayer shall be
entitled to elect the method of taking Inven-
tories provided in paragraph (2) If his
principal business Is-

(A) Smelting non-ferrous ores or concent-
trates or refining non-ferrous metals, or
both; or

(B) 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.

(2) Inventories of raw matcrials. A tax-
payer entitled to elect, and who has to
elected, shall, in taking his inventory as of
the close of any taxable year of raw materiala
which are-

(A) used in a business described in para-
graph (1); and

(B) not yet Included In goods In process
or finished goods; and

(C) so intermingled that they cannot be
Identified with specific Invoices'
treat such raw materials remaining on hand
as being: First, those included in the inven-
tory as of the beginning of the taxable year
(in the order of acquisition) to thoextent
thereof, and second, those acquired in the
taxable year, in the order of acquisition.

(3) Tanners. A taxpayer whozo principal
business is taning hides or skins, or both,
shall be entitled to elect (with respect to
any taxable year) the method provided in
paragraph (2) as to the raw materials (in-
eluding those included in goods in process
and in finished goods) in the buslness of
tanning hides, or skins, or both, if so inter-
mingled that they cannot be Identified with
specific involcep.

(4) Inventories at cost. In the case of
the application of the provisions of para-
graph (2) or (3) all inventories of such ma-
terials shall be taken at cost, including the
inventory as of the close of the preceding
taxable year even though such preceding tax-
able year began prior to January 1, 1039.

(5) Election of method. The method pro-
vided in paragraph (2) or (3) shall not be
applied unless the taxpayer, at or before the
filing of his return for the preceding taxable
year, has filed with the Commissioner his
election-to have it apply.

(6) Regulations as to change. The chnngo
to such method shall be made in accordance
with such regulations as the Commissioner,
with the approval of the Secretary, may pro-
scribe as necessary to prevent the avoidance
of tax.

(7) Change to different nethod. An eleco-
tion made under this subsection shall be Irre-
vocable and the method so elected shall be
applied in all subsequent taxable years not-
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withstanding any change in the principal
business of the taxpayer, unless with the ap-
proval of the Commissioner change to a dif-
ferent method is authorized, and then upon
such terms and conditions and in accordance
with such regulations as -the Commlsoner,
with the approval of the Secretary, may
prescribe.

Sc. 219. IrvTroaEs. (REvE=rTz AcT or
1939.)

(a) Amendment to Code. Section 22 (d)
of the Internal Revenue Code (relating to
inventories in certain industries) Is amended
to read as follows:

"(d) (1) A taxpayer may use the following
method (whether or not such method has
been prescribed under subsection (c)) in in-
ventorying goods specified in the application
required under paragraph (2):

"(A) Inventory them at cost;
"(B1) Treat those remaining on hand at

the close of the taxable year as being: First,
those included In the opening inventory of
the taxable year (in the order of acquisition)
to the extent thereof, and second, those ac-
quired ,in the taxable year; and

"(C) Treat those included In the opening
inventory of the taxable year in which such
method is first used as having been acquired
at the same time and determine their cost
by the average cost method.

"(2) The method described in paragraph
(1) may be used-

"(A) Only in inventorying goods (required
under subsection (c) to be inventoried)
specified in an application to use such method
filed at such time and in such manner as the
Commissioner may prescribe; and

"(B) Only if the taxpayer establishes to
the satisfaction of the Commissioner that
the taxpayer has used no procedure other
than that specified in subparagraphs (B) and
(C) of paragraph (1) in inventorying (to
ascertain income, profit, or loss, for credit
purposes, or for the purpose of reports to
shareholders, partners, or other proprietorr,
or to beneficiaries) such goods for any period
beginning with or during the first taxable
year for which the method described in para-
graph (1) is to be used.

"(3) The change to, and the use of, such
method shall be in accordance with such
regulations as the Commissioner, with the
approval of the Secretary, may prescribe as
necessary in order that the use of such
method may clearly reflect income.

"(4) In determining income for the taxable
year preceding the taxable year for which
such method is first used, the closing Inven-
tory of such preceding year of the goods
specified in such application shall be at cost.

"(5) If a taxpayer, having complied with
paragraph (2), uses the method described in
paragraph (1) for any taxable year, then such
method shall be used in all subsequent
taxable years unless--

"(A) Withcthe approval of the Conms-
sioner a change to a different method is
authorized; or

"(B) The Commissioner determines that
the taxpayer has used for any period be-
ginning with or during any subsequent
taxable year some procedure other than that.
specified in subparagraph (B) of paragraph
(1) in inventorying (for ascertaining income,
profit, or loss, for credit purposes, or for
the purpose of reports to shareholders,
partners, or other proprietors, or to bene-
ficiaries) the goods specified in the applica-
tion, and requires a change to a method
different from that prescribed in paragraph
(1) beginning with such subsequent tax-
able year 'or any taxable year thereafter.

In either 6f the above cases, the change
to, and the use of, the different method
shall be in accordance with such regula-
tions as the Commissioner, with the ap-
proval of the Secretary, may prescribe as

necessary in order that the u:2 of cuch
method may clearly rcllect income."

(b) Taable ycar to hrldcl app!tcablc.
The amendment mde by cubz=ctlon (a)
shall be applicable to taxablo years bcn-
ning after December 31, 1938.

0 o 0

§19.22 (d)-1 Inventories under edcc-
tive metlhd. Any taxpayer permitted
or required to take inventories pursuant
to the provisions of section 22 (c), and
pursuant to the provisions of sections
19.22 (c)-1 to 19.22 (c)-8, inclusive, may
elect with respect to those goods speci-
fled in his application and properly
subject to inventory to compute his
opening and closing inventories in ac-
cordance with - the method provided by
section 22 (d), as amended. Under this
elective inventory method, the taxpayer
is permitted to treat those goods re-
maining on hand at the close of the
taxable year as being:

First, those included in the opening
inventory of the taxable year, in the
order of acquisition and to the extent
thereof, and

Second, those acquired during the
taxable year.
This elective inventory method is not de-
pendent upon the character of the busi-
ness in which" the taxpayer is engaged,
or upon the identity or want of Identity
through commingling of any of the goods
on hand, and may be adopted by the
taxpayer as of the close of any taxable
year beginning after December 31, 290C.

If the elective inventory method is
used by a taxpayer who regularly and
consistently, in a manner similar to
hedging on a futures market, matches
purchases with sales, then firm purchase
and sales contracts (I. e., those not legally
subject to cancellation by either party)
entered into at fixed prices on or before
the date of the inventory may be in-
cluded in purchases or sales, as the case
may be, for the purpose of determining
the cost of goods sold and the resulting
profit or loss, provided that this practice
is regularly and consistently adhered to
by the taxpayer and that, In the opinion
of the Commissioner, income is clearly
reflected thereby.*

§ 19.22 (d)-2 Requirements incident
to adoption and use of elective method.
The adoption and use of the elective in-
ventory method is, by section 22 d) and
regulations thereunder, made subject to
the following requirements:

(1) The taxpayer shall file an applica-
tion to use such method specifying with
particularity the goods to which It is to
be applied;

(2) The inventory shall be taken at
cost regardless of market values;

(3) Goods of the specified type in-
cluded in the opening Inventory of the
taxable year for which the method is
first used shall be considered as having
been acquired at the same time and at
a unit cost equal to the actual cost of
the aggregate divided by the number of

units on hand, ouch actual coA of the
afgrezate being determined pursuant to
the inventory method employed by the
taxpayer under the regulations appli-
cable to the preceding taxable year;

(4) Goods of the spcified type on
hand as of the close of the taxable year
in excss of what were on hand as of the
beginning of the taxable year shall be
Included In the closing inventory, re-
gardless of identification with specific
invoices, at costs determined as follows:

(a) By reference to the actual cost of
the goods most recently purchased or
produced;

(b) By reference to the actual cost of
the goods purchased or produced during
the taxable year in the order of acquisi-
tion;

() By application of an average unit
cost equal to the aggregate cost of all of
the go o ds purchased or produced
throughout the taxable year divided by
the total number of units so purchased
or produced, the goods reflected in such
inventory increase being considered for
the purpozes of section 22 (d) as having
been acquired all at the came time; or

d) Pursuant to any other proper
method which, In the opinion of the
Commissioner, clearly reflects income.
Whichever of the several methods of
valuing the inventory increase is adopted
by the taxpayer and approved by the
CommIsioner shall be consistently ad-
hered to In all subsequent taxable years
so long as the elective inventory methed
is used by the taxpayer;

Example (1). Suppose that the tax-
payer adopts the elective inventory
method for the taxable year 1939 with
an opening inventory of 10 units at 10
cents per unit, that It mahes 1939 pur-
chases of 10 units as follows:

January 1 p 11 = 11
April 2 0 12 = 21
July 3 p 13 - 39
October 4 0 14 = Es

Totals: 10 130
and that it has a 1939 closing inventory
of 15 units. This closing inventory, de-
pending upon the taxpayer's method of
valuing Inventory increases, will be com-
puted as follows:

(a) Most recent purchases.--
10 0 10 =100
4 0 14 (October) - 53
1 0 13 (July) = 13

Totalos: 15 169
or

(b) In order of acquisition-.
10 0- 10 =100

1 0 11 (January) = 11
2 0 2 (Aprl) = 2-
2 13 (July) = 26

Totals: 15 161
or

(c) At an annual average-
10 P 10 =100
5 Q 13 (130/10) = 65

Totals: 15 165
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Example (2). Suppose, in addition to
the facts stated in example (1), that
there is a 1940 closing inventory of 13
units. This-closing inventory, being de-
termined wholly by reference to the
opening inventory, and being taken in
the order of acquisition, and depending
upon the taxpayer's method of valuing
its inventory increase for the preceding
taxable year, will be computed as follows:

(a) In case the increase was taken as
most recent purchases-

10 @ 10 (from 1938) =100
I @ 13 (July, 1939) =13
2 @ 14 (October, 1939) = 28

Totals: 13 141

or
(b) In case the increase was taken in

order of acqdisition-
10 @ 10 (from 1938) =100
1 @ 11 (January, 1939) = 11
2 @ 12 (April, 1939) = -24

Totals: 13 135

or
- (c) In case increase was taken on basis
of an average-

10 @ 10 (from 1938) =100
3 @ 13 (from 1939) = 39

Totals: 13 139

(5) The taxpayer shall establish to the
satisfaction of the Commissioner that the
taxpayer has not, in the taxable year for
which the elective inventory method is
first used or in any subsequent taxable
year, used in determining income, profit,
or loss, for credit purposes, or for the
purpose of reports to shareholders, part-
ners, or other proprietors,- or to bene-
ficiaries, any' inventory method other
than that referredto insebtioh 19.22(d)-I-
or at variance with the requirement re-
ferred to in paragraph (3) of this sec-
tion, the taxpayer's use of market value
in lieu of cost not being considered at
variance with this requirement;

(6) Goods of the specified type on
hand as of the close of the taxable year
preceding the taxable year for which
this inventory method is first used,
whether such preceding taxable year be-
gan before or after December 31, 1938,
shall be included In the taxpayer's in-
ventory for such preceding-taxable year
at cost;

(7) The elective inventory method,
once adopted by the taxpayer with the
approval of the Commissioner, shall be
adhered to in all subsequent taxable
years unless-

(a) A change to a different method Is
approved by the Commissioner; or

(b) The Commissioner determines
that the taxpayer has used in ascertain-
Ing income, profits, or loss, for credit
purposes or for the purpose of reports
to shareholders, partners, or other pro-
prietors, or to beneficiaries, and for
years subsequent to his adoption of the
elective inventory method, an'inventory
method at variance with that referred
to in section 19.22 (d)-1 and requires of

the taxpayer a change to a different
method for such subsequent taxable year
or any taxable year thereafter; and

(8) The taxpayer shall maintain such
accounting records as will enable the
Commissioner readily to verify the tax-
payer's inventory computations as well
as his compliance with these several
requirements.*

'19.22 (d)-3 Time and manner of
making election. The elective inven--
tory method may be adopted and used
only if the taxpayer files with his return
for the taxable year as of the close of
which the method is first to be used
(or, if such return is filed prior to the
ninetieth day after the approval of
Treasury Decision 4959, approved De-
cember 28, 1939, then at any time prior
to the expiration of such ninetieth day),
in triplicate on Form 970 (revised), and
pursuant to the instructions printed
thereon afnd to the requirements of this
section, a statement of his election to
use such inventory method. Such state-
ment shall be accompanied by an analy-
sis of all inventories of the taxpayer as
of the beginning and as of the end of
the taxable year for which the elective
method is proposed first to be used, and
also as of the beginning of the preced-
ing taxable year. In the case of a man-
ufacturer, this analsis shall show in
detail the manner in which costs are
computed with respect to raw materials,
goods in process, and finished goods,
segregating the products (whether in
process or finished goods) Into natural
groups on the basis of either (1) sim-
ilarity in factory processes through
which they pass, or (2) similarity of raw
materials used, or (3) simlarity in style,
shape, or use .of finished products.
Each group of products shall be clearly
described.

The taxpayer shall submit for the
consideration of the Commissiofier in
connection with the taxpayer's adoption
or use of the elective inventory method
such other detailed information with re-
spect to his business or-accounting sys-
tem as-may be at any time requested by
the Commissioner.

As a condition to the taxpayer's use
of the elective inventory method, the
Commissioner' may requirp that the
method be used with respect to goods
other than those specified in the tax-
payer's statement -of election if, in the
opinion of the Commissioner, the use of
such method with respect to such other
goods is essential to a clear reflection of
income.

Whether or n1k the taxpeyer's appli-
cation for the adoption and use of the
elective inventory method should be ap-
proved, and whether or not such method,
once adopted, may be continued, and
the propriety of all computations inci-
dental to the use of such method will be
determined by the Commissioner in con-
nection with the examination of the tax-
payer's returns.*

§ 19.22 (d)-4 Adjustments to be made
by taxpayer. A taxpayer may not change

to the elective method of taking invn-
tories unless, at the time he files his
application for the adoption of such.
method, he agrees to such adjustments
incident to the change to or from such
method, or incident to the use of such
method, in the inventories of prior tax-
able years or otherwise, as the Commis-
sioner upon the examination of the tax-
payer's returns may deem necessary in
order that the true income of the tax-
payer will be clearly reflected for the
years involved.*
" § 19.22 (d)-5 Revocation of election.

An election made to adopt and use the
elective inventory method Is Irrevocable,
and the method once adopted shall be
used in all subsequent taxable years, un-
less the use of another method be re-
quired by the Commissioner, or author-
Ized-by him pursuant to a written appli-
cIation therefor filed with him as provided
in section 19.41-2.*

§ 19.22 (d)-6 Change from elective
inventory method. If the taxpayer is
granted permission by the Commissioner
to discontinue the use- of the elective
method of taking inventories, and there-
after to pursue some other method, or if
the taxpayer Is required by the Commis.
sioner to discontinue the use of the elec-
tive method by reason of the taxpayer's
failure to conform to the requirements
detailed in section 19.22 (d)-2, the Inven-
tory of the specified goods for the first
taxable year affected by the. change and
for each taxable year thereafter shall be
taken-

(a) In bonformity with the method
used by the taxpayer under section 22 (c)
in inventorying goods not Included in his
elective inventory computations; or

(b) If the elective inventory method
was used by the taxpayer with respect to
all of his goods subject to Inventory, then
in conformity with the Inventory method
used by the taxpayer prior to his adoption
of the elective inventory method; or
(c) If the taxpayer had not used in-

ventories prior to his adoption of the
elective inventory method and had no
goods currently subject to Inventory by
a method other than the elective method,
then in conformity with such Inventory
method as may be selected by the tax-
payer and approved by the Commissioner
as resulting in a clear reflection of In-
comhe; or

(d) In any event, in conformity with
any inventory method to which the tax-
payer may change pursuant to applica-
tion approved by the Commigsioner.0

[SEc. 22. Gaoss ncomr.s.

(e) Distributions by corporations. Dis.
tributions by corporations shall be taxable
to the shareholders are provided In bection115.

(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
toithoUt United States. For computation of
gross Income from sources within and with-
out the United States, see section 11.

(h) Foreign personal holding companies.
For provisions relating to gross income of
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foreign personal holding companies and of
their shareholders, see section 334.

(i) Consent dividends. For inclusion in
gross income of amounts specifled in share-
holders' consents, see section 28.

(j) Income from mortgages made or obli-
gations issued by joint stock land banks.
For taxable status of income derived from
mortgages made or obligations issued by
joint stock land banks, see section 3799.

Src. 23. DEnucroNs PaRO= GROSS iNcotm
In computing net income there shall be

allowed as deductions:

(a) Expenses.
(1) In general. All the ortinary and neces-

sary expenses paid or incurred during the
taxable year in carrying on any trade or
business, including a reasonable allowance
for salaries or other compensation for per-
sonal services actually rendered; traveling
expenses (including the entire amount ex-
pended for meals and lodging) while away
from home in the pursuit of a trade or busi-
ness; and rentals or other payments required
to be made as a condition to the continued
use or possession, for purposes of the trade
or business, of property to which the tax-
payer 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
paragraph (1) to a corporation for any con-
tribution or gift which would be allowable
as a deduction under subsection (q) were
it not for the 5 per centum limitation therein
contained and for th& requirement therein
that payment must be made within the tax-
able year.

§19.23 (a)-1 Business expenses.
Business expenses deductible from gross
income include the ordinary and neces-
sary expenditures directly connected
with or pertaining to the taxpayer's trade
or business, except the classes of items
which are deductible under sections 23
(b) to 23 (s), inclusive, and the regula-
tions thereunder. Double deductions are
not permitted. Amounts deducted un-
der one provision of the Internal Reve-
nue Code cannot again be deducted un-
der any other provision thereof. As to
charitable contributions by corporations
not deductible under section 23 (a), see
section 19.23 (a)-13. The cost of goods
purchased for resale, with proper adjust-
ment for opening and closing inven-
tories, is deducted from gross sales in
computing gross income. (See section
19.22 (a)-5.) Among the items included
in business expenses are management
expenses, commissions, labor, supplies,
incidental repairs, operating expenses of
automobiles used in the trade or busi-
ness, traveling expenses while away from
home solely in the pursuit of a trade or
business (see section 19.23 (a)-2), ad-
vertising and other selling expenses, to-
gether with insurance premiums against
fire, storm, theft, accident, or other simi-
lar 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 allowable "deduction
'for ordinary and necessary 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 deductible under any pro-
vision of section 23, see section 24.

§ 1923 (a)-2 Traveling cxvcses.
Traveling expenses, as ordinarily under-
stood, include railroad fares and meals
and lodging. If the trip is undertaken
for other than business purposes, the
railroad fares are personal expenses and
the meals and lodging are living ex-
penses. If the trip is solely on business,
the reasonable and necessary traveling
expenses, including railroad fares, meals,
and lodging, are business expenses.

(a) If, then, an individual, whose busi-
ness requires him to travel, receives a
salark as full compensation for his serv-
ices, without reimbursement for travel-
ing expenses, or Is employed on a com-
mission basis with no expense allowance,
his traveling expenses, including the en-
tire amount expended for meals and
lodging, are deductible from gross In-
come.

(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 de-
duct such expenses.

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

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

Claim for the deductions referred to
herein must be substantiated, when re-
quired by the Commissloner, by evidence
showing In detail the amount and nature
of the expenses incurred.

Commuters' fares are not considered
as business expenses and are not deduc-
tible.*

§19.23,(a)-3 Cost of materials.
Taxpayers carrying materials and sup-
plies on hand should Include In expenses
the charges for materials and supplies
only to the amount that they are actually
consumed and used in operation during
the year for which the return is made,
provided that the cost of such materials
and supplies has not been deducted In
determining the net Income for any pre-
vious year. If a taxpayer carries inci-
dental materials or supplies on hand for
which no record of consumption is kept

or of which physical inventories at the
beginning and end of the year are not
taken, It will be permissible for the tax-
payer to Include In his expenses and de-
duct from gross Income the total cost of
such supplies and materials as were pur-
chased during the year for which the
return Is made, provided the net income
is clearly reflected by this method.*

§ 19.23 (a)-4 Repairs. The cost of
Incidental repairs which neither mate-
rially add to the value of the property
nor appreciably prolong its life, but keep
It in an ordinarily efficient operating con-
dition, may be deducted as expense, pro-
vided the plant or property account is
not Increased by the amount of such
expenditures. Repairs in the nature of
replacements, to the extent that they
arrest deterioration and appreciably pro-
long the life of the property, should be
tharged against the depreciation reserve
if such account Is kept. (See sections
19.23 (1)-i to 19.23 (1)-10, inclusive.)*

§ 19.23 (a)-5 Professional expenses.
A professional man may claim as deduc-
tions thbecost of supplies used by him in
the practke of his profession, expenses
paid In the operation and repair of an
automobile used in making professional
calls, dues to )professlonal societies and
subscriptions to professional journals, the
rent paid for office rooms, the cost of the
fuel, light, tvater, telephone, etc., used in
such offces, and the hire of office assist-
ants. Amounts currently expended for
books, furniture, and professional instru-
ments and equipment, the useful life of
which is short, may be deducted.*

§ 19.23 (a)-6 Compensation for Par-
sonls services. Among the ordinary and
necessary expenses paid or incurred in
carrying on any trade or business may be
included a reasonable allowance for sal-
arics or other compensation for personal
services actually rendered. The test of
deductibility in the case of compensation
payments Is whether they are reasonable
and are in fact payments purely for serv-
Ices. This test and its practical applica-
tion may be further ftated and ilus-
trated as follows:

(1) Any amount paid in the form of
compensation, but not in fact as the
purchase price of services, is not deducti-
ble. (a) An ostensible salary paid by a
corporation may be a distribution of a
dividend on stock This is likely to occur
In the case of a corporation having few
shareholders, practically all of whom
draw salaries. If in such a case the sal-
aries are In excess of those ordinarily
paid for similar services, and the exces-
slve payments correspond or bear a close
relationship to the stock holdings of the
officers or employees, it would seem likely
that the salaries are not paid wholly for
services rendered, but that the excessive
payments are a disibution of earnings
upon the stock. (M) An ostensible salary
may be in pmt payment for property.
This may occur, for example, where a
partnership sells out to a corporation, the
former partners agreeing to continue in
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the service of the corporation. In such
a case it' may be found that the salaries
of the former partners are not merely for
services, but in part -constitute payment
for the transfer of their business.

(2) The form or method of fixing com-
pensation is not decisive as to deducti-
bility. While any form of contingent
compensation invites scrutiny as a pos-
sible distribution of earnings of the enter-
prise, it does not follow that payments-
on a contingent basis are to be treated
fundamentally on any basis different
from that applying to compensation at a
fiat rate, Generally sp6aking, if con-
tingent compensation is paid pursuant to
a free bargain between the employer and
the Individual made before the services
are rendered, not influenced by any' con-
sideration on the part of the employer
other than that of securing on fail and

.advantageous terms the services of the
individual, it should be allowed as a de-
duction even though in the actual work-
ing out of the contract it may prove to be
greater than the amount which would
ordinarily be paid.

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

§ 19.23 (a)-7 Treatment of excessive
compensation. The income tax liability
of the recipient in respect 6f an amount
ostensibly paid to him as compensation,
but not allowed to be deducted as such
by the payor, will depend upon the cir-
cumstances of each case. Thus, in the
case of excessive payments by corpora-
tions, if such parments correspond or
bear a close relationship to stock hold-
ings, and are found to be a distribution of
earnings or profits, the excessive pay-
ments will be treated as a dividend. If
such payments constitute payment for
property, they should be treated by the
payor as a capital expenditure and, by
the recipient as part of the purchase
price. In the absence of evidence to
Justify other .treatment, excessive pay-
'ments for salaries or other compensa-
tion for personal services will be included
in gross income of the recipient and sub-
jected to both normal tax and stfrtax.*

§ 19.23 (a)-8 Bonuses to employees.
Bonuses to employees will constitute al-
lowable deductions from gross income
when such payments are made in good
faith and as additional compensation for
the services actually rendered by the em-
ployees, provided such payments, when
added to the stipulated salaries, do not
exceed 'a reasonable compensation. for
the services rendered. It is immaterial
whether such bonuses are paid In- cash
or in kind or partly in cash and partly

in kind. Donations made to employees
and others, which do not have in them
the element of compensation or are in
excess of reasonable compensation for
services, are not deductible from gross
incomd.*

§ 19.23 (a)-9 Pensions-Compensa-
tion for injuries. Amounts paid by a
taxpayer for pensions to retired em-
ployees or to their families or others. dd-
pendent upon them, or on accouqt of in-
juries received.by employees, and lump-
sum amounts paid or accrued as compen-
sation for injuries, are proper deductions
as ordinary and necessary expenses.
Such deductions are limited t6 the
amount not. compensated for by insur-
ance or otherwise. When the amount of
the salary of an officer or employee is
paid for a limited period after his death
to his widow or heirs, in recognition of
the services rendered by the individual,
such payments may be deducted. As to
deductions for payments to employees'
pension trusts, see section 23 (p) .*

§ 19.23 (a)-16 Rentals. If a lease-
hold is acquired for business purposes for
a specified sum, the purchaser may take
as a deduction in his return an aliquot
part of such sum each year, based on the
number of years the lease has to run.
Taxes paid by a tenant to or for a land-
lord for business property are additional
rent and constitute a deductible item to
the tenant and taxable income to the
landlord, the amount of the -tax being de-
ductible by the latter. The cost borne
by a lessee in erecting buildings-or mak-
ing permanent improvements on ground
of which he is lessee is held to be a capi-
tal Investment and not deductible as a
business expense. In order to return to
such taxpayer his investment of capital,
an annual deduction may be made from
gross income of an amount equal to the
total cost of such improvenints divided
by the number of years remaining of the
term of lease, and such deduction shall be
in lieu of a deduction for depreciation.
If the remainder of the term of lease is
greater than the probable life of the
buildings erected, or of the improvements
made, this-deduction shall take the form
of an allowance for depreciation. (See
section 19.22- (a)-13.)

In cases in which the lease contains afi
unexercised option of renewal, the matter
of spreading such depreciation or amorti-
zation over the term of the original lease,
together with the renewal period or pe-
riods, depends upon the facts in the par-
ticular case. As a general rule, unless
the lease has been renewed or the facts
show with reasonable certainty that the
lease will be renewed, the cost or other
basis of the lease or the cost of improve-
ments shall be spread only over the num-
ber of years the leasehas to run, without
taking into account any right of renewal.
However, if. the taxpayer for any taxable
year ending prior to December 31, 1939,
has been allowed such depreciation or
amortization on the basis of spreading
the cost or other basis of such lease or
improvements over the number of years

the lease has to run, including any ex-
ercised or unexercised renewal period or
periods, and such taxable year has been
closed on that basi. and the tax for that
year cannot be redetermined, then the
taxpayer may for subsequent taxable'
years take. deductions on such basis if
within 90 days after the approval of
Treasury Decision 4957 (approved De-
cember 6, 1939) or within such later pe-
riod as may be specified by the Commis-
sioner, the files Form 969, in duplicate,
with the Commissioner of Internal Reve-
nue, Washington, D. C., attention of the
Income Tax Unit, Records Division, sig-
nifying his election to have deductions In
respect of such Items-determined upon
such basis, and expressly waives his right
to claim or receive the benefits of any
reduction in his tax liability which would
result from the allowance of deductions
for such items on the basis of only the
number of years the lease has to run,
without taking Into account any right of
renewal, or on any basis other than that
set forth in his election. If, in any case,
the life of the improvements Is less than
the number of years the lease has to run,
including the rehewal period if properly
to 'be consideregi, the deduction for depre-
ciation with respect to such improve-
ments shall be spread only over such
life.*

§ 19.23 (a)-ll Expenses of arners.
A farmer who operates a farm for profit
is entitled to deduct from gross income
as necessary expenses all amounts actu-
ally expended In the carrying on of the
business of farming. The cost of ordi-
nary tools of short life or small cost,
such as hand tools, including shovels,
rakes, etc., may be deducted. The cost
of feeding and raising live stock may be
treated as an expense deduction, in so
far as such cost represents actual out-
lay, but not including the value of farm
produce grown upon th' farm or the
labor of the taxpayer. Where a farm-
er is engaged in producing crops which
take more than a year from the time of
planting to the process of gathering and
disposal, expenses deducted may, with
the consent of the Commissioner (see
section 19.41-2), be determined upon
the crop basis, and such deductions
must be taken in the year in which the
gross'Income from the crop has been
realized. The cost of farm machinery,
equipment, and farm buildings repre-
sents a capital investment and Is not an
allowable deduction as an item of ex-
pense. Amounts expended In the de-
velopment of farms, orchards, and
ranches prior to the time when the pro-
ductive state is reached may be regarded
as investments of capital. Amounts ex-
pended in purchasing work, breeding,
or dairy animals are regarded as in-
vestments of capital, and may be de-
preciated unless such animals are in-
cluded in an inventory In accordance
with section 19.22 (a)-7. The purchase
price of an' automobile, even when
wholly used in carrying on fanning
operdtions, is not deductible, but is ro-
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garded as an investment of capital.
The cost of -gasoline, repairs, and up-
keep of an automobile if used wholly in
the business of farming is deductible as
an expense; if used partly for business
purposes and partly for the pleasure or
convenience of the taxpayer or his fam-
ily, such cost may be apportioned ac-
cokding to the extent of the use for pur-
poses of business and pleasure or con-
venience, and only the proportion of
such cost justly attributable to business
purposes is deductible as a necessary ex-
pense. If a farm is operated for recre-
ation or pleasure and not on a commer-
cial basis, and if the expenses incurred
in connection with the farm are in ex-
cess of the receipts therefrom, the en-
tire receipts from the sale of products
may be ignored in rendering a return
of income, and the expenses incurred,
being regarded as personal expenses,
will not constitute allowable deductions.
(See also sections 19.22 (a)-7, 19.23
(e)-5, and 19.23 (l)-10.) *

§ 19.23 (a)-12 Depositors' guarantfy
fund. Banking corporations which pur-
suant to the laws of the States in which
they are doing business are required to
set apart, keep, and maintain in their
banks the amount levied and assessed
against them by the State authorities as
a " Depositors' guaranty fund," may de-
duct from their gross income the amount
so set apart each year to this fund, pro-
vided that such fund, when set aside and
carried to the credit of the State 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 por-
tion 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 contingent liability
and remains an asset of the bank, it will
not be deductible except as it is actually
paid out as required by law and upon
demand of the proper State officers.*

§ 1923 (a)-13 Corporate contributions.
No deduction is allowable under section
23 (a) for a contribution or gift by a
corporation if any part thereof is de-
ductible under section 23 (q). Thus, for
example, if a corporation makes a con-
tribution of $5,000, only $4,000 of which
is deductible 'under section 23 (q)
(whether because of the 5 percent limita-
tion or requirement of actual payment,
or both) ,-no deduction is allowable under
section 23 (a) for the remaining $1,000.

The limitations provided in section 23
(a) (2) and this section apply only to
payments which are in fact contributions
or gifts to organizations described in see-
tion 23 (q). For example, payments by a
street railway corporation to a local hos-
pital (which is a charitable organization
within the meanI of section 23 (q)) in
consideration of a binding obligation on

the part of the hospital to provide hos-
pital services and facilities for the cor-
poration's employees are not contribu-
tions or gifts within the meaning of sec-
tion 23 (q) and may be deductible under
section 23 (a) if the requirements of that
section are otherwise satisfied. Dona-
tions to organizations other than those
described in section 23 (q) which bear a
direct relationship to the corporation's
business and are made with a reasonable
expectation of a financial return com-
mensurate with the amount of the dona-
tion may constitute allowable deductions
as business expenses. For example, a
street railway corporation may donate a
sum of money to an organization (of a
class not referred to in section 23 (q))
intending to bold a convention in the city
in which It operates, with a reasonable
expectation that the holding of such con-
vention will augment Its income through
a greater number of people using its
cars.*

[Snc. 23. DEnuc- rous inou cozas ncotnrl
[In computing net Incomo there chall be

allowed as deductions: I
(b) Interest. All Interczt paid or accrued

within the taxable year on Indebtedn3, ex-
cept on indebtedness Incurred or continued
to purchase or carry obligations (other than
obligations of the United States knsued after
September 24, 1917, and originally suhlrihed
for by the taxpayer) the interest upon which
is wholly exempt from the taxes Impo:sd by
this chapter.

§ 19.23 (b)-1 Interest. interest paid
or accrued within the year on indebted-
ness may be deducted from gross income,
except that interest on indebtendnes3
incurred or continued to purchake cr
carry obligations, such as municipal
bonds, Panama Canal loan 3 percent
bonds, or (in case of a taxpayer not an
original subscriber) obligations of the
United States issued after September
24, 1917, the interest upon which is
wholly exempt from tax, is not deducti-
ble. Interest paid or accrued within the
year on indebtedness incurred or con-
tinued to purchase or carry (a) obliga-
tions of the United States issued after
September 24, 1917, the interest upon
which is not wholly exempt from the
taxes imposed by chapter 1, or (b) (in
the case of an original subscriber) obli-
gations of the United States issued after
September 24, 1917, the interest upon
which is wholly exempt from the taxes
imposed by chapter 1,'is deductible in
accordance with the general rule.

Interest paid by the taxpayer on a
mortgage upon real estate bf which he
is the legal or equitable owner, even
though the taxpayer Is not directly lia-
ble upon the bond or note secured by
such mortgage, may be deducted as In-
terest on his indebtedness. Payments
made for Maryland or Pennsylvania
ground rents are not deductible as in-
terest but may, if a proper business
expense, be deducted as rent.

Interest calculated for cost-keeping or
other purposes on account of capital or
surplus invested in the business which
does not represent a charge arLsing under

an Interest-bearing obligation, is not an
allowable deduction from gross income.
Interest paid by a corporation on scrip
dividends is an allowable deduction. So-
called Interest on preferred stock, which
is In reality a dividend thereon, cannot
be deducted In computing net income.
(See, however, section 121 and section
19.22 (a)-18J In the case of banks and
loan or trust companies, interest paid
within the year on deposits such as inter-
est paid on moneys received for invest-
ment and secured by interest-bearing
certificates of indebtedness Issued by such
bank or loan or trust company may be
deducted from gross income. As to other
amounts of interest not deductible under
section 23 (b), see section 24 (c).*

[Smr. 23. Dxaacrrncs raox Gnoss micozmr-
[In computing net Income there shall be

allowed as deductlons:]

(c) Tax=s generally. Taxes paid or ac-
crued within the taxable year, except-

(1) Federal Income, war-profits, and ex-
cez.-prolita taxes (other than the exce,-
proflts tax Impo-d by section 16 of the
Revenue Act of 1935, 49 Stat. 1019, or by
sectlon 600 of this title);

(2) income, war-profits, and excLssprofits
taxe mposed by the authority of any for-
eign country or poaszesson of the United
States: but this deduction shall be allowed
In the ca e of a taxpayer who dces not sig-
nify in his return his desire to have to any
extent the banefits of section 131 (relating
to credit for tax- of foreign countries and
po=ssesJons of the United States);

(3) estate. Inheritance, legacy, succLssion,
and Gift taxes; and

(4) taxes a=.s-sed agalzst local benefits of
a kind tending to lncrea-e the value of the
property a=sssed; but this paragraph shall
not exclude the allowance -s a deduction of
Eo much of such taxes as is properly allocable
to maintenance or Interest charges.

§ 19.23 ()-1 Taxes. Subject to the
exceptions stated in this section and
section 19.23 (c)-2 and 19.23 (c)-3, taxes
imposed by the United States, any State
or Territory, or political subdivision of
either, pose-sions 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 gift
taxes and Federal income, war-profits,
and exce-ss-proflts taxes (other than the
excess-profits tax imposed by section 106
of the Revenue Act of 1935 or by section
600 of the Internal Revenue Code) are
not deductible from gross income. In-
come, war-profits, and excess-profits
taxes imposed by the authority of any
foreign country or possession of the
United States are deductible from gross
income In cases where the taxpayer does
not signify in his return his desire to
have to any extent the benefits of section
131 (relating to credit for taxes of for-
eign countries or possessions of the
United States). See generally sections
19.131-1 to 19.131-8, inclusive, as to tax
credits. Postage is not a tax. Amounts
paid to States or Territories under se-
cured debts laws in order to render se-
curities tax exempt are deductible.
Automobile license fees are ordinarily
taxes. In general taxes are deductible
only by the person upon whom they are

HeinOnline -- 5 Fed. Reg. 377 1940



FEDERAL REGISTER, ThursdayT, February 1, 1940

imposed. As to tax paid at the source on
Interest from tax-free covenant bonds,
see section 143 (a) (3).*

§ 19.23 (c)-2 Feleral duties and ex-
cise taxes. Import or tariff, duties paid
to the proper customs officers, and busi-
ness, license, privilege, excise, andstamp
taxes paid to internal revenue collectors,
are deductible as taxes imposed by the
authority of the United States, provided
they are not added to and made a part
of the expenses of the business or the
cost of articles of merchandise with re-
spect to'which they are paid, in which
case they cannot be separately deducted.
(See section 19.23 (a)-1.) *

§ 19.23 (c)-3 Taxes for local benefits.
So-called taxes, more properly assess-
ments, paid for local benefits, such as
street, sidewalk, and other-like improve-
ments, imposed because of and measured
by some benefib.inuring directly, to the
property against which the assessment
Is levied, do not constitute an allowable*
deduction from gross income. A tax is
considered assessed against'local benefits
when the property subject to the tax Is:
limited to property benefited. Specialassessments are not deductible, even
though an incidental benefit may inure'
to the public welfare. The real property
taxes deductible are those levied for the
general public welfare by the proper
taxing authorities at a like rate against
all property in the territory over which
such authorities have jurisdiction. As-
sessments, under the statutes of Cali-,
fornia relating to irrigation and of Iowa
relating to drainage, and under certain
statutes of Tennessee relating to levees,
are limited to property benefited, and if
the assessments are so limited, the
amounts paid thereunder are not deduct-
ible as taxes. The above statements are
subject to the exception that in so far
as assessments against local benefits are
made for the purpose of maintenance
or repair-or for the purpose of hneeting
Interest charges with respect to such
benefits,- they are deductible. In such
cases the burden is on the taxpayer to
show the allocation of the amounts as-
sessed to the different purposes. If the
allocation cannot be made, none of the
amounts so paid Is deductible.*

[Sm. 23. DEDucT O s zmos Gnoss NCOm.]
[In computing net income there shall be

allowed as deductions:] -

(d) Taxes of sharehoder paid by corpo-
ration. The deduction for taxes allowed by
subsection (c) shall be allowed to a corpora-
tion In the case of taxes imposed upon a
shareholder of the corporation upon his in-
terest as shareholder which are paid by the
corporation without reimbursement from the
shareholder, but in such cases no deduction
shall be allowed the shareholder for the
amount of such taxes.

§ 19.23 (d)-1 Tax 'on bank or other
stock. Banks or other corporations pay-
ing taxes assessed against their share-
holders on account of their ownefship
of the shares of stock issued by such cor-
porations without reimbursement 'from'
such shareholders may deduct the
amount of taxes so paid. The Internal

Revenue Code specifically pr6vides, how-
ever, that in such cases the shareholders
may not deduct the amount of the taxes.
The -amount so paid should not be in-
cluded in the income of the shareholder.*

[SsC. 23. DEDUaCroNs rRos GEOSS INCOmE.]
[In -computing net income there shall be

allowed as deductions:]
I(e) Losses by individuals. In the case of

dn Individual, losses. sustained during 'the
taxable year -and not compensated for by
insurance or otherwise-

(1) If lIicurred 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
illing'of the return such loss has been claimed
as a deduction for estate tax purposes in the
estate tax return.

§ 19.23 (e)0- Losses 'y individuals.
Losses sustained by individual citizens
or residents ,of the United.States and
not compensated for by insurance or
otherwise are~fully deductible if- (a) in-
curred in the taxpayer's trade or busi-
ness, or (b). incurred in any transaction
entered into for profit, or (c) arising
.froh 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
(d) if not piohibited or limited by any
'of the following sections of the Internal
Revenue Code: Sections 23 (g) and 117,
relating to capital losses; section 23 (h),
relating to 'wagering losses; section
24 (b), relating to losses from' sales or'
exchanges of property between persons
designated therein; section 112, relating
to recognition of gain or loss upon sales
or exchanges of property; section 118,
relating to losses on wash sales of stock
Sor securities; section 251, relating to in-
,come from sources within possessions
of the United States; and section 252,
relating to cftize s of posses-sions of the
United States. tee section 213 as to
limitation upon losses sustained by non-
resident aliens.

In general losses for which an amount
may be deducted from grbss income
must be evidenced by closed and com-
pleted transactiois, fixed by Identifiable
events, bona fide and adtually sustained
during the taxable period for which
allowed. Substance and not mere form
will govern in determining deductible
losseg. P-f& consideration must be given
to any salvage value'and to axy insur-
ance or other compensation received in
determining the amount-of losses actuw-
ally sustained. See section 113 (b).

A loss occasioned by damage to an
automobile maintained for* fileasure,
where such damage results from the
faulty driving of the taxpayer or other
person operating the automobile, but is
not due to the willful act or negligence
of the taxpayer, is a deductible loss in
the computation of net income. If

'damage to a taxpayer's automobile re-
suilts from the faulty drivfig of the op-
erator of an automobile with which the
automobile of the taxpayer collides, the
loss occasioned to the taxpayer by such
'damage Is likewise dedUctible,
- No loss is realized by the transfer of
property by gift or by death. But ee
section 44 (d).
-- A loss on the sale of residential prop-
erty purchased or constructed by the
taxpayer for use as his personal resi-
dence and so used by him up to the
time of the sale is not deductible, If,
however, property so purchased or con-
structed is prior to Its sale rented or
otherwise appropriated to income-pro-
ducing :purposes and Is used for such
purposes up to the time of Its sale, a
loss from the sale of the property, com-
puted as provided in section 111, is, sub-
ject to the limitations provided in sec-
tion 117, 'an allowable deduction in an
amount-not to exceed the excess of the
zalue of the property at the time it was
appropriated to income-producing pur-
poses (with proper adjustment for de-
preciation) over the amount realized
from the sale.

E x a m p l e (UY. Residential property
was purchased by a taxpayer in 1929 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
1y the taxpayer until January 1, 1930,
From that date to January 1, 1930, 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, 1936, was $22,000, of which
$12,000 Was allocable to the building..
The building had an estimated life of
20 years on January 1, 1936. The
property was sold on January 1, 1930,
for $16,000. The loss from the sale al-
lowable as a deduction, except as limited
by section 117, Is $4,200, computed as
follows:
Cost of property in 1929 ----------- 025, 000
Less depreciation allowed (not less

than amount allowable) in respect
of, the building (depreciation for
3 years at 5 percent based on

.$12,000, value of building when
converted to business use) ------- 1,800

23, P00
Selling price of property ----------- 10,000

Loss Computed as provided in secL-
tlon 111 -------------------- 7,200

Value of property at time It was
rented on January 1, 1936 ------ 22,000

Less proper adjustment for' deprecia-
tion--..-------------------------- 1,800

20,200
Selling price of property ............ 1, 000

Portion of $7,200 loss which Is de-
ductible except as limlted 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 allocablo
to the building, but otherwise the facts
assumed are the same, the deductible loss,
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except as limited by section 117, is $2,500,
.compfited as follows:
Cost of property in 1929 ..----- $20, 000
Less depreciation allowed (not less

than amount allowable) in respect
of the building (depreciation for 3
years at 5 percent based on $10,000,
cost of building) 1, 500

18,50D
Selling price of property.......-- 16,000

Loss computed as provided in sec-
tion 111 --- - ---- 2,500

Deductible loss, except as limited
by seton 117, -.-------- 2,500
Losses frbm the sale or other disposi-

"tion of Treasury blll-issued after June
17, 1930, are not deductible.*

§ 19.23 (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 lbss by reason of the dem-

- -olition-of the old building,- and no- de-
.ductible expense on account of the cost
.of such removal, the value of the real
estate, exclusive of old improvements, be-

-ing. presumably equal to the purchase
-price of the land and building plus the
cost of removing the useless building.*

§ 19.23 (e)-3 Loss of useful value.
When, through some change in business
conditions, the usefulness in the busi-

•ness of some- or all of the capital assets
is suddenly terminated, so that the tax-
payer discontinues the business o'r dis-
cards such assets permanently from use
in such business, he may claim as a loss

-for the year in which he takes such ac-
tion the difference between the basis (ad-
justed as provided in section 113 (b) and
-sections 19-113 (a) (14)-1 and 19.113 (b)
(1)-1 to 19.113 (b) (3)-2, inclusive) 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 requires proof of some

'unforeseen cause by reason of which the
property has been prematurely discarded,

-as, for example, where an increase in
"the cost.or -change in the manufacture
-of any product makes it necessary to
abandon such manufacture, to which
special machinery is exclusively devoted,
or where new legislation directly or in-
directly makes the continued profitable
use of the property impossible. This ex-
ception does not extend to a case wxiere
the useful life of property terminates
solely as a result of those gradual proc-
esses for which depreciation allowances
are authorized- It does not apply to in-
ventories or to other than capital assets.
The exception applies to buildings only
when they are permanently abandoned
-or permanently devoted to a radically
different use, and to machinery only
.when its use as such is permanently
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abandoned. Any loss to be deductible
under this exceptioh must be fully ex-
plained in the return of income. The
limitations provided in section117 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 depre-
ciation, whether in respect of Items or
groups of Items, is baed upon the aver-
age lives of such a'sets, 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 possibility of as-
certaining any actual lo = under such cir-
cumstances until all assets contained In
the group have been retired. In order
to account properly for such retirement
the entire cost or other bass of azsets
retired, adjusted for salvage, will be
charged to the depreciation reserve ac-
count, which will enable the full cost
or other basis 'of the property to be
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, obsoles-
cence other than normal, or sale, a de-
duction for the difference between the
basis of the property (adjusted as pro-
vided in section 113 (b) and sections
19.113 (a) (14)-1, and 19.113 Mb) (1)-1
to 19.113 (b) (3)-2, inclusive) and Its
salvage value and/or amount realized
upon its disposition may be allowed sub-
ject to the limitations provided in the
Internal Revenue Code upon deductions
for losses, but only if it Is clearly evident
that such disposition was not contem-
plated in the rate of depreciation.

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 Cb) and sections
19.113 (a) (14)-1, and 19.113 (b) (1)-i to
19.113 (b) (3)-2, inclusive) less its -al-
vage value is allowable upon Its retire-
ment. (See sections 19.23 )-1 to 19.23
(1)-10, inclusive.) *

§ 19.23 (e)-4 Sk"rinkage in value of
stocks. A person possesAng stock of a
corporation cannot deduct from gross In-
come any amount claimed as a loss
merely on account of shrlnage in value
of such stock through fluctuation of the
market or otherwise. The loss allow-
able in such cases is that actually suffered
'when the stock is disposed of. If stock
of a corporation' becomes worthless, Its
cost or other basis as determined and ad-
justed under section 113 and sections
19113 (b) (1)-1 to 19113 (b) (3)-2, in-
clusiye, is deductible by the owner for

the taxable year in which the stock be-
came worthless, provided a satisfactory
showing is made of its worthlessness.
Federal or State authorities incident to
the regulation of banks and certain other
corporations may require that stock be
charged off as worthless or written down
to a nominal value. If, in any such case,
the baz*s of the requirement Is the worth-
les-nL-s of the stock, such charging off or
writing down will, for income tax pur-
poses, be considered prima facie evidence
of worthlessem; but If the chargin, off
or writing down Is due to market fluctua-
tions, or If no reasonable attempt has
been made to determine worthlessness, no
deduction for income tax purposes of the
amount so charged off or written down
can be allowed. For dealers in securities,
see section 19.22 (c)-5. For limitations
on deductions for losses from sales or
exchang;3 of capital assets generally, In-
cluding stocks and bonds, see section
117.6

§1923 (e)-5 Loes of farmers.
Losses Incurred in the operation of farms
as bdtsness enterprises are deductible
from gross income. If farm products are
held for favorable markets, no deduction
on account of shrinkage in weight or
physical value or by reason of deteriora-
tion In storage shall be allowed, except
as such shrinkage may be reflected in an
Inventory If used to determine profits.
The total lom by frost, storm, flood, or
fire of a pro-pective crop Is not a deduc-
tible loss In computing net income. A
farmer engaged in raising and selling
stock, such as cattle, sheep, horses, etc.,
Is not entitled to claim as a loss the value
of animals that perish from among those
animals that were raised on the farm,
except as such loss Is reflected in an in-
ventory if used. If live stock has been
purchased after February 23, 1913, for
any purpose, and afterwards dies from
disease, exposure, or Injury, or is killed
by order of the authorities of a State or
the United States, the actual purchase
price of such live stock, less any depre-
ciation allowable as a deduction in re-
spect of such perished livestock, may be
deducted as a lo s 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-
thoritile of a State or of the United
States, may in like manner be claimed as
a 1o3. If reimbursement Is made by a
State or the United States In whole or
In part on account of stock killed or
other property destroyed in respect of
which a loss was claimed for a prior
year, the amount received shall be re-
ported as income for the year in which
reimbursement Is made. The cost of any
feed, pasture, or care which has been
deducted as an expense of operation shall
not be included as part of the cost of
the stock for the purpose of ascertaining
the amount of a deductible loss. If gross
income is ascertained by inventories, no
deduction can be made for live stock or
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products lost during the year; whether
purchased for resale or produced on the
farm, as such losses will be reflected in
the inventory by reducing the amount of
live stock or products on hand at the
close of the year. If an individual owns
and operates a farm, in addition to being
engaged in another tiade, business, or
calling, and sustains a loss from such op-
eration of the farm, then the amount of
loss sustained may be deducted from
gross income received from all sources,
provided the farm is not operated for
recreation or pleasure. As to losses
claimed as deductions for estate tax pur-
poses, see section 19.23 (e)-1. See also
sections 19.22 (a)-7, 19.23 (a)-11, and
19.23 (l)-10.*

[SEc. 23. DEDuCoONs FoR Gaoss INCOME.]
[In computing net income there shall be

allowed as deductions: I
(f) Losses by corporations. In the case of

a corporation, losses sustained during the tax-
able year and not compensated for by Insur-
ance or otherwise.

§ 19.23 (f)-1 Losses by corporations.
Losses sustained by domestic corpora-
tions during the taxable year ant not
compensated for by insurance or other-.
wise are deductible in so far as not pro--
hibited or limited by sections 23 (g), 23
(h), 24 (b), 112, 117, 118, and 251. -The
provisions of sections 19.23 (e)-1 to
19.23 (e) -5, 'inclusive, and section 19.23
(1)-1 are in general applicable to corpo-
rations as well as individuals. See sec r

tion 232 as to deductions by foreign cor-
porations.*

[SEC. 23. DEoucrioNs Rosm GROSS mncom.]
[In computing net income there shall be

allowed as deductions:]
(g) Capital losses.
(1) Limitation. Losses from sales or ex-

changes of capital assets shall be allowed only
to the extent provided in 'ction 117. "

(2), Securities becoming worthless. If any
securities (as defined in paragraph- (3) of
this subsection) become worthless during the
taxable year and are capital assets, the loss
resulting therefrom shall, for the purposes
of this chapter, be considered as a loss from
the sale or exchange, on the last day of such
taxable year, of capital assets.

(3) Definition of securities. As used In
this subsection the term "securities" means
(A) shares of stock in a corporation, and (B)
rights to subscribe for or to receive such
shares.

§ 19.23 (g)-I Capital losses. 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
exchange of a capital asset shall be lim-
ited in amount to the extent provided in
section 117. Losses sustained by virtue
of securities becoming worthless during
the taxable year are, under section 23 (g),
made subject to the limitations provided
in section 117 with respect to sales or ex-
changes, provided the securities are "cap-
ital' assets" as that term is defined in
section 19.117 (a)-1. For purposes of
computing the net income of any tax-
payer, such losses are to be considered
as being sustained from the sale or ex-
change of the securities on the last day
of the taxable year, irrespective of when

0

during the taxable year such securities
actually became worthless.

As used in section 23 (g) and this sec-
tion the- term "securities" means shares
of stock'in a domestic or foreign corpo-
ration and rights to subscribe for or to
receive such shares.

The application of section 23 (g) may
be illustrated as follows:

Example. A, an Individual, who is not
a dealer in corpbrate stocks or stock
rights and whose taxable year is the
calendar year, purchased 120 shares of
stock in the X Corporation on February
1, 1938, for which he paid $3,000. In
June, 1939, the stock became worthless.
A is entitled to a deduction of $2,000 in
computing his net income for 1939. The
deduction is computed as follows:
Puichase" price-- I -------------- $3.000
Amount realized------------ None
Actual loss --------- - $3,000
Period stock considered to have

been held (February 1, 1938,
to December 31, 1939) ------- 23 months

Percentage of loss taken into
account under section 117-(b) - 66% percent

Long-term capital loss z(66%
percent of 3,000) (section
117 (a) (5)) ------------------ $2,000

[Szec. 23. DEDucTiOxs FROM: caoss INCO.j]
[In computing net income there shall be

allowed as deductions:]
(h) Wagering losses. Lossea from wager-

ing transactions shall be allowed only to the
extent of the gains ,from such transactions.

(i) Basis for determining loss. The bists
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 determinlng the loss from the sale or
other disposition of property.

§ 19.23 (i)-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 individuals and
corporations under section 23 (k), is the
same as is provided in section 113 far
determining the loss from'the sale or
other disposition of property. Proper ad-
justment must be made in each case for
any expenditure, receipt, loss, or other
item properly chargeable to capital 'ac-
Icount, and for depreciation, obsolescence,
amortization, or depletion. (See section
113 (b) and sections 19.113 (b) (1)-1 to
19.113 (b) (3)-2, inclusive.) *

[SEC. 23. DDucTioxs From (Ross INCOME.]
[In computing net income there shall be

allowed as deductions:]
(j) Loss on wash sales of stock or se-

curities. 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 Commis-
sioner, a reasonable addition to a reserve for
bad debts); and when satisfied that a debt
is recoverable only in part, the Commis-
sioner-may allow such debt, In an amount
not in excess of the part charged off within

the taxable year, as a deduction, This para-
graph shall not apply In the cas ofL a tax-
payer, other than a bank, as defined In sec-
tion 104, with respect to a debt evidenced by -
a security as defined in paragraph (3) of
this subsection.

(2) Securities becoming worthless. 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 chapter, be con-
sidered as a loss from the sale or exchange,
on the last day of such taxable year, of,
capital assets.

(3) Definition of securities. As used In
this 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 there-
of), with interest coupons or In registered
form.

1§ 19.23 (k)-1 Bad debts. (a) Bad
debts may be treated in either of two
ways-

(1)'By a deduction .from income in

respect of debts 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 ar-
ticle 151, Regulations 62.) The method
used in the return for 1921 must be used
In returns for all subsequent years un-
less permission is granted by the Com-
missioner to change to the other method.
A taxpayer filing a first return of income
may select either of the two methods
subject to approval by the Commissioner
upon examination of the return. If the
method selected is approved, it must be
followed in returns for subsequent years,
except as permission may be granted by
the Commissioner to change to another
method. Application for permission to
change the method of treating bad debts
shall be made at least 30 days prior to
the close of the taxable year for which
the change is to be effective. (See also
section 19.23 (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 nominal amount
on the books of the taxpayer shall be
allowed as a deduction In computing net
income. There should accompany the
return a statement showing the propriety
of any deduction claimed for bad debts.
No deduction shall be allowed for the part
of a debt ascertained to be worthless and
charged off prior to January 1, 1921, un-
less 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 determined 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 demon-
strate, with a reasonable degree of cer-
tainty, the amount thereof which is un-
collectible. Any amount subsequently
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received on account of a bad debt or vn
account of a part of such debt previously

.charged off and allowed as a deduction
for income tax purposes, must be in-
cluded in gross income for the taxable
year in which received. In determining
whether a debt is worthless in whole or in

*part the Commissioner will consider all
pertinent evidence, including the value of
the collateral, if any, securing the debt
and the financial condition of the debtor.
Partial deductions will be allowed with
respect to specific debts only.
I 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 beeui 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
conclusion that the debt is worthless,
will not authorize shifting the deductions'
to such later year. If a taxpayer com-
pues his income upon the basis of valu-
ing his notes or accounts receivable at
their fair market value when received,
which may be less than their face value,
the amount deductible for bad debts in
-any case is limited to such original valu-
ation.

(c) Where banks or other corporations
which are subject to supervision by Fed-
eral authorities (or by State authori-
ties 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.

(d) The provisions of subdivisions (a)
and (b) of this section 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
p!ay fixed or determinable sums of money
which are not evidenced by securities as
defined in section 19.23 (k)-4.*

§ 19.23 (k)-2. Examples of bad debts.
Worthless debts arising from unpaid
wages, salaries, rents, and similar items
of taxable income will not be allowed as
a deduction unless the income such items
represent has been included, in the re-
turn of income for the year for which

the deduction as a bad debt is sought to
be made or for a previous year. Only the
difference between the amount received
in distribution of the assets of a bank-
rupt and the amount of the claim may
be deducted as a bad debt. The differ-
ence between the amount received by a
creditor of a decedent In distribution of
the assets of the decedent's estate and
the amount of his claim may be con-
sidered a worthless debt. A purchaler of
accounts receivable which cannot be col-
lected and are consequently charged off
the books as bad debts is entitled to de-
duct them, the amount of deduction to be
based upon the price he paid for them
and not upon their face value.*

§ 319.23 (k)-3 UncollectibUc deflcy!,
upon sale of mortgaged or pledgcd prop-
erty. If mortgaged or pledred 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 indebtetiness remaining unsatis-
fied after such sale is wholly or partially
uncollectible, and charges It off, he may
deduct such amount (to the extent that
it constitutes capital or represents an
item the income from which has been re-
turned by him) as a bad debt forthe tax-
able year in which It is azcertained to be
wholly or partially worthless and charged
off. In addition, if the creditor buys In
the mortgaged or pledged property, lozs
or gain is realized measured by the dif-
ference between the amount of those
obligations of the debtor which are ap-
plied to the purchase or bid price of the
property (to the extent that such obliga-
tions constitute capital or represent an
item the income from which has been
returned by him) and the fair market
value of the property. The fair market
value of the property shall be presumed
to be the amount for which it is bid in
by the taxpayer in the absence of clear
and convincing proof to the contrary.
If the creditor subsequently sells the
property so acquired, the basis for de-
termining gain or loss is the fair mar-
ket 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.*

§ 19.23 (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 section
23 (k) (1) to any taxpayer with respect
to a debt (evidenced by a security) which
has become worthless in whole or in part.
If a security is a capital asset and is as-
certained to be worthless and is charged
off during the taxable year, a deduction
for the loss resulting therefrom Is allow-
able under section 23 (k) (2) to a tax-
payer other than a bank. Such a loss,
however, is made subject to the limita-
tions provided in section 117 with re-
spect to sales or exchanges. For the
purposes of computing the net income
of any taxpayer, other than a bank as
defined in section 104, such a loss is to

be considered as being sustained from
the sale or exchange of the security on
the last day of the taxable year, irrespec-
tive of when during the taxable year such
security was ascertained to be worthless
and charged off as required. No deduc-
tion is allowable under section 23 (h) (2)
with respect to a debt evidenced by a
security which is recoverable in part.

As used in section 23 (I) and this sec-
tion the term "security" means a bond,
debenture, note, or certificate, or other
evidence of ndebtedness to pay a fixed
or determinable sum of money, which
has been Issued at any time by a domes-
tic or foreign corporation (including that
Issued by any government or political
subdivision thereof), either in registered
form or accompanied by interest coupons.

A bond I-s-ued by an individual, if
ascertained to be worthless, may be
treated as a bad debt. A bond (whether
or not a security) of an insolvent cor- -
poratlon 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 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-
seming'debts evidenced by bonds or other
similar obligations cannot deduct from
grozs 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 section) and so demonstrates to the
satisfaction of the Commissioner, he may
deduct in computing net income the un-
collectible part of the debt evidenced by
the bonds or other similar obligations.
A bank as defined in section 104 may
deduct such uncollectible part of the debt
even though the evidence of the debt is
a security as defined in this section.

The application of section 23 (k) to
deductions for w orthlez bonds and simi-
lar obligations which are securities may -
be illustrated by the following examples:

Example (1). On February 1, 1938, A,
an Individual, who is not a dealer in cor-
porate bonds, purchased bonds of the X
Corporation bearing interest coupons
payable semiannually, for which he paid
$3,000. During the calendar year 1939
(his taxable year) the bonds 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 1939. The computation of
the amount of the deduction is the same
as the computation in the example under
section 19.23 (g)-1.

Example (2). If the facts in example
(1) are the same except that because of
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the financial condition of the.X Corpo-
ration the debt evidenced by its bonds
became recoverable only in part, no de-
duction is allowable to A under either
section 23 (k) (1) or (25 with respect to
the uncollectible part of such debt.*

§ 19.23 (k)-5 Reserve .for bad debts.
Taxpayers who have established the re-
serve method of treating bad debts and
maintained, proper reserve 'accounts for
.bad debts, or who, in accordance with

section 19.23 (k)-l, adopt the reserve
method of treating bad debts, may deduct
from gross income a reasonable addition

* to a reserve for bad debts in lieu of a de-
duction for specific bad debt items.

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' business
and with conditions of busines:prosper-
ity. It will depend primarily upon the
total amount of debts outstanding as of
the close of the taxable year, those aris-
ing currently as well as those arising in
prior taxable years, and the total amount
of the existing reserve. In case subse-
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 reserve
should be reflected in the determination
of the reasonable addition necessary in
the taxable year. A taxpayer using the
reserve method should make a statement
in his return showing the volume of his
charge sales (or other business transac-
tions) for the year and the percentage
of the reserve to such amount, the total
amount of notes and accounts receivable
at the beginning and close of the taxable
year, and the amount of the debts which
have been ascertained to be wholly or
partially worthless and charged against
the reserve account during the taxable
year.*

[SEc. 23. DEDUCTIONS FROM, cROSS nCOME.]
[In computing net income there shau be

allowed as deductions:]

(1) Depreciation. A reasonable allowance
for the exhaustion, wear and tear of property
used in the trade or business, including a
reasonable allowance for obsolescence. In
the case of property held by one person'for
life with remainder to another person, the
deduction shall be computed as. if the life
tenant were the absolute owner of the prop-
erty and shall be allowed to the life tenant.
In the case of -property held In trust the
allowable deduction shall be apportioned be-
tween the income beneficiaries and the
trustee in accordance with the pertinent pro-
visions of the instrument creating the trust,
or, in the absence of such provisions, on the
basis of the trust Income allocable to each.

§ 19.23 (1)-i Depreciation. Areason-
able allowance for the exhaustion, wear
and tear, and obsolescence of property
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"ieasonably con-
sistent plan (not necessarily at a uniform
rate), ivhereby 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 ex-
penditures for current upkeep. In the
case of property held by one person for
life with remainder to another person,
the deduction for depreciation shall be
,computed as if the life tenant were the
absolute owner of the property so that he
'will be entitled to the deduction during
his life, -and thereafter the deduction, if
any, will be allowed to the remainder-
man. In the case of property held in
trust, the allowable deduction is to be
apportioned between the income benefi-
ciaries and the trustee in accordance with
the pertinent provisions of the will, deed,
or other instrument creating the trust,
or, in the absence of such provisions, on
the basis of the trust income which Is
allocable to the trustee and the benefici-
aries, respectively. For example, if the
trust instrument provides that the in-
come of the trust computed without re-
gard to depreciation shall be distributed
to a named beneficiary, such beneficiary
will be entitled to the depreciation allow-
ance to the exclusion of the thistee, while
if the instrument proiides that the trus-
tee in determining the distributable in-
come shall first make due allowance for
keeping the trust corpus inta~ct by retain-
ing a ieasonable amount of the current
income for that purpose, the allowable
deduction will be granted in full to the
trustee.*

§ 19.23 (1)-2 Depreciable property.
The necessity for a depreciation allow-
ance arises from the fact that certain
property used- in the business gradu-
ally approaches a point where its useful-
ness is exhausted. The allowance should
be confined to property of this nature.
In the case of tangible property, it ap-
plies to that which is subject to wear
and tear, to decay or decline, from nat-
ural -causes, to exhaustion, and to obso-
lescence due to the noriiial progress of
the art, as where machinery or other
property must be replaced by a new in-
vention, or due to the inadequacy of the
property to the growing needs of the
business. It does not apply to inven-
tories or to stock in trade, or to land
apart from the improvements or phy-
sical development added to it.' It does
not apply, to bodies of minerals which
through the process of removal suffer
depletion, other provisions for this be-
ing made in the Internal Revenue Code.
(See sections 23 (m) and 114.) Prop-

,erty kept in repair may, nevertheless,
be the subject of a depreciation allow-
ance. ,(See section 19.23 (a)-4.) The
deduction of an allowance for depreci-
ation is limited to property used in the
taxpayer's trade or business. No such

allowance may be made In respect of
automobiles or other vehicles used solely
for pleasure, a building used by the tax-
payer solely as his residence, or In re-
spect of furniture or furnishings there-
in, 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.*

§ 19.23 ()-3 Depreciation of intangi-
ble 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,
Examples are patents and copyrights,
licenses, 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 there-
to to the satisfaction of the Commis-
sioner. No deduction for depreciation,
Including obsolescence, Is allowable in re-
spect of good will.*

§ 19.23 (1)-4 'Capital sum recoverable
through depreciation allowances. The
capital sum to be replaced by deprecia-
tion allowances Is the cost or other basis
of the property in respect of which the
allowance Is made. (See sections 113
(a) and 114.) To this amount should
-be added from time to'time the cost of
improvements, additions, and better-
ments, and from It should be deducted
from time to time the amount of any
definite loss or damage sustained by the
property through casualty, as distin-
guished from the gradual exhaustion
of its utility which Is the basis of the
depreciation allowance. (See section
113 (b).) In the case of the acquisi-
tion on or after March 1, 1913, of a com-
bination of depreciable and nondepre-
ciable property for a lump price, as,
for example, buildings and land, the
capital sum to be replaced is limited to
an amount which bears the same pro-
portion to the lump price as the value of
the depreciable property at the time of
acquisition bears to the value of the
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 section
19.22 (a)-13, the capital sum to be re-
placed. by depreciation allowances is
4eld to be the same as though~no such
buildings had been erected or such Im-
provements made. In the case of prop-
erty which has been the subject of de-
ductions for amortization under sections
214 (a) (9) and 234 (a) (8) of the
Revenue Acts of 1918 and 1921, depre-
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ciation deductions will be computed after
the close of th6 amortization period
upon the cost or other basis of such
property after the amortization allow-
ance has been deducted. No deprecia-
tion deduction will be allowed in the
case of property which has been amor-
tized to its scrap value and is no longer
in use.*

§ 19.23 ()-5 Method of computing
depreciation allowance. The capital sum
to be recovered shall be charged off over
the usual life of the property, either in
equal annual installments 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 deduc-
tion for depreciation shall be allowed.
The deduction for depreciation in re-
spect of any depreciable property for
any taxable year shall be limited to such
ratable amount as may reasonably be
considered necessary to recover during
the remaining useful life of the property
the unrecovered cost or other basis. The
burden of proof will rest upon the tax-
payer to sustain the deduction claimed.
Therefore, taxpayers must furnish full
and complete information with respect
to the cost or other basis of the assets
in respect of which depreciation is
claimed, their age, condition, and re-
maining useful life, the portion of their
cost or other basis which has been re-
covered through depreciation allow-
ances for prior taxable years, and such
other information as the Commissioner
may require in substantiation of the de-
duction 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
January 1, 1934, at a cost of $10,000. The
useful life of the asset is 16 years. It has
no salvage value. Depreciation was de-
ducted and allowed for 1934 to 1938 as
follows:,
1934 ---- --------- $1,000.00
1935 - - - - - - -_- - - - - - -- - -
1936 2,000. 0
1937 2,00.00
1938 .------------

Total amount allowed -------. 5,000.00

The correct amended reserve as of De-
cember 31, 1938, is computed as follows:

Dccembcr 31-
1934--... $i, 000. c1935-..... ,CD. C0
1935 ---- 100.001936 -... ----- --.- ----.- 2, M6 .C3
1937 ---------.-.--- - ---- 2, O, C3
1938 CCU. 67

RP seve Deccmber 31, 1938.-... 0, COO. 67

Depreciation for 1939 and sub7equent
taxable years is $666.67 computed as
follows:
Cost ---------- ------.---- o. 10, 00. CO
Reerve as of December 31, 198._ 0, CCU. 67

Unrecovcred ct. 2..........- 3,-33. 23
Depreciation allowable for 1939 and

each subsequent tasablo Tear
(623 percent of $10,000) -----. CO. 67

§ 19.23 M1)-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 cco-
nomic conditions that will result In Its
being abandoned at a future date prior
to the end of its normal useful life, so
that depreciation deductions alone are
insufficient to return the cost or other-
basis at the end of Its economic term of
usefulness, a reasonable deduction for
obsolescence, in addition to depreciation,
may be allowed in accordance with the
facts obtaining with respect to each item
of property concerning which a claim for
obsolescence is made. No deduction for
obsolescence will be permitted merely be-
cause, In the opinion of a taxpayer, the
property may become obsolete at some
later date. This allowance will be con-
fined to such portion of the property on
which obsolescence is definitely shown to
be sustained and cannot be held appli-
cable to an entire property unlcss all
portions thereof are affected by the con-
ditions to which obsolescence Is found
to be due.*

§ 19.23 (1)-7 Deprcclation of patent
or copyright. In computing a depre-
ciation allowance in the case of a pat-
ent or copyright, the capital sum to be
replaced is the cost or other basis of
the patent or copyright. The allowance
should be computed by an apportion-
ment 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 draw-
ings, experimental models, attorneys'
fees, development or experimental e.%-
penses, etc., actually paid. Depreciation
of a copyright can be taken on the
basis of the fair market value as of
March 1, 1913, only when affirmative
and satisfactory evidence of such value
is offered. Such evidence should
whenever practicable be submitted with
the return. If the patent becomes ob-
solete prior to its expiration, such pro-
portion of the amount on which its
depreciation may be based as the num-

bar of years of Its remaining life bears
to the whole number of yeaz inter-
vening between the basic date and the
date when It lezally ekxpires may be
deducted, if permission so to do is spe-
cifically secured from the Commisioner.
Owing to the difficulty of alloeating to
a particular year the obsolescence of a
patent, such permission will be granted
only if affirmative and satisfactory evi-
dence that the patent became obsolete
in the year for which the return is
made is submitted to the Commissioner.
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.,

§ 19.23 (1)-8 Depreciation of draw-
ings and models. If a taxpayer has in-
curred expenditures in his business for
designs, drawings, patterns, mcdels, or
work of an experimentar nature cal-
culated to result in improvement of his
facilities or his product, and if the
period of usefulnecs of any such asset
may be estimated from experience with
reasonable accuracy, it may be the sub-
ject of depreciation allowances spread
over such eatirlated period of usefulness.
The facts must be fully shown in the
return or prior thereto to the satisfac-
tion of the Commissioner. Except for
such depreciation allowances no deduc-
tion shall be made by the taxpayer
agai st 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.*

§ 19.23 (D-9 Records of depreciable
property. In order that the verification
of depreciation allowances claimed by the
taxpayer may be facilitated, depreciation
shall be recorded on the taxpayerls books,
the amount measuring a reasonable al-
lowance for depreciation either being de-
ducted directly from the book value of
the --sets or preferably being credited to
a, depreciation rezerve account, which
should be reflected in the annual balance
sheet. For the same reason the allow-
ances shall be gomputed and record.d
with express reference to specific items,
units, or groups of propert, 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 depraciable property and any
adjustments thereto, and, in cases where
the basis of the property is other than
cost, or value on March 1, 1913, or value
at date of acquisition (as, for example,
if the property was acquired by gift or
transfer n trust after December 31,
1920), or through a reorganization or a
tax-free exchange (see particularly sec-
tion 113 (a)), the books shall show the
data used In ascertaining such basis and
the adjustments thereto. If a taxpayer
does not desire to have his regular books
of account show all of the factors enter-
ing into the computation of depreciation
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allowances, such factors shall be recorded
in permanent auxiliary records which
shall be kept with and reconciled with
the regular books of account.*

§ 19.23 (1)-10 Depreciation in the case
of farmers. A reasonable allowance for
depreciation may be claimed on farm
buildings (other than a dwelling occupied
by the owner),, farm machinery, and
other physical property. Areasonable al-
lowance for depreciation may also be
claimed on live stock acquired for work,
breeding, or dairy purposes, unless they
are included in an inventory used to de-
termine profits in accordance with sec-
tion 19.22 (a)-7. Such depreciation
should be based on the cost or other basis
and the estimated life of the live stock.
If such live stock be included in an in-
ventory nQ depreciation therof will be
allowed, as the corresponding reduction
in their value will be reflected in the in-
ventory. (See also sections 19.23 (a)-11
and 19.23 (e)-5.) *

[SEc. 23. DEDUCTIONS FROMS GROSS NCOMTE.,
[In computing net income there shall b

allowed as deductiojs: I

(in) Depletion. In the case of mines, oil
and gas wells, other natural deposits, and
timber, a reasonable allowance for depletion
and for depreciation of improvements, accord-
ing to the peculiar conditions in each case;
such reasonable allowance in all cases to be
made under rules and regulations to be pre-
scribed by the Commissioner, with the ap-
proval of the Secretary. .In any case in which
it is ascertained as a result of operations or
of development work that the recoverable
units are greater or less than the prior esti-
mate thereof, then such prior estimate (but
not the basis for depiction) shall be revised
and the allowance under thi subsection for
subsequent taxable years shall be based upon
such revised estimate. In the case of leases
the deductions shall be equitably apportioned
between the lessor and lessee. In the case
of property held by one person for life
with remainder to another person, the deduc-
tion shall be computed as if the life tenant
were the absolute owner of the property and
shall be allowed to the life tenant. In the
case-of property held in trust the allowable
deduction shall be apportioned between the
income beneficiaries and the trustee in ac-
cordance with the pertinent provisions of the
instrument creaing the trust, or, in the
absence of such provisions, on the basis of the
trust income allocable to each.

For percentage depletion allowable under
this subsection, see section 114 (b), (3) and
(4).

(n) Basis for deprecation and depletion.
The basis upon which depletion, exhaustion,
wear and tear, and obsolescence are to be al-
lowed in respect of any property shall be as
provided in section 114.

§ 19.23 (m)-1 Depletion of mines, oil
and gas wells, other natural deposits, and
timber; depreciation of improvements.
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 allowance for deple-
tion and for depreciation of improve-
ments. Section 114 prescribes the bases
upon which depreciation and depletion
are to be allowed.

Under such provisions, the owner of an
economic interest in mineral deposits or
standing timber is allowed annual deple-

tion deductions. An economic interest is
possessed in every case ih which the tax-
payer has acquired, by investment, any
interest in mineral in place or standing
timber and secures, by any form of legal
relationship, income derived from the
severance and sale of the mineral or tim-
ber, to which he must look for a return
of his capital. But a person who has no
capital investment in the mineral deposit
or standing timber does not posses an
econonic interest merely because,
through a contractual relation to the
owner, he possesses a mere economic ad-
vantage derived from production. Thus,
an agreement between the owner of an
'economic interest and another entitling
the latter to purchase the product upon
production or to share in the net income
derived from the interest of such owner
does not convey a depletable economic
interest.

The adjusted basis of depreciable prop-
erty is returnable through annual depre-
ciation deductions. Depreciation and de-
pletion deductions on the property of a
corporation are allowed to the corpora-
tion and not to its shareholders. (But
see gection 19.115-6.) The principles
governing the apportionment of depre-
ciation in the case of property held by
one person for life with remainder to
another person and in the case of prop-
erty held in trust are also applicable to
depletion. (See section 19.23 (1)-1.)

When used in these sections (19.23
(m)-1 to 19.23 (m)-28, inclusive) cover-
ing depletion and depreciation-

of the mine or well, but, if the product Is
transported or processed (other than by
the processes excepted below) before sale,
it means the representative market ot
field price (as of the date of salp) of crude
mineral product of like kind and grade
before such transportation or processing.
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 rep-
resentative market or field price of the
first marketable product resulting from
any process or processes (or, if the prod-
uct in its crude state Is merely trans-
ported, the price for which sold) minus
the costs and proportionate profits at-
tributable to the transportation and the
processes not listed below. The processes
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

(a) The "fair market value" of a prop- ney ao nod e enenclie tne pruuu de
erty is that amount which would induce greater degree (in relation to the crude
a willing seller to sell and a willing buyer mineral product on the one hand and the
to purchase, refined product on the other) than

(b) A "mineral property" is the min- crushing and concentrating (by gravity
eral deposit, the development and plant or flotation).
necessary for its extraction, and do much In case any of the excepted processes
of the surface of the land only as 'is are not applied in the immediate vicinity
necessary for purposes of mineral extrac- of the mining district In which the mine
tion. The value of a mineral property is is located, costs incurred for transporta-
the combined value of its component tion to the processing location and, if
parts. transported by taxpayer, the proportion-
(c) The term "mineral deposit" refers ate profits attributable to transportation

to minerals in place. The cost of a min- should be subtracted front the sale price
eral deposit is that proportion of the total of the product to determine "gross in-
cost of the mineral property which the come from the property."
value of the deposit bears to the value of In the case of oil and gas, If the crude
the property at the time of its purchase. mineral product Is not sold on the prop-

(d) "Minerals" include ores of the .erty but Is manufactured or converted
metals, coal, oil, gas, and such nonmetal- into a refined product or Is transported
lie substances as abrasives, asbestos, as- from the property prior to the sale, then
phaltum, barytes, borax, building stone, the "gross income from the property"
cement rock, clay,; crushed stone, feldspar, shall be assumed to be equivalent to the
fluorspar, fuller's earth, graphite, gravel, market or field price of the oil or gas
gypsum, limestone, magnesite, marl, mica, before conversion or transportation.
mineral pigments, peat, potash, precious In all cases there shall be excluded In
stones, refractories, rock phosphate, salt, determining the "gross Income Ifrom the
sand, silica, slate, soapstone, soda, sul- property" an amount equal to any rents
phur, and talc. or royalties whichwere paid or Incurred

(e) The term "mine" does not include by the taxpayer In respect of the prop-
oil and gas wells. erty and are not otherwise excluded from

(f) "Gross income from the property," the "gross income from the property."
as used in section 114 (b) (3) and (4) and If royalties in the form of bonus pay-
sections 19.23 (m)-1 to 19.23 ,(m)-28, in- ments have been paid In respect of the
clusive, means the amount for which the property in the taxable year or any prior
taxpayer sells the crude mineral product years or if advanced royalties have been
of the property in the immediate vicinity paid in respect of the property in any
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taxable year ending prior to December
31, 1939, the amount excluded from
"gross income from the property" for the
current taxable year on account of such
payments shall be an amount equal to
that part of such payments which is
allocable to the product sold during the
taxable year. If advanced royalties have
been paid in respect of the property In
any taxable year ending on or after De-
cember 31, 1939, the amount excluded
from "gross income from the property"
for the current taxable year on account
of such payments shall be an amount
equal to the deduction for such taxable
year taken on account of such payments
pursuant to section 19.3 (m)-10 (e).

(g) "Met income of the taxpayer (com-
puted without allowance for depletion)
from the property," as used in section
114 (b) (2), (3), and (4) and sections
19.23 (m)-1 to 19.23 (m)-28, inclusive,
means the "gross income from the prop-
erty" as defined in paragraph (f) of this
section less the allowable deductions at-

"tributable to the mineral property upon
which the depletion is claimed and the
allowable deductions attributable to the
processes listed in paragraph (f) in so
far as they relate to the product of such
property, including overhead and operat-
ing expenses, 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 addition
to mineral extraction and to the proc-
esses listed in paragraph (f), deductions
for depreciation, taxes, general expenses,
and overhead, which cannot be directly
attributed to any specific aetivity, shall be
fairly apportioned between (1) the nin-
eral extraction and the processes listed
in paragraph (f) and (2) the additional
activities taking into account the ratio
which the operating expenses directly at-
tributable to the mineral extraction and
the processes lited in paragraph (f) bear
to the operating expenses directly attrib-
utable to the additional activities. If
more than one mineral property is in-
volved, the deductions apportioned to the
mineral extraction and the processes
listed in paragraph (f) shall, in turn, be
fairly apportioned to the several prop-
erties, taking into account their relative
production.

(l) "Crude mineral product," as used
in paragraph (f) of this section, means
the product in the form in which it
emerges from the mine or well.

(i) "The property," as used in sec-
tion 114 (b) (2), (3), and (4) and sec-
tions 19.23 (m)-1 to 19.23 (m)-19, in-
clusive, means the interest owned by
the taxpayer in any mineral property.
The taxpayer's interest in each sepa-
rate mineral property is a separate
"property"; but, where two or more
mineral properties are included in a
single tract or parcel of land, the tax-
payer's interest in such mineral proper-

ties may be considered to be a sinrle
"propery," provided such treatment I-
consistently followed.*

§ 19.23 (m)-2 Computation of dc-
vletion of mines, oil and gas rel, and
other natural deposits without reference
to discoery value or percentije deple-
tion. The basis upon which depletion,
other than discovery depletion or per-
centage depletion, is to De allowed in
respect 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 sections 19.113 (a)-1 to
19.114-1, inclusive.) 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 computed 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 min-
eral for depletion, preference thall be
given to the principal or customary unit
or units paid for in the products sold,
such as tons of ore, barrels of oil, or
thousands of cubic feet of natural gas.

As used in this section the phrase
"number of units sold within the taxable
year," in the case of a taxpayer report-
ing income on the cash receipts and dis-
bursements basis, Includes units for
which payments were received within the
taxable year although produced or told
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 re-
covered but not sold) plus the "num-
ber of units sold within the taxable
year" as defined in this section.

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
mineral -production, (b) the amount re-
coverable 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 drilling and development
costs which, as provided in section
19.23(m)-16, are recoverable through
depletion.

In the case of a natural gas well where
the annual production is not metered
and is not capable of being estimated
with reasonable accuracy, the taxpayer
may compute the depletion allowance
(without reference to percentage deple-

tion) in respect of such property for the
taxable year by multiplying the adjusted
bast- of the property by a fraction, the
numerator of which Is equal to the de-
cline in dazed or rock pressure during
the taxable year and the denominator
of which I- equal to the expected total
decline in clczed or rock pressure from
the taxable year to the economic limit
of production. Taxpayers ccmputing
depletion by this method must heep ac-
curate records of periodical presse
determinations.*

§ 19.23 (m)-3 Computatio of dezile-
tion of mines (other than metal, ccal, or
sulphur mines) on the basis of discov ry
value. The basis upon which depletion
I- to be computed in the case of mines
(other than metal, coal, or sulphur
mines) discovered by the taxpayer after
February 28, 1913, is the fair market
value of the property at the date of dis-
covery or within 30 days thereafter, if
such mines were not acquired as the re-
suit of purchase of a proven tract or
lease, and if the fair market-value of the
property Is materially disproportionate to
cost. The value must be equitably appor-
tioned between the owners of the eco-
nomic interests therein. For the method
of determining whether a discovEry has
been made, see section 19.23 (m)-14. For
the method of determining the fair mar-
ket value, see section 19.23 (n)-7.

With respect to any property for which
discovery value is the taxpayer's basis
for depletion, the depletion for any tax-
able year shall be computed by (1) add-
ing to the discovery value of the mineral
deposit in the property any subsequent
allowable capital additions made by the
taxpayer, (2) subtracting the aggregate
of depletion deductions with respect to
the property which would previously have
been allowable to the taxpayer without
the application of any net income limi-
tations, (3) dividing the remainder by
the number of units of mineral remain-
ing as of the taxable year, and (4) multi-
plying the depletion unit, thus deter-
mined, by the number of units of mineral
told within the taxable year.

7he depletion allowance based on dis-
covery value under this section shall not
exceed 50 percent of the net income of
the taxpayer (computed without a]low-
ance for depletion) from the property
upon which the discovery was made, ex-
cept that in no case shall the depletion be
lezs than it would be if computed with-
out reference to discovery value. For
definition of "net income of the taxpayer
(computed without allowance for deple-
tion) from the property," see paragraph
(g) of section 19.23 (m)-l.

This cection does not apply to metal
mines, coal mines, sulphur mines or da-
posits, or to oil or gas wells.

As used in this section the phrase
"number of units sold within the taxable
year," in the case of a taxpayer reporting
income on the cash receipts and disburse-
ments basis, includes units for which pay-
ments were received within the taxable
year although produced and sold prior
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to the taxable year, and excludes units
sold but not paid for in the taxable year.
.The phrase does not include units with
respect to which depletion 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 section.*

§ 19.23 (m)-4 Computation of deple-
tion based on a percentage of income in
the case of oil and gas wells. Under sec-
tion 114 (b) (3), in the case of oil and
gas wdlls, a taxpayer may deduct for
depletion an amount equal to 271/2 per-
cent of the gross income from the prop-
erty during the taxable year, but such
deduction shall not exceed 50 percent of
the net income of the taxpayer (com-
puted without allowance for depletion)
from the property. (For definitions of
"gross income from the property" and
"net income of the -taxpayer (computed
without allowance for depletion) from
the property," see paragraphs (f) and

-(g) of section 19.23 (m)-1.)' In no case
shall the deduction computed under this
section be less than it would be if com-
puted upon the cost or other basis of the
property provided in section 113.*

§ 19.23 (m)-5 Computation of deple-
tion based on a percentage of income in
the case of coal mines, metal mines, and
sulphur mines or deposits. 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
percent of the gross income from the
property 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
exceed 50 percent of the net income of
the taxpayer (computed without allow-
ance for depletion) from the property.
(For definitions of "gross income from
the property" and "net income of the
taxpayer (computed without allowance
for depletion) from the property," see
section 19.23 (m)-1 (f) and (g).)

Subject to the qualification specified
in the last sentence of this paragraph,
a taxpayer making his first return under
chapter 1 (for a taxable year beginning
after December 31, 1938) in respect of a
property must state as to each such
property whether he elects to have the
depletion allowance for each such prop-
erty for the taxable year computed with
or Without reference to 'percentage de-
pletion. For the purpose of this section
the taxpayer's first return under chapter
1 in respect of a protlerty is the return
made under that chapter for his first
taxable year (beginning after December
31, 1938) for which he has any item of

income or deduction with respect to such
property. An election once exercised
under section 114 (b) (4) and this sec-
tion cannot thereafter be changed by the
taxpayer, and the depletion allowance in
respect of each such prbperty will for all
succeeding taxable years be computed In
accordance with the election 'so made.
If the taxpayer fails to make such state-
ment in the return in which the election
should be so indicated, the depletion al-
lowance for the year for which an elec-
tion must be first exercised and for all
succeeding taxable years will be com-
puted without reference to percentage de-
pletion. The method, determined under
section 114 (b) (4) and this section, 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
person if the basis of the-property (for
determining gain) in his hands is, under
section 113, determined by reference to
the basis in the hands of such taxpayer,
either directly or through one or more
substituted bases, as defined in that sec-
tion. The right of election specified in
this paragraph is subject to-the qualifica-
tion that section 114 (b) (4) shall, for
the purpose of determiningwhether the
method of computing the depletion allow-
ance follows the property, bd considered

continuation of section 114 (b) (4) of
the Revenue Act of 1934, and the Reve-
hue Act of 1936, and the Revenue Act of
1938, and as giving no new election in
cases where any of such sections would,
if applied, give no new election.*

§ 19.23 (m)-6 Determination of cost
of deposits. In any case in which a de-
pletion or depreciation deduction Is
computed on the basis of the cost or
price at which any interest in any
mineral property was acquired, the
taxpayer will be required to show that
the cost or price at which such interest
was bought was fixed for the purpose of
a bona fide purchase and sale, by which
the interest passed in fact as well as
in form. to an owner other than the ven-
dor. 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 determin-
ing whether the price or cost at which
any purchase or sale was made repre-
sentdd the actual market value of the
interest sold, due weight will be given
to the relationship, or connection exist-
ing between the person selling the in-
terest and the buyer thereof.*

§ 19.23 (m)-7 Determination of fair
market value of mineral properties, in-
cluding oil and gas properties.

(a) If the fair market value of tle
property at a specified date Is to be de-
termined for the purpose of ascertain-
ing the basis for depletion and deprecia-
tion deductions, such value must be
determined, subject to approval or re-
vision by the Commissioner, by the
owner of the property in the light of the
conditions and circumstances known at
that date, regardless of later discoveries

or developments In the property or sub-
sequent Improvements In methods of
extraction and treatment of the min-
eral product. The value sought should
be that established assuming a transfer
between a willing seller and a willing
buyer as of that partclular date. The
Commissioner will give due weight and
consideration to any and all factors
and evidence having a bearing on the
market value, such as cost, actual sales
and transfers of similar properties, mar-
ket value of stock or shares, royalties
and rentals, value fixed by the owner
for purpose of the capital stock tax,
valuation for local or State taxation,
partnership accountings, records of
litigation In which the value of the
property was in question, the amount at
which the property may have beqn In-
ventoried in probate court, and, In the
absence of better evidence, disinterested
appraisals by approved methods, Valu-
ations by analytic appraisal methods,
such as the present value method, are
not entitled to great weight, (1) If the
value of a mineral deposit can be de-
termined upon the basis of cost or re-
placement value, (2) if the knowledge
of the presence of the mineral has not
greatly enhanced the value of the min-
eral 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 Qf
the taxpayer or to extrinsic causes other
than the possession of the mineral it-
self. If the fair market value must be
ascertained as of a certain date, ana-
lytic appraisal methods will not be used
if the fair mariket value can reasonably
be determined 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 expected profit, (2) the rate
at which this profit will be obtained, and
(3) the rate of Interest commensurate
with the risk for the particular deposit,
In case of oil and gas properties the addi-
tional 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 period, (C) the
average quality or grade of the oil and
gas reserves, (D) the allocation of the
total expected profit to the several proc-
esses or operations necessary for the
preparation of the oil and gas for mar-
ket, (E) the probable operating life of
the deposit in years, (F) the development
cost, and (G) the operating cost, In
order to estimate the total expected profit
from the operation of mines It Is neces-
sary to determine.the quantity, quality,
and recoverable mineral content of the
developed, probable, and prospective ore
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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
otherr 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) of this section may be
determined from past operating experi-
ence. In the application of factors de-
rived from past experience full allowance
should be made for probable future vari-
ations in the rate of exhaustion, quality
or grade of the mineral, percentage of
recovery, cost of development,, produe-
tion, interest xate, and selling price of
the .product marketed during the ex-
pected -operating life of the mineral de-
posit. Mineral deposits for which these
factors may not be. determined with rea-
sofiable accuracy from past operating
experience -may also, with the approval
of the Commissioner, be valued by the
present value meth6d; but the factors
must be deduced from concurrent evi-
dence, such as the general type of the
deposit, the characteristics of'the district
in which it occurs, the habit of the min-
eral deposits in the property itself, the
intensity of mineralization, the oil-gas
ratio, the rate at which additional min-
eral has been disclosed by exploitation,
the stage of the operating life of the
property, and any other evidence tending
to establish a-reasonable estimate of the
required factors.

(d) Mineral deposits of different grades,
locations, and probable dates of extrac-
tion in a mineral property should be
valued separately. The mineral content
of a deposit shall be determined in accord-
ance with section 19.23 (m)-9. -In esti-
mating the average grade of the devel-
oped -and prospective mineral, account
should be taken of probable increases or
decreases as indicated by the operating
history. The rate of exhaustion of a min-
eral deposit should be determined with
due regard to the limitations imposed by
plant capacity, by the character of the de-
posit, 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 ex-
haustion of both the developed and
prospective mineral content at the rate
determined as above. The operating life
of oil and gas -wells is influenced by the
natural decline in pressure and flow, and
also by voluntary or enforced curtail-
ment of production. The operating cost
includes all current expense of producing,
preparing, and marketing the mineral
product sold (due consideration being
given to taxes) exclusive of allowable

N-o. 22----6

capital additions, as defined in cetlons
1923 (m)-15 and 19.23 (m)-16, and de-
ductions for depreciation and depletion,
but including cost of repairs. For defi-
nitions of "development expenses" and
"operating eapeises" In the case of oil
and gas wells, see section 19.23 (m)-16.
This cost of repairs is not to be confused
with the depreciation deduction by which
the cost or value of plant and equipment
is returned to the taxpayer free from tax.
In general, no estimates of these factors
will be approved by the Commis-ioner
which are not supported by the operating
experience of the property or which are
derived from different and arbitrarily
selected periods.

(e) The value of each mineral deposit
is measured by the expected gross income
(the number of units of mineral recov-

,ei able in marketable form multiplied by
the estimated market price per unit) less
the estimated operating cost, reduced to
a present value as of the date a6 of which
the valuation is made at the rate of In-
terest commensurate with the risk for the
operating life, and further reduced by
the value at that date of the depreciable
assets and of the capital additions, If
any, necessary to realize the profits. The
degree of risk Is generally lowest In cases
where the factors of valuation are fully
supported by the operating record of the
mineral property prior to the date as of
which the valuation is made; relatively
higher risks attach to appraisals upon
any other basis.

(f) If, for the purpose of the equitable
apportionment of depletion among the
several owners of economic Interests, the
value of any mineral property must be
ascertained as of any specific date for
the determination of the basis for deple-
tion, the values of the several interests
therein may be determined separately,
but, when determined as of the same
date, shall together never exceed the
value at that date of the mineral prop-
erty In fee simple.*

§ 19.23 (m)-8 Revaluation of mineral
deposits not allowed. No revaluation of
a property whose value as of any specific
date has been determined and approved
will be made or allowed during the con-
tinuance of the ownership under which
the value was so determined and ap-
proved, except in the case, of a subse-
quent discovery of nonmetallic minerals,
other than coal, sulphur, oil, or gas, as
defined in section 19.23 (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. Revalua-
tion on account of misrepresentation or
fraud or such gross error will be made
only with the-written approval of the
Commissioner. The value should, how-
ever, be corrected when a virtual change
of ownership of part of the property re-
sults as the outcome of litigation. The
value should be redistributed-

(a) If a revision of the number of re-
maining recoverable units of mineral In

the property has been made In accord-
ance with section 23 (n) and section
19.23 (m)-9, and

(b) In case of the sale of a part of the
property, between the part sold and the
part retained.*

§ 19.23 (m)-9 Determination of min-
eral contents of mines and of oil or gas
wells. 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 of 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 shal 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 cut," "developed," or "assured,"
In the usual or conventional meaning of
these terms 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 ex-
tensions of known deposits or are new
bodies or maes whose existence is in-
dicated by geological or other evidence
to a high degree of probability, 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 previ-
ously Ltimated for the prior year or
years, and If there has been no known
change In the facts-upon which the prior
estimate was based, the number of re-
coverable -units of mineral in the prop-
erty as of the end of the taxable year will
be the number remaining from the prior
estimate, but when It is ascertained
either by the taxpayer or the Commis-
d~oner as the result of operations or de-
velopment 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 re-
spect to the property for subsequent tax-
able years will be based upon the revised
estimate. Such revised estimate will not,
however, affect the basis'for depletion.*

§ 19.23 (m)-10 Depletio-Adjust-
inents of accounts based on banus or ad-
vanced royalty.
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(a) If a bonus in addition-to royalties
is received up6n the grant of rights in
mineral property, there shall be allowed
to the payee as a depletion deduction in
respect of the bonus an ampunt 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
payee's basis for depletion, and the re-
mainder is recoverable through depletion
deductions on the basis of royalties there-
after received. In the case of the payor
any payment made for the acquisition of
an economic interest in a nineral deposit
or standing timber constitutes a capital
investment in the property recoverable
only through the depletion allowance.

(b) If the owner of operating rights in
mineral property for a term of years is
required to extract and pay for, annually,
a specified number of tons, or other
agreed units of measurement, ,of such
mineral, or to pay, annually, a specified
sum of money which shall be applied in
payment of the purchase price or royalty
per unit of such mineral whenever the
same shall thereafter be extracted and
removed from the premises, the payee
shall treat an amount equal to that part
of the basis for depletion allocable to the
number of units so paid for in advance of
extraction as an allowable deduction
from the gross income of the year in
which such payme4t or payments shall
be made; but no deduction for depletion
by such payee shall be claimed or allowed
in any subsequent year on account of the
extraction or removal in such year of any
mineral so paid for in advance and for
which deduction has once lheen made.

c) If for any reason any grant of
mineral rights expires or terminates or is
abandoned before the mineral which has
been paid for in advance has been ex-
tracted and removed, the grantor shall
adjust his capital account by restoring
thereto the depletion deductions made in
prior years on account of royalties on
mineral paid for but not removed, and a
corresponding amount must be returned
as income for the year in which such
expiration, termination, or abandonment
occurs.

(d) In lieu of the treatment pro-
vided for in& paragraphs (a) and. (b)
above the owner of an economic inter-
est in oil and gas wells may take al a
depletion deduction in respect of any
bonus or advanced royalty from the
property for the taxable year .271/2 per-
cent of the amount thereof; and the
owner of an economic interest in sul-
phur mines, metal mines, and coal
mines may take as a depletion deduc-
tion in respect of any bonus or ad-
vanced royalty from the property for
the taxable year beginning after De-
cember 31, 17938, for which he first
makes return in respect of the property
(and for subsequent taxable years in
case an election to have depletion com-
puted on a percentage basis has been

exercised in the proper return) 23 per-
cent, 15 percent, and 5 percent, respec-
tively, of the amount thereof; but the
deduction shall not in any "case exceed
50 percent of the net income of the tax-
payer (computed -ithout allowance for
depletion) from the property.

Ce,) If a lessee or other owner of op-
erating rights in one or more mineral
properties is required to pay royalties
on a specified number of units of min-
eral annually, whether or not extracted
within the year, and may apply any
amounts paid on account of units not
extracted within the year against the
royalty on mineral thereafter extracted,
he may at his option treat the advanced
royalties so paid or accrued in either
one of the following manners:

(1) As deductions from gross income
for the year the advanced royalties are
paid or accrue; or

(2) As deductions from gross income
for the year.the mineral-product in re-
spect of which the advanced royalties
were paid is sold.

The option contained in this para-
graph shall apply only to advanced roy-
alties paid or accrued in taxable years
ending on or after December 31, 1939.
Every taxpayer must make an election
as to the treatment of all such advanced
royalties in his return-for the first tax-
able year, ending on or after December
31, 1939, in which such amounts, are paid
or accrue. A taxpayer will be consid-
ered to have made an election in accordL
ance with the manner in which such
items are treated in the return. A fail-
ure to deduct any such items for the
year paid or accrued will constitute an
election to have all, such items treated
in: accordance with paragraph (e) (2)
above. Any election made under this
section is binding' for all silbsequent
years and the taxpayer must treat all
advanced-'royalties paid or accrued In
such subsequent years in the same man-
ner.*

§ 19.23 (m)-11 Depletion and depre-
ciation accounts on books. Every tax-
payer claiming and making a deduction
for depletion and depreciation of min-
eral property shall keep accurate ac-
counts in 'which shEll be recorded the
cost or, other basis provided by section
113 (a), as the case may be, of the min-
eral deposit and of the plant and equip-
ment, together with subsequent allow-
able capital additions to each account
and all of the other adjustments re-
quired by section 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 section
19.23 (m)-2, 19.23 (m)-3, 19.23 (m)-4, or
19.23 (m)-5; or the amounts of the deple-
tion and d epreciation 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 al-
lowable capital additions, no further de-
ductions for 'depletion and depreciation
with respect to the property shall be
allowed, except such depletion deductions
as may thereafter be allowable under
section 114 (b) (2), (3), or (4) and sec-
tion 19.23 (m)-3, 19.23 (m)-4, or 19.23
(m)-5.

Every taxpayer to whom section 114 (b)
(2) and section 19.23 (m)-3 are ap-
plicable shall keep similar accounts with
respect to discovery value.*

§ 19.23 (m)-12 Statement to be at-
tached to return when valuation, deple-
tion, or depreciation of mineral property

-is claimed.

(a) Except as provided in section 19.23
(m)-13, there shall be attached to the
return of every taxpayer asserting a value
for any mineral property as of a specific
date or claiming a deductionfor deple-
tion or depreciation a statement setting
forth with respect to each mineral prop-
erty (including oil and gas property):

(1) The name, description, location,
and identifying number, if any, of the
property;

(2) The nature of the taxpayer's in-
terest in the property, accompanied by a
certified copy of the Instrument or In-
struments by which it was acquired;

(3) The date of acquisition and, if un-
der lease, the exact terms and date of
expiration of the lease;

(4) The cost of the property, stating
the amount paid to each vendor, with
his name and address;

(5) The date as of which the property
is valued, If a valuation Is necessary to
establish the basis as provided by section
113 (a);

(6) The value of the property on that
date with a statement of the precise
method by which It was determined;

4) An allocation of the cost or value
as between the mineral deposit and other
assets such as plant, equipment, or the
stirface of the land for purposes other
than mineral production;

(8) The estimated number of units of
each kind of mineral at the end of the
taxable year, and also at the date of
acquisition, if acquired during the tax-
able year or at the date as of which any
valuation Is made, together with an ex-
planation of the method used In the
estimation, the name and address of the
person making 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
developed oil and gas properties it is '

desirable' that this information be
furnished by month);
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(10) The gross amount received from
the sale pf 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 de-
pletion 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 reasonable-
ness of the valuation asserted or of the
deduction 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 pre-
cise nature of the holding of each person
interested in the property, and, in the
case of a lessor, whether the lease in-
volved was still in effect at the close of
the taxable year, and, if not, when it was
terminated and for what reason, and
whether the lessor repossessed the prop-
erty. Any taxpayer who is the assignor
of a lease with respect to any property, or
the holdet of an interest purporting to
be an overriding royalty interest, or of
any interest other than that of a lessor or
an operating lessee, and who claims de-
pletion with respect to such property or
interest, shall state the exact nature of
the interest held and shall furnish a
certified copy of the instrument or in-
strments by which it was acquired.

(c) In the case of oil and gas proper-
ties the statement attached to the return
shall contain, in addition to the fore-
going, the following information with
respect to each property:

(1) The number of acres of produc-
ing oil or gas land and, if additional
acreage is claimed to be proven, the
amount of such acreage and the reasons
for believing it to be Woven;

(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 lo-
cation of the property and of the pro-
ducing and abandoned wells, dry holes,
and proven oil- and gas lands (the map
should show depth, initial production,
and date of completion of each well, to
the extent that such data are available) ;
- (6) The number of pay sands and
average thickness of each pay sand or
zone on the property;

(7) The average depth to the top of
each of the different pay sands;

(8) Annual production of the tract or
of the individual wells, if the latter In-
formation is available, from the begin-
ning of its productivity to the end of the
taxable year, the average number of
wells producing during each year, and
the initial daily production of each well
(the extent to which oil or gas is used
for fuel on the property should be stated
with reasonable accuracy);

(9) All available data regarding
change in operating conditions, such as
unit operation, proration, flooding, use
of air-gas lift, vacuum, shooting, etc,
which have a direct effect on the pro-
duction of the property; and

(10) Available geological information
having a probable bearing on the oil and
gas content; information with respect
to edge-water, water drive, bottom hole
pressures, oil-gas ratio, porosity of res-
ervoir rock, percentage of rzcovery, ex-
pected date of cessation of natural flow.
decline in estimated potential, and
characteristics similar to characteristics
of other known fields.

(d) All of the foregoing information
must be furnished under oath, should
be summarized, and mhy be included in
a single affidavit.
(e) Any of the information required

by this section which has been previous-
y 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
previously filed. When a taxpayer has
filed adequate maps with the Commis-
sioner he may be relieved of filing fur-
ther maps of the same properties,
provided all additional information nec-
essary for keeping the maps up to date
is filed each year. This Includes records
of dry holes, as well as producing wells,
together with logs, depth and thickness
of sands, location of new wells, etc.0

§ 19.23 (m)-13 Statcment to be at-
tached to return whzen dep.etion L,
claimed on percentage basts.

(a) There shall be attached to the
return of every taxpayer who claims de-
pletion of oil and gas wells under sec-
tion 114 (b) (3) and section 19.23
(m)-4, or depletion of coal mines, metal
mines, or sulphur mines or deposits un-
der section 114 (b) (4) and cection
19i.23 (m)-5, a statement containing the
following information with respect to
every property for which percentage de-
pletion is allowable:

(1) All data necessary for the deter-
mination of the "gross income from the
property" as defined in paragraph i) of
section 19.23 (m)-l, including the
amounts paid to lessors as rents or roy-
alties, the amounts paid to holders of
other interests in the mineral property
and the price per unit at which royalties
were paid;

(2) All additional data necezzary for
the determination of the "net Income of

the taxpayer (computed without allow-
ance for depletion) from the property"
as defined in paragraph (g) of section
19.23 (m)-1; and

(3) The Information required by para-
graphs (a) (1), or (a) (2), (a) (3), and
(b) of section 19.23 (m)-12. The other
Information required by section 19.23
(m)-12 sfiall also be furnished if neces-
sary in determining the gain or loss frbm
the sale or other disposition of tha prop-
erty during the taxable year or if a valu-
ation of the property is necessary for
any purpose. The taxpayer may find it
desirable to furnish such information in
all cases.

(b) All of the foregoing information
shall be furnished under oath, should be
summarized, and may be included in a
single affidavit.*

§ 19.23 (m)-14 Discoery of mines
other than coal, metal, or sulphur mhzes.

(a) To entitle a taxpayer to a valua-
tion of his property, for the purpose of
depletion allowances, by reason of the
diccovery 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 23, 1913, and must result
in the fair market value of the property
becoming "disproportionate to the cost.
The fair market value of the property
will be deemed to have become dispro-
portionate to the cost when the newly
discovered minerals are of such quantity
and of such quality as to affdrd a rea-
sonable expectation of return to the tax-
payer of an amount materially in exces
of the capital expended in making such
discovery plus the cost of future develop-
ment, equipment, and exploitation.

tb) A mine or minerals of a kind -not
excepted by this section may be said to
be discovered when (1) there Is found a
natural deposit of mineral, or (2) there is
disclosed by drilling or exploration, con-
ducted above or blow ground, a n3Jnaral
deposit not previously known to exist ancd
the existence of which was so improbable
that such deposit had not and could not
have been Included in any previous val-
uation for the purpose of depletion, and
which in either case exists in quantity
and grades sufficient to justify commer-
cial exploitation.

(c) In determining whether a discov-
ery entitling the taxpayer to a valuation
has been made, the Commissioner will
take into account the peculiar conditions
of each case; but no discovery, for the
purposes of depletion, can be allowed as
to minerals which constitute merely un-
Interrupted extensions of continuing
commercial veins or deposits already
Imown to exist, which have been or
should have been included in "probable"
or "prospective" mineral, or which were
n any other way comprehended in a
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prior valuation, nor can a discovery, for
purposes of depletion, be allowed as of a
date subsequent to that when, in fact,
discovery was evident, when delay by the
taxpayer in making claim therefor has
resulted or will result in excessive allow-
ances for depletion. -

(d) Discoveries. include minerals in
commercial quantities contained within
a vein or deposit discovered in an existing
mine or mining tract by the taxpayer
after February 28, 1913, but such vein or
deposit must not be merely the uninter-
rupted extension of a continuing com-
mercial vein or deposit already known to
exist, and the newly discovered minerals
must be of sufficient value and quantity
that they could be separately mined and
marked at a profit.

(e) The value of property claimed as
the result of a discovery must be the fair
market value, as defined in section 19.23
(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 established, determined
or proved.*

§ 19.23 (m)-15 Allowable capital ad-
ditions in case of mines.

(a) All expenditures in excess of net
receipts from minerals sold shall be
charged to capital account recoverable
through depletion while the mine is in
the development stage. The mine will
be considered to have passed from a de-
velopment to a producing status when
the major portion of the mineral produc-
tion Is obtained from workings other than
those opened for the purpose of develop-
ment, or when the principal activity of
the mine becomes the production'of de-
veloped ore rather than the development
of additional ores for mining. ,

(b) Expenditures for plant and equip-
ment and for replacements, not including
expenditures for maintenance and for
ordinary and necessary repairs, shall or-
dinarily 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 be-
cause of the recession of the working
faces of the mine, and which (1) do not
increase the value of the mine, or (2) do
not decrease the cost of production of
mineral units, or (3) do not represent an
amount expended in restoring property
or In making good the exhaustion thereof
for which an allowance is or has been
made, shall be deducted as ordinary and
necessary business expenses.*

§ 19,23 (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, supblies, etc., incident
to and necessary for the drilling of Wells

and the preparation of wells for the
production 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 ex-
penditures have for convenience been
termed intangible drilling and devel-
opment costs. Examples of items to
which this option applies are, all
amounts paid for labor, fuel, repairs,
hauling, and supplies, or any of them,
which are used (A) in the drilling,
shooting, and cleaning of wells; (B)
in such clearing of ground, draining,
road making, surveying, and geological
work as are necessary in preparation
for the drilling of wells; and (C) in the
construction of such derricks, tanks,
pipe lines, and other physical struc-
tures as are necessary for the drilling
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 devel-
oping items which in themselves do not
have a salvage value. For the purpose
of this option labor, fuel, repairs, haul-
ing, supplies, etc., are not considered
as having a salvage value, even though
used in connection with the installation
of physical property which has a sal-
vage value. Drilling and development
costs shall not be excepted from the op-
tion merely because they are incurred
under a contract providing for the drll-
ing of a well to an agreed depth, or
deliths, at an agreed price per 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
nonproductive wells at the option of
the taxpayer may be deducted from
gross~income for the year in'which the
taxpayer completes such a well or be
charged to capital account returnable
through depletion and depreciation as
in the case of productive wells.

(3) If deductions for depreciation or
depletion have either on the books of the
taxpayer or in his returns of net income
been included in, the past in expense or
other accounts, rather than specifically
as depreciation or depletion, or if capital
expenditures have been charged to ex-
pense in lieu of depreciation or 'deple-
tion, a statement indicating the extent
to which this practice has been carried
should accompany the rettirn.

(b) Recovery of optional items, if cap-
italized:

(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 capital-
ized in so far as they are not represented
by physical property, are. returnable
through depletion. For the purposes of
this section the expenditures for clear-
Ing ground, draining, road making, sur-
veying, geological work, excavation, grad-
ing; and the drilling, shooting, and clean-
ing of wells, are considered not to be

represented by physical property, and
when charged to capital account are re-
turnable through depletion.

(2) Items returnable through 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 physical
property, are returnable through depre-
ciation. Such expenditures are amounts
paid for wages, fuel, repairs, hauling,
supplies, etc., used in the Installation of
casing and equipment and in the con-
struction on the property of derricks and
other physical structures.

(3) In the case of capitalized Intangi-
ble drilling and development costs In-
curred under a contract, such costs shall
be allocated between the foregoing classes
of items for the purposes of determining
the depletion and depreciation allov-
ances.

(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 inci-
dent to or necessary for the drilling of
wells; such as structures for storing or
treating oil or gas. These are capital
items and are returnable through da-
preciation.

(2) Expense Items: Expenditures
which must be charged off as expense,
regardless of the options prdvided by
.this section, 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 de-
preciation of drlig equipment, are not
considered as capital Items, even when
incurred during the development of the
property.

(d) This section 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 [section 3.23 (m)-16, Title 26, Code
of Federal Regulations] or under article
23 (m)-16 of Regulations 101 [section
9.23 (m)-16, Title 26, Code of Federal
Regulations] is, by such election or elec-
tions, bound with respect to all optional
expenditurds whether made before Jan-
uary 1, 1939, or after December 31, 1938,
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in connection with oil and gas wells.
Any taxpayer who has never made ex-
penditures for drilling oil or gas wells
prior to the first taxable year beginning
after December 31, 1938, must make an
election as to intangible drilling and de-
velopment costs in general in the return
for the first taxable year in which the
taxpayer markes such expenditures, and
a taxpayer who has never made expen-
ditures for a nonproductive well prior
to the first taxable year beginning after
December 31, 1938, must make an elec-
tion as to the cost of such wells in the
return for the first taxabli year in which
the taxpayer completes such a well.
Any election so made is binding for all
subsequent years. A taxpayer is con-
sidered to, have made an election in ac-
cordance with the manner in which the
respective types of optional items are
-treated (1) in his return for the first
taxable year ending after December 31,
1924, in which optional expenditures of
the respective types are or were made,
or (2) in an amended return filed be-
tween June 18, 1927, and December 18,.
1927, in accordance with Treasury De-
cision 4025. Any taxpayer who has
made expenditures for optional drilling
and development costs much attach to
his return for the first taxable year be-
ginning after December 31, 1938, and
for each year thereafter a clear state-
ment 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.*

§ 19.23 (m)-17 Depreciation in the
case of mines.

• (a) The Internal Revenue Code pro-
vides that deductions for depreciation of
improvements on mining property may
be taken "according to the peculiar con-
ditions in each case." This is deemed to
include exhaustion and wear and tear of
the property used in mining of deposits,
including a reasonable allowance for ob-
solescence. (See sections 19.23 (-1 to
19.23 (1)-10, inclusive, as to deductions
for depreciation and obsolescence gener-
ally. See particularly section 19.23 (1)-5
with regard to information which must
be furnished in substantiation of deduc-
tions claimed for depreciation and obso-
lescence.)

(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 al-
lowable capital additions but minus esti-
mated salvage value shall be recovered
(1) at a rate established by current ex-
haustion of mineral or (2) by reasonable
charges for depreciation (see section
19.23 (1)-i) at a rate determined by tho
physical life or the economic life of such
plant and equipment, or, (3) according
to the peculiar conditions of the case, by
a method satisfactory to the Commis-
sioner.

(c) The estimated physical life of a
lant or unit thereof (including build-
ings, machinery, apparatus, roads, rail-

roads, and other equlpnent and Improve-
ments whose principal use is in connec-
tion with the mining or treatment or
other necessary handling of mineral
products) may be deffned as the esti-
mated time such plant., or unit, when
given proper care and repair, can be con-
tinued In use despite physical deteriora-
tion;decay, wear, and tear.

(d) The estimated economic life of a
plant or unit thereof Is the estimated
time during which the plant or unit may
be utilized effectively and economically
for its intended purposes and may be lim-
ited 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 calvage
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 lozs in the
year in which it Is realized.

(f) Nothing in thee regulations shal
be interpreted as meaning (1) that the
cqst or other basis of a mining plant and
equipment may be reduced by deprecia-
tion deductions to a sum below the value
of the salvage when the property shal
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 decay
shall not be made during periods when
the mine is idle or Is prcducin at a rate
below its normal capacity. In estimating
the salvage value of the equipment at the
end of its estimated economic life due
consideration may be given to Its special-
ized character and the cost of dismount-
ing and dismantling and transporting it
to market.

(g) Nothing in these regulationz 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. 0

§ 19.23 (m)-18 Depreciation o fim-
provements in the case of oil and gas
wells. Taxpayers operating oil or gas
properties will, in addition to and apart
from the deduction allowable for deple-
tion as hereinbefore provided, be per-
mitted to deduct a reasonable allowance
for depreciation of physical proper,
such as machinery, tools, equipment,
pipes, etc., so far as not in conflict with
the option exercised by the tapayer
under section 19.23 (m)-16. The amount
deductible on this account shall be such
an amount based upon its cost or other
basis equitably distributed over Its use-
ful 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 con-
nected is shorter than the normal useful
life of the physical property, the amount

annually deductible for depreciation on
such property may be based upon the
length of life of the deposit. (See sec-
tions 19.23 (W)-i to 19.23 (1-10, incluAve,
as to deductions for depreciation and
obsol zcence generally. See particularly
section 19.23 (1-5 with regard to infor-
mation which must be furnished in sub-
stantiation of deductions claimed for
depreciation and obsolescence.) *

§ 19.23 (m)-19 Depletion and depre-
ciation of oil and gas wells in vears be-
forc 1916. If upon examination it is
found that in respect of the entire drill-
lg cost of wells, including physical prop-
erty and Incidental expenses, between
March 1, 1913, and December 31, 1915, a
taxpayer hm bzen allowed a reasonable
deduction sufficient to provide for the ele-
ments of exhaustion, wear and tear, and
depletion, it will not be necessary to re-
open the returns for years prior to 1916
In order to show separately In these years
the portions of such deduction represent-
ing depletion and depreciation, respec-
tively. Such separation will be required
to be made of the reserves for deprecia-
tion at January 1, 1916, and proper allo-
cation between depreciation and deple-
tion must be maintained after that date.*

§ 19.23 (m)-20 Capital recovaerable
through dep lNtio allowance in the case
of timber. In general, the capital re-
maining in any year recoverable through
depletion allowances is the basis provided
by sectibn 113 (a) adjusted as provided
by section 113 (b). For capitalization of
carrying charges, see section 19-113 (b)
W1)-l. The apportionment of deductions

between the several owners of economic
interests in timber properties will be
made as spzc*flsd in section 19.23 (m)-7.
The cost of timber properties shall be
determined in accordance with the prin-
ciples Indicated in section 192.3 (m)-6.
For method of determining fair market
value and quantity of timber, see sections
19.23 (m)-25 to 19.23 (m)-27, inclusive.
For depletion purposes the cost of the
timber shall not include any part of the
cost of the land.*

§ 19.23 (m)-21 Comurntati n of allow-
ance for depletion of timber for gire.
Vear. 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 depletion
unit, of the timber in the timbzr account
or accounts pertaining to the timber cut.
The depletion unit of the timber for a
given timber account in a given ydar shall
be the3 quotient obtained by dividing (a)
the baAs, provided by section 113 (a) and
adjuzted as provided by section 113 (b),
of the timber on hand at the beginning
-of the year plus the cost of the number
of units acquired during the year plus
proper additions to capital, by (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 correcting the
estimate of the number of units remain-
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Ing 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 product of
the number of units of timber cut from
the given account during the year multi-
plied by" the depletion unit of the timber
for the. given account for the year.
Those taxpayers .who keep their accounts
on a monthly basis may, at their option,
keep their depletion accounts on a
monthly basis, in which case the amount
deductible on account of depletion for a
given month will be determined in the
manner 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 de-
scription of timber accounts, see sections
19.23 (m)-27 and 19.23 (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.*

§ 19.23 (m)-22 Revaluation 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 misrepresen-
tation or fraud or such gross error will
be made only with the written approval
of the Commissioner. The depletion
unit should be changed when a revision
of the remaining number of units of
recoverable timber in the property has
been made in accordance with: section
19.23 (m)-26.*

§ 19.23 (m)-23 Depreciation of im-
provements in the case of timber. 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) WhetheK 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 Commis-
sioner.

In no case may charges for deprecia-
tion be based on a rate which will ex-
tinguish 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 timbrr-plant and equipment
may be reduced by depreciation deduc-
tions to a sum below the value of the
salvage when the plant and equipment
shall have become obsolete or worn out
or shall have been abandoned, or that
any part of the value of cut-over land
may be recoverable through deprecia-
tion. (See sections 19.23 (1)-1 to 19.23
(1)-10, inclulive, as to deductions for
depreciation and obsolescence generally.
See particularly section 19.23 (1)-5 with
regard to information which must be
furnished in substantiation of deductions
claimed for depreciation aid obsoles-
cence.) *

§ 19.23 (in) -24 Information to be fur-
nished by taxpayer claiming depletion
of timber. To the income tax return of
the taxpayer claiming a deduction for
depletion or depreciation or both there
shall be atlached 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) Description.,of, cost of, and terms
of purchase or lease of, timber and land
acquired;

(c) Proof of profit or loss from sale
of capital assets;

(d) Description of timber with xe-
spect to which claim for loss,-if any, Is
made;

(e) Record of timber cut;
(f) Changes in each timber account

as the result of purchase, sale, cutting,
reestimate, or loss;

(g) Changes in physical property ac-
counts as the result of additions to or
deductions from capital and deprecia-
tion;

(h) Operation data with respect to
raw and finished material handled and
inventoried; -

(i) Unit production costs; and
(j) Any other data which will be help-

ful in determining the reasonableness of
the depletion or depreciation deductions
claimed in the return.

Similar information is required. for
certain years prior to the 1919 taxable
year from those taxpayers who have not
already furnished it. The specific nature
of the information required for the
earlier years is given in detail in Form
T-General forest industries question-
naire for the years prior to 1919.*

§ 19.23 (m)-25 Determination of fair
market value 9f 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 ex-
isted at that date, regardless of all sub-

sequent changes, such as changes In
surrounding circumstances, In methods
of exploitation, in degree of utilization,
etc. The value sought will be the selling
price, assuming a transfer between a
willing seller and a willing buyer, as of
the particular date. Such factors as the
following will be given due considera-
tion:

(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 with referenceto 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
. (d) 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 regions:
however, the value placed upon it, tak-
ing into consideration such factors as
those mentioned above, will be consist-
ent 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 similar properties,
the margin between the cost of produc-
tion and the price realized for timber
products, market value of stock or
shares, royalties and rentals, value fixed
by the owner for the purpose of the capi-
tal stock tax, valuation for local or State
taxation, partnership accountings, rec-
ords of litigation In which the value of
the property has been Involved, the
amount at which the property may have
been inventqrled or appraised'in probate
or sirilar proceedings, disinterested ap-
praisdls by approved methods, and other
factors. Por depletion purposes the fair
market value at a specified date shall not
include any part of the value of the land.

If, for the purpose of the equitable
apporonment of depletion among the
several owners of economic Interests, the
value of any timber property must be
ascertained as of any specific date 'for
the determination of the basis for deple-
tion, the values of the several Interests
therein may be determined separately,
but, when determined as of the same
sAte, shall together never exceed the
value at that date of the timber property
in fee simple.*

§ 19.23 (m)-26 Determination
of quantity of timber. Each taxpayer
claiming or expecting to claim a deduc-
tion for depletion is required to estimate
with respect to each separate timber ac-
count the total units (feet board measure,
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log scale, cords, or other units) of tim-
ber reasonably known, or on good evi-
dence 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
wlichwould have been found present by
a careful estimate made on the specified
date with the object of determining 100
percent of the quantity of timber which
the area would have produced on that
date if all of the merchantable timber
had been cut and utilized in accordance
with the standards of utilization prevail-
ing in that region at that time. If sub-
sequently during the ownership of the
taxpayer making the return, as the re-
silt 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 timber ac-
count or accounts on the basis of the
original estimate, then the original esti-
mate (but not the basis for depletion)
shall be revised and the annual depletion
allowance with respect to the property
for subsequent taxable years shall be
based upon the revised estimate.*

§ 19.23 (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 tim-
ber which would logically go to a single
given point of manufacture. In those
cases in which the point of manufacture
is at a considerable distance, or in which
the logs or other products will probably
be sold in 'a log or other market, the
block may be a logging unit which in-
cludes all of the taxpayer's timber'which
would logically be removed by a single
logging development. In exceptional
cases, provided there are good and sub-
stantial reasons, and subject to approval
or revision by the Commissioner on
audit, the taxpayer may divide the tim-
ber in a given block into two or more
accounts, e. g., timber owned on Febru-
ary 28, -1913, and that purchased sub-
sequently may be kept in separate ac-
counts, or timber owned on February 28,
1913, and the timber purchased since
that date in several distinct transactions
may be kept in several distinct accounts,
or individual tree species or groups of
tree species may be carried in distinct
accounts, or special timber products may
be carried in distinct accounts, or blocks
may be divided into two or more ac-
counts based on the character of the
timber or its accessibility, or scattered
tracts may be included in separate ac-

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 simi-
lar to that prescribed in the foregolng
part of this section the land in a given
"block" may be cariled 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 di-
vision 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 the
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 tax-
payer shall be definitely described as to
their location on the ground either by
maps or by legal descriptions.

For good and substantial reasons satls-
factory to the Commisioner, 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 divid-
ing and recombining accounts.*

§ 19.23 (m)-28. Timber depletion and
depreciation accounts on bool~s. Every
taxpayer claiming or expecting to chdni
a deduction for depletion or depreciation
of timber property tincluding plants,
improvements, and equipment used in
connection therewith) shall keep accu-
rate ledger accounts in which shall be
recorded the cost or other badis provided
by section 113 (a), as the case may be,
of the property, and the plants, improve-
ments, and equipment, together with
subsequent allowable capital additions to
each account and all of the other ad-
justments provided by section 113 (b) and
sections 19.113 (a) (14)-1 and 19.113
(b) (1)-1 to 19.113 (b) 13)-2, inclusive.

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-
rated to each. (See section 19.23 (m)-
27.) These accounts shall be credited
with the amount of the depreciation and
depletion deductions computed in accord-
ance with section 19.23 (m)-20 each
year, or the amount of the depreciation
and depletion shall be credited to depre-
ciation and depletion rezerve 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 capi-
tal additions, no further deduction for
depreciation and depletion will b2
allowed.*

[Smc. 23. Dvmucrxoum rnon Groas Irco:m.]
[In computing net income there rhall be

allowed as deductions: ]
(o) Charitable and other contributions.

In the case of an Individual, contributio s, or
gifts payment of which I- mado within the
taxable year to or for the uze of:

(1) the United Sttc:, any State, T-'ritory,
or any palitlc l blivizIon thareof, or the
Diatrict of Columbla, for exclusivaly publiz
purp:=;

('2) a domoetlc corporation, or doamaztI
counts. If such a division is made, a
trut. or domc ;tc community cha-, fund, or
foundaton, oranlzed and operatcd ezclu-
aively for relig iwo, ch2ritable, ccantfo, lit-
erary, or educational purpozz. or for the
prevention of cru ly to children or ,nimaL
no part of the net carninas of which inures
to the benefit of any private charehe!der or
Individual, and no substantial part of the
activittes of which i: carrying on propnganda,
or otherwic.2 attempting, to Influence lcgis-
latlon;

(3) the apacia! fund for vcctional re-
habilsation authoriz:d by czctlon 12 of the
World War Vetcran' Act, 1924, 43 Stat. 611
(US,C,, Title ,3, ' 440);

(4) patz or cranizatlons of Tar veter-
an, or auxiliary units or -cc-etTs of any
such pot- or organizationc, If -ulh post,
organiz'tlons, unito, or acclctias ra organ-
izcd In the United States or any of its paz-
ceAow, and If no part of their net e=nings
Inurc to the b=flt of any private zhaxe-
holder or Individual; or

(5) a domstic fraternal &ciety, ordr, or
asacciatlon, oparatine under the lodZe sys-
tem, but only If cuch contributions or gifts
are to be uad exclusively for religious,
cha rt3ble, calentifl, literary, or educational
purposes, or for the prevention of cruelty
to children or animals;
to an amount which In all the alove eazs
combined dcss not exceed 15 par centum
of the taxpayer'es net Income as computed
without the benafit of this subzseton. Such
con"ributon or gifts chall be allowable as
dcductlons only If verified under ruies and
re ulatlons prescribad by the Coemmia-loner.
with the approval of the Secretary.

For unlimited deduction if contributions
and gifts exceed 90 par ccntum of the net
income, Cea rletfon 120.

Se. 224. CHAnnsr_ co.e- rrroNs To

(P w Acr o2 1939.)
(a) Charitable deductors of taxra1;,srz

o!Pcr than corporattona. Section 23(o) (1)
and (2) of the Internal Revenue Code are
amended to read as followa:

"(I) The United State-. any State, Terri-
tory, or any political subdivlsion thereof or
the DLtrlct of Columbia, or any poszssion
of the United States, for exclusively public
purpoasZ;

"1(2) A corporatlon. trust, or community
chct, fund, or foundation, created or or-
ganized in the United States or in any paz-
session thereof or under the law of the
United States or of any State or Territory
or of any pz=a=on of the United St:tes,
orga-nizd and op2rated excluzively for re-
ligious, charitable, clentific, literary, or edu-
catlonal purpos. or for the prevention of
cruelty to children or animals, no part of the
net carnings of which inures to the benefit
of any private shareholder or Individual, and
no substantial part of the activities of which
I carrying on propa2ganda, or otherise
attempting, to lnfluence legIlatlon;".

Szc. 2. TA==inz !rns To w ma an-
rnasrs Arz'Ucszyz (It =.m-- Acr o,- 1933.)

rxcapt the amendments made by s-ction
211. 213, 214, 215, 217. 219 220, 221, 222, 23,
220, 2--7, and 223, the amendm-nt - merd by
this title to the Internal Revenue Ccde n-a1
b3 applicable only with re-aect to tazble
year beginnlng aftar Dcember 31. 193.

S1923 (o)- Conributions or glfts by
indirsdual,. A deduction is allowabl
under section 23 (o) only with respsct to
contributions or gifts which are actually
paid during the taxable year, regardless
of when pledged and regardle--. of the
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method of accounting employed by the
taxpayer in keeping his books and rec-
ords. A deduction is not allowable, how-
ever, for the actual payment of a con-
tribution or gift if the amount of such
payment already has been deducted on
the accrual basis in computing net in-
come for any taxable year beginning be-
fore January 1, 1939.. A contribution or
gift to a domestic organization described
in section 23 (o), prior to its amendment,
and (for any taxable year beginning after
December 31, 1939) to an organization
described in section 23 (o), as amended,
is deductible even though some portion
of the funds of such organization is or
may be used in foreign countries for
charitable and educational, purposes.
This section does not apply to contri-
butions or gifts by estates and trusts (see
section 162).

A contribution or gift to .the United
States, any Statd, Territory, or any po-
litical subdivision thereof, or the District
of Columbia, or (for any taxable year
beginning after December 31, '1939) any
possession of the United States, exclu-
sively for public purposes, is deductible.

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 sec-
tion 23 (o). (See sections 169 and 183.)
However, a partner's proportionate share
of contributions or gifts actually paid by
a partnership during its taxable year to
such organizations may be allowed as a
deduction in his individual personal re-
turn for his taxable year with or within
which the taxable year of the partner-
ship 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
contributions. In the case of a non-
resident 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 section 19.23 (q)-l. *

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 section 19.51-1.)

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 fi-
nancial return commensurate with the
amount of the donation may constitute
an allowable deduction as business ex-
pense.

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
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compaign. 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 contribution or
gift in each case. Claims for, deductions
under section 23 (o) must be substanti-
ated, when required by the Commissioner,
by a statement frm the organization to
which the contribution or gift was made
showing whether the organization is a
domestic organization, the name and ad-
dress of the contributor or donor, the
amount of the contribution or gift and
the date of the actual payment thereof,
and by such other information as the
Commissioner may deem necessary.*

[SEc. 23. DEDucTioNS FROM GROSS INCOME.]
[In computing net income there shall be

allowed as deductions:]

(p) Pension trusts.
(1) General rule. An employer establish-

ing or maintaining a pension trust to pro-
vide for the payment of reasonable pen-
sions to his employees shall be allowed as
a deduction (In addition to the contribu-
tions to such trust during the taxable year
to cover the pension liability accruing dur-
ing the year, allowed as a deduction under
subsection (a) of this section) a reason-
able amount transferred 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 as a de-
duction, and (2) Is apportioned in equal
parts over a period of ten consecutive years
beginning with the year in which the trans-
fer or payment is made.

(2) Deductions under prior income tax
acts. Any deduction allowable under sec-
tion 23 (q) of the Revenue Act of 1928, 45
Stat. 802, or the Revenue Act of 1932, 47
Stat. 182, or the Revenue Act of 1934, 48
Stat. 691, under sectioni 23 (p) of the Reve-
nue Act of 1936, 49 Stat. 1661, or the Reve-
nue Act of 1938, 52 Stat. 464, which under
such section was apportioned to any taxable
year beginning 'after December 31, 1937
shall be allowed as a deduction In the years
to which so apportioned to the extent al-
lowable under such section if it had re-
mained in force with respect to such year.

(3) Exemption of trusts under section
165. The provisions of paragraphs (1). and
(2) of this subsection shall be subject to
the qualification that the deduction under
either paragraph shall be allowable only
with respect to a taxable year (whether the
year of the transfer or payment or a subse-
quent year) of thd'employer ending within
or with a taxable year of the trust with re-
spect to which'the trust is exempt from tax
under section 165.

§ 19.23 (p) -1 Payments to employees'
pension trusts. An employer who adopts
or has adopted a reasonable pension
plan, actuarially sound, and who es-
tablishes, or has established, and main-
tains a pension trust for the payment of
reasonable pensions to his employees (if
the trist 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 amoumts paid to such trust,
in accordance with the pension plan (in-
cluding 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 pension liability ap-
plicable to such year, determined in ac-
cordance with the plan, shall be allowed
as a deduction for such year as an or-
dinary and necessary business expense,
and in addition (2) one-tenth of a. rea-
sonable amount transferred or paid to
the trust during the taxable year to
cover in whole or In part the pension
liability 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 deduc-
tion for the taxable year and for each'
of the nine succeeding taxable years.

(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 pension
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 employees retired
during the taxable year shall be allowed
as a deduction for such year aa an or-
dinary and- necessary business expense,
and in addition (2) one-tenth of a rea-
sonable amount transferred 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 em-
ployees retired prior to the taxable year,
or so transferred or paid 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 Internal Revenue Code or under a
similar section of a prior Relenue Act
and apportioned to any taxable year
beginning after December 31, 1937, shall
be allowable only with respect to a tax-
able year (whether the year of the
transfer 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 ex-
empt from tax under section 165. AS
to what constitutes an exempt employ-
ees' trust, see section 19.165-1.

If any portion of the funds of an ex-
empt 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 section, and not there-
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tofore allowed as a deduction to the
employer) 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 em-
ployees 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 al-
lowed as a deduction under section
23 (p) and this section for the taxable
year which was allowable as a deduc-
tion from gross income for any prior
taxable year.
. The application of section 23 (p) may
be illustrated by the following exam-
ples:

Example (f)-Accruals in advance of
pensions granted. In 1940 the M Com-
pany adopted a reasonable pension plan
and established a nension 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 1940 was $2,000,000; the present
value of the expected future payments in
respect of pensions granted to employees
retired during 1940 was $300,000. The
amount paid to retired employees of the
N Company by the pension trust as pen-
sions during 1940 was $30,000.

The deduction for 1940 is computed as
follows:

(a) Entire amount paid to the ppn-
sion trust representing the
present value of the e-pcctcd
future payments in repect of
pensions granted to employ-
ees retired during 1940--.... 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 grantcd to em-
ployees retired prior to 1940. 200. 00

Total deduction ......- -- .- 000 COO

was exempt from tax under section 165. The amount of $360,000 paid to pen-
During the year and upon the basis of an sioners is not allowable as a deduction
atuarial computation the company paid for income tax purposes, since it was paid
$8,950,000 to the trust. At the time of by the pension trust ,ind not by the N
the payment and in accordance with the Company.
pension plan of the company, the pension Example (3). In 1937 the Y Company
liability applicable to the years prior to adopted a reasonable pension plan and
1940, in respect of employees then on the established a pension trust exempt from
retired roll, for pensions to be paid in the tax under section 165 of the Revenue Act
future, was $2,000,000; the pension liabil- of 1936 but which would not be exempt
ity applicable to the years prior to 1940, from tax for taxable years beginning
in respect of employees on the active roll, after December 31, 1939, under section
for pensions to be paid in the future was 165 of the Internal Revenue Code. The
$6,500,000; the payment required to cover Y Company and the trust make their in-
the pension liability applicable to the come returns on a calendar year bass.
taxable year 1940 for pensions to be paid On July 1, 1937, the Y Company pays
in the future, was $450,000. The amount $50,000 into the trust, for which under
paid to retired employees of the M Com- section 23 (p) of the Revenue Act of 193a
pany by the pension trust as pensions It is entitled to a deduction of $5,000 for
during 1940 was $360,000. each of the 10 consecutive years begIn-

The deduction for 1940 is computed as ning with the calendar year 1937. On

follows: December 31, 1939, the Y Company makes
all necessary changes In the trust so as

(a) Entire amount paid to pension to satisfy the requirements of section 165
trust representing the pen- of the Internal Revenue Code. The Y
sion liability applicable to
1940 for pensions to be paid Coppany is entitled to an annual de-
in the future ------------- $450. coo duction of $5,000 for the remaining por-

(b) One-tenth of $8.500.000, tion of the 10-year period which began
amount transferred to pen- in 1937. If, however, the Y Company
sion trust to cover the pen-
sion liability applicable to does not make the necessary changes so
the years prior to 1940, in as to satisfy the requirements of section
respect of employees on 165 of the Internal Revenue Code with
either the retired roll or the respect to taxable years begnning after
active roll, for pensions to
be paid in the future ------ 850,000 December 31, 1939, It is not entitled to

any further deductions under section 23
Total deduction-........-1,300.00 (p). If it did not make such necessary

The amount of $360,000 paid to pen- changes until December 31, 1940, It Is not
sioners is not allowable as a deduction entitled to a deduction of $5,000 for the
for income tax purposes since it was paid year 1940 but is entitled to such annual
by the pension trust and not by the M deduction, however, for all subsequent
Company. taxable years up to and Including the

Example (2)M-Accruals on basis oj calendar year 1946.0
pensions granted. In 1940 the N Corn- § 19.23 (p)-2 Infortnaion to be fur-
pany adopted a reasonable pension plan nislec bj5 emplower claiming deductions.
and established a pension trust which If a deduction from gross income I-

No. 22- 7

claimed under section 23 (p) in an inC-
come return or in a claim for refund on
account of payments to an employezs"
pension trust, the employer shall file with
such return or claim for refund a state-
ment describing the pension trust plan,
Including the basis and method of its
operation, together with a copy of the
trust indenture, with any amendments
thereto, and other documents constitut-
ing a part of the plan. If all employaes
are not included as beneficiaries of the
pension trust, a statement showing what
classes of employees are excluded, and the
general nature of their respective em-
ployment and duties, together with the
reason why all employees are not covered
by the pension trust plan, Ah likewise
be filed. If such statements have once
been filed and if the return contains a
statement when and where such state-
ments were filed, they need not again be
filed; but, however, if changes in the
pension trust plan have been made, a
statement showing the nature of such
changes (together with copies of any
amendments to the trust indenture and
other documents constituting a part of
the plan) must be filed with the return
for the first taxable year for which al-
lowance of deductions under section 23
(p) may be affected by such changes in
the pension trust plan.

In addition the following described
data and information shall be kept at
all times available for inspection by in-
ternal revenue officers at the main office
or principal place of business of the em-
ployer:

1. Schedules or work sheets showing
the derivation of the basic valuation fac-
tors, or, if such data are not available,
a statement giving the source of the fac-
torz from which the actuarial valuations
were made.

2. (a) Schedules showing the com-
putation of the reserve liability for all
employees in the active service as de-
termined from the most recent actuarial
valuation. For taxable years beginning
after December 31, 1938, the most re-
cent actuarial valuation, for the purposes
of this saction, means such a valuation
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 valu-
ation has been made.

3. A schedule showing by ages the in-
dividual current liability factors and the
application of these factors in determin-
ing the liability accrued during the cur-
rent taxable year.

4. (aY A schedule showing the com-
putation of the pension liability for all
employees retired on pension at tha
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 ac-
tuarlal valuation to the end of the tax-
able year for which the deduction is
claimed In an income return or in a
claim for refund.
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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 es-
tablished. The receipts should include
the accruals mentioned in 3 above, in-
terest, and any other moneys credited to
the fund. The disbursements should in-
clude actual pension payments made to
retired employees and any other ex-
penditures 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
valuation date coinciding with or next
following the date of the chahge.

If the pension plan does not contem-
plate the payment to the trust in ad-
vance of the time when pensions are
granted, of amounts to provide for fu-
ture pension payments, the data de-
scribed under 2 and 3 above need not
be furnished.*

[Src. 23. DEDUcTIONd FROM GROSS INCOME.]
[In computing net income there shall be

allowed as deductions:].

(q) Charitable and other contributions
by corporations. In the case of a corpora-
tion, contributions or gifts payment of
which is made within the taxable year to
or for the use of a domestic, corporation, or
domestic trust, or domestic community
chest, fund, or foundation, organized and
operated exclusively for religious, charita-
ble, scientific, literary, or educational pur-
poses or the prevention of cruelty. to chil-
dren (but In the case of contributions or
gifts to a trust, chest, fund, or foundation,
only If such contributions or gifts are to be
used within the United States exclusively
for such purposes), no part of the net earn-
ings of which inures to the benefit of any
private shareholder or individual, and no
substantial part of the activities of which
is carrying on propaganda, or otherwise at-
tempting, to influence legislation; to an
amount which does not exceed 5 per cen-
turn of the taxpayer's net income as com-
puted without the benefit of this subsec-
tion. Such contributions or gifts shall be
allowable as deductions only if verified un-
der rules and regulations prescribed by the
Commissioner, with the approval of the
Secretary.

SEC. 224. CHARrrAnLE coNTRurTONS TO POS-
SESSIONS AND cHarIES IN POSSESSIONS.
(REVENUE ACT or 1939.)

(b) Charitable deduction of corporations.
Section 23 (q) of the Internal Revenue Code
is amended to read as follows:

"(q) Charitable and other contributions by
corporations. 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 corporation, trust, or community
chest, fund, or foundation, created or. or-
ganized in the United States or in any pos-
session thereof or under the law of the United
States, or of any State or Territory,-or of the
District of Columbia, or of any possession of
the United States, organized and operated
exclusively for religious, charitable, scientific,
literary, or educational purposes or for the
prevention of cruelty to children (but in the
case of contributions or gifts to a trust, chest,
fund, or foundation, only if such contribu-
tions or gifts are to be used within the United
'States or any of its possessions exclusively

for such purposes), no part of the net earn-
ings of which inures to the benefit of any
private shareholder or individual, and no
substantial part of the activities of which Is
carrying on propaganda, or otherwise at-
tempting, to influence legislation; to an
amount which does not exceed 5 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 vertified under rules ahad
regulations prescribed by the Commioner,
with the approval of the Secretary."

SEC. 229. TAxADLE YEARS TO WHICH AMEND-
mE'rs APPLICABLE. (REvENuE Acr op 1939.)

Except the amendments made by sections
211,213,214, 215,217,219,220,221,!22,223,226,
227, and 228, the amendments made by this
title to the Internal Revenue Cede shall be
applicable only with respect to taxable years
beginning after December 31, 1939.

§,19.23' (q)- Contributiois or gifts
by corporations. A corporation may de-
duct from ,its gross income, for taxable
years beginning after December 31, 1938,
and before Janiary 1, 1940, contributions
or gifts to organizations described in
section 23 (q), prior to its amendment,
and for taxable years -beginning after
December 31, 1939, contributions or gifts
to organizations described in section
23 (q), as amended. Such deduction
shall, to the extent provided by that sec-
tion, be allowed only for the taxable year
in which such contributions or gifts are
actually paid, regardless of when pledged
and regardless of the method of account-
ing employed by the corporation in
keeping its books and records. As to char-
itable contributions by corporations not
deductible under section 23 (a), see'sec-
tion 19.23 (a)-13. Sums of -money
expended for lobbying purposes, the pro-
motion or defeat of legislation, the- ex-
ploitation of propaganda, including
advertising other than trade advertising,
and contributions for-campaign expefises
are not deductible from gross income.

The provisions of the last paragraph
of section 19.23 (o)-1, relating to (1) the
statement in returns of the name and ad-
dress of each organization to which a
contribution or gift was made and the
amount and the approximate date of
the actual payment of the contribution
or gift, (2) the substantiation of the
claims for deductions when r.quired by
the Commissioner, and (3) the basis for
calculation of the amount of a contribu-
tion or gift which is other than money,
are equally applicable to claims for de-
ductions of contributions or gifts by cor-
porations under section 23 (q).*

[SEc. 23. Dmuc'rNOlS FROM GROSS INCOME.]
[In computing net income there -shall be

allowed as deductions:]

* (r) Dividends paid by banking corpora-
t'ions -

For deduction of'dividends paid by certain
banking corporations, see section 121. ",

SEC. 211. NET OPER&TING LOSSES. (REvENUE
ACT or 1939.)

(a) Section 23 of the Internal Revenue
Code (relating to deductions from gross in-
come) -is amended by inserting at' the end
thereof the following:

"(s)- Net operating loss deduction. For any
taxable year beginning after December 31,
1939, the net operating loss deduction com-
puted under section 122."

SEC. 24. ITEMs NOT DfrucTIDL=,

(a) General ruZe.-In computing not in-
come no deduction shall in any case bo
allowed in respect of-

(1) Personal, living, or family expenses:
(2) Any amount paid out for new build-

ings or for permanent Improvements or bot-
terments made to Increase the value of any
property or estate;

(3) Any amount expended in restoring
property or in making good the exhaustion
thereof for which an allowance Is or hag
been made;

(4) Premiums, paid on any life InsuranCO
policy covering the life of any offier or em-
ployee, or of any person financially Interested
in any trade or business carried on by the
taxpayer, when the taxpayer is directly or
Indirectly a beneficiary under such policy; or

(5) Any amount otherwise allowable as a
deduction which is allocable to one or more
classes of Income other than interest
(whether or not any amount of income of
that class or classes Is received or accrued)
wholly exempt from the taxes imposed by this
chapter.

(b) Losses from. sales or exchanges of prop-
erty.

(1) Losses disallowed, In computing net
Income no deduction shall In any case be
allowed in respect of loses from sales or
exchanges of property, directly or Indirectly-

(A) Between members of a family, as do-
fined in paragraph (2) (D):

(B) Except In the case of distributions In
liquidation, between an Individual 'and 'a
corporation more than 50 per centUim in
value of the outstanding stock of which is
owned, directly or Indirectly, by or for such
individual;

(C) Except in the case of distributions In
liquidation, between two corporations more
than 50 per centum In value of the outstand-
ing stock of each of which Is owned, directly
or indirectly, by or for the same Individual,
if either one of such corporations, with re-
spect to the taxable year of the corporation
preceding the date of the sale or exchange
was, under the law applicable to such tax-
able year, a personal holding company or a
foreign personal holding company;

(D) Between a grantor and a fiduciary of
any- trust;

(E) Between the fiduciary of a trust and
the fiduciary of another trust, If the same
person is a grantor with respect to each trust;
or

(F) Between a fiduciary of a trust and a
beneficiary of such trust,

(2) Stock ownership, family, and partner.
ship rule. For the purposes of determining,
In applying paragraph (1), the ownership of
stock-

(A) Stock owned, directly or indirectly, by
or for a corporation, partnership, estate, or
trust, shall be considered as being owned
proportionately by or for its shareholders,
partners, or beneficiaries;

(B) An individual shall be considered as
owning the stock owned, directly or Indi-
rectly, by or for his family;

(C) An Individual owning (otherwise than
by the application of subparagraph (1))
any stock in a corporation shall be consid-
ered as owning the stock owned, directly
or indirectly, by or for his partner;

(D) The family of an Individual shall In-
clude only his brothers and sisters (whether
by the whole or half blood), spouse, an-
cestors, and lineal descendants, and

(E) Constructive Ownership as Actual
Ownershlp.-Stock constructively owned by
a person by reason of the application of tab-
paragraph (A) shall, for the purpose of ap-
plying subparagraph (A), (B), or (C), be
treated as actually owned by such person,
but stock constructively owned by an In-
dividual by reason of the application of sub-
paragraph (B) or (C) shall not be treated
as owned by him for the purpose of again
applying either of such subparagraphs in
order to make another the constructive
owner of such stock.
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(c) Unpaid expenses and interest. In
computing net income no deduction shall be
allowed under section 23 (a), relating to ex-
penses incurred, or under section 23 (b), re-
lating to interest accrued-

(1) If such expenses or, interest are not
paid within the taxable year or within two
and one half months after the close thereof;
and

(2) If, by reason of the method of 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 payment
is to be made are persons between whom
losses would be disallowed under section
-24 (b).

(d) Holders of life or terminable interest;
Amounts paid under the laws of any -State.
Territory, District of Columbia, possession of
the United States, or foreign country as in-
come to the holder of a life or terminable
interest acquired by gift, bequest, or in-
heritance shall not be reduced or diminished
by any deduction for shrinkage (by whatever
name called) in the value of such interest
due to the lapse of time, nor by any deduc-
tion allowed by this chapter (except the de-
ductions provided for in subsections (1) and
(m) of section 23) for the purpose of com-
puting the net income of an estate or trust
but not allowed under the laws of such State,
Territory, District of Columbia, possession of
the United States, or foreign country for the
purpose of computing the income to which
such holder is entitled.

(e) Tax withheld on tax-free covenant
bonds. For nondeductibility of tax withheld
on tax-free covenant bonds, see section 143
(a) (3).

§ 19.24-1 Personal and family ex-
penses. Insurance paid on a dwelling
owned and occupied by a taxpayer is a
personal expense and not deductible.
Premiums paid for life insurance by the
insured are not deductible. In the case
of a professional man who rents a prop-
erty for residential purpoQes, but inci-
dentally receives clients, patients, or
callers there in connection with his pro-
fessional work (his place of business be-
ing elsewhere), no part of the rent is
deductible as a business expense. If,
however, he uses part of the house for
his office, such portion of the rent as is
properly attributable to such office is
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 deductions in
his return of income. Amounts paid as
damages for breach of promise to marry,
attorneys' fees and other costs of suit to
recover such damages, attorneys' fees
paid in a suit for separation, alimony,
and an allowance paid under a separa-
tion agreement are not deductible from
gross income. (See section 19.22 (b) (3)-
1.) The cost of equipment of an Army
officer to the extent only that it is espe-
cially required by his profession and idoes
not merely take the place of articles re-
quired in civilian life is deductible. Ac-
cordingly, the cost of a sword is an allow-
able deduction, but the cost of a uniform
is not.*

§ 19.24-2 Capital expenditures.
Amounts paid for increasing the capital
value or for making gocd the deprecla-
tion (for which a deduction has been
made) of property are not deductible
from gross income. (See section 23 (1).)
Amounts expended for securing a copy-
right and plates, which remain the prop-
erty of the person making the payments,
are investments of capital. The cost of
defending or perfecting title to property
constitutes a part of the cost of the prop-
erty and is not a deductible expense.
The amount expended for architects'
services is part of the cost of the build-
ing. Commissions paid in purchasing
securities are a part of the cost price of
such securities. CommLIsons paid in
selling securities, when such commiss ons
are not an ordinary and necessary busi-
ness expense, are an offset against the
selling price. Expenses of the adminis-
tration of an estate, such as court costs,
attorneys' fees, and executors' commis-
sions, are chargeable against the corpus
of the estate and are not allowable de-
ductions. Amounts to be assessed and
paid under an agreement between bond-
holders or shareholders of a corporation,
to be used in a reorganization of the cor-
poration, are investments of capital and
not deductible for any purpose in returns
of income. (See section 19.22 (a)-l7.)
An assessment paid by a shareholder of a
national bank on account of his statutory
liability is ordinarily not deductible but.
subject to the provisions of the Internal
Revenue Code, may In certain cases rep-
resent a loss. Expenses of the organiza-
tion of a corporation, such as incorpora-
tion fees, attorneys' and accountantY'
charges, are capital expenditures and not
deductible from gross income. A hold-
ing company which guarantees dividends
at a specified rate on the stock of a sub-
sidiary corporation for the purpose of
securing new capital for the subsidiary
and increasing the value of Its stock
holdings n 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 subsidlary.0

§ 19.24-3 Premiums on business in-
surance. Premiums paid by a taxpayer
on an insurance policy on the life of an
officer, employee, or other individual
financially interested in the taxpayer's
business, for the purpose of protecting
the taxpayer from loss in the event of
the death of the officer or employee 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 banefit
from the the increased elllclency of the
officer or employee insured. (See sec-
tions 19.22 (a) (3) and 19.23 a)-6 to
19.23 (a)-9, inclusive.) In either case
the proceeds of such policies paid by
reason of the death of the insured may
be excluded from gross income whether

the be-neficlary I, an individual or a cor-
poration, provided the beneficiary is not
a transferee of the policy for a valuable
consideration. (Se section 22 (b) (1)
and (2) and section 19.22 (b) (1)-I.) *

§ 19.24-4 Amounts allocabWe to ex-
empt income, other than interest.

(a) Class of exzmpt income. As used
in this section. the term "'class of ex-
empt income" means any class of n-
-come, 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 chap-
ter 1. Included are any item or class of
income, other than interest, constitu-
tionally exempt from the taxes imposed
by chapter 1; any item or class, other
than interest, excluded from gross in-
come under any provision of section 22
or section 116; and any item or class
of income, other than interest, exempt
under the provisions of any other law
from the taxez;.impozed by chapter 1.

The object of section 24 (a) (5) is to
segrezate 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 section 24 (a) (5)
excludes from the computation of de-
ductions under section 23 all Items refer-
able to the production of exempt income,
other than exempt interest.

(b) Determination of amounts allo-
cable to a class of exempt income. No
deduction may be allowed for the amount
of any Item or part thereof allocable to
a clas3 or classes of exempt income.
Items, or parts of such Items, directly
attributable to any class or clates of
exempt income, shall be allocated there-
to; and Items, or parts of such items, di-
rectly 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.

(c) Statement of items of exempt in-
come-Records. A taxpayer receiving
any class of exempt income or holding
any property or engaging in any activity
the income from which is exempt shall
aubmit with his'return as a part thereof
an Itemized statement, n detail, show-
ing (1) the amount of each class, of
exempt Income, and (2) the amount of
items, or parts of Items, allocated to
each such class (the amount allocated
by apportionment baing shown sepa-
rately) as required by paragraph (b).
If an item is apportioned between a
clas of exempt income and a class of
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taxable income, the statement* shall
show the basis of the apportionment.
Such statement shall also recite that
each deduction claimed in the return is
not in any way referable to exempt in-
come. The taxpayer shall keep such
records as will enable him to make the
allocations required by this section (see
section 54).*

§ 19.24-5 Losses from sales or ex-
changes between certain classes of per-
sons.

(a) Individuals (includirg fiduciaries).
In .the case- of sales or exchanges
of property, directly or indirectly,
between individuals (including fiduci-
aries) section 24 (b) (1) provides that
no deduction shall be allowed with re-
spect 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 ca-
pacity is a party to the transaction, sec-
tion 24 (b) (1) also provides that under
certain circumstances no deduction shall
be allowed with respect'to losses arising
from such sales or 6xchanges, directly or
indirectly, between a corporation and an
individual shareholder (see section 24 (b)
(1) (B)) or between two corporations (see
section 24 (b) (1) (C)). Under section
24 (b) (1) (B) it is necessary that therebe
owned, directly or indirectly, by or for
the individual a party to the transaction,
more than 50 percent in value of the
stock of the other party to the trans-
action on the date of the sale or exchange.
Under section 24 (b) (1) (C), however, as
provided therein, not only must mor&
than 50 percent in value of the outstand-
ing stock of each of such corporations be
qwned, directly or indirectly, on the date
of th6 sale or exchange by or for the
same individual, but one of the corpora-
tions must be either a personal holding
company as defined in section 501, or a
foreign personal holding company as
defined in section 331, for the taxable
year preceding the date of the sale or
exchange. It is not necessary that either
of the corporations be a personal hold-
Ing company or a foreign personal hold-
ing company on the date of the sale or
exchange.

(c) Stock ownership rule. For the
purpose of paragraph (b) of this section,
the ownership of stock shall be deter-
mined in accordance with the-rules pro-
vided ih 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'

nust himself own, directly or indirectly,
stock of such corporation. Onl the other
hand, under section 24 (b) (2) (B) an
individual need not own any stock of
a corporation, either directly or indi-
rectly, in order to be considered as con-
structively owning the stock of such
corporation which is owned, directly or
indirectly, by or for any member of his
family.

(d) Illustrations of the application of
section 24 (b). The application of sec-
tion 24 (b) may be illustrated by the
following examples:

Example (1). On July 1, 1939, the M
Corporation owned all of the stock of the
O Corporation which - for the calendar
year 1938 was a personal holding com-
pany under section 402 of the Revgnue
Act of 1938. On that day all of the out-
standing stock of the M Corporation
was owned by A. By the application of
the rule provided in section 24 (b). (2)
(A), the stock in the 0- Corporation
owned by the M Corporation is con-
sidered to be owned constructively by A,
the sole stockholder- of the hl Corpora-
tion. Such- constructive ownership of
the stock of the 0 Corporation by A is
considered as actual ownership for the
purpose of applying the family rule pro-
vided in section 24 (b) (2) (B) to make
a member of A's family, as, for example,
his wife AW, the constructive owner of
the stock, of the 0 Corporation. But the
constructive ownership of the 0 Corpo-
ration stock by AW may not be consid-
ered as actual ownership by AW for the
purpose of again applying the family
rule ,so as to make a member of AW's
family, for example, her father, AWF,
in turn constructive owner of such stock.
These rules apply in the same manner
and with the same effect in determining
the ownership of stock in the M Corpo-
rati6n.

Accordingly, assuming that A, AW,
AWF, the M Corporation and the 0
Corporation make their -icome returns
on the basis of a cdlendar yeat and that
there was no distribution in complete or
partial liquidation of the M or 0 Cor-
poration, no deduction is allowable under
section 24 (b) (1) with respect to losses
from sales or exchanges of property made
on July 1, 1939, between any of such in-
dividuals or corporations, except as be-
tween A and AWF and between AWF and
the M. or 0 Corporation.

Example (2). On June 15, 1939, 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- Corioration, no deduction
is allowable with respect to losses from
sales or exchanges of property made on
June 15, 1939, 1ietween A and the N Cor-
poration or AP and the N Corporation
inasmuch as, by the application of sec-
tion 24 (b) (2) (C),each partner is con-
sidered as having owned the stock owned
by the other and, therefore, is considered
as having owned more than 50 percent
in value of the outstanding stock of the

N Corporation. Deductions for losses
from sales or exchanges between A's
brother, AB, and the N Corporation, or
between AP and A, or AP and AB are
not prohibited by section 24 (b).6

§ 19.24-6 Disallowance of deductions
for unpaid expenses and interest, The
application of section 24 () may be Illus-
trated by the following example:

Example. A Is the holder and owner
of an interest-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 retun'na-
on the cash receipts and disbursements
liasis. The M Corporation does not pay
any Interest on such note during the cal-
endar year 1939 or within two and one-
half months after the close thereof, but
claims a. deduction for the year 1039 with
respect to the Interest accruing on the
note in that year. A, being on, the cash
receipts and disbursements basis, does
not Include such Interest In his return
for the year 1939. By the application of
section 24 (c), no deduction for such In-
terest Is allowable in computing the net
income of the M. Corporation for the
year. 1939. The provisions of such sec-
tion 24 () do not otherwise affect the
general rules governing the allowance of
deductions under the accrual batis.
Hence, in the event, the M Corporation
should pay suchlinterest after March 15,
1940, no deduction therefor would be al-
lowable In computing its net Income for
the year in which the payment was
made.*

§ 19.24--7 Life or terminable interests,
Amounts paid to the holder' of a life or
terminable interest acquired by gift, be-
quest, orinherltafice shall not be subject
to any deduction for shrinkage (whether
called depreciation oi any other name)
in the value of such Interest due to the
lapse of time. In other words, the holder
of such an interest so acquired may not
set up the value of the expected future
payments as corpus or principal and
claim deductions for shrinkage or ex-
haustion thereof due to the passage 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 chapter 1 but there is no
reduction of the income of the life or
terminable interest. For example, an
estate or a trust In a certain State sells
securities at a loss; if, under the laws of
that State, the beneficiary suffers no
actual loss, then even though the estate
or trust Is permitted to deduct such loss
in making its return, the beneficiary
whose income has not been diminished
thereby is not entitled to a deduction on
account of such loss, biut must include in
his return the full amount distributed
or distributable, (See 'section 162.)
However, in the case of property held by

St9s
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one person for life with remainder to
another person and in the case of prop-
erty held in trust, see section 23 (1) as
to depreciation and section 23 (m) as
to depletion.*

SEC. 25. CRMIS OF fMIVMiWUAL AGhANST NET
]2 'CO:MME

(a) Credits for normal tax only. There
shall be allowed for the purpose of the nor-
real tax, but not for the surtax, the follow-
Ing credits against the net income:

(1) Interest on United States obligations.
The amount received as nterest upon obli-
gations of the United States, which Is In-
cluded In gross income under section 22.

(2) Interest on obligations of inStru-
mentalities of the United States. The
amount received as interest on obligations
of a corporation 'organized under Act of
Congress, if (A) such corporation Is an in-
strumentality of the United States; and (B)
such interest is ncluded in gross income
under section -22; and (C) under the Act
authorizing the Issue thereof, as amended
and supplemented, such interest is exempt
from normal tax.

(3) Earned income credit. 10 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, sal-
aries, professional fees, and other amounts
received 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 compensa-
tion for the personal services actually ren-
dered. In the case of a taxpayer engaged in
a trade or business In which both personal
services and capital are material income pro-
ducing factors, a reasonable allowance as
compensation for the personal services actu-
ally 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
considered 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 purposes
of the normal tax and the surtax the follow-
Ing credits against net income:

(1) Personal exemption. In the case of a
single person or a married person not living
with husband or wife, a personal exemption
of $1,000; or in the case of the head of a
family or a married person living with hus-
band or wife, a personal exemption of $2,500.
A husband and wife living together shall
receive but one personal exemption. The
amount of such personal exemption 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 becauze mentally
or physically defective.

(3) Change of status. If the rtatus of the
taxpayer, Insofar as It affects the peronl
exemption or credit for dependents, chnn",co
during the taxable year, the parconal ex-
emplion and credit rhall be apportioned.
under rules and regulations pre-cribed by
the Commislioner with the opproval of the
Secretary, In accordanco with the number
of months- before and after ouch change.
For the purpose of such apportionment a
fractional part of a month shall be disre-
garded unless it amounts to more than half
a month in which case it shall be conidered
as a month.

§ 19.25-I Credits of individual against
net income. For the purpose of comput-
ing the normal tax the taxpayer's net
income as determined pursuant to sec-
tIons 21 to 24, inclusive, Is first reduced
by the sum of the allowable credits.
These include interest exempt from nor-
mal tax only (and hence included In
gross income) received upon (1) obli-
gations of the United States and 2 ob-
ligations of corporations organized un-
der Act of Congress which are instru-
mentalities of the United States; an
earned income credit; a personal exemp-
tion; and a credit for dependents.
(See section 22 (b) (4).) For the pur-
pose of computing the surtax the tax-
payer's net income is entitled to none of
these credits, except the credit for per-
sonal exemption and credit for de-
pendents.*

§ 19.25-2 Earned income credit.
Under section 25 (a) (3) the earned In-
come credit allowable for the purpose
of computing the normal tax Is 10 per-
cent 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 profes-
sional fees may be treated as earned in-
come if the taxpayer is engaged in a pro-
fessional occupation, such as a doctori or
a lawyer, even though he employs assist-
ants 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 serv-
ices performed. In the case of a hus-
band and wife domiciled in a so-called
community property state and rendering
separate income tax returns on the com-
munity income basis, one-half of the In-
come derived from personal services ren-
dered 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 personal
services and capital are material income-
producing factors, a reasonable allow-
ance as compensation for the personal
services actually rendered by the tax-
payer shall be considered earned income,
but the total amount which shall be
treated as the earned income of the tax-
payer from such a trade or business shall,
in no case, exceed 20 percent of his share
of the net profits of such trade or busl-
ness. No general rule can be prescribed
defining the trades or businesses in which
personal services and capital are material

income-producing factors, but this ques-
tion must be determined with respect to
the facts of the individual cases.

The provisions of sections 25 (a) (3)
and 25 (a) (4) may be illustrated gener-
ally by the following examples:

Example (1). An individual received
income from Interest on bonds during
the calendar year 1939 amounting to
$6,000. His allowable deductions under
section 23 for that year amounted to
$2,000. He is entitled to an earned in-
come credit of $300, computed as
follows:
Gro ss income. $s, COo
Allowable deduction .. ..... 2,000

Entire net Income . 4,000
Earned net Income allowable under

cection 25 (a) (4) (C) 3,000
Earned Income credit allowance (10

percent of $3,00) 00

Example (2). An individual received
a salary of $20,000 as traveling sales-
man for the calendar year 1939. 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 deductlons- --. 2.000

Earned net income before ap-
plying limitation In section
25 (a) (4) (C) __ _ 18,000

Ermed net Income as limited to
maximum amount prescribed by
cctIon 25 (a) (4) (1)_ __= 14,00

Earned income credit before applying
limitation In sectlon-25 (a) (3)
(10 percent of $14.000) ..... 1,400

Earned income credit allowable as
limited by section 25 (a) (3) (10
percent of $8,000. net income) .... 800

Example (3). During the calendar
year 1939 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 ac-
tually 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 s entitled to an
earned Income credit of $700, computed
as follows:
Earned Income before applying- llml-

taton In s=tfon 25 (a) (4) (A) . $10,000
Eatrned income a3 limited by section

25 (a) (4) (A) (20 percent of
3.,000) , 000

rarnecd Income credit allowable (10
percent of 37,000) 700

§ 19.25-3 Amount of personal exemp-
tim allowable. 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
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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-
tw~en them in any proportion.*

§ 19.25-4 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 marriage, or by adoption,
and whose right to exercise family con-
trol and provide for 'thse 'dependent in;-
dividuals 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 Avithin
the meaning of the Internal Revenue
Code 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 com-
mon home being still maintained, the
additional exemption applies. If, more-
over, through force of circumstances a
parent is obliged to maintain his de-
pendent children with relatives or in a
boarding house while'he ivts-elsewhere,
the additional exemption may still ap-
ply. If, however, without necessity the
dependent continuously makes his home
elsewhere, his benefactor is not the head
of a family, irrespective of the question
of support. A resident alien with chil-
dren abroad is not thereiy entitled to
credit as the head of a family. As to
the amount of the exemption, see section
19.25-3.*

§ 19.25-5 Personal exemption of mar-
ried person. In the case of a married
man or married woman the joint exemp-
tion replaces the individual exemption
only if the man lives with his wife or the
woman lives with her husband. In the
absence of continuous actual residence
together, whether or not a man or woman
has a wife or husband living with him or
her within the meaning of the Internal
Revenue Code must depend on the char-
acter of the separation. 'If merely occa-
sionally and temporarily a wife is away
on a visit or a husband is away on busi-
ness, the joint home being maintained,
the additional exemption applies. The
unavoidable absence of a wife or husband
at a sanatorium or asylum on account
of illness does not preclude claiming the
exemption. If, however, the husband
voluntarily and continuously makes his
home at one place and the wife hers at
another, they are not living together
within the meaning of the Code, irre-
spective of their personal relations.' A
resident alien with a wife residing abroad
is not entitled to the joint exemption.*

§ 19.25-6 Credit for dependents. A
taxpayer, other than a nonresident alien
who is not a resident of Canada or Mex-
ico (see section 214), receives a credit of
$400 for each person (other than hus-
band or wife), whether related to him or

not and whether living with him or not,
dependent upon, and receiving his chief
support from the taxpayer, provided the
dependent is either (a) under 18, or (b)
incapable of self-support because de-
fective.

The credit is based upon actual fLnan-
cial dependency and mnot 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 suppbrt from a trust fund
or other separate source is not entitled
to the credit.*

§ 19.25-7 Pers 9 al exemption and
credit for dependents where ,status
changes. _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 marTied person
living with husband or wife, and the,
credit for dependents allowed by section
25 (b) (2) will be apportioned according
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 married
person living with husband or wife'shall
be considered as having the status of a
pingle person. For the purpose of the
apportionment of the ersonal exemption
and credit for-dependents a fractional
part of a month shall be disregarded un-
less it amounts to more than half a
month, in which case it shall be consid-
ered as a month. In, general, the per-
sonal exemption and credit for depend-
ents 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
dijring the preceding months of 1939,
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 1939, the personal
exemption will be $2,208.33; that is, 7A2
of $1,000 for A while single, plus %2
of $1,000 for B while single, plus rA2 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 1939, each may claim a personal
exemption of $1,104.17: that is, 7h2 of
$1,000 pius Y- of- %-o of $2,500. In the
latter case, however, the joint exemption
of 9/2 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 the first six
months of 1939, w re married on July 1,
1939, and lived together during the re-
mainder of thd year. If a joint return
is made by A and B on the calendar year
basis for 1939, the personal exemption
will be $3,750; that is, - of $2,500 for A
while the head of a family, plus 1/ of
$2,500 for B while the head of a family,
plus Y2, of $2,500 for the period' during
which they were married and living to-
gether. If separate returns are made by

A and B ,on the calendar year basis for
1939, each may claim a personal exemp-
tion of $1,875; that Is, 1/2 of $2,500, plus
Y2 of 2 of $2,500. In the latter case,
however, the joint exemption of J 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,
1939, when B, the wife, died. They had
no dependents. The executor or admin-
istrator in making a return for B may
claim a personal exemption of $1,229,16
that is, 1/2 of m1Y2 of $2,500, or $1,145.83,
for the period from the beginning of -the
taxable year to the date of the decedent's
death, plus 'A2 of $1,000, or $83.33, for the
period from the date of the decedent's
death to the close of the taxable year.
V A, the surviving spouse, makes a return

r 1939 on the calendar year basis, he
may claim a personal exemption of
$1,229.16; that is, 1 of 112 of $2,500, or
$1,145.83, plus 2 of $1,000, or $83.33.
However, the combined personal exemp-
tion of A and B for the 15erlod during
which they were married and living to-
gether, that is, 1Y12 of $2,500, or $2,291.67,
may by agreement be taken either by A,
or by B's executor or administrator in
behalf of B, or divided between them in
any proportion.

Example (4). A furnished the chief
support of a child under 18 years of ago
until the death of the child on June 20,
1939. If A makes a return on the calen-
dar year basis for 1939, he is entitled, In
addition to the personal exemption al-
lowed'under section 25 (b) (1), to a credit
for dependents In the amount of $200;
that is, %2 of $400.

Example (5). 'A and B were married
and living together until June 30, 1039,
when A,.the husband, died. Prior to thq
date of death, A was the chief support of
a child 10 years of age. B, the surviving
spouse, was the chief support of the child
during the remainder of the year. If B
makes a return for 1939 on the calendar
year basis, she Is entitled, In addition to
a personal exemption, to a credit for do-
pendents In the amount of $200; that is,,
942 of $400. The executor or administra-
tor in making a return for A Is entitled,
in addition to a personal exemption, to a
credit for dependents In the amount of
$200; that is, %2 of $400.*
SEc. 26. CREDrrs Ow COr OrltJIONs.
In the case of a corporation the following

credits shall be allowed to the extent provided
in the various sections imposing tax-

(a) Interest on obligations of the Unitecd
States and its instrumentalities. The amount
.recelved 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 purposes of
normal tax by section 25 (a) (1) or (2).

(b) Dividends received. 86 per centum of
the amount received as dividends from a
domestic corporation which Is subjct to
taxation under this chapter, but not in ex-
cess of 85 per centum of the adJtsted net
income. The credit allowed by this sub-
section shall not be allowed in respect of
dividends received from a corporation or-
ganized under the China Trade Act, 1022, 42
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Stat. 849 (U.S.C., Title 15, c. 4), or from a
corporation which under section 251 is tax-
able only on its gross income from sources
within the United States by reason of its
receiving a large percentage of its gross in-
come from sources within a possession of
the United States.

(c) Net operating loss of preceding year.
(1) Amount of credit. The amount of the

net operating loss (as defined in paragraph
(2)) of the corporation for the preceding
taxable year (if beginning after December
31, 1937), but not in excess of the adjusted
net income for the taxable year.

(2) Definition. As used in this chapter
the term "net operating loss" means the ex-
cess of the deductions allowed by this chap-
ter over the gross income, with the follow-
ng 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 received
which is wholly exempt from the taxes im-
posed by this chapter, decreased by the
amount of interest paid or accrued which is
not allowed as a deduction by section 23 (b),
relating to interest on indebtedness incurred
.or continued to purchase or carry certain
tax-exempt obligations.

In the case of a taxable year beginning after
December 31, 1937, and before January 1,
1939, the term "net ,operating loss" means
net operating loss as defined in section 26 (c)
of the Revenue Act of 1938, 52 Stat. 467.

(d) Bank affiliates. In the case of a hold-
ing company affiliate (as defined in section 2
of the Banking Act of 1933), the amount of
the earnings or profits which the Board of
Governors of the Federal Reserve System
certifies to the Commissioner has been de-
voted by such afFliate 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 ex-
ceed the amount required .to be devoted
under such section 5144 to such purposes,
and the amount of the credit for any tax-
able 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.

Smc. 211. NT OPERATING LOSSES. (REVM
AcT Or 1939.)

a * * *

(j) TechnicaZ amendment. Section 26 (c)
(2) of the Internal Revenue Code (relating
to operating loss credit) is amended by strik-
ing out "chapter" and inserting in lieu there-
of "section".

§ 19.26-1 Credit of corporation for
interest on oblijation.s of the United
States and its instumentalities. 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.*

§ 19.26-2 Credit of corporation for
net operating loss of preceding Vear.
-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 chapter 1 for the preceding
taxable year over gross income for such
year, both computed in accordance with
the exceptions and limitations provided
by section 26 (c) (2).

(b) The adjusted net income for the
taxable year, L 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 section 19.23 (m)-2). The
basis for such depletion is the basis pro-
vided in section 113 (a), adjusted as pro-
vided in secton 113 (b), for the purpose
of determining the gain upon the sale or
other disposition of the property in-
volved.

In computing the gross income for the
preceding taxable year there must be In-
cluded the excess, if any, of the amount
of any interest received which is wholly
exempt from taxes Imposed b chapter 1
over the amount of interest paid or ac-
crued which is not allowed as a deduction
by section 23 (b), relating to interest on
indebtedness incurred or continued to
purchase or carry certain tax-exempt
obligations.

If the preceding taxable year Is one
beginningoafter December 31, 1937, and
before January 1, 1939, the term "net op-
erating loss" means net operating los as
defined in section 26 c) of the Revenue
Act of 1938.

Example. For 1940 the X Corpora-
tion, which makes Its income tax returns
on the calendar year basis, has a net In-
come of $10,000, included in which Is
$2,000 of interest on United States ob-
ligations allowed as a credit under sec-
tion 26 (a). For 1939 its gros income
was $5,000, and Its allowable deductions
were $10,000. Included in such deduc-
tions 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 1939 the corporation
had $3,000 of wholly tax-exempt interest,.
and paid $2,000 in interest on indebted-
ness incurred to carry the obligations
from which such tax-exempt interest was
derived. The net operating loss crcdit
available to such corporation for 1940 is
$2,000, computed as follows:
Deductions for 1939 _....... $10,00
Less excess of depletion de-

duction computed on bar~s
of discovery value over
amount allowable for de-
pletion without reference
to discovery value or per-
centage depletion ($3,000--

2,000

Deductions s limited by r-on
20 (c) (2) (a )$3,C0o

Grczs income for 1939-.... $5, CO0
Plus tax-exempt lnterrst

minus Interest psId(83,000,---209 1,0000

Gr=3s Income contemplated by szc-
tion 26 (c) (2) (B) 6, eo

Elcczs of deductions over grcs income
for 1939--.... 2,00

Net income for 1942. I0,(00
Le= credit under sectlon 26 (a) for

intereat . vd . _ 2, 00

Adjuted net income for 19.4O.... 8, 00

The net operating lo= credit is $2,000,
that amount not being in excess of the
adjusted net income for 1940.*

§ 19.26-3 Bank: affiliates. The credit
provided in section 26 (d) is allowed-

(1) to a holding company affiliate of
a bank, as defined in section 2 of the
Banking Act of 1933, which holding com-
pany affiliate holds, at the end of the
taxable year, a general voting permit
granted by the Board of Govemnors of
the Federal Reserve System;

(2) in the amount of the earnings or
profits of such holding company affiliate
which, in compliance with section 5144 of
the Revised Statutes has been devoted by
it during the taxable year to the acquisi-
tion of readily marketable assets 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 Internal Revenue Code, whether
or not a; credit was allowed for all or
part of such amount under section 26 (d)
of the Revenue Act of 1936 or the "Rev-
enue Act of 1938, or for an amount of
readily marketable assets in excess of
what Is required by such section 5144 ti
be acquired by such affiliate, or in excess
of the adjusted net income for the tax-
able year. Nor may the aggregate of the
credits allowable under section 26 (d)
of the Revenue Acts of 1936 and 1938 and
of the Internal Revenue Code exceed the
amount required to be devoted under
section 5144 to the acquisition of readily
marketable assets other than bank steek

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
Rezerve System may prescribe as neces-
sary to enable it, upon the request of
the Commlsoner subsequent to the fM1-
ing of the return, to certify to the Com-
mlss ioner the amount of earnings or
profits devoted to the acquisition of such
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readily marketable assets. A certified
copy of such supplementary statement
shall be forwarded by the taxpayer to.
the Board of Governors at the time' of,
the filing of the return. 'The holding,
company uffiliate 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-1
sets which must be acquired and main-;
tained by a holding company affiliate to;
which a voting permit has been granted,
see section 5f44 (b) and (c) of -the Re-,

'vised Statutes (paragraph 95 of the Ap-1
pendix to these regulations).*

SEC. 27. COmPOmmo" N mr.vMMS PAD'CPMrr. I

(a) Definition n general: As used in thisl
chapter with 'respect to any taxable ,ear 'te
term "dividends paid credit" means thesum
of:

(1) The 'basic surtax credit for such year,
computed as provided in sUbsection (b);

(2) The idivIdend 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, 1939), exceeds the amount
of the credit provided In section 26 (c) (re-
lating to net operating losses), for -such -pre-
ceding taxable year (if beginning after De-
zember 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 respect
to the size and terms of 'such ;indebtedness.
As used In this paragraph'the term 'indebted-
ness" means only an indebtedness -of the
corporation existing at 'the close of business
on December 21, 1937, and evidenced by a
bond, note, debenture, certificate of indebted-
ness, mortgage, or deed of trust,issued by thd
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 't, 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.

Smc. 222. RmwawAr,.o nF vmmE s. (Rlv-
z=uE Acr or 1939.)

(a) Section 27 (a) (4) of the IEnternal Eev-:
enue Code (relating to corporation credit for
amounts used or set aside to pay indebted-
ness) is amended by inserting at the end
thereof the following new sentence: '!A xe-
newal (however evidenced) of an indebted-
ness shall be considered an 'indebtedness."

(b) 'The amendment made by subsection
(a) shall be applicable to taxable _years begin-
ning after December S1, 1938.

§ 19.27 (a)-1 Dividends paid -credit.
The amount of the dividends paid credit
provided by section 27 (a) is an amount
equivalent to the sum of the following:

(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 tax-
able year. For computation of the divi-
dend 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). *

t 19.27 (a)-2 Deficit credit. Included
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, 1939) over the net operating,
loss credit allowed by section 26 (c) for
zsuch preceding tpxable year.

A deficit in accumulated earnings and
!rofits.can.arise only:out of the operation:
of the business at.a.loss and cannot be
-caused by 'distributions to shareholders,
in 'excess 'of the amount of accmmulated
earnings and profits. If distributions are
made to shareholders out of accumulated
earnings and profits, however, such dis-
tributions may contribute to "the cre-
ation of a deficit by so exhaustirig the
accumulated earnings and profits that:
they are' incapable of absorbing a 'loss'
thereafter resulting -from the business.t
Itis the subsequent operating loss, how-
-ever, 'and -not the distribution -whichi
creates the deficit. For 'example, the X
Corporation, which makes its income tax
Teturns on the calenidar year basis, has
on January 1, 1939, accumulated -earn-,
ings and profits of $100,000. During 1939
'there arenolurther earnings and profits.'
On F'ebruary 1, 1939, operating losses
'have reduced the accumulated earnings
'and profits account to $50,000. On
'March 1, 1939, $90,000 is distributed to
shareholders. -On April -1, 1939, an op-
erating loss-of $40,000 is incdTed. There
is no f&rther change during the taxable
year. Though:the -corporation closes its
year 'with total assets of $180;000 less
than it had on January 1, 1939, and
.$90,000 of that amount was attributable
to operating losses, only $40,000 consti-
'tutes a deficit in accumulated earnings
and profits :as of the -close of the year.
If, however, nb operating losses were in-
curred up to February 1, .$90,000 was
.distributed to .shareholders' on February
1, a $50;000 operating loss was incurred
oniarch 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.*
§ 19.27 (a)-3 Amounts used or irrev-

ocably set aside to pay or to retire in-
.debtedness.

(a) Indebtednes&. The term "indebt-
edness" means an obligation of the 'cor-
poration, absolute and not contingent,
to pay, on demand or'vithina given time,
in cash or.other medium, .a fixed amount,
existing at the close of business on De-
cember 31, 1937, and evidenced 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 business on December
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. If the indebtedness
was so evidenced at the close -of business
on December. 31, 1937, it is still an in-'
debtedness within the meaning of sec-
tion 27 (a) (4) though, prior to the time
payment is made or amounts are irrev-
ocably set aside it has been renewed.
Such renewal need not be -evidenced by

one of the iylies'of Instruments enumer-
ated in section 27 (a) (4), but It is suff-
.cieht If the debtor-creditor relationship
evidenced by one of such instruments at
the close of business on December 31,
1937, continues. An indebtedness once
so renewed may be again renewed with-
out depriving the corporation of the ben-
efits' of section 27 (a (4). Indebtedness
incurred after December 31, 1937, is not
Ifidebtedness within the meaning of
,section 27 (a) (4) even though the pro-
-ceeds of the loan are used to discharge
an indebtedness falling within the provi-
sions of that section, as, for example,
where money is borrowed from A to pay
B, but, if the creditor remains the same
and the transaction is in effect a xe-
'newal, the mere fact that it takes thb
form of a .new borrowing, the proceeds
of 'which are simultaneously used to dis-
• charge 'the prior obligation, will not of
itself prevent the transaction from being
a xenewal within the meaning of section
27 (a) (4) and this section,

The mere substitution, after Decem-
ber 31, 1937, of several Instruments for
tone 'intrument, or one Instrument for
several instruments, existing at the close
of business ofi such date, where there Is
no change In terms except the substitu-
tion of a series of different amounts equal
in the aggregate to the total principal
amount of the Instrument 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 issued in exchange for two
$50,000 bonds), or the reissue of a lost or
destroyed instrument, or the Issue of a
new instrument to a transferree, will
not deprive a corporation of the benefits
of 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) unless such assumption
took place prior to January 1, 1938, and
such* indebtedness was evidenced at the
close of business -on December 31, 1937,
by one or more of the instruments enu-
meiated in such section, Issued by the
taxpayer prior to, and in existence at, the
close of business on such date.

Double credits are not permitted, either
for the same year or for separate years.
Thus, amounts which have been or may
be properly taken as a aredit pursuant
to section 27 (e) :of the Internal Revenue
Code or of the Revenue Act of 1938 or
section 27 (d) of the Revenue Act of 1936
.(all relating to dividends In obligations of
'the -corporation) may not igain be In-
-eluded 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 In-
,debtedness which represents 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 irrevoca-
bly set aside to pay or to. retire obliga-
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tions 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 ir-
revocably 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 used 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
corresponding section of a prior income
tax law when paid or accured or would
be so allowable if it were not for the ex-
ception contained in such section or sec-
tion 24 (c), no credit will be allowed un-
der 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).

(b) Amounts used or irrevocably set
aside. The credit is allowable, in any
taxable year, only for amounts used or
irrevocably set aside in that year. The
use or irrevocable setting aside must be
to effect the extinguishment or dis-
charge of indebtedness. The issuance
of a renewal obligation will, therefore,
not result in an allowable credit. If
amounts are set aside in oneyear, no
credit is allowable for such amounts for
a later year in which actually paid. As
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, ir-
respective of whether in cash or other
medium. Double credits are not per-
mitted.

(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 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 retirement
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 exam-

No. 22-8

ple, the annual contribution to trustes
required by the provisions of a manda-
tory sinking fund agreement, will be
considered as complying with the statu-
tory requirement of reasonableness. To

e considered reasonable It is not neces-
sary 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 ad-
justment is allowable in respect of the
amounts set aside'in the years prior to
1938.*

[Src. 27. CoflrOnA&"O DXVXDrZID3 rAM
crmrm

(b) Basic surtax crcdit. As uzd In this
chapter the term "basic surtax crcdlV' mean"
the sum of:

(1) The dividends paid during the taxable
year, Increased by the conrent dividends
credit provided In uectlon 23, and reduced
by the amount of the credit provided in sec-
tion 26 (a), relating to interet on certain
obligations of the United States and Govern-
ment corporatlons;

(2) The net operating lozs credit provided
in section 26 (c) (1);

(3) The bank affillate credit provided In
section 26 (d).
The aggregate of the amount- under para-
graphs (2) and (3) shal not exceed the ad-
justed net Income for the taxable year.

§ 19.27 (b)-i Basic surtax crcdit.
The amount constituting the basic sur-
tax credit of a corporation for the taxable
year consists of the sum of the follow-
ing, less the amount allowable as a de-
duction under section 121 (relating to the
deduction of dividends paid on certain
preferred stock of certain corporations):

(1) The dividends paid during the
taxable year (subject to the qualifica-
tions, limitations, and exceptions pro-
vided in sections 27 (d) to 27 (1), inclu-
sive) plus the consent dividends credit
provided by section 23, less the credit for
interest on certain obligations of the
United States and Its instrumentalities,
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) and
the bank affiliate credit provided In
section 26 (d).

(b) The adjusted net income for the
taxable year.*

§ 19.27 (b)-2 Dividends paid.

(a) When dividends are considered
paid. A dividend will be considered as
paid when It is received by the share-
holder. An allowance for dividends paid
will not be permitted unless the share-
holder receives the dividend during the
taxable year for which the credit iL
claimed.

If a dividend is paid by check and the
check bearing a date within the tax-
able year is deposited in the malls, in
a' cover properly stamped and ad-
dressed to the shareholder at his last
known address, at such time that in the

ordinary handling of the mal the
check would be received by the share-
bolder within the taxable year, a pre-
sumption arises thit the dividend was
paid to the shareholder in such year.

The payment of a dividend during the
taxable year to the authorized agent of $
the shareholder wffi 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 par-
mitted unless it be shown to the satis-
faction of the Commisoner 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 obliga-
tion of the shareholder to the corpora-
tion unless Ib is shown to the satisfac-
tlon of the Commissioner that such
crediting constituted payment of the
dividend to the shareholder within the
tamble year.

In the case of a stock dividend, if the
shares (other than fractional shares
payable to bearer) constituting the divi-
dend are not entered or registered on
the books of the corporation in the name
of the shareholder (or his nominee or
transferee) within the taxable year, the
dividend will not be deemed to have been
paid In such year. Delivery of a certifi-
cate, or certificates, for such new shares,
within the taxable year, constitutes
prima facie 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-
celved 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 tox 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) Metlzods of accounting. The de-
termination of whether a dividend has
b-en 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 bools or upon
the method of accounting upon the basis
of which the net income of the corpora-
tion is computed. See section 43.

(c) Pecords- -very corporation
claiming an allowance for dividends
paid shall keep such permanent records
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as are necessary (1) to establish that
the dividends with respect to which
such allowance is claimed were actually
paid during the taxable year and (2)
to supply the information required to
be fied with the income tax return of
the corporation. Such corporations
shall file with its return (a) a copy of
the dividend resolution; and (b) a
concise statement of the pertinent facts
relating to the payment 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 distributed, and the
manner in which such fair market
value and adjusted basis were deter-
mined. Canceled dividend checks and
receipts obtained from shareholders
acknowledging payment of dividends
paid otherwise than by check need not
be filed with the return but shall be
kept by the corporation as a part of its
records.*

[SEc. 27. CORPOlATON DIVzDEND S PArD
cRUorr.I

(c) Dividend carmj-over- There shall be
computed with respect to each taxable year
of a corporation a dividend* carry-over to
such year from the two preceding taxable
years, which shall consist of the sum of-

(1) The amount of the bWsic surtax credit
for the second preceding- taxable year, re-
duced by the adjusted net income for such
ybar, and further reduced by the amount.
if ady, by which the adjusted net income
for the first preceding taxable -year exceeds
the sum of-

(A) The bEsic surtax credit for such year;
and

(B) The excess, if any, of the basic surtax
credit for the third preceding taxable year
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 income
for such year.
In the case of a preceding taxable year, re-
ferred to in this subsection, which begins in
1937, the adjusted net income shall be the
adjusted net income as 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 section 27 (b) of such.
Act. In the case of a preceding taxable yea-,
referred to in this subsection, which begins
in 1938, the adjusted net income shall be the
adjusted net income as defined in section
13 (a) of the Revenue Act of 1938, 52 Stat.
455, and the basic surtax credit shall be the
basic surtax credit as defined in section 27 of
the Revenue Act of 1938, 52 Stat.-U468

§ 19.27 (c)-1 Dvidena 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 foi 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 plug the excess of the basic sur-
tax credit for the second preceding tax-
'able year over the adjusted net income
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 tax-
able -year over the sum of the basic slpr-
tax credit for such year and the excess
of the basic surtax credit for the third
preceding taxable year over the adjusted
net income for such year.

In computing the dividend carry-over
the adjusted net income for a preceding
taxable year "which begins in 1937 shall
be the adjusted net income as defined in
section 14 (a) (1) of the Rev,mue 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 provided in section 27 (b) of
such Act. In computing the dividend
carry-over the adjusted net income for
a preceding taxable year which begins

'in 1938 shall be the adjusted net income
as defined in section 13 (a) of the
Revenue Act of 1938 and the basic sur-
tax credit for such preceding taxable
year shall be the basic surtax credit as
defined in section 27 of the Revenue Act
of 1938. -

Every-corporation claiming a dividend
carry-over for any taxable year shall file
with its return for such year a concise
statement setting forth the amount of
the dividend carry-over claimed and all
material and pertinent facts relative
thereto, including a detailed schedule
showing the computation of the dividend
carry-over claimed.

The computation of the dividend car-
ry-over may be illustrated by the fol-
lowing examples:

Example (1). The X Corporation,
which makes its income tax returns on
the calendar year basis, has an adjusted
net income-of $150,000 and a dividends
paid credit (complted without regard to
any dividend carry-over) of $225,000
for 1937. For 1938 its adjusted net in-
come is $200,000 and its basic surtax
credit is $350,000, and for 1939 its ad-
justed 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-.. $350, 000
(2) Less adjusted net Income for

1938 ------- - --- 0,000

(3) Dividend carry-over to
1940 ((1) minus (2>)_ 150,000

Sifice 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 (1039) is,
taken into account only If the basic sur-
tax credit for such year exceeds the ad-
justed 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 excess of
the basic surtax credit (divideldds paid
credit if In 1937) for the third preceding
taxable year (1937) over the adjusted
net income for such yeAr. The third
preceding taxable year (1937) Is taken
into account only If the adjusted net
income for the first preceding taxable
year (1939) exceeds the basic surtax
credit for such year, In which case It
operates to reduce the amount of such
excess which must be deducted from the
carry-over from the second preceding
taxable year (1938).

Example (2). The Y Corporation,
which makes its income tax returns on
the calendar year basis, has an adjusted
net income of $100,000 and a dividends
paid credit (computed without regard to
any dividend carry-over) of $150,000 for
1937. For 1938 Its adjusted net income is
$50,000 and Its basic surtax crcdit is
$75,000, and for 1939 Its adjusted net
income and basic surtax credit are
$25,000 and $100,000, respectively. Its
dividend carry-over to 1940 is $100,000,
computed as follows:

Year 1938
(1) Basic surtax credit.... $75, 000
(2) Less adjpsted at in-

come -------------- 50, 000
(3) Excess of basic surtax

credit ov or adjusted
net income ----------- 25, 000

Year 1939

(4) Basic surtax credit.... $100, 000
(5) Less adjusted net in-

come -------------- 25,000
(6) Excess of basic surtax

credit over adjusted net
income ----------- -- 76,000

(7) Dividend carry-over to
1940 (sum of (3) and
(6)) ----------------- 100,000

For reason why the year 1937 is not
taken Into account, see explanation at
end of example (1).

Example (3). The Z Corporation,
which makes its income tax returns on
the calendar year basis, has an adjusted
net income of $90,000, and a dividends
paid credit (computed without regard to
any dividend carry-over) Of $150,000 for
1937. For 1938 Its adjusted net Income
is $60,000 and Its basic surtax credit is
$160,000, and for 1939 Its adjusted net
income and basic surtax credit are $120,-
OO and $25,000, respectively. Its divi-
dend carry-over to 1940 is $65,000, com-
puted as follows:
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(1) Basic surtax credit--.....
(2) Less adjusted net income.

Year 1933
....................... . ... . ........ - $0ic, 0c0

Co, 000

(3) Excess of basic surtax credit over adjusted net income .100, 000

Year 1939
(4) Adjusted net income --------- - - ....
(5) Basic surtax credit --------------------------------

Year 1937
(6) Dividends paid credit ------------------------- $ 150,000
(7) Less adjusted net income ----------------------- 90,000

_(8) Excess of dividends paid credit over adjusted net
incom e .................

Sum of (5) and (8) -------............-------

$120,000
$25,000

Co, 000

a , 000

(9) Excess of adjusted net income over sum of items (5) and (8) 35, 000

(10) Dividend carry-over to 1940 ((3) minus (9)) ........ .

[SEc. 27. COEpOR&TION DIVIDNDS PAM)
cREDT.]

(d) Dividends in kind. If a dividend is
paid in property other than money (including
stock of the corporation if held by the cor-
poration as an investment) the amount with
respect thereto which shall be used in com-
puting the basic surtax credit shall be the
adjusted basis of the property in the hands
of the corporation at the time of the pay-
ment, or the fair market value of the prop-
erty at the time of the payment, whichever
is the lower.

§ 19.27 (d)-1 Divdends in kind.
Section 27 d) imposes limitations upon
the extent to which dividends paid in
assets (other than money) may be
recognized for purposes of determinihg

- the amount of the allowance for divi-
dends paid which may ;be included in
the basic surtax credit. Irrespective of
the form of the corporate resolution by
which a dividend is declared, if the
dividend is ultimately and actually paid
by the corporation in any property other
than money, constituting its corporate
assets, the amount of the allowance for
dividends paid to which the corporation
is entitled with respect thereto cannot
exceed 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 section the term
"property" 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
acquired by the corporation in any man-
ner whatsoever, but not retired, shall be
deemed to be held by the corporation
as an investment. The term "property"
also includes obligations upon which the
corporation making the distribution is
liable as a guarantor, indorser, or surety.

The application of nection 27 (d)
may be illustrated by the following
example:

Example. The S Corporation, in 1931,
purchased stock of the Y Corporation for
$100,000. In 1939 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 1939 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 1939 Is
$70,000, computed as follows:

Purchase price, or cost of ctc...._ $100,000
Less tax-free disribution- - G...... O0D0

Adjusted basis of stock in the hand-
of the corporation at the time of
the dividend payment ..... 0. 05,000

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 1939______ 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 less-r amount
($70,000) should be used as the allow-
ance for dividends paid for purposas of
computing the basic surtax credit for
1939 with respect to such stock.

[Szc. 27. Coapoa&Tron DiVImur3 rD camir.]

(e) Dividends in obligation.. of the corpo-
ration. If a dividend is paid In cbliations of
the corporation, the amount with r-pect
thereto which shal be uced In computing the
basic surtax credit Ehall be the face value of
the obligations, or their fair market value at
the time of the paymcnt, whichever I- thz'
lower. If the fair market value of any cuch
dividend paid in any taxable year of the cr-
poration beginning after Dccember 31.,1035.
is lower than the face value, then wh e the
obligation is redeemed by the corporation the
excess of the amount for which rcdeemed over
the fair market value at the time of the divi-
dend payment (to the extent not allowable
as a deduction in computing net Income for
any taxable year) shall be treated as a divi-
dend paid In the taxable yCar In which the
redemption occurs.

§ 19.27 (e)-1 DivIdends in obligationa
of the corporation. Section 27 (e) is
concerned-solely with the amount of the
allowance for dividends paid for purposes
of Inclusion in the basic surtax credit to
the extent that dividends are paid by a
corporation in Its own obligations. If
the corporation ultimately pays a dlvi-

--------------------------------------

dend In Its own obligations (regardless
of the form of the corporate resolution
by which the dividend Is declared), the
amount of the allowance for dividends
paid to which it is entitled with respect
thereto for the year in which such divi-
dend 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 corporation redeems
such obligations, 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 obligations are redeemed is
higher than their fair market value at
the time of the distribution. The
amount of such additional allowance is
the excess of the price at which such
obligations are redeemed over their fair
market value at the time of the distribu-
tion, subject to the restriction that such
excess be diminished 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 en-
titled to such additional allowance re-
gardlecs of the Identity of the holders of
the obligations at the time of their
redemption.

The term "obligations" as used in this
section means any legal liability on the
Part of the corporation (not including
liabiiWty as . guarantor, indorser, or
suret), regardless of when incurred, to
pay a fixed or determinable sum of
money, evidence in writing executed by
the corporation. The term "redeemed!"
as used in this section includes (1) re-
purchase in the open market for in-
vestment or sinking fund purposes, (2).
retirement, or (3) cancellation of the
obligations 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
$35,000 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 rere Issued
during 1936 in payment of the dividend.
The fair market value of the bonds at
the time of Issumnce was $75,009. The
dividends paid credit for 1936 was the
fair market value of the bonds at the
time of the dividend payment ($75,000),
since such fair market value was lower
than the face value ($100,000) of the
obligations.

The bonds were redeemed in 1233.
The corporation prior to the redempion
of the bonds at face value deducted in its
returns over the life of the bonds the
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$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 pur-
poses of computing the basic surtax credit
with respect to the bond redemption for
the taxable year 1939, in which the re-
demption of the bonds occurs, is $10,000,
computed as follows:
Redemption price of bonds ------- $100,000
Less fair market value of bonds

when dividend was paid in 1936-- 75, 000

Difference ---------------- 25,000
Less bond discount allowed asa de-

duction in computing net income- 15, 000

Amount treated as dividend
paid in 1939 ----- -------- 10,000

[SEc. 27. CoRPOP*TION DIVIDENDS PAID
CREDIT.]

(f) Taxable stock dividends. In case of a
stock dividend or stock right which is a tax-
able dividend in the hands of shareholders
under section 115 (f), the amount with re-
spect thereto which shall be used in comput-
ing the basic surtax credit shall' be the fair
market value of the stock or the stock right
at the time of the payment.

§ 19.27 (f)-1 Taxable-stock dividends.
The allowance for dividends paid. pro-
vided b section 27 (b) (1) is limited by
section 27 (f)' in the case of distributions
In stock dividends or stock rights, to dis-
tributions which are taxable dividends in
the hands of shareholders under section
115 (f).- Such allowance, however,- is
limited in amount to the fair market
value of such stock or stock rights at the
time of the payment of the dividend. As
to a distribution by a corporation of its
own capital stock held as an investment,
see section 19.27 (d)-1.*

[SEC. 27. CoRPoRATIoN DIVIDENDS PAID
CREDIT.]

(g) Distributio ns in liquidation. n the
case of amounts distributed in liquidation.
the part of'such distribution which s prop-
erly chargeable to the earnings or profits
accumulated after February 28, 1913, shall,
for the purposes of computing the basic-sur-
tax credit under this section, be treated as a
taxable dividend paid.

§ 19.27 (g)-I Dividends paid credit for
distributions in liquidation.

. (a) Distributions which diminish earn-
ings or profits. To the general rule that
an allowance for dividends paid is per-
mitted only with resp~ect to'taxable divi-
dends paid, section 27 (g) makes one ex-
ception, namely, for that part of an
amount distributed in liquidation which,
under the Internal Revenue Code, consti-
tutes a distribution of, and is properly
chargeable to, earnings or profits accum-
ulated after February 28, 1913. Thus, a
distribution either in complete or partial
liquidation of a corporation is treated by
the Code as one constituting in part a
distribution of, and being properly
chargeable to, earnings or profits, if-

(1) Under the provisions of section 115
(c), the amounts distributed- in liquida-
tion are treated as received in payment in
exchangefor the stock; and

(2) Under the provisions of section 112,
the gain or loss, if any, from such ex-
change is recognized.

In such a case, an allowance for dividends
paid may be inchlded in the basic surtax
credit for the amount actually-involved in
such distribution which Is properly
chargeable to the earnings or' profits ac-
cumulated after February 28, 1913, even
though the method of taxation of the
distribution is that ordinarily employed
with respect to the gain or loss realized
and recognized upon an exchange, rather
than that employed with respect to a
taxable dividend.

On the other hand, certain transac-
tions described' in "6etioris 112 and 115
are treated, for the purposes of the In-
ternal Revenue Code, not as distribu-
tions to the shareholders of earnings or
profits, but as transfers of such earnings
or profits intact to another corporation
in whose hands such earnings or profits,
being available for distribution by It as
dividends to its shareholders, have essen-
tially the same status for the purposes of
the Code as earnings or profits ,derived
from is own operations. ' Characteristic
of these transactions is the circumstance
that the gain, or loss realized from the
receipt by the -shareholders of property
is not recdgnizedby the Code. No allow-
ance for dividends paid is permissible
with respect to such transactions.

(b) Amount properly chargeable to
earnings or profits. In the case of a dis-
tribution in liquidation with respect to
which bn allowance-for dividends paid is
permissible (see paragraph (a) of this
section) the amount of the allowance is
equal to the" part of such distribution
which is properly chargeable to the earn-
ings or profits accumulated after Febru-
ary 28, 1913. To determine the amount
properly chargeable-to the earnings or
profits accumulated since February 28,
1913, there must be deducted from the
amount of the distribution that part
allocable to capital account. The capital
account, for purposes of these regula-
tions, includes not only amounts repre-
senting. the par or stated value of the
stock with respect to which the liquidat-
ing distribution is being made but also
that stock's proper share of the paid-in
surplus, and such other corporate items,
if any, which, for purposes of income
taxation, are treated like capital in that
they are not taxable dividends when dis-
tributed but are applied against and re-
duce' the basis of the sto~k. The re-
mainder of the distribution 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 thl
following, example:

Example. The Y Corporation, which
makes its income tax returns on the cal-
endaryear basis, was organized'on Jan-
uary 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 recelvo
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 par-
ticipate equally with the common stock
in either Instance after the common stock
had rloelved a similar amount. How-
ever, the preferred stock was redeemable
In whole or In part at the option of the
board of directors at any time at $100
per share plus Its proportion of the earn-
ings of the company at the time of such
redemption. In 1910 the preferred stock
was issued at $106 per share, for a total
of $106,000, and the common stock was
issued, at $100 per share, for a total of
$200,000. On July 15, 1939, the company
had a paid-in surplus of $6,000, consist-
ing of the premium received on the pre-
ferred stock, earnings or profits of $30,000
accumulated prior to*March 1, 1013, and
earnings or profits accumulated since
February 28, 1913, of $75,000. On July
15, 1939, the option with respect to the
preferred stock was exercised and the
entire amount of such stock was re-
deemed at $141 per share or a total of
$141,000 In a transaction upon which
gain or loss to the distributees resulting
from the exchange was determined and
recognized under the Internal Revenue
Code, such transaction being only a par-
tial liquidation under section 115 (C).
The amount of the distribution allocable
to capital account was $116,000 ($100,-
000 attributable to par value, $6,000 at-
tributable to paid-in surplus, and $10,000
attributable to earnings or profits ac-
cumulated prior to March 1, 1913). The
remainder, $25,000 ($141,000, the amount
of the distribution, less $116,000, the
amount allocable to capital account) Is
properly chargeable to the earnings or
profits accumulated since February 28,
1913, and Is allowable as dividends paid.

(c) Credit in respect o1 earnings or
profits transierred under certain tax-/ree
transactions. 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 transac-
tion may, subject to the provisions of
section 115, be apportioned and allocated
to the transferor as a distribution out of
such earnings or profits oJ the trans-
feror. The resolution of the board of
directors of the transferee shall specifi-
cally designate the distribution, or part
thereof, so apportioned and allocated.
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For the purposes of the allowance for
dividends paid, any such distribution so
allocated shall be treated as a dividend
paid only in the computation of the basic
surtax credit allowable to the transferor,
and must be consistently so treated, by
both corporations for the current and
succeeding taxable years. Each corpora-
tion shall file as a part of its return for
the taxable year involved (1) a state-
ment setting forth concisely all of the
material facts, including the date and
'the character of the transaction under
section 112, the status at that time of
the earnings or profits of both corpora-
tions, the date and amount of, all divi-
dend distributions subsequently made,
and the particular distribution or por-
tion thereof designated as effecting a dis-
tribution of the earnings or profits of the
transferor corporation; and (2) a certi-
fied copy of the resolution of the board of
directors of the transferee corporation
with respect to the distribution. No al-
lowance for dividends paid based upon
such apportionment and allocation will
be permitted unless the Commissioner is
satisfied that the transferor corporation
is entitled thereto pursuant to the pro-
visions of.this paragraph and that there
has been a full compliance with the re-
quirements of this paragraph. The pro-
visions of this paragraph may be illus-
trated 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, 1939. At that time, the S
Corporation had earnings or profits ac-
cumulated subsequent to February 28,
1913, in the amount of $50,000, i- addi-
tion to earnings or profits for 1939 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 subse-
quent to February 28, 1913, in the
amount of $60,000 in addition to earnings
or profits of the taxable year computed
as of the end of the year in the amount
of $80,000, and an adjusted net income in
the amount of $60,000. The P Corpora-
tion pays dividends as follows: June 15,
1939, $25,000; September 15, 1939, $25,-
000; December 15, 1939, $25,000; and
March 15, 1940, $25,000. No portion of
the dividends paid on June 15 and Sep-
tember 15 prior to the liquidation and
no portion of the dividend paid on March
15, 1940, after-the close of the taxable
year of the S Corporation may be al-
located to the S Corporation. The divi-
dend-paid on December 15 may, by ap-
propriate corporate action, be made as
one effecting a distribution out of the
current. earnings or profits of the S Cor-
poration to the extent of $20,000. No
part of that distribution may be allo-
cated to the S Corporation's accumulated
earnings or profits since, under section

115 (b), the earnings or profits of the P
Corporation and the S Corporation for
the taxable year ($100,000) are sufficient
in amount to cover all the distributions
made during that year ($100,000).*

[SEc. 27. Conowmozz DVIDMeUDS PrD
cRmT.]

(h) Preferential dividends. The amount
of any distribution (although each portion
thereof is received by a Ehareholder as a tax-
able dividend), not made In connection with
a consent distribution (as defined In sectlon
28 (a) (4)), shall not be considered as divl-
dends paid for the purpose of computlng
the basic surtax credit, unlcs such distribu-
tion is pro rata, with no preference to any
share of stock as compared with other shre3
of the same class, and with no preference to
one class of stock as compared with another
class except to the extent that the former
is entitled (without reference to watvwr of
their rights by shareholdem) to such pref-
erence.

For a distribution malo in connection with
a consent distribution, see section 28.

§ 19.27 (h)-1 Preferential istrbu-
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 section 27 (h) is un-
qualified, except in the case of a partial
distribution (see section 28 (a) (5))
made in connection with a conzent dis-
tribution as defined in section 28 (a) (4).
if the entire distribution compoed of
such partial distribution and consent
distribution (see section 28 (e) is not
preferential. The existence of a prefer-
ence is sufcient to prohibit allowance
regardless of the fict (1) that such pref-
erence is authorized by all the share-
holders of the corporation, or (2) that
the part of the distribution received by
the shareholder benefited by the prefer-
ence is taxable to him as a dividend. A
corporation will not be entitled to an
allowance for dividends paid with respect
to any distribution upon a class of stock
if there is distributed to any shareholder
of such class (in proportion to the num-
ber of shares held by him) more or less
than his pro rata part of the distribu-
tion 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 inherent in any class of
stock are violated. The disallowance,

where any preference in fact exists, ex-
tends to the entire amount of the dis-
trbution and not merely to a part of
such distribution. The tran. "distr bu-
tion," as used in this section, includes a
dividend as defined in section 115, and
a distribution In liquidation reerrd to
In section 27 (g).

The application of the provtons of
section 27 (h), relating to distributions
which are preferential, may ba 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 ra Corporation, which
makes Its income tax returns on a cal-
endar year basis. With the conat of
all the shareholders, the LI Corporation,
on July 15, 1939, declared a dividend of
$5 a hare payable in cash on August 1,
1939, to A. On September 15, 1939, it
declared a dividend of $5 a share payable
In cash on October 1, 1939, to B, C, and
D. No allowance for dividendspaid for
the taxable year 1939 is permitted to the
M Corporation vith respect to any part
of the dividends paid on August 1, 1939,
and October 1. 1939.

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 accumulated
after February 28, 1913, in the amount
of $50,000. In the year 1939, the N Cor-
poration distributes $7,500 in cancella-
tion of 50 shares of the stock owned by
three of the four shareholders of the
corporation. No allowance for dividends
paid Is permissible 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, 1939, the cor-
poration distributes a dividend of $125,
$50 to E and $75 to F. The.corporation
Is entitled to no allovmnce for any part
of such dividend paid, since there has
been a preference to F. If, however, the
corporation had distributed $100 to E
and $25 to F, it would have been entitled
to include $125 in Its basic surtax credit
as a dividend paid.*

[S. 27. Co' o-,o:rmvmx,'s P_ crAw n'.]
(1) Nontaxcb!c dL-tributions. If any part

of a dL-strbuton (including stock dividands
and st ock riZhts) Is not a taxable dividend
In the hands of such of the shareholder as
are subject to taxation under this chapter
for the period in which the dLstrlbutlon is
made, such p3rt shnll not be included In
computing the basic surtax credit.

§ 19.27 W1 Ntontaxable distribui-
tions. No allowance for dividends paid
is permltted-with respect to any part of
the distribution by a corporation to its
shareholders which I%-

(a) not out of earnings or profits of
the taxable year or out of earnings or
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'profits of the corporation accumulated
subsequent to February 28, 1913 (see
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 section 19.27 (g)-l;

(b) in the case of a corporation which
was classified as a persoxial service cor-
poration under the Revenue Act of 1918
or the Revenue Act of 1921, out of earn-
ings or profits which were taxable in ac-
cordance with the provisions of section
218 of the Revenue Act of 1918 or section
218 of the Revenue Act of 1921 (see sec-
tion 115 (e)); or

(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 amendinent to the Constitu-
tion (see section 115 (f) and sections
19.115-3 and 19.115-4).

The effect of sections 27 (h) and (I)
is that ho allowance for dividends paid
may be included in the basic surtax credit
with respect to any distribution unless
each of the shareholders of that class,
who-are subject to taxation under chap-
ter 1 for the period in which the distri-
bution is made, receives a taxable divi-
dend as a result of the. distribution. (See
also section 27 (g).) -

The application of section 27 (1) may
be illustrated by the following examplesL

Example (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, 1939,
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 allowance
for dividends paid in the amount of
$1,000 with respect to the dividends paid
on July 15.*

SEC. 28. CONSENT DVrmENDS 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 divi-
dends (as defined in paragraph- (2)), to a
share in the distribution (other than in com-
plete or partial liquidation) within the tax-
able year of all the remainink earnings or
profits which share constitutes the same pro-
portion of such distribution regardless of the
amount of such distribution. -

§ 19.28 (a) (1)-1 Consent stock. The
term "consent stock," as defined in sec-
tion 28 (a) (1), includes what is gener-
ally known as common stock. -It also
includes participating preferred stock,
the participation rights of which are un-

limited. The application of section 28
(a) (1) may be illustrated as follows:

If in the case, of the X Corporation
there is only one class of stock outstand-
ing, it would all be consent stock. If, on
the other hand, there were two classes
of stock, class A and class B, and class
A was entitled to 6 percent before any
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. Similaily, if class A, after
receiving its 6 percent, was to participate
equally or in some fixed proportion with
class B until it had received a second 6
percent, after which class B alone was
entitled to any further distributions, only
class B stock would be consent stock.
The same result would follow if the drder
of preferences weie class A 6 percent,
then class B 6 percent, then class A a
second 6 percent, either alone or in con-
junction with class B, then class B the
remainder. If, however, class A stock is
entitled to ultimate participation with-
out limit as to amount, then it, too, may
be consent stock. For example, if class
A is to receive 3 percent and then share
equally or in some fixed proportion with
class B in the ;emainder of the earnings
or profits distributed, both class A stock
and class B stock are consent stock.*

[SEC. 28. CONSENT DIVIDENDS CRIMoT.]
[(a) Definitions. As used in this sec-

ton-]
(2) Preferire dividends. 'The term "pre-

ferred dividends" means a distribution (other
than in complete or partial liquidation),
limited in amount, which must be made on
any class of stock before a further distribu-
tion (other than in complete or partial liqui-
dation) of earnings or profits may be made
within the taxable year.

.§ 19.28 (a) (2)-1 Preferred dividends.
The term "preferred .dividends," as de-
fined in section 28 (a) (2), includes all
fixed amounts (whether determined by
percentage of par value, a stated return
expressed in a certain number of dollars
per share, or otherwise) the distribu-
tion (other than in liquidation) of which
on any class of stock is a condition prec-
edent to a further distribution (other
than in liquidation) of earnings or
profits. A distribution, though expressed
in terms of a fixed amount, is not a pre-
ferred dividend, however, unless it is pre-
ferred over a subsequent distribution
within the taxable year upon some other
class or classes of stock than the one on
which it is !iyable. The application of
section 28 (a) (2) may be illustrated as
follows:

If, in the casp 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 percent
of par, after which the balance of the
earnings and profits are distributable on
class B exclusively, class A's,6 percent is
a preferred dividend. If the ordelx of
preferences is class A $6 per share, class
B $6.per share, then class A 'and class B
in ficed proportions until class A receives

$3 more per share, then class B the re-
mainder, all of class A's $9 per share and
$6 per share of the amount distributablo
on class B are preferred dividends, The
amount which class B Is entitled to re-
ceive in conjunction with the payment to
class A of its last $3 per share Is not a
preferred dividend, because the payment
of such amount is preferred over no sub-,
sequent distribution except one made on
class B itself. Finally, if a distribution
must be $6 on class A, $6 on class B, then
on class A and class B share and share
alike, the distribution on- class A of $6
and the distribution on class B of $6 are
both preferred dividends.*

[Se. 28. CONSENT DIVIDENDS CREDIT.]
[(a) Definitiqns. As used In this sec-

tion-I

(q) Consent dividends day. The term
consent dividends day" means the last day

of the taxable year of the corporation, unleos
during the last month of such year there
have occurred one or more days on which
was payable a partial distribution (as defined
in paragraph (5)), in which case It means
the last of such days.

§ 19.28 (a) (3)-1. Consent dividends
day: The term "consent dividends day"
is defined in section 28 (a) (3). If there
was no partial distribution (as defined In
section 28 (a) (5)) payable during the
last month of the corporation's taxable
year, the consent dividends day i the
last day of such taxable year. If there
were one or more days durltig such last
month on which was payable a partial
distribution, the consent dividends day Is
the last of such days. The day upon
which shareholders, under the terms of
the resolution of the board of directors
directing the distribution, are entitled to
receive the distribution is the day It is
payable.*

[SEc. 28. CONSENT DIVIDENDS CREDIT.]
I (a) Definitions. As used "In this 'ce-

tion-]
(4) Consent distribution. The term "con-

sent distribution" means the distribution
which would have been made if on the con-
sent dividends day (as defined in para-
graph (3)) there had actually been dig-
trlbuted in cash and received by each
shareholder making a consent filed by the
corporation under subsection (d), the spe-
cific amount stated in such consent.

19.28 (a) (4)-1 Consent distributi6n.
The term "consent distribution," as do-
finea. in section 28 (a) (4), does not in-
clude any actual distributions but is
limited to the hypothetical distribution
evidenced by shareholders' consents,
The 'consent distribution equals the ag-
gregate of all the amounts specified in
the several consents, whether or not, if
actually distributed, s u c h amounts
would have constituted in whole or in
part a return of capital. Section 28 (a)
(4) may be illustrated by the following
example:

Example. The X Corporation, which
makes Its Income tax returns on the
calendar year basis, has only one class
of stock outstanding, consisting of 500
shares, 200 Of which are owned by A,
and 300 by B, On December 15, 1939,
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the corporation distributes to A $5 per
share, or $1,000. On December 31, 1939,
B executes a consent to include $1,500
in his gross income as a taxable divi-
dend. At the beginning of 1939 the cor-
poration had no accumulated earnings
or profits. For the taxable year 1939
the earnings or profits are $2,000.
Nevertheless the corporation will be
deemed to have made a consent distri-
bution of $1,500 on December 15.*

ISEc. 28. Coxsmz DzVN)ENDS c.Err.]

[(a) Definitions. As used in this sec-
tion-]

(5) Partial distribution. The term "par-
tial distribution" means such part of an
actual 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).

§ 19.28 (a) (5)-i Partial distribution.
The term "partial distribution," as de-
fined in section 28 (a) (5), does not in-
clude preferred dividends even though
payable on consent stock. The applica-
tion of section 28 (a) (5) may be illus-
trated by the-following example:

Example. The X Corporation, which
makes its income tax returns on the cal-
endar 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 receive $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,
1939, 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 distri-
bution.*

[SEC. 28. CoN-SET XVr=DES CREDMI]

1 (a) Definitions. As used In the section-]
(6) Preferential distribution. The term

"preferential distribution' means a distribu-
tion which'is not pro rata, or which is with
preference to any share of stock as compared
with other shares of the same class, or to
any class of consent stock as compared with

- any other class of consent stock.

§ 19.2 (a) (6)-1 Preferential distri-
bution. 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 distribu-
tion made to any other shareholder of
the same class, or if there is distributed
to all the shareholders of one class of
consent stock in the aggregate more or
less than their pro rata part of a dis-
tribution as compared with the distribu-
tion made to all the shareholders of any
other class of consent stock. If such
preference exists, the entire distribution
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 Da-
cember 15, 1939, 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
receives 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 include $5,000 as a tax-
able dividend in gross Income but C
agrees to include only $3,000, the consent
distribution is preferentiaL

Example (2). The Y Corporation,
which makes its income tax returns on
the calendar year basis, has only two
classes of stock 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 distribution of earnings and profits.
On December 15, 1939, there is dis-
tributed 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 distributlon.*

[Sm. 28. CoNsENT VInDrMUs CSE=.]
(b) Corporations not entitled to credit. A

corporation shall not be entitled to a conent
dividends credit with respect to any taxable
year-

(1) Unless, at the clor 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 durin3 such year, the
corporation has taken any step3 In. or In
pursuance of a plan of, complete or partial
liquidation of all or any part of the coaseat
stock.

§ 19.28 (b)-I Payment of Prreferred
dividends. Section 28 (b) (1) Provides
that a corporation shall not be entitled to
a consent dividends credit for any tax-
able year, regardless of compliance with
other requirements of section 28, unless
at the close of such year all preferred
dividends (for the taxable year and, if
cumulative, for prior taxable years) have
been paid. Whatever form such payment
takes, it must result in the complete dis-
charge of the obligation of the corpora-

tion to pay such dividends. For what
constitutes payment of a dividend before
the cloze of the taxable year, see section
19.27 (b)-2. For what constitutes a pre-
ferred dividend see section 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 as defined In section
27 (h), and the corporation receives no
credit for dividends paid in consequence
thereof.*

§ 19.28 (b)-2 Lfquidation of consent
stockl. A corporation Is not entitled to a
consent dividends credit for any taxable
year in which it has taken any steps in,
or In pursuance of a plan of, complete or
partial liquidation of all or any part of
the consent stock.

Example. The X Corporation, which
makes Its Income tax returns on the
calendar year basis, has outstanding on
January 1, 1939, 1,000 shares of c A
stock the dividend rights of which are
limited to an annual return of $6 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, 1939, the corporation makes a
distribution in partial liquidation,
whereby five shares of class B stock
(consent stock) are canceled or re-
deemed. The corporation is barred from
obtaining a consent dividends credit for
the taxable year, regardless of compli-
ance with other requirements of section
28. If, however, class A stock (not con-
sent stock), instead of class B stock, had
been canceled or redeemed In the liquida-
tion, 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, with-
in the meaning of section 28 (b) (2), the
taking of any step in, or In pursuance of
a plan of, complete or partial liquidation
and will not prevent a corporation from
obtaining a consent dividends credit for
the taxable year.'

iS=. 28. Cor.=rr DIVIDEN camrr.]
(c) Allowance of credit. There shall be

allowed to the corporation, as a part of its
bslc surtax credit for the taxable year, a
consent dividends credit equal to such por-
tion of the total sum agreed to be Included
in the gro= Income of shareholders by their
consents filed under subsection (d) as it
would have been entitled to Include in com-
puting its boric surtax credit If actual dis-
tribution of an amount equal to such total
surn had hben made in cash and each share-
holder making such a consent had received,
on the concent dividends day, the amount
zpeclfled in the con-ent.

§ 19.28 (c)-1 Amount of consent
dividends credit. The consent dividends
credit forms part of the basic surtax
credit (see section 27 (b) (1). It consists
of the amount which the corporation
would be permitted to include in its
basic surtax credit as a dividend paid
if it had distributed to each shareholder
whose consent has bgen filed pursuant
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to section 28 (d), and each such share-
holder had received, on the consent
dividends 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
specified in the several consents. It
may, however, regardless of the fact that
such amounts are treated and taxed in
their entirety to the consenting share-
holders 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, hat 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
1939 amount to $8,000, there being at the
beginning of such year no accumulated
earnings or profits. A and B execute
proper consents to include $5,000 each
in their gross income as a dividend re-
ceived by them on December 31, 1939.
The sum of the amount specified in the
consents executed by A and B is $10,000,
but if $10,000 had actually been dis-
tributed by the X Corporation on Decem-
ber 31, 1939, 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.*

[SEC. 28. CONsENT DIVEND CRs mrr.]
(d) Sharehoders' consents. The corpora-

tion shall not be entitled to a consent divi-
dends credit with respect to any taxable
year-

(1) unless it files with its return for such
year (in acocrdance 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 cor-
poration, of any class of consent stock; and

(2) Unless in each such consent the share-
holder agrees that he will include as a tax-
able dividend, in his return for the taxable
year in which or with which the taxable year
of the corporation ends, a specific amount;
and

(3) Unless the consents filed are made by
such of the shareholders and the amount
specified in each consent is such, that the
consent distribution would not have been a
preferential distribution-

(A) If there was no partial distribution
during the last month of the taxable year of
the corporation, or

(B) If there was such a partial distribu-
tion, then when considered In connection
with such partial distribution;
and

(4) Unless In each consent made by a
shareholder who Is taxable with respect to a
dividend only if received from sources within
the United States, such shareholder agrees
,that the specific amount stated in the con-
Sent shall be considered as a dividend re-

ceived by him from sources within the United
States; and

(5) Unless each consent filed is accom-
paned, by cash, or such other medium of
payment as the Commissioner may by regula-
tions authorize, in an amount equal to the
amotmt that would, be required by section
143 (b) or 144 to be deducted and withheld
by the corporation if the amount specified in
the consent had been, on the litst day of the
taxable year of the corporation, paid to the.
shareholder n cash as a dividend. The
amount accompanying the consent shall be
credited against the tax imposed by section
211 (a) or 231 (a) upon the shareholder.

§ 19.28 (d)-1 Making, and ftiling of
consents. A consent shall be made in
duplicate on oath or affirmation on Form
972 in accordance with these regulations
and the instructions on: the form or
issued therewith and may be made only
by or on behalf of a person who was the
actual owner on, the last day of the cor-
poration's taxable year of any class
of consent stock, i. e., the person who
would have been required to include in
gross income any dividends oh 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 asa. tixable 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 shiall be considered at
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 section 19.53-4.) With
such return, and not later than the due
date thereof, the corporation must file
two duly executed duplicate originals
of each consenting shareholder's con-
sent, and a, return on oath or affirma-
tion on Form 973, showing by classes
the stock outstanding on the first and
last days of the taxable year, the divi-
dend rights of such stock, distribution
made during the taxable year to share-
holders, and giving all-the other-infor-
mation 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 theLast day of the taxable
year of the' corporation, the corporation
would have been required to deduct and
withhold any amount as a tax under
section" 143 . (b) or 144, such consent,
when filed by the corporation, must be
accompanied by payment of the amount
which would have been required to be
deducted and withheld If the amount
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 domes-

tic bank, provided that the law of the,
place where the bank Is located does not
permit the certification to be rescinded
prior to presentation;

(d) a cashier's check of a domestic
bank; or

(e) a draft on a domestic bank or a
foreign bank maintaining a United States
agency or branch and payable In United
States funds.

The amount of such payment shall be
credited against the tax imposed by sec-
tion 211 (a) or 231 (a) upon the share-
holder.*

§19.28(d)-2 Consent distrlbution
mit be nonpre erential. The applica-
tion of section 23 (d) (3) may be Illus-
tated as follows:

Exampld. The X Corporation, which
makes Its income tax returns on the
calendar year basis, has 200 shares'of
stock outstanding, owned by A and B in
equal amounts. On December 15, 1930,
the corporation distributes $600 to B
and $100 to A. On December 31, 1939,
A executes a consent to include $500 In
his gross income as a taxable dividend,
though such amount Is not distributed
to him. The X Corporation, assuming
the other requirements 9f section 28 have
been complied with, Is entitled to a con-
sent dividends credit of $500. Though
considered by themselves, both the par-
tial distribution of $700 and the consent
distribution qf $500 are preferential,
when considered together they consti-
tute a, single nonpreferential distribution
of $1,200.*

[SEc. 28. CoNstnT DIVMMIDs cnEMT.]
(e) Consent distribution as part of Cntero

dcstribution. If during the last month of
the taxable year with respect to which share-
holders' consents are filed by the corporation
under subsection (d) there iq inado a partial
distribution, then, for the purposes of thia
chapter, such partial distribution and the
consent distribution shall be considered ad
having been made In connection with oach
other and each shall be Considered together
with the other as one entire distribution.

§ 19.28 (e)-1 Consent and partial dis-
tributions to be considered tog/ether,
The rule provided in section 28 (e), that
a consent distribution and a partial dis-
tribution are to be considered as having
been made in connection with each other
and a together forming parts of one
entire distribution, is not limited to the
purposes of section 28, but is applicable
in connection with any of the purposes
of chapter 1. Thus, such rule Is to be
applied to determine whether a partial
distribution Is a preferential dividend
under section 27 (h). See section
10.27 (h)-l.*

[SmE. 28. CONSENT mDENS cREDIT.,
(f) Taxability of amounts spcife in con-

sents. The total amount specified In a con-
sent filed under subsection (d) shall be in-
cluded as a taxable dividend in the gross In-
come of the shareholder making such con-
sent, and, if the shareholder is taxable with
respect to a dividend only if received from
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sources within the United States, shall be
included in the computation of his tax as a
dividend received from sources within the
United States; regardless of-

(1) 'Whether he actually so includes It In
his return; and_

(2) Whether the distribution by the cor-
poration of an amount equal to the total
sum included in all the consents filed, had
actual distribution been made, would have

'been in whole or in part a taxable dividend;
and

(3) Whether the corporation Is entitled to
any consent dividends credit by reason of
the filing of such consents, or to a credit less
than the total sum Included in all the con-
sents filed.

§ 19M.8 (f)-1 Taxability of amounts
spedifted in consents. Once a sharehold-
er's consent is filed,, the full amount
specified therein shall be included in his
gross income as a taiable dividend, and,
in cases where the shareholder is taxable
on a dividend only if received from
sources within the United States, shall
be treated as a dividend so received;
regardless of-

(1) whether he actually so includes
it in his return;

(2) whether he would have been tax-
able on all or any part of such amount
as a dividend if it had been distributed to
him in cash; aid

(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 sev-
eral consents.

The ground upon which a consent div-
idends credit is denied the corporation
does not affect the taxability to a share-
holder whose consent has been filed of
the amount specified in his consent.
Thus, he is taxable on the full amount
so specified, though the corporation re-
ceives 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 consent which has been
filed is also taxable to him as a dividend
though a consent dividends credit is de-
nied the corporation because (a) pre-
-ferred 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 taxable year, (c) the distribu-
tion of which the consent distribution is
a part is preferential, (d) a consenting
shareholder who is taxable with respect
to a dividend only if received from
sources within the United States fails to
agree that the amount specified in his
consent shall be considered as a dividend
received by him from sources within thb!
United States, or (e) payment has not
been made as required by section 28 (d)
(5) and section 19.28 (d)-1.*

[SE. 28. CoxsEzT r ENDS ca.rIT.I

(g) Corporate shareholiers. If the share-
holder who makes the consent is a corpora-

No. 22- 9

tion, the amount cpccficd in the conznt
shall be considered as part of itz carnn
or profits for the taxable year, and rhall b3
included In the computation of Its accumu-
lated earnings and profits.

§ 19.28 (g)-I Treatment of amount
specified in consent of corporate share-
holder. From the standpoint of comput-
ing a shareholder's Income for a taxable
year relative to which he has agreed to
include a specific amount in gross in-
come, such amount is treated exactly as
though such shareholder had received in
cash a taxable dividend equal to the
amount specified in his consent. There-
fore, in the case of a corporate share-
holder, such amount shall be Included In
the computation of Its earnings and prof-
Its for the taxable year and its accumu-
lated earning and profits as of the close
of the taxable year. The effect of a cor-
porate 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 1939 has
been duly made and filed. The earnings
and profits of the X Corporation for the
calendar year 1939 amount to only $8,000,
there being at the beginning of such
year no accumulated earnings or profits.
The Y Corporation must nevertheless n-
dude in Its gross income $10,000 as a
taxable dividend. Assume the Y Cor-
poration to have begun the year 1939
with $5,000 accumulated earnings and
profits, to have made no distributions
during the year, and (without consider-
ing the amount specified In Its consent)
to have had neither profit nor loss dur-
ing the year. Its earnings and profits
for the year will be $10,000 and Its ac-
cumulated earnings and °profits at the
close of the year will be $15,000.

[Sac. 28. ConszzT azEzmi zcn rr.]

(h) Basis of stock in hands of szarchoWdrs.
The amount specified In a concent mad
under subsection (d) rhall, for the purpo:3
of adjusting the basis of the con-nt stoch
with respect to which the consent rms given,
be treated as having been reinvested by the
shareholder as a contribution 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 shareholder's consent stcck
bears to the total amount of consent stoc%
with respect to which consents are made.

(I) Effect on capital account of corporation.
The amount of the consent divIdends crcdit
allowed under subzecton (c) shall be con-
sidered as paid in curplus or as a contribu-
tion to the capital of the corporation, and
the accumulated earnings and profits as of
the close of the taxable year shell be core-
spondingly reduced.

§ 19.28 ()-i Effect on basis of stock
in hands of shareholders and capital ac-
count of corporation. The application
of sections 28 (h) and 28 (1) 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 n his gross in-
come as a dividend, but B refusss to do
so. The X Corporation therefore dis-
tributes $50 to B in cash during the last
month of its taxable year 1939. The
consent distribution evidenced by A's
consent and the actual distribution to
B are treated together, as though one
distribution of $100 had been made. The
earnings and profits of the X Corpora-
tion for 1939, however, amount to only
$80, there being at the beginning of such
year no accumulated earnings or profits.
If, therefore, the entire $100, which is the
sum of A's consent distribution and B's
actual distribution, had been actually dis-
tributed, 80 percent thereof would have
been a dividend, includible in the X Cor-
poration's basic surtax credit, and 20
Percent a return of capital. Applying
this principle to the facts stated, the fol-
lowing results are obtained:
(1) In the case of the X Corporation-
(a) Its consent dividends credit Is $40,

being 80 percent of the amount specified
In ANs 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 trans-
fer of $40 (the amount of the consent
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 nevertheless
makes a distribution to shareholders, no
part of such distribution will be a divi-
dend, 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, 1. 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.
[S. 28. Con.e---r a nn .]s ==srrl
(j) Amounts not included in slzareholder's

return. The failure of a shareholder of con-
rent stcc. to include in his gross income
for the proper taxable year the amount specd-
flcd In the consenut made by him and fled by
the corporation. shall have the same effect,
with respect to the deficlency resulting
therefrom, as is provided in section 272 (f)
with respect to a deficiency resulting from a
mathematical error appearing on the face of
the return.

Credits Against Tax
S-c. 31. TA=s . Fon zaz conrx suro

rcrs=aO!Z3 0. UrnMD SMLZ=.
The amount of income, vmr-proflts, and

cxce--proflts taxes lmpozd by foreign coun-
tries or poe-s-Jons of the United States Fill
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be allowed as a credit against the tax, to the
extent provided in section 131.

SEc. 32. TAxEs WrflHMD AT SOURCE.
The amount of tax withheld at the source

Under section 143 or 144 shall be allowed as
a credit against the tax.

SEc. 33. CamEr FOR OVERPAYmEN'S.
For credit against the tax of overpayments

of taxes imposed by this chapter for other
taxable years, see section 322.

Accounting Periods and Methods of
Accounting

SEc. 41. GENERAL RULE.
The net income shall be computed upon

the basis of the taxpayer's annual account-
ing period (fiscal year or calendar year, as
the case may be) in accordance with the
method of accounting regularly employed
in keeping the books of such taxpayer; but
If no such method of accounting has been
so employed, or if the method employed does
not clearly reflect the income, the computa-
tion shall be made in accordance with such
method as in the opinion of the Commis-
sioner does clearly reflect the income. If the
taxpayer's annual accounting 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 in-
come shall be computed on the basis of the
calendar year.

For use of inventories, see section 22 (c).

§ 19.41-1 Computation of net income.
Net income must be computed with re-
spect to a fixed period. Usually tha
period is 12 months and is known as the
taxable year. Items of income and of
expenditure which as gross income and
deductions are elements in the cbmpu-
tation of net income need not be in the
form of cash. It is sufficient that such
items, if otherwise properly included in
the computation, can be valued in
terms of money. The time as of which
any Item of gross income or any deduc-
tion is to be accounted for must be
determined in the light of the funda-
mental rule that the computation shall
be mad6 in such a manner as clearly
reflects the taxpayer's income. If the
method of accounting regularly em-
ployed by him in keeping his books
clearly reflects his income, it is to )3e
followed with respect to the time as of
which items of gross income and deduc-
tions are to be accbunted for. (See
sections 19.42-1 to 19.42-3, inclusive.)
If the taxpayer does not regularly em-
ploy a method of accounting which
clearly reflects his income, the computa-
tion shall be made in such manner as in
the opinion of the Commissioner clearly
reflects it.*

§ 19.41-2 Bases of computation and
changes in accounting methods. Ap-
proved standard methods of accounting
Will ordinarily be regarded as clearly re-
flecting 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 sec-
tion 48. For instance, in any case in
which it is necessary to use an inventory,
no method of accounting in regard to
purchases and sales will correctly reflect
income except an accrual method. A
taxpayer is deemed to have received
items of gross income which have been
credited to or set apart for him without
restriction. (See sections 1"9.42-2 and
19.42-3.) On the other hand, apprecia-
tion in value of property is not even an
accrual of income to a taxpayer prior
to the realization of such appreciation
through sale or conversion of the prop-
erty. (But see section 19.22 (c)-5.)

The true income, computed under the
Internal Revenue Code and, if the tax-
payer keeps books of account, in accord-
ance with the method of accounting reg-
ularly employed In keeping such books
(provided the method so used is properly
applicable in determining the net income
of the-taxpayer for purposes of taxation),
shall in all cases be entered in the return.
If for any reason the basis of reporting
income subject to tax is changed, the
taxpayer shall qttach to his return a
separate statement. setting forth for the
taxable year and for the preceding year
the classes of items differently treated
under the two systems, specifying in par-
ticular all amounts duplicated or entirely
omitted as the result of such change.

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 sec-
tion, a change in the method of account-
ing employed in keeping books means
any change in the accounting treatment
of items of Income or deductions, such as
a change ,from cash receipts and dis-
bursements method to the accrual
method, or vice versa; a change involv-
ing the basis of valuation employed in
the computation of inventories (see sec-
tions 19.22 (c)-1 to 19.22 ()-8, inclu-
sive); a change fromthe cash or accrual
method to the long-term contract
method, or vice versa; a change in the
long-term contract method from the per-
centage of completion basis to the com-
pleted contract basis, or vice versa (see
section 19.42-4); or- a change involving
the adoption of;,ora change in the use
of, any other specialized basis of com-
puting net income such as the crop basis
(see sections 19.22 (a)-7 and 19.23 (a)-
11). Application for permission to
change the method of accounting em-
ployed and the basis upon which the
return is made shall be filed within 90
days after the beginning of the taxable
year to be covered by the return. The
application shall be accompanied by a
statement specifying the classes of-tems
differently treated under the two methods
and specifying all amounts which would

be duplicated or entirely omitted as a
result of the proposed change. Permis-
sion to change the method of accounting
will not be granted unless the taxpayer
and the Commissioner agree to the terms
and conditions under which the change
will be effected. See-section 22 (d) and
regulations thereunder with respect to
changing to optional method of inven-
torying goods.

Section 44 contains special provisions
for reporting the profit derived from the
sale of property on the Installment plan.

The foregoing requirements relative to
a change of accounting method are not
applicable if a taxpayer desires to adopt
the installment basis of returning in-
come, as provided In section 19.44-1, but
are applicable if a taxpayer desires to
change from such basis to a straight ac-
crual basis. In cases where permission
to make such change Is granted, the
taxpayer will be required to return as
additional income for the taxable year
in which the change Is made all the
profit not theretofore returned as In-
come pertaining to the payments duo
on installment sales contracts as of the
close of the preceding taxable year.*

§ 19.41-3 Methods of accounting. It
is recognized that no uniform method
of accounting can be prescribed for all
taxpayers, and the law contemplates
that each taxpayer shall adopt such
-forms and systems of accounting as are
in his judgment best suited to his pur-
pose. Each taxpayer Is required by law
to make a return of his true Income,
He must, therefore, maintain such ac-
counting records as will enable him to
do so. (See section 54 and section
19.54-1.) Among the essentials are the
following:

(1) In all cases In which the produc-
tion, purchase, or sale of merchandise
of any kind Is an income-producing
factor, Inventories of the merchandise
on hand (including finished goods, work
in process, raw materials, and supplies)
should be taken at the beginning and
end'of the year and used in computing
the net income of the year (see section
22 (c) and sections 19.22 (c)-1 to 19.22
(c)-8, inclusive);

(2) Expenditures made during the.
year should be properly classified as be-
tween capital and expense; that Is to
say, expenditures for Items of plant,
equipment, etc., which have a useful life
extending substantially beyond the year
should be charged to a capital account
and not to an expense account; and

(3) In any case in which the cost of
capital assets Is being recovered through
deductions for wear and tear, deplotion,
or obsolescence, any expenditure (other
than ordinary repairs) made to restore
the property or prolong Its useful'life
should be added to the property account
or charged against the appropriate re-
serve and not to .current expenses.*

§ 19.41-4 Accounting period. The re-
turn of a taxpayer is made and his in-
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,come -computed for is taxable year,
-which in general means his fiscal year,
or the calendar year if he has not es-
tablished a fiscal year. (See section
48.) The term "fiscal year" means an

-accounting period of 12 months ending
on the last day of any month other than
December. No fiscal year will, how-
ever, be recognized unless before its
close it was definitely established as an
accounting period by the taxpayer and
the books of such taxpayer were kept in
accordance therewith. A person hav-
ing no such fiscal year must make his
return on the basis of the calendar year.
Except in the case of a first return for
income tax a taxpayer shall make his
return on the basis upon which he made
his return for the taxable year immedi-
ately preceding, unless, with the ap-
proval of the Commissioner, he has
changed his accounting period. See
section 19.46-1.*

SEC. 42. PERIOD 5 W=incH r=zs OF GOSS
ThICOSSE 3ICLVDED.

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 account-
ing 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 taxpayer there shall be included in
computing net income for the taxable period
in -which falls the date of his death, amounts
accrued up to the date of his death if not
otherwise properly includible in re-pect Of
such period or a prior period.

§ 19.42-1 When included in gross in-
come. Excelt as otherwise provided in
section 42 in the case of the death of a
taxpayer, gains, profits, and income are
tobe included in the gross income for the
taxable year in which they are received
-by the taxpayer, unless they are included
as of a different period in accordance
with the approved method of accounting
followed by him. (See sections 19A1-1 to
19.41-3, inclusive.) 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 pe-
riod-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 realized
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 deter-

mined to be worthless, which are subse-
quently 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 sec-
tion 19.23 (k)-1.) Such items as claims
for compensation under canceled Govern-
ment contracts constitute income for the
year in which they are allowed or their
value is otherwise definltely determined,
if the return is rendered on the accrual
basis; or for the year in which received,
if the return is rendered on the basis of
cash receipts and disbursements.0

§ 19.42-2 Income not reduced to p s-
session. Income which Is credited to the
account of or set apart for a taxpayer
and which may be drawn upon by him at
any time is subject to tax for the year
during which so credited or set apart,
although not then actually reduced to
possession. To constitute receipt In such
a case the income must be credited or set
apart to the taxpayer without any sub-
stantial limitation or restriction as to
the time or manner of payment or condi-
tion upon which payment is to be made,
and must be made available to him so
that it may be drawn at any time, and
its receipt brought within his own control
and disposition. A book entry, If made,
should indicate an absolute transfer from
one account-o another. If a corporation
contingently credits its employees with
bonus stock, but the stock is not available
to such employees until some future date,
the mere crediting on the books of the
corporation does not constitute receipt.0

§ 19.42-3 Examples of constructive re-
ceipt. If interest coupons have matured
and are payable, but have not been
cashed, such interest, though not col-
lected when due and payable, shall be
included in gross income for the year
during which the coupons mature, unle
it can be shown that there are no funds
available for payment of the interest
during such year. The interest shall be
included in gross income even though
the coupons are exchanged for other
_property instead of eventually being
cashed. The amount of defaulted cou-
pons is Income for the year in which
paid. Dividends on corporate stock are
subject to tax when unqualifiedly made
subject to the demand of the share-
holder. If a dividend Is declared pay-
able on December 31 and the corporation
intended to and did follow its practice of
paying the dividends by checks mailed so
that the shareholders would not receive
them until January of the following year,
such dvidends are not considered to
have been unqualifiedly made subject to
the demand of the shareholders prior
to January, when the checks were actu-
ally received. As to the distributive
share of the profits of a partner in a
partnership, see section 188. Interest
credited on savings bank deposits, even
though the bank nominally has a rule,
seldom or never enforced, that it may
require so many days' notice before
withdrawals are permitted, is income to
the depositor when credited. An amount

credited to shareholders of a building
and loan azsocIation, when such credit
pazzes without restrictioif to the share-
holder, has a taxable status as income
for the year of the credit. If the amount
of such accumulations does not become
available to the shareholder until the!
maturity of a share, the amount of any
share In excess of the aggregate amount
paid In by the shareholder is income for
the year of the maturity of the share.*

§ 19.42-4 Long-term contracts. In-
come from long-term contracts is tax-
able for the period in which the income
Is determined, such determination de-
Pending upon the nature and terms of
the particular contract. As used in this
section the term "long-term contracts"
means building, installation, or construc-
tion contracts covering a period in excess
of one year from the date of execution of
the contract to the date on which the
contract is .finally completed and ac-
cepted. Persons whose income is de-
rived 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
cace there should accompany the return
certificatez of architects or engineers
showlifg the percentage of completion
during the taxable year of the entire
work to ba performed under the con-
tract. There should be deducted from
such gros income all expenditures made
during the taxable year on account of the
contract, account being taken of the ma-
terial and supplies on hand at the be-
ginning and end of the taxable period
for ue In connection with the work
under the contract but not yet so
applied.

(b) Gro= income may be reported
for the taxable year in which the con-
tract Is finally completed and accepted
if the taxpayer elects as a consistent
practice so to treat such income, pro-
vided such method clearly reflects the
net income. If this method is adopted
there should be deducted from gross in-
come all expenditures during the life of
the contract which are properly allocated
thereto, taking into consideration any
material and supplies charged to the
work under the contract but remaining
on hand at the time of completion.

A taxpayer may change his method of
accounting to accord with paragraph
ta) or (b) of this section only after per-
mission is secured from the Commis-
sioner as provided in section 19.41-2.*

§ 19.42-5 Subtraction for redemption
of trading stamps. If a taxpayer, for
the purpoze of promoting his business ,
Issues with sales tradin0 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 ba required for
the redemption of such part of the total
is-ue of trading stamps or pzemium cou-
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pons Issued during the taxablef year as
will eventually be presented for redemp-
tion. This amount will be determined
in the light of the experience of the tax-

kpayer in his particular business and of
other users of trading stamps or premium
coupons engaged in similar'businesses.
The taxpayer shall file for each of the
five preceding years, or such number of
these years as stamps or coupons have
been issued by him, a statement show-
Ing-

(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
presen~ed showing the experience of
other users of stamps or coupons whose
experience is relied upon: by the tax-
payer to determine the amount to be
subtrabted from the proceeds of sales.
The Commissioner will examine the
basis used in each return, and in any
case in which the amount subtracted in
respect of such stamps or coupons is
found to be excessive, 'appropriate ad-
justment will be made.*

PEC. 43. PExoD FOR WHICH DEDUCTIONS AND
CREDrTS TAKEN.

The deductions and credits (other than
the corporation dividends paid credit -pro-
vided in section 27) provided for in this
chapter shall be taken for the taxable year
in which "paid or accrued" or "paid or in-
curred", dependent upon the method- of
accounting upon the basis of which the'
net income is computed, unless In order
to clearly reflect the income the deduc-
tions or credits should be taken as of a dif-
ferent period. In the case of the death of
a taxpayer there shall be allowed as deduc-
tions and credits for the taxable period in
which falls the date of his death, amounts
accrued up to the date of his death (ex-
cept deductions under section 23 (o)) if
not otherwise properly allowable in respect
of such period or a prior period.

§ 19.43-1 "Paid or incurred" and "paid
or accrued."

(a) The terms "paid 6r incurred' and
"paid or accrued" will be construed ac-
cording to the methQd of accounting
upon the basis of which the net income
Is computed by the taxpayer. (See sec-
tion 48 (0).) The deductions and credits
provided for in chapter 1 (other than the
dividends paid credit provided in section
27) must be taken for the taxable-year in
which "paid or accrued" or "paid or in-
curred," unless in order clearly to reflect
the income such deductions or credits
should be taken as of a different period.
If a taxpayer desires to claim a deduction
or a credit as of a period other than the
period in which it was "paid or accrued"
or "paid or incurred," he shall attach to
his return a statement setting forth his
request for consideration of the case by
the Commissioner together with a com-
plete statement of the facts upon which

he *relieS. However, in his income tax
return he shall take the deduction or
credit only for the taxable period in
which it was actually "paid or incurred,"
or "paid or accrued," as the case may be.
Upon the audit of the return, the Com-
missioner will decide whether the case is
within the exception provided by the In-
ternal Revenue Code, and the taxpayer
will be advised as to the period for which
the deduction or credit is properly allow-
able.

(b) The provisions of paragraph (a)
of this section in general are not ap-
plicable with respect to the taxable period
during which the taxpayer dies. In such
case there shall also be allowed as deduc-
tions and credits for such taxable period
amounts (except deductions under sec-
tion 23 (o)) accrued up to the date of
his death if not otherwise allowable with
respect to such period or a prior period,
regardless of the fact that the decedent
was required to keep his books and make
his returns on the basis of cash receipts
and disbursements.*

§ 19.43-2 When charges deductible.
Each year's return, so far as practicable,
both as to gross income and deductions
therefrom, should be complete in itself,
and taxpayers are expected to make every
reasonable effort to ascertain the facts
necessary to make -a correct return. The
expenses, liabilities, or deficit of one
year cannot be used to reduce the income
of a subsequent year. A taxpayer has
the right to deduct all authorized allow-
ances, and it follows that if he does not
within any year deduct certain of his
expenses, losses, interest, taxes, or other
charges, he cannot deduct them from the
income of the next or any succeeding
year. It is recognized, however, that par-
ticularly inla going business of any mag-
nitude there are certain overlapping
items both of income and deduction, and
so long as these overlapping items do not
materially distort the income they may
be included in the year in which the
taxpayer, pursuant to a consistent policy,
takes them into'his accounts. Judg-
ments or other binding' adjudications,
such as decisions of referees and boards
of review under workmen's compensation
laws, on account of damages 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 methods of ac-
counting which clearly reflect the correct
deduction, less any amount of such dam-
ages as may have been compensated for
by insurance or otherwise. If subsequent
to its occurrence, however, a taxpayer
first ascertains the amount of a loss sus-
tained during a prior taxable year which
has not been deducted from gross in-
come, he may render an amended return
for such preceding taxable year includ-
ing such amount of loss in the deductions
from gross income and may file a claim
for refund of the excess tax paid by rea-
son of the failure to deduct such loss
in the original return. (See section 322.)
A loss from theft or embezzlement occur-

ring in one year and discovered In an-
other Is ordinarily deductible for the year
in which sustained.*

SEc. 44. INSTALLMENT DASIS,

(a) Dealers in personal property. 'Under
regulations prescribed by the Commissionor
with the approval of the Secretary, a person
who regularly sells or otherwiso disposes of
personal property on the installment plan
may return as Income therefrom in any taX-
able year that proportion of the Installment
payments actually received in that yedr which
the gross profit realized or 'to be realized
when payment Is completed, bears to the total
contract price.

(b) Sales of realty and casual sales of per-
sonality. In the case (1) of a casual salo or
other casual disposition of personal property
(other than property of a kind which would
properly be included in the inventory of the
taxpayer if on hand at the close of the tax-
able year), for a price exceeding $1,000, or
(2) of a sale or other disposition of real prop-
erty, if in either case the Initial payments
do not exceed 30 per centum of the selling
price (or, in case the sale or other disposition
was in a taxable year beginning prior to Jan-
uary 1, 1934, the percentage of the selling
price prescribed In the law applicable to such
year), the Income may, under regulations pre-
scribed by the Commissioner with the ap-
proval of the Secretary, be returned on the
basis and in the manner above prescribed In
this section. As used in this section the term
"initial payments" means the payments re-
ceived in cash or property other than evi-
dences of indebtedness of the purchaser
during the taxable period in which the sale
or other dispositidn is made.

(c) changc from accrual to Installment
basis. If a taxpayer entitled to the benefits
of subsection (a) elects for any taxable year
to report his net income on the installment
basis, then in computing his income for the
year of change or any subsequent year,
amounts actually received during any such
year on account of sales or other disposltions
of property made in any prior year shall not
be excluded.

(d) Gain or loss upon disposition of In-
stallment obligations. If an Installment obli-
gation is satisfied at other than its face value,
or distributed, transmitted, sold, or otherwise
disposed of, gain or loss shall result to the
extent of the difference between the basis of
the obligation and (1) in the case of satis-
faction at other than face value or a sale
or exchange-the amount realized, or (2) in
case of a distribution, transmission, or dis-
position otherwise than by sale or exchangO-
the fair market value of the obligation at the
time of such distribution, transmission, or
disposition. Any gain or loss so resulting
shall be considered as resulting from the sale
or exchange of the property in respect of
which the installment obligation was re-
ceived. The basis of the obligation slll be
the excess of the face value of the obligation
over an amount equal to the income which
would be returnable were the obligation satis-
fied in full. This subsection shall not apply
to the transmission at death of Installment
obligations if there Is filed with the Comml-
sioner, at such time as he may by regulation
prescribe, a bond in such amount and with
such sureties, as he may deem necessary,
conditioned upon-the return as income, by
the person receiving any payment On such
obligations, of the same proportion of such
payment as would be returnable as Income
by the decedent If he had lived and had re-
ceived such payment. If an installment obli-
gation is distributed by one corporation to
another corporation in the course of a liqui-
dation, and under section 112 (b) (0) no
gain or loss with respect to the receipt of
such obligation is recognized in the case of
the recipient corporation, then no gain or
loss with respect to the distribution of such
obligation shall be recognized In the case of
the distributing corporation.

So in original.
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§ 19.44-i Sale of personal property on
installment plan. Dealers in personal
property ordinarily sell either for cash
or on the personal credit of the purchaser
or on the installment plan. Dealers who
sell on the installment plan usually adopt
one of four ways of protecting 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 imme-
diately, but subject to a lien for the un-
paid portion of the selling price;

(c) By a present transfer of title to
the purchaser, who at the same time
executes a reconveyanceIn the form of a
chattel mortgage to the vendor; or

(d) By conveyance to a trustee pend-
ing performance of the contract and sub-
ject to its provisions.

The general purpose and effect being
the same in all of these cases, the same
rule is uniformly applicable. The general
rule prescribed is that a person who regu-
larly sells or otherwise disposes of per-
sonal property on the installment plan,
whether or not title remains in the ven-
dor until the property is fully paid for,
may return as income therefrom in any
taxable year that proportion of the install-
ment 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 installment plan may be
ascertained by taking as income that pro-
portion of the total-payments received in
the taxable year from installment sales
(such payments 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 in-
stallment sales made during each year
bears to the total contract price of all
such sales made during that respective
year. No payments received in the tax-
able 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 re-
turning income. But in the case of any
taxpayer who, by an original return made
prior to February 26, 1926, changed the
method of reporting his nit income for
the taxable year 1924 or any prior taxable
year to the installment basis, see section
705 of the Revenue Act of 1928. Deduct-
ible 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 deducted for the
taxable year in which the items are "paid

° or incurred" or "pad or accrued," as
provided by sections 43 and 48. A dealer
who desires to compute his income on the

installment basis shall maintain books
of account in such a manner as to enable
an accurate computation to be made on
such basis in accordance with the pro-
visions of this section.

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 inven-
tory) may be reported on the installment
basis only if (1) the sale price exceeds
$1,000 and (2) the initial payments do
not exceed 30 percent of the selling price.

If for any reason the purchaser de-
faults in any of his payments, and the
vendor returning income on the install-
ment basis reposeses the property sold,
-whether title thereto had been retained
by the vendor or transferred to the pur-
chaser, gain or loss for the year in which
the repossession occurs is to be computed
upon any Installment obligations of the
purchaser which are satisfied or dis-
charged upon the repossesion or are ap-
plied by the vendor to the purchase or
bid price of the property. Such gain or
loss is to be measured by the difference
between the fair market value of the
loperty 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 ad-
justment for any other amounts realind
or costs incurred in connection with the
repossession. (See also section 19.44-5.)
The basis in the hands of the vendor of
the obligations of the purchaser satisfied,
discharged, or applied upon the reposses-
sion of the property shall be the excess
of the face value of such obligations over
an amount equal to the income which
would be returnable were the obligations
paid in full. No deduction for a bad debt
shall in any case be taken on account of
any portion of the obligations of the 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 property
was repossessed the purchaser remained
liable for such portion; and in no event
shall the amount of the deduction exceed
the basis in the hands of the vendor of
the portion of the obligations with re-
spect to which the purchaser remained
liable after the repossesion. (See also
section 19.23 (k)-1.) If the property re-
possessed is bid in by the vendor at a law-
ful 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 con-
vincing proof to the contrary. The prop-
erty 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 permis-
sible.'

§ 19.44-2 Sale of real property involv-
ing deferred Payments. Under section

44 deferred-payment sales of real prop-
erty include (a) agreements of purchase
and sale which contemplate that a con-
veyance 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 immediate
transfer of title, the vendor being pro-
tected 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
property other than evidences of indebt-
edness of the purchaser during the tax-
able year in which the sale is made ex-
ceed 30 percent of the selling price.

In the sale of mortgaged property the
amount of the mortgage, whether the
property is merely taken subject to the
mortgage or whether the mortgage is
assumed by the purchaser, shall be in-
cluded as a part of the "selling price,"
but the amount of the mortgage, to the
extent It does not exceed the basis to the
vendor of the property sold, shall not be
considered as a part of the "initial pay-
ments" or of the "total contract price,"
as those terms are used in section 44, in
sections 19.44-1 and 19.44-3, an7d in this
section. The term "initial payments"
does not include amounts received by the
vendor in the year of sale from the dis-
position to a third person of notes given
by the vendee as part of the purchase
price which are due and payable in sub-
sequent years. Commissions and other
selling expenses paid or incurred by the
vendor are not to be deducted or taken
into account in determining the amount
of the "Initial payments," the "total con-
tract price," or the "selling price." The
term "Initial payments" contemplates at
least one other payment in addition to
the Initial payment. If the entire pur-
chase price Is to be paid in a lump sum
in a later year, there being no payment
during the first year, the income may not
be returned on the installment basis.
Income may not be returned on the in-
staliment basis where no payment in cash
or property, other than evidences of in-
debtedness of the purchaser, is received
during the first year, the purchaser hav-
ing promised to make two or more pay-
ments In later years.*

§ 19.44-3 Sale of real property on in-
stailment plan. In transactions included
in class (1) in section 19.44-2 the vendor
may return as income from such trans-
actions in any taxable year that propor-
tion of the Installment payments actually
received In that year w.i- the total
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profit realized or to be realized when the
property is paid for bears to the total
contract rice.

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 purchaser, gain or loss
for the year in which the reacquisition
occurs is to be computed upon any in-
stallment 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 obliga-
tions of the purchaser which are so satis-
fied, discharged, or. applied, with proper
adjustment for any other amounts real-
ized or costs incurred in connection with
the reacquisition. (See also section
19.44-5.) The basis in the hands of
the vendor of the obligations of the pur-
chaser satisfied, discharged, or applied
upon the reacquistion of the property
will be the excess of the face value of
such obligations over an amount equal
to the income which would be returnable
were the obligations paid in full. No de-
duction for a bad debt shall in any case
be taken on account of any portion of
the obligations of the purchaser which
are treated by the vendor as not having
been satisfied, discharged, or applied
upon tht reacquisition of the property,
unless it is clearly shown that after the
property was reacquired the purchaser
remained liable for such portion; and in
no event shall the amount of the deduc-
tion exceed the basis in the hands of the
vendor of the portion of the obligations
with respect to which the purchaser re-
mained liable after the reacquisition.
(See section 19.23 (k)-1.) If the prop-
erty reacquired is bid in by the vendor at
a foreclosure sale, the fair market value
of the property shall be presumed to be
the purchase or bid price thereof in the
absence of clear and convincing proof to
the contrary. If the property reacquired
is subsequently sold, the basis for de-
termining gain or loss is the fair market
value of the property at the date of re-
acquisition (including the fair market
value of any" fixed improvements placed
on the property by the purchaser).

If the vendor chooses as a matter of
consistent practibe 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.*

§ 19.44-4 Deferred-payment sale of
real property not on installment plan.
In transactions included in class (2) in
section 19.44-2, the obligations of the
purchaser 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 re-
turned 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 prop-
erty was in the hands of the purchaser
had the sale not been made will consti-
tute gain or losgss the case may be, to
the vendor for the year in which the
property is repossessed, and the basis of
the property in the hands of the-ven-
dor will be the original basis at the
time of tfie sale plus the fair market
value at the time, of repossession, of
fixed improvements placed on the prop-
erty by thd purchaser. If the vendor
has previously transferred title to the
purchaser, and the purchaser defaults
in any of his payments and the vendor
reacquires the property, such reacqui-
sition shall be regarded as a transfer
by the vendor, in exchange for the
property, of such of the purchaser's ob-
ligations as are applied by the vendor
to the purchase or bid price of the prop-
erty. Such an exchange will be regard-
ed as having resulted in the realization
by the vendor of gain or loss, as the
case may be, for the year of reacquisi-
tion, 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 purchaser (generally,
the fair market value thereof which was
previously recognized in computing in-
come) which were applied by theven-
dor to the purchase of' bid price of the
property. The fair market value of the
property reacquired shall be presumed
to'be the amount for which it is bid in
by the vendor in the absende of clear
and convincing l'robf to the contrary.
If the property' reacquired is subse-
quently sold, the basis for determining
gain or loss is the fair market value of
the property at. the date of reacquisi-
tion including the fair market value of
the. fixed improvements placed on the
property by the purchaser.

If the obligations received by the
vendor have no fair market value, the
payments in cash or other property hav-
ing a fair market value shall be applied
against and reducg the basis of the prop-
erty sold, 'and, if in excess of such basis,
shall be taxable to the extent of the

excess. Gain or loss ts realized when the
obligations are disposed of or satisfied,
the amount being the difference between
the reduced basis'as provided above and
the amount realizedotherefor. Only In
rare and extraordinary cases does prop-
erty have no fair market value.*

§ 19.44-5 Gain or loss upon disposition
of installment obligations. The entire
amount of gain or loss resulting from the
disposition or satisfaction of installment
obligations, computed In accordance with
section 44 (d), is recognized under the
Internal Revenue Code, unless the dis-
position is within one of the exceptions
made by the Code. Such an exception
Ig provided in section 44 (d) with respect
to distributions under section 112 (b)
(6), and In section 112 (b) (4) and (5)
with respect to exchanges.

The application of section 44 (d) may
be illustrated by the following examples:

Example (1). In 1937 the M Corpora-
tion 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 1937 the company
received $5,000 cash and vendee's notes
for the remainder of the selling price,
or $15,000, payable In sybsequent years,
In 1939, before the vendee made any
further payments, the company sold the
notes for $13,000 In cash. The corpora-
tion makes it returns on the calendar
year basis. The Income to be reported for
1939 is $5,500, computed as follows:
Proceeds of sale of notes --------- $13, 000
Selling price of property .... $20, 000
Cost of property --------- 10,000

Total profit ------- 10,000
Total contract prlco.. 20,000

Percent of profit, or pro-
portion of each payment
returnable as Income,
$10.000 divided by $20,000,
50 percent.

Face value of notes ------ 15,000
Amount of income return-

able were the notes satis-
fied in full, 60 percent of
$15,000 ----------------- 7,500

Excess of face value of notes over
amount of Income returnable were
the notes satisfied In full -------- 7,600

Taxable income to be reported
for 1939 ------------------ ,500

Example (2). Suppose In the example
given above the M Corporation, instead
of selling the notes, distributed them In
1939 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
1939 Is $6,500, computed as follows:
Fair market value of notes -------- $14, 000
Excess of face value of notes over

amount of income returnable were
the notes satisfied In full (com-
puted as in example ()) ------- 7,500

Taxable Income to be reported
for 1930 .................. 0,600

If the taxpayer, referred to In the above
examples (1) and (2) as Corporation M,
had been 'an Individual, the taxable in-
come to be reported, shown above as
$5,500 and $6,500, respectively, would

HeinOnline -- 5 Fed. Reg. 416 1940



FEDERAL REGISTER, Thursday, February 1, 1910

have been limited to 50 percent thereof by
section'117 (b), the real estate having
been held for more than 24 months prior
to its sale in 1937. See also section
117 c).

In the case of a decedent who dies
possessed of installment obligations, no
gain on account of the tansmission at
death of such obligations is required to
-be reported as income in the return of
the decedent for the year of his death,
if the executor or administrator of the
estate of the decedent or any of the next
of kin or legatees files with the Com-
missioner a bond on Form 1132 condi-
tioned upon the return as income, by
any person receiving any payment in
satisfaction -of such obligag.ons, of the
same proportion of such payment as
would be returnable as income by the de-
cedent if he had lived and received such
payment. The bond shall be subject to
the- approval of the Commissioner, shall
be in an amount sufficient in his judg-
ment to insure collection of the tax re-
sulting from the fulfillment of the con-
ditions stated in the bond, and shall be
filed at the time of filing the return for
the decedent for the year of his death or
at such later time as may be specified by
the Commissioner. The bond on Form
1132 may be (1) executed by a surety
company holding a certificate of au-
thority from the Secretary of the Treas-
.ury as an acceptable surety on Federal
bonds, or (2) secured by deposit of bonds
or notes of the United States, or the in-
stallment obligations, in such amounts
as the-Commissioner may deem necessary
to insure collection of the tax.

See section 117 as to the limitation on
capital losses sustained by corporations
and the limitation as to both capital
gains and capital losses of individuals.*

SEC. 45. ALLOCATIX or INCOs A DEDUC-
TIONS.

In any case of two or more organizations,
trades, or businesses (whether or not incor-
porated, whether or not organized In the
United States, and whether or not afliated)
owned or controlled directly or indirectly by
the same interests, the Commssioner is au-
thorized to distribute, apportion, o; allocate
gross income or deductions between or among
such organizations, trades, or businesses, if
he deternfes that such distribution, ap-
portionment, or allccation is necessary in
order to prevent evasion of taxes or clearly
to reflect the income of any of such organ-
izations, trades, or businesses.

§ 19.45-1 Determination of the tax-
able -net income of a controled taxpayer.

(a) Deftnitios. When used in this
section-

(1) The term "organization" includes
any organization of any kind, whether
it be a sole proprietorship, a partnership,
a trust, an estate, or a corporation (as
each is defined or understood in the In-
ternal Revenue Code or these regula-
tions), irrespective of the place where
organized, where operated, or where its
trade or business is conducted, and re-
gardless of whether domestic or foreign,
whether exempt, whether affiliated, or
whether a party to a consolidated return.

(2) The terms "trade" or Ubslncas'
include any trade or business activity of
any kind, regardless of whether or where
organized, whether owntd individually
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 income
or deductions have been arbitrarily
shifted.

(4) The term "controlled taxpayer"
means any one of two or more organiza-
tions, trades, or businesses owned or con-
trolled directly or Indirectly by the same
interests.

(5) The terms "group" and "group of
controlled taxpayers" mean the organi-
zations, trades, or businesses owned or
controlled by the same interests.

(6) The term "true net income' means,
in the case of a controlled taxpayer, the
net income (or, as the case may be, any
item or element affecting net income)
which would have resulted to the con-
trolled taxpayer, had it in the conduct
of its affairs (or, as the case may be, in
the particular contract, transaction, ar-
rangement, or other act) dealt with the
other member or members of the group
at arm's length. It does not mean the
income, the deductions, or the item or
element of either, resulting to the con-
trolled taxpayer by reason of the particu-
lar contract, transaction, or arrange-
ment, the controlled taxpayer, or the in-
terests controlling it, chose to make (even
though such contract, transaction, or ar-
rangement be legally binding upon the
parties thereto).

(b) Scope and purpose. The purpose
of section 45 is to place a controlled tax-
payer on a tax parity with an uncon-
trolled taxpayer, by determining, ac-
cording to the standard of an uncon-
trolled taxpayer, the true net income
from the property and business of a
controlled taxpayer. The interets con-
trolling 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 taxpayers.
If, however, this has not been done and
the taxable net Incomes are thereby un-
derstated, the statute contemplates that
the Commissioner shall intervene, and,
by making such distributions, apportion-
ments, or allocations as he may deem
necessary of gross income or deductions,
or of any item or element affecting net
income, between or among the con-
trolled taxpayers constituting the group,
shall determine 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 wirth another uncontrolled tax-
payer.

Section 45 and this section apply to
the case of any controlled taxpayer,
whether such taxpayer makes a separate
or a consolidated return. If a controlled
taxpayer makes a separate return, the
determination is of its true separate net
Income. If a controlled taxpayer is a
party to a consolldated return, the true
consolidated net income of the affiliated
group andthe 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 P con-
trolled taxpayer to apply its provisions at
will, nor does It grant any right to com-
pel the Commis-ioner to apply such pro--
visions. It Is not intended (except in
the case of the computation of consoli-
dated net Income under a consolidated re-
turn) to effect in any case such a distri-
bution, apportionment, or allocation of
gro:s Income, deductions, or any item of
either, as would produce a result equiva-
lent to a computation of consolidated net
income under section 141.

(c) A pp ic a tio n. Transactions
between one controlled taxpayer and an-
other will be subjected to special scrutiny
to ascertain whether the common con-
trol 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 transac-
tion, or to the case of a device designed
to reduce or avoid tax by shifting or dis-
torting income or deductions. The au-
thority to determine true net income ex-
tends to any case in which either by in-
advertence or design the taxable net in-
come, 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 uncontrolled taxpayer
dealing at arm's length with another un-
controlled tazpayer.*

SEzc. 4C~.aszo 07 Accoun=;G sxOD.
IU a taxpayer changes his accounting

p-riad from fliccal year to calendar year,
from'calendar year to B-1cal year. or from one
fza year to another, the net income shall,
with the appro al of the ComLzIoner, be
computed on the bas . of such newV ac-
counting 'prled. cubject to the provsons
of ezc-ton 47.

§ 19.46-1 Change: of accounting ye-
rild. 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 return
would be required to effect the change,
furnish to the collector, for transmis-
sion to the Commlssioner, the informa-
tion required on Form 1123. The due
date of the separate return for such
period is the 15th day of the third
month following the close of that period.
If the change is approved by the Com-
missloner, the taxpayer shall thereafter
make his returns and compute his net
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income upon the basis of the new ac-
counting period. (See section 47.) *

SEc. 47. RETURNS FOR A PERIOD OF LESS
THAN TWELVE MONTHS.

(a) Returns for short period resulting
from change of accounting period. If a
taxpayer, with the approval of the Com-
missioner, changes the basis of computing
net Income from fiscal year to calendar year
a separate return shall be made for the
period between the close of the last fiscal
year for which return was made and the
following December 31. If the change is
from calendar year to fiscal yea,- 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 on basis of short
period. Where a separate return is made un-
der subsection (a) on account of a change in
the accounting period, and in all other cases
where a separate return is required or per-
mitted, by regulations prescribed by the Com-
missioner 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 separate return
is made.

(c) 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 in the ac-
counting period, the net income, computed
on the basis of the period for which separate
return is made, shall be placed on an annual'
basis by multiplying the amount thereof by
twelve and dividing by the number 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 applying
the provisions of subsections (b) and (e)
(relating to computing income on the basis
of a short period, and placing such Income 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 net in-
come. In the case of a return made fort 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 jeop-
ardy. For closing of taxable year in case of
jeopardy, see section 146.

§ 19.47-1 Returns for periods of less
than 12 months. No return can be made
for a period of more than 12 months.
A separate return for a fractional part
of a year is therefore required wherever
there is a change, with the approval of
the Commissioner, in the basis of com-
puting net income from one taxable year
to another taxable year. The periods to
be covered by such separate returns in the
several cases are stated in section 47 (a).
The requirements with respect to the
filing of a separate return and the pay-
ment 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 reasoh of' a
change in accounting period, the per-
sonal exemption and credit for depend-
ents shall be reduced to that proportion
of the full. credit which the number of
months in the period for which the re-
turn is made bears to 12 months.

In case of a change in accounting
period the net income computed on the
return for the fractional part "of a year
-(except, the return of. a corporation)
shall be placed on an annual basis and
the tax computed as provided in section
47 (c).

Exan4ple: A citizen of the United
States made a return for a 10-month
period by reason of a change in account-
ing'period. His net income including
his earned net income for such 10-month
period was $10,000, and his earned net
income for such period was $4,000. He
was entitled to a personal' exemption of
$2,500 but not to a credit for dependents.
His tax for the period is $525.67, com-
puted as follows:

Net Income for 10-month period- $10, 000. 00
Multiplied by 12 ------------- 120,000.00

Net Income on annual
-basis (8120,000-:10)---- 12, 000.00

Earned net income for
10-month period_- $4, 000. 00

Multiplied by 12----- 48,000.00
Earned net In- .
come on an-
nual basis
($48,000--10)_ 4,800.00

Subtracting:..
Earned income cred-

it (10 percent of
$4,800) ------------ 480.00

Personal exemption. 2, 500. 00
2,980.00

Net income subject to nor-
mal tax ---------------- 9,020.00

Normal tax (4 percent of $9,020):. 360.80

Surtax 'net income. (812.000 less
personal exemption of $2,500)- 9,500.00

Surtax on $9,500 --------------- 270.00

Total tax on annual basis
($360.80+$270) -------- - 630.80

Amount of tax for peritdi
$630.80 XIO/12) --------------- 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 partlof a year.*

SEC. 48. DEFINITIONS.
When used in this chapter-

(a) Taxable year. "Taxable year" means
the calendar year. or the fiscal year ending
during such calendar year, ulon the basis
of which the net income is computed under
this Part.1 "Taxable year" Includes, in the
case of a return made for a fractional part
of a year under'the provisions of this chap-
ter or under regulations prescribed by the
Commissioner with the approval of the Sec-
retary, the period' for which such return is
made.

(b) Fiscal year. "Fiscal year" means an
accounting period of twelve months ending
on the last day of any month other than

IDecember.

(c) "Paid or incurred", "paid or accrued".
The terms "paid or Incurred" and "paid or
accrued" shall be construed according to
the method of accounting upon the basi8
of which the net Income Is computed under
this Part.*

(d) Trade or business. The term "trade
or business" Includes the performanco of
the functions of a public orllco,

Returns and Payment of Tex
SEC. 51. InVmuAL nEURNS.

(a) Requirement. The following Indi-
viduals shall each make under oath a re-
turn. stating specifically the Items of his
gross income and the deductions and credits
allowed under this chapter and such other
information for the purpose of carrying out
the provisions of this chapter as the Com-
missioner 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 $1,000 or over: or

(B) Having a gross income for the tax-
able 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 Is made under subsection (b) and if-

(A) Such individual )ias for the taxable
year a net Income of $2,500 or over 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 spouse each
has for the taxable year a gross Income (re-
gardless of the amount of the net Income)
and the aggregate net Income of the two Is
$2,500 or over; or

(C) Such Individual and his spouse each
has for the taxable year a gross Income (re-
gardless of the amount of the net Income)
and the aggregate gross Income Is $0,000 or
over.

(b) Husband and wife. In the case of a
husband and wife living together the in-
come of each (even though one has no gross
income) 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 shall
be joint and several. No joint return may be
made if either the husband or wife IS a non-
resident allen.

(c) Persons 'nder disability. If the tax-
payer is unable to make his own return, the
return shall be made by a duly authorized
agent or by the guardian or other person
charged with the care of the person or prop-
erty of such taxpayer.

(d) Signature presumed correct. The fact
that an indivldual's name Is signed to a flied
return shall be prima facle evidence for all
purposes that the return was actually signed
by him.

(e) Fiduciaries, For returns to be made by
fiduciaries, see section 142.

§,19.51-1 Individual returns.
(a) In general. For each taxable year

a return of income shall be made by each
citizen of the United States, whether 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 dependents-

(1) If single or married but not living
with husband or wife for any part of the
taxable year, and if-

(a) having for the taxable year a gross
income (as defined in sections 22 and

2 This Part comprises sections 41 to 40,
inclusive.
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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 or 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

(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 the aggregate
gross income is $5,000 or over.

(3) If married and living with husband
or wife for -any part of the taxable year
but not at the close thereof, or if married
and living with husband or wife at the
close of the taxable year, but not during
the entire taxable year, if no joint return
is made, and if-

(a) having for the taxable year a 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
Fas the head of a fanily (see section
19.25-7)), 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) (computed without re-
gard to any credit to which either or both
may be entitled as the head of a family
(see section 19.25-7 ) ; 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 ag-
gregate income. The liability with re-
spect to the tax shall be joint and sev-
eral. If one spouse dies prior to the
last day of the taxable year, the surviv-
ing spouse may not include the income

No. 22- 10

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 allen.

A joint return of a husband and wife
(if not made by an agent other than hus-
band or wife, see section 19.51-2) 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
section 19.51-4) by the spouse prepar-
ing the return. The spouse who fills in
the return shall be considered to have
prepared 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 spouss 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 rea-
son of Illness or absence, as provided in
section 19.51-2.

For returns 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.*

§ 19.51-2 Form of return. The re-
turn shall be on Form 1040 except that
it shall be on short Form 1040A if (1)
the net income does not exceed $5,000,
and Is derived from interest, dividends,
annuities, income from fiduciaries, and
salaries, wages, commissions, bonuses,
and other compensation for- personal
services, and (2) the taxpayer does not
own a business or practice a profession
on his own account and renders a re-
turn on the cash receipts and disburse-
ments 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 rent-
ing of, or sale or exchange of, property.
The forms may be had from the col-
lectors of the several districts. The re-
turn may be made by an agent if, by
reason of illness, the person liable for
the making of the return is unable to
make It. The return may also be made
by an agent If the taxpayer Is unable
to make the return by reason of con-
tinuous absenpe from the United States
for a period or 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 liability for the penal-
ties provided for erroneous, false, or

fraudulent returns. For returns of
nonreddent aliens, see sections 19217-1
and 19.217-2.

The home or residential address of the
taxpayer (including the street and num-
ber, if any) shall be given in the space
provided at the top of the return for the
name and address of the taxpayer. A
taxpayer having a permanent business
address may give that address as the
principal or mailing address, provided
that the complete home or residential
address Is also given within the space
provided.*

§ 19.51-3 Return of income of mninor.
An individual, although a, minor, who is
single, is required to render 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
pozezses, 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 in-
come 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 guard-
Ian, or other person charged with the
care of his person or property. (See sec-
tion 19.142-2.) If he is married, see sec-
tion 19.51-1. If under the laws of a State
the earnings of a minor belong to the
minor, such earnings, regardless of
amount, are not required to be included
in the return of the parent, In the ab-
sence of proof to the contrary, a parent
will be assumed to have the legal right
to the earnings of the minor and must
include them in his return.*

§ 19.51-4 Verification of returns.

(a) All,income tax returns must be
verified under oath or affirmation. The
oath or affirmation may be adminlster~d
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 a ffration
is administered, or by a consular officer
of the United States. Persons in the
naval or military service of the United
States may verify their returns before
any official authorized to administer
oaths for the purposes of those respective
services. Income tax returns executed
abroad may be attested free of charge
before United States consular officers. If
a foreign 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 appointment
and official character of the attesting
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 subzeribed and
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sworn to by such person or persons Rre-
paring the return. Such affidavit is re-
quired on all income returns required
under the Internal Revenue Code 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 de-
parting aliens under section 146;

(4) Returns required under sections
147, 148, and 149 (relating to informa-
tion at source);

(5) Returns by subsidiary corporations
Included in consolidated returns; and

(6) Returns required under sections
338' (a), 339, and 3604 (relating to
monthly Information returns filed by
officers and directors, afid also monthly
and annual information returns filed by
certain shareholders, of certain foreign
corporations, and returns as to the for-
mation of foreign corporations). (See
paragraph 107 of the Appendix to these
regulations.)

-Such affidavit is not required if the
actual preparation of the return is a
.regular and usual incident of the em-
ployment of one regularly and continu-
ously employed for full time by the per-
son 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 re-
turn is made for the full time," or the
actual preparation of the return is not
a regular and usual incident of such
employment, the requirements of this
paragraph apply. Thus, if the return is
prepared by an accountant or firm of
accountants 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 re-
turn 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 pre-
paring the return. If, in the course of
his official duties, a deputy collector, an
internal revenue agdnt, or other officer
or employee of the Bureau of Internal
Revenue actually prepares the return, the
person for whom the return is made shall
make' in the return a brief statement to
that effect, and it will not be necessary
to make the sworn statement required
by this paragraph.*

§ 19.51-5 Use Q prescri-bed forms.
Copies of the prescribed return forms will
so far as possible be furnished taxpayers
by collectors. A taxpayer will not b& ex-
cused from making a* return, however,

'by the fact that no return form has been
furnished to him. Taxpayers not sup-
plied with the proper forms should make
application therefor to the collector in

ample time to have their returns pre-
pared, verified, and filed with the collec-
tor on or before the due date. Each tax-
payer should carefully prepare his return
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 Internal Revenue Code. In lack oi'a
prescribed form a statement made by a
taxpayer disclosing his gross income and
the deductions therefrom may be ac-
cepted 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 with-
out unnecessary delay such a tentative
return is supplemented by a return made
on -the proper form. (See further sec-
tions 19.53-2 to 19.53-4, inclusive.) *

SEC. 52. CoaPoRATmo RETUrNS.

(a) Requirement. Every corporation sub-
ject to taxation under this chapter shall make
a return, stating specifically the items of its
gross income and the deductions and credits
allowed by this chapter and such other infor-
mation for the purpose of carrying out the
provisions of this chapter as the Commis-
sioner with the approval of the Secretary may
by regulations prescribe. The return shall be
sworn to by the president, vice president, or
other principal officer and by the treasurer,
assistant treasurer, or chief accounting officer.
In cases where receivers, trustees in bank-
ruptcy, or assignees are operating the prop-
erty or business of corporations, such receiv-
ers, trustees, or assignees shall make returns
for such corporations in the same manner and
form as corporations are required to make
returns. Any tax due on the basis of such
returns made by receivers, trustees, or as-
signees shall be collected in the same manner
as if collected from the corporations of whose
business or property they have custody and
control.

(b) Cross reference. For provisions as to
consolidated returns in the case of railroaa
corporations, see section 141.

§ 19.52-1 Corpara tio n returns.
Every corporation not expressly exempt
from tax must make a return of income,
regardless of the amount of its net
income. In the case of ordinary cor-
porations, the'return shall be on Form
1120 or Form 1120A. For returns of
insurance companies, see sections
19.201 (b)-1, 19.204 (a)-1, and 19.207-7;
of foreign corporations, see section 235;
and of affiliated corporations, see sec-
tion 141 and section 19.141-1. A cor-
poration having an existence during any
portion of a taxable year is required to
make a return. A corporation which.
has received a charter, but has never
perfected its organization, which has
transacted no business and had no In-
come from any source, may upon pres-
entation of the facts to-the collector be
relieved from the necessity of making a
return as long as it remains in an un-
organized condition. In the absence
of a proper showing to the collector
such a corporation will be required to
make a return. A corporation which
was dissolved in 1939 prior to the en-
actment of the Internal Revenue Code
is not relieved from the necessity of
rendering returns thereunder for any
period or periods of its existence for

which the Code is effective. For infor-
mation returns by corporations contem-
plating dissolution cr liquidation, see
section 148 (d). For Information re-
turns by corporations of distributions in
liquidation, see section 148 (e). For in-
formation returns by corporations re-
lating to profits of the taxable year
declared as dividends, see' section
148 (b). For verification of returns and
use of prescribed forms, see sections
19.51-4 and 19.51-5.*

§ 19.52-2 Returns by receivers. Re-
ceivers, trustees in dissolution, trustees
in bankruptcy, and assignees, operating
the property or business of corporations,
must make returns of Income for such
corporations. If a receiver has full cus-
tody of and control over the business or
property of a corporation, he shall be
deemed to be operating such business or
property within the meaning of section
52, whether he is engaged In carrying
on the business for which the corpora-
tion was organized or only in marshaling,
selling, and disposing of Its assets for
'purposes of liquidation. Notwithstand-
ing that the powers and functions of a
corporation are suspended and that the
property and business are for the time
being in the custody of the receiver,
trustee, or assignee, subject to the order
of the court, such receiver, trustee, or
assignee stands 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 thq
officers of the corporation were they In
control. (See sections 274 and 298 and
sections 19.274-1 and 19.274-2.) A re-
ceiver In charge of only part of the prop-
erty of a corporation, however, as, for
example, a receiver in mortgage foreclos-
ure proceedings Involving merely a small
portion of its property, need not make a
.return of income.*

SEc. 53. Tna AN PLA=a FOr rILINO RETURNEI,

(a) Time for filing.-
(1) General rule. Returns made on the

basis of the calendar year shall be made on
or before the 15th -day of Marclh following
the close of the calendar year. Returns made
on the basis of a fiscal year shall be made on
or before the 15th day of the third month
following the close of the fiscal year,

(2) Extension of time. The Commissioner
may grant a reasonable extension 'of time
for filing returns, under such rules and regu-
lations as he shall prescribe with the ap-
proval of the Secretary. Except in the case
of taxpayers who are abroad, no such exten-
sion shall be for more than six honths.

(b) To whom return made.-
(1) Individuals. Returns (other than cor-

poration returns) shall be made to the col-
lector for the district in which is located
the legal residence or principal place of busi-
ness of the person making the return, or, if
he has no legal residence or principal place
of business in the United States, then to the
collector at Baltimore, Maryland,

(2) Corporations. Returns of corporations
shall be made to the collector of the district
in which Is located the principal place of
business or principal office or agency of the
corporation, or, if it has no principal place
of business or principal office or agency In the
United States, then to the collector at Balti-
more, Maryland.
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§ 19.53-1 Time for filing returns. Re-
turns of income (except in the case of

-nonresident alien individuals, as to which
see section 217, and foreign corporations,
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 going into
liquidation during any taxable year may,
upon the completion of such liquidation,
prepare a return for that year covering
its income for the part of the year dur-
ing which it was engaged in business and
may immediately file such return with
the collector. See also section 148 (d)
and (e).*

§ 19.53-2 'Extensions of time for filing
returns. It is important that the tax-

_payer render on or before thq due date
a return as nearly complete and final as
it is possible for him to prepare. How-
ever, the Commissioner is authorized to
grant a reasonable extension of time for
filing returns under such rules and regu-
lations as he shall prescribe with the ap-
proval of the Secietary. Accordingly,
authority for granting extensions of time
for filing income tax returns is hereby
delegated to the various collectors of in-
ternal revenue. Application for exten-
sions of time for filing income tax re-
turns should be addressed to the colec-
tor of internal revenue for the district
in which the taxpayer files his returns
and must contain-a full recital of the
.causes for the delay. Except in the case
.of taxpayers who afe abroad, no exten-
sion for fing 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
sections 19.53-3, 19.56-2, and 19.272-3.*

§ 19.53-3. Extensions of time in the
case of foreign organizations certain
domestic corporations, and citizens of
United States residing or traveling
abroad. An extension of time for filing
returns of income for taxable years be-
gun after December 31, 1938, 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) Do me st i c corporations which
transact their business and keep their
records and books of account abroad; "'.

(d) Domestic corporations whose prin-
cipal income is from sources within the
possessions of the United States; and

(e) American citizens residing or
traveling abroad, including persons in
military or naval service on duty out-
side 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 an-

num on the first installment of tax from
the original due date until paid.'

§ 19.53-4 Due date of return. The
due date is the date on or before which
a return is required to be filed in accord-
ance with the provisions of the Internal
Revenue Code or the last day of the pe-
riod covered by an extension of time
granted by the Commissioner or a col-
lector. When the due date falls on Sun-
day or a legal holiday, the due date for
filing returns will be the day following
such Sunday or legal holiday. If placed
in the malls, the returns should be posted
in ample time to reach the collector's of-
fice, under ordinary handling of the
mails, on or before the date on which
the return Is required to be filed. If a
return is made and placed in the mails
in due course, properly addressed and
postage paid, In ample time to reach the
office of the collector on or before the
due date, no penalty will attach should
the return not actually be received by
such officer until subsequent to that date.
If a question may be raised as to whether
the return was posted in ample time to
reach the collector's office on or before
the due date, the envelope in which the
return was transmitted will be preserved
by the collector and forwarded to the
Commissioner with the return. As to
additions to the tax in the case of failure
to file return within the prescribed time,
section 291.*

§ 19.53-5 Place for filing individual
returns. Section 53 (b) (1) provides
that individual returns shall be made to
the collector for the district in which is
located the legal residence or principal
place of business of the person making
the return, or, if he has no legal residence
or principal place of business in the
United States, then to the collector at
Baltimore, Md.

An individual employed on a salary or
commission basis who is not also engaged
in conducting a commercial or profes-
sional enterprise for profit on his own
account does not have a "principal place
of business" within the meaning of 2ec-
tion 53 (b) (1), and shall make his return
to the collector for the district in which
is located his legal residence, or, if he has
no legal residence in the United States,
then to the collector at Baltimore, Md.0

Szc. 54. RsCons A4D SECIAL a-ruass.

(a) By taXpayer. Every person liable to
any tax imposed by this chapter or for the
collection thereof, shill i"mep cuch records,
render under oath such ztatements, make
such returns, and comply with such rules and
regulations, as the Comml-loncr, with the
approval of the Secretary, may from time to
time prescribe.

(b) To determine liability to tar- When-
ever in the Judgment of the Commissioner
necessary he may require any person, by
notice served upon him, to make a return,
render under oath such statemntso or keep
such records, as the Colm-loner deems
sufficient to show whether or not ouch person
is liable to tax under this chapter.

(c) Information at the -ource. For re-
quirement of statements and returns by one
person to assist in determining the tax liabil-
ity of another person, cr-e c:ctlons 147 to
150.

(d) Coce3 of returnc. If any p=on.
required by law or regulations made pursu-
ant to law to file a copy of any incoma return
for any taxable year, fails to file such copy
at the time required, there shall be due and
aLr.a=d agCans-t uch perzon $5 in the case
of an individual return or $10 in the case
of a fiduciary, partnership, or corporation re-
turn, and the collector with whom the re-
turn L, filed chall prepare such copy. Such
amount shall be collected and paid, without
lntcret. In the came manner as the amount
of tax due in excess of that shown by the
taxpayer upon a return in the case of a
mathematical error appecaring on the face of
the return. Cople of returns filed or pre-
pared pursant to this subsection shall re-
maitn on file for a period of not lssthan
two years from the date they are required to
be filed, and may ba destroyed at any time
thereafter under the direction of the Com-
miioner.

(e) Foreign Verconal hoLding companier.
For information returns by officers, direator4
and larze shareholders, with respect to for-
eign p2rsonal holding companies, see s onsa
338. 339. and 340.

For Information returns by attorneys, ac-
countanto, and so forth, as to formation, and
co forth, of foreign corporations, see seation
3504.

§ 19.54-1 Records and income tax
forms. Every person subject to the tax,
except persons whose gross income (1)
consists solely of salary, wages, or similar
compensation for personal services ren-
dered, or (2) arises solely from the busi-
ness of growing and selling products of
the soll, shall, for the purpose of ena-
bling the Commissioner to determine the
correct amount of income subject to the
tax, keep such permanent books of ac-
count or records, including inventories,
as are sufficient to establish the amount
of the gross income and the deductions,
credits, and other matters required to be
shown in any return under chapter 1.
Such books or records shall be kept at
all times available for inspection by in-
ternal-revenue officers, and shall be re-
tained so long as the contents thereof
may become material in the administra-
tion of any internal-revenue law.

Income-tax forms shall be prescribed
by the Commissioner and shall be exe-
cuted and filed in accordance with these
regulations and the Instructions on the
form or Issued therewith.*

SEC. 55. PUMr o= =s.

(a) Public record and inspcction.
(1) Returns made under this chapter upon

which the tax has been determined by the
Commisloner shall constitute public rec-
ords; but. except as hereinafter provided in
this mection, they shall be open to inspection
only upon order of the President and under
rules and regulations prescribed by the Sec-
retary and approved by the President.

(2) And all returns made under this chap-
ter, subchapters A. B, and D of chapter 2.
subchapter B of chapter 3, chapters 4. 7, 12,
and 21, subehapter A of chapter 29 and sub-
chapters A and B of chaptcr 30, shall con-
ctltute public records and shall be open to
public examination and inspection to such
extent as shall be authorized in rules and
rcgulations promulgated by the President.

(3) Whenever a return is open to the In-
spection of any person a certified copy thereof
shal., upon reque-t, be furnished to such
p=rson under rules and regulations prescribed
by the Comm--.ioner with the appro-l of
the Secretary. The Commissioner may pre-

lrba a reazonable fee for furnihin.g such
Copy.
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(b) Ispection by States.

(1) State officers. The proper officers of
any State may, upon the request of the
governor thereof, have accesg to the returns
of any corporation, or to an abstract thereof
showing the name and icome of the cor-
poration, at such times and in such manner
as the Secretary may prescribe.

(2) State bodies or commissions. All in-
come returns filed under this chapter (or
copies thereof, if so prescribed by regulations
made under this subsection), shall be open
to inspection by any official, body, or com-
mission, lawfully charged with the adInis-
tration of any State tax law, if the inspec-
tionIs for the purpose of such administration
or for the purpose of obtaining information
to be furnished to local taxing authorities as
provided in this paragraph. The inspection
shall be permitted only upon written request
of the governor of such State, designating
the representative of such official, body, or

fcommission to make the inspection on behalf
of such official, body, or commission. The
inspection shall be made in such manner,
and at such times and places, as shall be
prescribed by regulations made by the Com-
missioner with the approval of the Secretary.
Any information thus secured by any offi-
cial, body, or commission of any State may
be used only for the administration of the
tax laws of such State, except that upon writ-
ten request of the Governor of such State
any such information may be furnished to
any official, body, or commission of any
political subdivision of such State, lawfully
charged with the administration of the tax
laws of such political subdivision; but may
be furnished only for the purpose of, and
may be used only for, the administration of
such tax laws.

(c) Inspection by shareholders. All bona
fide shareholders of record owning 1 per
centum or more of the outstanding stock
of any corporation shall, upon- making re-
quest of the Commissioner, be allowed to
examine the annual income returns of such
corporation and of its subsidiaries.

(d) Inspection by committees of Congress.

(1) Committees on ways and means and
.finance.

(A) The Sbcretary and any officer or em-
ployee of the Treasury Department, upon
request from the Committee on Ways and
Means of the House of Representatives, the
Committee on Finance of the Senate, or a
select committee of the Senate or House
specially authorized to investigate returns
by a resolution of the Senate or House, or
a joint committee so authorized by concur-
rent resolution, shall furnish such-commit-
tee sitting in executive session with any
data of any character contained in or shown
by any return. "
, (B) Any such committee shall have the

right, acting directly as a committee, or by
or 'through such examiners or agents as it
may designate or appoint, to inspect any or
all of the returns at such times and in such
manner as it may determine.

(C) Any relevant or useful information
thus obtained may be submitted by the
committee obtaining it to the Senate or the
*House, or to both the Senate and the House,
as the case may be.

(2) Joint Committee on Internal Revenue
Taxation. The Joint Committee on Inter-
nal Revenue Taxation shall have the same
right to obtain data and to inspect returns
as the Committee on Ways and Means or
the Committee on Finance, and to submit
any relevant or useful Information thus ob-
tained to the Senate, the House of Repre-
sentatives, the Committee, on Ways and
Means, or the Committee on Finance. The
Committee on Ways and Means or the Com-
mittee on Financd may submit such infor-
mation to the House or to the Senate, or
to both the House and the Senate, as the
case may be.

(e) Inspection'in collector's office of list of
taxpayers. The Commissioner shall as soon
as practicable in each year cause to be pre-

pared and made available to public inspection
in such manner as he may determine, in
the office of the collector in each internal
revenue district and in such other places
as he may determine, lists containing the
name and the post-office address of each
person making an income-tax return in such
district.

(f) Penalties for disclosing information.

(1) Federal employees and other persons.
It shall be unlawful for any collector, deputy
collector, agent, clerk, or other ofcer or
employee of the United States to divulge or
to make known in any manner whatever not
provided by law to any person the amount
or source of income, profits, losses, expendi-
tures, or any particular thereof, set forth or
disclosed in any income xeturn, or to permit
any income return or copy thereof or any
book containing any abstract or particulars
thereof to be seen or examined by any per-
son except as provided by law; and it shall
be unlawful for any person to print or pub-
lish in any manner whatever not provided
by law any income return, or any part there-
of or source of income, profits, losses, or
expenditures appearing in any income re-
turn; and any offense against the foregoing
provision shall be a misdemeanor and be
punished by a fine not exceeding $1,000 or
by imprisonmtnt not exceeding one 'year,
or both, at the discretion of the coitrt; and
if the offender be an officer or employee of
the United States he shall be dismissed from
office or discharged from employment.

(2) State employees. Any officer, employee,
or agent of any State or political subdivision,
who divulges (except as authorized in para-
graph 2- of subsection (b), or when called
upon to testify in any judicial or administra-
tive 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
paragraph 2 of subsection (b) shall be guiilty
of a misdemeanor and shall upon.conviction
be punished by a fine of not more than
$1,000, or by imprisonment for not more than
one year, or both.

(3) Shareholders. Any shareholder who
pursuant to the provisions of this section is
allowed to exm)ne the return of any cor-
poration, and who makes known in any
manner whatever nQt provided by law the
amqunt or ,source of income, profits, losses,-
expenditures, or any particular thereof, set
forth or disclosed in any such return, shall
be guilty of a misdemeanor and be pUn-
ished by a fine" not exceeding $1,000 or by
imprisonment not exceeding one year, or
both.

(4) Cross reference. For penalties for dis-
closing operations, style of work, or appa-
ratus of any manufacturer or producer, see
section 4047.

§-19.55 (b)-1 Definitions, Any word
or term used in this section and sections
19.55 (b)-2 to 19,55 (b)-5, inclusive,
-which is defined in any chapter of the
Internal Revenue Code shall be given the
definition contained in the chapter
which is applicable with respect to the
particular return, made.*

§ 19.55 (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 gf sections 51, 52, 141,
142, or 187, or sections 500 to 511, in-
clusive; 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 duplicate
form shall be a complete duplicate of
the return as filed except that the affi-

davits on the duplicate form need not
be filled in. There shall be attached to,
the copy on the duplicate form a copy
of any schedule or statement attached
to the original return except (1) Sched-
ule H-1 in the case of a corporation re-
turn, (2) the copy of the will or trust
instrument in the case of a fiduciary
return, (3) the power of attorney 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 Columbia in
the case of a return of an insurance
company. In lieu of filing .in the du-
plicate 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 collected
in the case of the failure to file a copy
of any income return required by law or

"regulations, see section 54 (d).* "
§ 19.55 (b)-3 Inspection of copies of

returns. Within a reasonable time after
the returns are filed the coples 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 des-
ignated in writing by the governor of the
State, for the purpose of such adminis-
tration or for the purpose of obtaining
information to be furnished to local
taxing authorities as pfovided In section

'55 (b) (2). The governors of the respec-
tive States shall be notified by the Com-
missioner of the date the copies of the
returns are available for inspection and
inspection thereof shall not be permitted
after one year from such date.*

§ 19.55 (b)-4 Request for permission
to inspect copies. Requests for permis"
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 In-
ternal Revenue, Records Division, Wash-
ingt6n, D. C. The request must state
(a) the kind of returns it is desired to

• inspect, (b) the taxable year or years
covered by the copies of returns it is
desired to Inspect, (c) the name of the
official, body, or commission by whom or
which the Inspection is to be mad6, (d)
the name of the representative of such
official, body, or commission, designated
to make the inspection, (e) by speciflo
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, (f) the
purpose for which the inspection Is to
be made, and (g) if the inspection Is for
the purpose of obtaining information to
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be furnished to local taxing authorities,
(1) the name of the official, body, or
commission of any political subdivision
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 secured by the
inspection is to be furnished, and (2) the
purpose for which the information is to
be used by such official, body, or com-
mission.*

§ 19.55 (b)-5 Inpection of oiginca
returns. In addition to the inspection of
copies of returns provided for in section
19.55 (b)-3, any properly authorized of-
ficial, body, or commission, lawfully
charged with the administration of any
State tax law, or properly designated
representatives of such official, body, or
commission, may, in the discretion of the
Commissioner, inspect original incoifte
returns for any taxable year ending on
or after July 31, 1939, for the purpose of
such administration. For the purposes
of this section the word 'teturnsi' shall
include information returns, schedules,
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 in-
spect original returns is requested, the
application of the governor of the State
shall conform to the requirements speci-
fied in section 19.55 (b)-4.

In any case where inspection of the
original returns is authorized in accord-
ance with the provisions of this section,
the Commissioner may, in his discretion,
permit inspection of other records and
reports which contain information in-
cluded or required by statute to be in-
cluded in the return.

For inspection of returns, other than
on behalf of States or political subdivi-
sions thereof, and furnishing copies of
returns so open to inspection, see Treas-
ury Decision 4929, approved by the Presi-
dent on August 28, 1939, and Treasury
Decision 4945, approved September 20,
1939 (see paragraph 110 of the Appendix
of these regulations).*

SEC. 56. PayiuT OF TAX.
(a) Time of payment. The total amount

of tax imposed by this chapter shall be paid
on the fifteenth day of Mfarch 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 third month
following the close of the fiscal year.

(b) Installment payments. The taxpayer
may elect to pay the tax in four equal in-
stallments. in which case the first install-
ment shall be paid on the date prescribed
for the payment of the tax by the taxpayer,
the second installment shall be paid on the
fifteenth day of the third month, the third
installment 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 Installment is not paid on or
before the date fixed for its payment, the
whole amount of the tax unpaid shall be
paid upon notice and demand from the
collector.

(c) Extension of time for payment.
(1) General rule. At the request of the

taxpayer, the Commissioner may extend the
time for payment of the amount determined
as the tax by the taxpayer, or any Install-
ment thereof, for a period not to exceed six

months from the date prescribed for the
payment of the tax or an Installment thereof.
In such case the amount in respect of which
the extension Is granted shall be paid on or
before the date of the expiration of thp
period of the extension.

(2) Liquidation of personal hoding com-
panies. At the request of the taxpayer, the
Commissioner may (under regulatlons pre-
scribed by the Comrsloner with the ap-
proval of the Secretary) extend (for a p~rlcd
not to exceed five years from the date pre-
scribed for the payment of the tax) the
time for the payment of such portion of
the amount determined as the tax by the
taxpayer as s attributable to the short-term
or long-term capital gain derived by the
taxpayer from the receipt by him of prop-
erty other than money upon the complete
liquidation (as defined In cectlon 110 (c))
of a corporation. This paragraph chall ap-
ply only if the corporation, for Its taxable
year preceding the year in which occurred
the complete liquidation (or the first of the
series of distributions referred to in such
section). was, under the law applicable to
such taxable year, a personal holding com-
pany or a foreign personal holding company.
An extension under this paragraph shall be
granted only if It Is shown to the eatisfac-
tion of the Commissioner that the failure to
grant It will result in undue bardship to the
taxpayer. If an extension Is granted the
amount with respect to which the extcmion
Is granted shall be paid on or before the
date of the expiration of the extension. f
an extension is granted under this paragraph
the Commissioner may require the taxpaycr
to furnish a bond in such amount, not
exceeding double the amount with respcct
to which the extension Is granted, and with
such sureties as the Commi-sloner deem
necessary, conditioned upon the payment
of the amount with respect to which the
extension Is granted in accordance with thMe
terms of the extension.

(d) Voluntary adrance payment. A tax
imposed by this chapter, or any ins-tallment
thereof, may be paid. at the election of the
taxpayer, prior to the date prcslbcd for
its payment.

(e) Advance payment in case of Ycoissrdy.
For advance payment In cas of Jeopardy,
sea section 146.

(f) Tax withheldl at source. For require-
ment of withholding tax at the cource in
the case of nonresident allens and foregvn
corporations, and In the case of so-called
"tax-free covenant bonds", see ecctions 143
and 144.

(g) Fractionta parts of cent. In the pay-
ment of any tax under this chapter a frac-
tional part of a cent shall be dLregarded
unless it amounts to one-half cent or more,
in which case it shal be increased to 1 cent.

(h) Receipts. Every collector to whom
any payment of any income tax is mode
shall upon request give to the peron mak-
ing such payment a full written or printed
receipt therefor.

§ 19.56-1 Date on wdc. tax ehal 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 sec-
tion 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 cal-
endar year, or, If the return s made on
the basis of a fiscal year, on or before
the 15th day of the third month follow-
ng the close of such fiscal year. But
see section 19.53-3. The tax may, at the
option of the taxpayer, be paid in four
equal installments instead of in a single
payment, in which case the first install-
ment is to be paid on or before the date

prescribed for the payment of the tax
as a single payment, the second Install-
ment on or before the 15th day of the
third month, the third installment on or
before the 15th day of the sixth month,
and the fourth Installment on or before
the 15th day of the ninth month, after
such date. If the taxpayer elects to pay
the tax In four installments, each of the
four installments must be equal in
amount, but any Installment may be
paid, at the election of the taxpayer,
prior to the date prescribed for its pay-
ment. If an Installment is not paid in
full on or before the date fixed for its
payment either by the Internal Revenue
Code or by the Commissioner in accord-
ance with the terms of an extension, the
whole amount of the tax unpaid shall be
paid upon notice and demand from the
collector.*

§ 19.56-2 Extens on 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 un-
due hardship to the taxpayer, the Com-
mLsioner, at the request of the taxpayer,
may grapt an extension of time for the
payment for a period not to exceed six
months from the date prescribed for the
payment of such amount, part, or install-
ment, 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 tax-
payer 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 d2-
fined In section 115 (c)) of a corpora-
tion If the corporation, for its taxable
year preceding the year in which occurred
the complete liquidation (or the first of
the series of distributions referred to in
sectlon 115 (0)), was, under the law ap-
plicable to such taxable year, a personal
holding company or a foreign personal
holding company. An 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 financial loss, for exaimple, due
to the sale of property at P 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 hard-
ship.

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 statement of
a=-ets and liabilities of the taxpayer and
an itemized statement under oath show-
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Ing all -receipts and disbursements for
each of the three months immediately
preceding the due date of the tax are
required and should accompany the ap--
plication. The application, with the
evidence, must be filed with the collector,
-who will transmit it to the Commissioner
with his recommendations as to the ex-
tension. 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 tax-
payer will be notified. The Commis-
sioner will not consider an application
for an extension of time for the payment
of a tax unless request therefor is made
to the collector on or before the date
prescribed for jpayment of the tax or
installment thereof for which the exten-
sion 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 taxp5ayer '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 Peginning of
the period. If a bond is required it shall
be conditioned ppon the payment of the
tax, interest, and additional amounts as-
sessed in connection therewith in ac-'
cordance with the terms of the exten-
sion granted, and shall be executed by a
surety company holding a certificate
of authority from the Secretary of the
Treasury as an acceptable trety on Fed-
eral bonds, and shall be subject to the
approval of the Commissioner. In lieu
of such a bond, the taxpayer may file a
bond secured by deposit of bonds or
notes of the United States equal in their

total par value to an amount not ex--
ceeding double the amount of the tax;
or installment thereof. (See section
1126 of the Revenue Act of 1926, as
amended, paragraph 63 of the Appendix
to these regulations.) A request by the
taxpayer for an extension of time for
the payment of one installment does not
operate to procure an extension of time
for payment of subsequent installments.
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 inter sA
at the rate of 6 percent per annum on
such amount from the date when the
payment should have been made if no
extension had been granted until the
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expiration of the -period of the exten-
sion. (See section 295.) *

§ 19.56-3 When fractional part of cent
may be disregarded. In the payment of
taxes a fractional part of a cent shall be
lisregarded unieks it amounts to one-half

cent or more, in which case it shall'be in-
creased to 1 cent. Fractionel parts of a
cent should not be disregarded in the
computation of taxes.*

§ 19.56-4 Receipts for tax payments.
Upon request a collector will give a
receipt for each tax payment. In the
case of payments made by check or money-
order the canceled check or the money
order receipt is usually a sufficient receipt.
In the case of payments in cash, however,
the taxpayer should in every instance re-
qu're and the collector should furnish a
receipt.*

SEC. 57. EXAmINATION oF RETuIN AND DETER-
MINATION OF TAX.

As soon as practicable after the return is
filed the Commissioner shall examine it and
shall determine the correct amount of the
tax.

§ 19.57-1 Examination o! return and
determination of tax by the Commis-
sioner. As soon as practicable after re-
turns are filed, they will be examined and
the correct amount of the tax determined
under such procedure as may be pre-
scribed from time to time by the Com-
missioner. (See section 272.) * -

SEC. 58. ADDITIONS TO TAX AN) PENALTIES.

(a) For additions to the tax in case of
negligence or fraudcIn the nonpayment of tax
or failure to file return therefor, see Supple-
ment M.

(b) For criminal penalties for nonpayment
of. tax or failure to file return therefor. see
section 145.

SEC. 59. ADMINISTRnTIVE PRociEDN;Gs.
For administrative proceedings In respect.

of the nonpayment or overpayment of a tax'
imposed by this chapter, see as follows:

(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.

SEC. 60. CR0S REFSiTECES.
For general provlsions relating to:--
(a) Information and returns, see chapter

34.
(b) Assessment, see chapter 35.
(c) Collection, see chapter 36.

Miscellaneous Provisions
SEC. 61. LAws -ADE APPLICALE.
All administrative,- special, or stamp pro-

visions of law, including the lw relating to
the assessment of taxes, so far as applicable,
shall be extended ta and made a part of this
chapter.

SE. 62. REuLS AND nEGULATIONS.
The Commissioner, with the approCal of

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

SEC. 63. PUBLIcATION OF STATISTICS.
The Commissioner, with the approval of

the Secretary, shall prepard and publish an-
nually statistics reasonably available with
respect to the operation of the income, war-
profits and excess-profits tax-laws, including
classifications of taxpayers and of income,
the amounts allowed as deductions, exemp-

tions, and credits, and any other facts
deemed pertinent and valuable.

SEC. 64. DX)Nrnons.
For definitions of a general character, seo

section 3797.

[Subpart C, "Supplemental Povi-
slons," will appear in the issue for Pri-
day, February 2, 1940. Subpars D, E,
and F will appear in the issue 1or Sat-
urday, February 3, 1940.J

[SEAL] Guy T. HELV EINO,
Commissioner of Internal Revenue.

Approved, January 29, 1940.
H. MORGENTAu, Jr.,

Secretary of the Treasury.
[F. R. Dec. 40-470; Filed. January 80, 1940;

3:48 p. m.]

TITLE 42-PUBLIC HEALTH
CHAPTER I-UNITED STATES PUBIEC

HEALTH SERVICE

[Amendment' No. 19]
QUARANTINE REGULATIONS OF TE UNITED

STATES

ISSUANCE OF BILLS OF- IEALT

Paragraph 4 of the quarantine regui-
lations of the United States (42 CFR
11.21) Is lereby amended to read as
follows:

§ 11.21 Inspection of vessels bound for
United States, possessions, or dependen-
cies. The officer Issuing the bill of health
to vessels leaving foreign ports and ports
In the possessions or other dependencies
o f the United States for ports In the

nited States or its possessions or other
dependencies shall satisfy himself, by
inspection If necessary, that the condi-
tions certified to therein are true. He Is
authorized, in accordance with law, to
withhold the bill of health until he Is
satisfied that the vessel, the passengers,
the crew, and the cargo have complied
with all the quarantine laws and regula-
tions of the United States, However, a
bill of health shall not be withheld for
the solereason that a deratization or de-
ratization exemption certificate is not
presented. Where a bill of health is
Issued notwithstanding the failure to pre-
sent such a certificate, the nonpresenta-
tion thereof must be noted on the bill of
health. (Sec. 3, 27 Stat. 450; 42 U.S.C.
92)

PAUL V. McNUTr,
Federal Security Administrator.

JANUARY 26, 1940.

[F. R. Doc. 40-472: Filed, January 31, 1940;
0:48 a. m.]

TITLE 47-TELECOMMUNICATION

CHAPTER I-FEDERAL COMMVIUNICA-
TIONS COMMISSION

PART' 3-RULES GOVERNING STANDARD
BROADCAST STATIONS

The Commission on January 30, 1040,
effective immediately, suspended the
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Washington, Friday, February 2, 1910

The President

EXECUTIVE ORDER

EXTEMMING THE LIITS OF THE CUSTOM'S
PORT OF ENTRY OF CHARLESTON, SOUTH
CAROLINA, In Cusrous COLLECTION Dis-
TRcT NuzaER 16 (SOUTH CAROLINA)
By virtue of the authority vested in me

by section 1 of the Act of August 1, 1914,
38 Stat. 609, 623 (U.S.C. title 19, sec. 2),
it is ordered that the limits of the customs
port of entry of Charleston, South Caro-
lina (the headquarters port of Customs
Collection District Number la>, be, and
they are hereby, extended to include all
points in Charleston Harbor, and all
points on the Ashley and Cooper Rivers
and their tributaries within ten miles
from the corporate limits of the city of
Charleston.

This order shall become effective thirty
days from the date hereof.

FRARKIN D ROOSEVELT
THE WHITE HOUSE,

January 31, 1940.
[No. 8335]

[F. R. Doc. 40-483; iled, February 1, 1940;
10:32 a. m.]

Rules, Regulations, Orders

TITLE 14-CIVIL AVIATION
CHAPTER I--CIVIL AERONAUTICS

AUTHORITY

[Amendment 33, Civil Air Regulations]
A=IINDmNT OF DErmos AND RE-

DESIGNATION OF COITROL AIRPORTS,
CONTROL ZONES OF I!TERSECTION', R.ADIO
FIxEs, AN AIRwAY TRAFFIc CO ROL
AREA.
At a session of the Civil Aeronautics

Authority held at its office. in Washing-
ton, D. Q. on the 30th day of January
1940.

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 provi-
sions of, and to exercise and perform
its powers and duties under said Act,
the Civil Aeronautics Authority hereby
amends the Civil Air Regulations as
follows:

Effective March 1, 1940, Part 60 of the
Civil Air Regulations is amended as
follows:

1. By amending section 60.100 to read
as follows:

§ 60.100 (Unassigned).
2. By amending section 60.101 to read

as follows:
§ 60.101 (UnassIgned).
3. By amending section 60.102 to read

as follows:
§ 60.102 (Unassigned).
4. By amending section 60.103 to read

as follows:
§ 60.103 Control zone. A control zone

is the air space above that area on the
surface of the earth within 3 miles of
the center of an airport designated by
the Authority as a control airport, and
within % mile of a line extended from
th center of such airport to the radio
range station established for the pur-
pose of directing air traffic to such air-
port. (See section 60.21 for a list of
control airports).

5. By amending section 60.105 to read
as follows:

§ 60.105 Control zone of intrection.
A control zone of Intersection is the air
space above that area on the surface of
the earth within a radius of 25 milez of
a radio range station designated by the
Authority as the center of such interzec-
tion. (Se section 60.22 for such dczlgna-
tion).

6. By amending section 60.106 to read
as follows:

§ 60.106 (Unassigned).
7. By amending section 60.120 ta read

as follows:
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TITLE 26-INTERNAL REVENUE

CHAPTER I-BUREAU OF INTERNAL
REVENUJE

[Regulations 103]

INcomm TAx UNvER TH INTENAL
REVENUE CODE*

[The table of contents, Subpart A (In-
troductory Provisions) and Subpart B
(General Provisions) appeared in the
issue for Thursday, February 1, 1940]

SUBPART C-SUPPLEIENTAL PROVISIONS

Rates of Tax
Sm 101. Emz-n=os FEOZI TAX ON COnPO-

ATIONS.
The following organizations shall be ex-

empt from taxation under this chapter-

§ 19.101-1 Proof of exemption. A
corporation is not exempt merely be-
cause it is not organized and operated
for profit. In order to establish its ex-
emption and thus be relieved of the duty
of filing returns of income and paying
the tax, it is necessary that every or-
ganization claiming exemption file an
affidavit with the collector of the district
in which it is located, showing the char-
acter 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 shareholder or individual, and
-in general all facts relating to its opera-
tions which affect its right to exemption.
To such affidavit should be attached a
copy of the charter or articles of incor-
poration, the by-laws of the organization,
and the latest financial statement, show-
ing the assets, liabilities, receipts, and
disbursements of the organization, The
words "private shareholder or indi-
vidual" in section 101 refer to individuals
having a personal and private interest
in the activities of the corporation. Al-
though religious or apostolic associations
or corporations exempt under section
101 (18) are relieved from paying the
tax, they are required to file returns of
income (see section 19.101 (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, or-

ders, or associations:
(a) The number of subordinate lodges

in active operation, (b) whether period-
ical meetings are actually held;! (2) Building and loan associations
and cooperative banks: These associa-

*Sections 19J-19.3901 (e)-1 issued under
the authority contained in sections 62 and
3791 of the Internal Revenue Code (53 Stat.
32, 467). In such sections the numbers to
the right of the decimal point Are keyed to
numbers of sections I to 373, Inclusive, 500
to 511, inclusive, 3797, and 3801 of the In-
ternal Revenue Code (53 Stat., Part 1).

No. 23- 2

tions and banks shall submit the infor-
mation 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
involve carrying on propaganda, or
otherwise attempting, to influence legis-
lation;

(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 amount
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 per-
formed for nonmembers;

(7) Clubs: The income rceived 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 bu held
for the payment of losses or expensss, a
statement based upon a reliable table of
loss experience demonstrating that the
amount so held for the payment of lozes
is reasonably necessary; or in the case
of expenses, a statement bazed upon re-

-liable statistics showing that the ex-
penses were incurred or that in all prob-
ability they will be incurred;

(10) Farmers' cooperative asocla-
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 neces-
sary to establish the exemption, under
section 101, of the organization for which
title is held.

The collector, upon receipt of the affi-
davit and other papers, will forward
them to the Commissioner for decision
as to whether the organization l4 exempt.

When an organiztion 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 opera-
tions or the purpose for which It was
originally created. But see section 19.101
(18)-i with respect to religious or apos-
tolic associations or corporations. See

ala sections 275 (a) and 276 (a) with
respect to the statute of limitations.
Collectors will keep a list of all exempt
corporations, to the end that they may
occaeionally 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 section and sections
19.101 (2)-i to 19.101 (13)-1, inclusive,
from filing returns of income does not-
apply to returns of information (see
sections 147 to 149, inclusive).*

iSac. 101. En xo-:s r o TAx onr cozo-

I'rTe following organizations sall be e--
cmpt from taxation und-r this chapter-

(1) Labor, agricultural, or horticultural
orL-anizationo;
§ 19.101 (1)-I Labor, agricultural, ard

horticultural organizations. The organ-
izations contemplated by section 101 (1)
as entitled to exemptiofi 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 efficiency in
their respective occupations.

Organizations such as county fairs and
like aszoeiations of a quasi public char-
acter, which are designed to encourage
the development of better agricultural
and horticultural products through a ss-
tem of awards, and whose income from
gate receipts, entry fees, and donations
is uzed exclusively to meet the necezsary
e.xpense of upL-eep and operation, are
thus exempt. On the other hand, asso-
ciations which have for their purpose, for
example, the holding of periodical race
me.ets, the profits from which may inure
to the benefit of their shareholders, are
not exempt. Similarly, corporations en-
gaged in growing agricultural or horicul-
tural products for profit are not exempt
from tax%.

[S=c. 101. E':u'rzo- rozz T= On co--o-

IThe following orCganlztions hall be ex-
cmpt from taxation under this chnapter-I

(2) Mutual cavings banls not hasvng a
capital stcc% represented by zhares

§ 19.101 (2)-1 Mutual saving3 banlhs.
In order that a corporation may be en-
titled to exemption as a mutual savings
bank, it must appear that it is an or-
ganization-

(1) Which has no capital stock rep-
rezented by shares, and

(2) Whose earnings, less only the ez-
penzes of operation, are distributable
wholly among the depositors.

If It appears that the organization has
shareholders who participate in the
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profits, the organization will not be ex-
empt.

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.*

[SEC. 101. EXEZPTIONS FROM TAX ON COR-
PORATXONS.l

[The following organizations shall be ex-
empt from taxation under this chapter-]

(3) Fraternal beneficiary societies, orders,
or associations, (A) operating under the
lodge system or for the exclusive benefit of
the members of a fraternity itself operat-
ing under the lodge system; and (B) pro-
viding for the payment of life, sick, acci-
dent, or other benefits to the members of
such society, order, or association or their
dependents;

§ 19.101 (3)-1 Fraternal beneficiary
societies. 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 par-
ent organization and largely self-govern-
ing, called lodges, chapters, or the like.
In order to be exempt it is also necessary
that the society have an established sys-
tem for the payment to its members or
their dependents of life, sick, accident,
or other benefits.*

[SEc. 101. EXEMPTIONS FROM TAX ON COR-
PORATIONS.]

[The following organizations shall be ex-
empt from taxation under this chapter-]

(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 or-
ganized and operated for mutual purposes
and without profit.

§ 19.101 (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 mutual
purposes and without profit are 'exempt.
Credit unions such as those organized
under the laws of Massachusetts, being in
substance and in fact the same as co-
operative banks, -are likewise exempt
from tax.*

[SEc. 101. EXE TzIONS PROM TAX ON COR-
PORATIONS.1

[The following organizations shall be ex-
empt from taxation under this chapter-]

(5) Cemetery companies owned and oper-
ated exclusively for the benefit of their mem-
bers or which are not operated for profit;
and any corporation chartered solely for
burial purposes as a cemetery corporation
and not permitted by its charter to engage
in any business not necessarily Incident to

that purpose, no part of the net earningsof which inures to the benefit of any private
shareholder or individual;

§ 19.101 (5)-l 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,
oi

(2) If it is not operated for profit.

* Any cemetery corporation chartered
solely for burial purpose& 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 require-
ments of the Internal Revenue Code may
be exempt, even though it issues pre-
ferred stock entitling the holders to divi-
dends at a fixed rate, not exceeding the
legal rate of interest in the State of in-
corporation, or 8 percent per annum,
whichever is greater, on the value of the
consideration for which the stock was
issued, provided that its articles of In-
corporation require-

(l) That the preferred stock shall be
retired at par as soon as sufficient funds
available therefor are realized from sales,
and

(2) That all funds not required for the
payment of dividends .upon or for the
retirement of preferred stock shall be
used by the company for the care and im-
provement of the cemetery property.*

[SEC. 101. EXEMPTIONS PAOLI TAX ON COA-
PORATIONS.]

[The following organizations Ehall be ex-
empt from taxation under this chapter-]

(6) Corporations, and any community
chest, fund, or foundation, organized and
operated exclusively for religious, charitable,
scientific, literary, or educational purposes, or
for the prevention of cruelty to children or
animals, no part of the net earnings of which
inures to the benefit of any private share-
holder or Individual, and no substantial part
of the activities of which is carrying on prop-
aganda, or otherwise, attempting, to influence
legislation;

§ 19.101 (6)-1 Religious, charitable,
scientific, literary, and educational or-
ganizations and community chests. In
order to be exemptunder section 101 (6),
the organization must meet three tests:

(1)' It must be organized and operated
exclusively for one or more of the speci-
fied purposes;

(2) Its net income must not inure In
whole or in part to-the benefit of private
shareholders or individuals; and

(3) It must not by any substantial part
of its activities'attempt to influence legis-
lation by propaganda or otherwise. •

Corporations organized and operated
exclusively for charitable purposes com-
prise, in general, organizations for the
relief of the poor. The fact that a cor-
poration established for the relief of in-

digent persons may receive voluntary
contributions from the persons Intended
to be relieved will not necessarily deprive
it of exemption.

An educational organization within the
meaning of- the Internal Revenue Code
is one designed primarily for the Im-
provement or development of the capa-
bilities of the individual, but, under ex-
ceptional circumstances, may include an
association whose sole purpose is the In-
struction of the public, or an association
whose primary purpose Is to give lectures
on subjects useful to the Individual alid
beneficial to the community, even though
an association of either class has Inci-
dental amusement features. An organi-
zation formed, or availed of, to dissemi-
nate controversial or partisan propa-
ganda Is not an educational orgilnization
within the meaning of the Code. How-
ever, the publication of books or the giv-
ing of lectures advocating a cause of a
controversial nature shall not of Itself
be sufficient to deny an organization the
exemption, If carrying on propaganda, or
otherwise attempting, to Influence legis-
lation form no substantial part of Its ac-
tivities, Its principal purpose and sub-
stantially all of Its activities being clearly
of a nonpartisan, nolicontroversial, and
educational nature.

Since a corporation to be exempt under
section 101 (6) must be organized and
operated exclusively for one or more of
the specified purposes, an organization
which has certain religious purposes and
which also manufactures and sells ar-
ticles to the public for profit, is not ex-
empt under section 101 (6) even though
its property Is held in common and Its
profits do not inure to the" benefit of In-
diivdual members of the organization,
See section 101 (18) as to religious or
apostolic associations or corporations,

A corporation otherwise exempt under
section 191 (6) does not lose Its status
as an exempt corporation by receiving
income such as rent, dividends, and in-
terest from investments, provided such
income is devoted exclusively to one or
more of the purposes specified In that
section.*

[SEc. 101. EXEMPTIONS FROM TAX ON COR-
PORATIONS.I

[The following organizations shall b ex-
empt from taxation under this chapter-]

(7) Business leagues, chambers of corn-
merce, real-estate boards, or boards of trade,
not organized for profit and no part of the
net earnings of which inures to the benefit
of any private shareholder or individual:

§ 19.101 (7)-i Business leagues, cham-
bers of commerce, real estate boards,
and boards of trade. A business leangio
Is an association of persons having some
common business Interest, the purpose of
which is to promote such common Inter-
est and not to engage In a regular
business of a kind ordinarily carried
oh for profit. It is an organization of
the same general class as a chamber of
commerce or board of trade. Thus its
activities should be directed to the Im-
provement of -business conditions of one
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or more lines of business as distin-
guished from the performance of par-
ticular services for individual persons.
An organization whose purpose is to en-
gage in a regular business of a kind or-
dinarily carried on for profit even
though the business is conducted on a
cooperative basis or produces only suf-
ficient income to be self-sustaining, is
not a business league. An association
engaged in- furnishing information to
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 ex-
change is not a business league, a cham-
ber of commerce, or a board of trade
within the meaning of the Internal
Revenue Code and is not exempt from
tax.*

- fSMC 101. EXE sTONS FROMl TAX ON CORPO-
-RATIOS.]

[The' following organizations shall be
exempt from taxation under this chapter-]

(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 p'ersons in a particular
mnunicipality, and the net earnings of which
are devoted exclusively to charitable, edu-
cational, or recreational purposes,

§ 19.101 (8)-1 Civic leagues and local
associations of employees. Civic leagues
entitled to exemption under section
101 (8) comprise those not organized for
profit but operated exclusively for pur-
poses beneficial to the community as a
whole, and, in general, include organiza-
tions engaged in promoting the welfare
of mankind, other than organizations
comprehended within section 101 (6).

'Certain local associations of employees
are also expressly entitled to exemption
under section 101 (8). -The Internal

'Revenue Code prescribes'has conditions
to exemption (1) that the membership of
such an association be limited to the em-
ployees of a designated person or persons
in a particular municipality, and (2)
that the net earnings of the association
be devoted exclusively to charitable, edu-
cational, or recreational purposes. See
section 19.101 (6)-1 with reference to
the meaning of "charitable" and "edu-
cational" and section 19.101 ,(10)-i as to
the meaning of "local" as used in the
Code.*

[SMc. 101. BXEM=rIONS T'O, TAX ON COR-
PORATIONS.]

IThe following organizations shall be ex-empt from taxation under this chapter-]
(9) Clubs organized and operat d 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;

§ 19.101 (9)-i Social'clubs. The ex-
emption granted by section 101 (9) ap-
plies to practically all social and recrea-
tion clubs which are supported by mem-
bership fees, dues, and assessments. If
a club engages in traffic, in agriculture

or horticulture, or in the sale of real
estate, timber, etc for profit, such club
is not organized and operated exclusive-
ly for pleasure, recreation, or social pur-
poses. Generally, an incidental sale of
property will not deprive the club of the
exemption.0

[Sc. 101. Ex nlrors racr ToAX o" coz-PORATIOfl5. ]

[The following organluztlona dial! be ex-
erupt from taxation under this chapter-]

(10) Benevolent life insurance assocla-
tions of a purely local character, mutual
ditch or irrigation compnle., mutual or
cooperative telephone companle, or like
organizations; but only If 85 per centum
or more of the Income concts of amountz
qollected from members for the colo pur-
pose of meeting losses and expen e ;

§ 19.101 (10)-i Local benerolent life
insurance associations, mutual irrigation
and telephone companies, and We or-
ganizations. It Is a prerequlite to ex-
emption under section 101 (10) that at
least 85 percent of the income of the
organization shall consist of amounts
collected from members for the sole
purpose of meeting losses and expenses.
If an organization issues policies for
stipulated cash premiums, or If It re-
quires advance deposits to cover the cost
of the insurance and maintains invest-
ments from which more than 15 per-
cent of its income Is derived, It Is not
entitled to exemption. On the other
hand, an organization may be entitled
to exemption, although it mokes ad-
vance assessments for the sole purpose
of meeting future losses and expenzes,
provided that the balance of such as-
sessments remaining on hand at the end
of the year Is retained to meet losses
and expenses or is returned to members.

The phrase "of a purely local character"
applies to benevolent life insurance aszo-
clations, and not to the other organiza-
tions specified in section 101 (10). It
applies, however, to any organiztion
seeking exemption on the ground that it
is an organization similar to a benevolent
life Insurance association. An organiza-
tion of a purely local character is one
whose business activities are confined to a
particular community, place, or district,
irrespective, however, of political sub-
divisions. If the activities of an organi-
zation are limited only by the borders of a
State, it cannot be considered to be purely
local in character.*

[Sra. 101. EN~nrovs r o= TAx ON coa-o-
RATIONS.]

[The following organizations rhall b2
exempt from taxation under ths chapter-]

(11) Farmers' or other mutual hall. cyclone,
casualty, or fire insurance campanlco or
assoclations (including interineurers and
reciprocal underwriters) the Income of which
is used or held for the purpose of paying
losses or expenses;

§ 19.101 (11)-1 Farmers' or other
mutual hail, cyclone, casualty, or fire in-
surance companies or associatios. 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 company
may properly operate nor the fact that
It accepts premium deposits instead of
assezzments Is decisive as to its exemp-
tion. The writing of nonmutuaI insur-
ance reardless 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 parsons resulting
from accident or some such unanticipated
contingency other than fire or the ele-
ments, and does not Include indemnity
from lo: through accident resulting in
bodily injury to, or death of, the insured.-

[SE. 101. nX=.n o:zs moss vax oer coA-
rcAeiousml

[The following organizations PI-11 be ex-
empt from ta=tion under this chapter-

(12) Farmers', fruit growers', or like assa-
clationa orCanized and oparated on a ca-
operative bhz-L (a) for the purpose of mar-
ketng the products of membe or other
producem, and turning back to them the
prczeeds of cales, l-- the nmeary market-
In3 expams, on the basis of either the
quantity or the value of the products fur-
nshed by them. or (b) for the purpoz of
purcb"ao.-' cupplies and equipment for the
use of members or other pwzons, and turn-
Ing over such supplies and equipment to
them at actual cos:, plus n cessary expeses.
Exmption shall not be denied any such
assclatlon bccaue it has capital stock. If
the dividend rate of such stock Is fixed at
not to exceed the leal rate of interest In
the State of Incorporation or 8 per centsum
per annum, whichever I- ercater, on the value
of the consIderation for which the stock vs
Isuced, and if substantially all such stack
(other than nonvoting preferred s+ck, the
oena of which are not entitled or permitted
to participate, directly or Indirectly, in the
prolits of the asoziation, upon disolution
or otheml, beyond th2 fixed dividends,) L
owned by producers who market their prod-
ucts or purchase their supplies and equip-
mcnt through the aoclatlon; nor shall ex-
emption ha denied any such c.sciation,
bamure there is accumulated and main-
tained by It a rcserve required by State law
or a reasonable reseve for any n-cessary pur-
pose. Such an aciatlon may market the
prc:ucts of nonmembers In an amount the
value of whlch doca not exced the value of
the prcducts marketed for msmbe, and
may purchase suppltes and equipment for
nonmemetrc In an amount the value of
which doe- not exed the value of the sup-
pliCS and equipment purchased for membars,
provided the value of the purcha-se made
for persons who are neither mcmbars nor
prceu-crs does not- excLed 15 per cantun of
the value of all Its purchases. Buznes done
for the United States or any of its agencies
rhall ha disrearded In determining the rght
to ceemption under this paragaph;

§ 19.101 (12)-i Farmers' cooperative
mar:eting and purchasing associations.

(a) Cooperative associations engaged in
the marketing of farm products for Jarm-
ers, fruit growers, live-stock growers,
dairymen, etc. and turning back to the
producers the proceeds of the sales of
their products, lws 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, cooperative
dairy companies which are engaged in
collecting milk and disposing of it or the
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prollucts thereof and distributing the
proceeds, less necessary operating ex-
penses, among the producers upon the
basis of the quantity of milk or of butter
fat in the milk furnished by such pro-
ducers, are exempt from the tax. If the
proceeds of the business are distributed
in any other way than on such a propor-
tionate basis, the association does not
meet the requirements of the Internal
Revenue Code and is not exempt. In
other words, nonmember patrons must
be treated the same as members in so far
as the distribution'of patronage dividends
is concerned, that is, if products are
marketed for nonmember producers, the
proceeds of the sale, less necessary oper-
ating expenses, must be returned to the
patrons from the sale -of whose goods
such proceeds result, whether or not such
patrons are members of the association.
In order to show its cooperative nature
and to establish compliance with the re-'
quirement of the Code that the proceeds
of sales, less necessary expenses, be
turned back to all producers on the basis
of the products furnished by them, it is
necessary for such an association to keep
permanent records of the business done
both with members and nonmembers.
The Code does not require, however, that
the association keep ledger accounts with
each producer selling through the asso-
ciation. Any permanent records which
show that the association was operating
during the taxable year on a cooperative
basis In the distribution of patronage
dividends to all producers, will suffice.'
While under the Code patronage divi-
dends must be paid to all producers on
the same basis, this requirement is coin-
plied with if an association, instead of
paying patronage dividends to nonmem-
ber producers in cash, keeps permanent
records from which the proportionate
shares of the patronage dividends due
to nonmember producers can be deter-
mined, and such shares are made appli-
cable toward the purchase price of a
share of stock or of a membership in the
association.

An association which has capital stock
will not for such reason be denied exemp-
tion, (1) If the dividend rate of such
stock is fixed at not to exceed the legal
rate of interest in the State of incorpora-
tion or 8 percent per annum, whichever
is grbater, on the value of the considera-,
tion for which the stock, was issued, and
(2) if substantially all of such stock (with
the exception noted below) is owned by
producers who market their .products or
purchase their supplies and equipment
through the association. Any ownership
of stock by others than such actual pro-
ducers must be satisfactorily explained
In the association's application for ex-
emption. The association will be re-
quired to show that the ownership of its
capital stock has been restricted as far
as possible to such actual producers. If
by statutory requirement all officers of
an association must be shareholders, the
ownership of a share of stock by a non-

producer to qualify him as an officer will
not destroy the assoiation's exemption.
Likewise, if a shareholder for any reason
ceases to be a producer and the associa-
tion is unable, because of a constitutional
restriction or prohibition or other reason
beyond the control of the association, to
purchase or retire the stock of such non-
producer, the fact that under such cir-
cumstances a small amount of the out-
standing capital stock is owned by share-
holders who are no longer producers will
not destroy the exemption. The restric-
tion placed on the ownership of capital
stock of an exempt cooperative associa-
tion shall not apply to nonvoting pre-
ferred stock, provided the owners of sich
stock are not entitled o-r permitted to
participate, directly or indirectly, in the
profits of the' association, upon dissolu-
tion or otherwise, beyond the fixed divi-
dends. The accumulation and mainte-
nance of a reserve required by State
statute, or the accumulation and mainte-
nance of a reasonable reserve or surplus
for any neces ary purpose; such as to pro-
vide for the erection of buildings and
facilities required in business or for the
purchase and installment of machinery
and-equipment or to retire indebtedness
incurred for such purposes, will not de-
stroy the exemption. An association will
not be denied exemption because it mar-
kets the products of nonmembers, pro-
vided the value of the products marketed
for nonmembers does nok exceed the
value of the products marketed for mem-
bers. Anyotie who shares in the profits
of a farmers' cooperative marketing as-
sociation, and is entitled to participate in
the management of the association, must
beregarded as a member of such associa-
tion within the meaning of section 101
(12).

(b) Cooperative associations engaged
in the purchasing of supplies and equip-
ment for farmers, fruit growers, live-
stock growers, dairymen, etc., and turn-
ing over such supplies and equipment to
them at actual cost, plus the necessary
operating expenses, are' exempt. The
term "supplies and equipment" as used
in section-101 (12) includes groceries
and all other gobds and merchandise
used by farmers in the operation and
maintenance of a farm or' farmer's
household. The provisions of (a) re-
lating to a reserve or surplus and to
capital stock shall apply to associations
comfng under this paragraph. An asso-
ciation which purchases supplies and
equipment for nonmembers will not for
such reason be denied exemption, pro-
ided the value of the purchases for non-

members does not exceed the value of
the supplies and equipment purchased
for members, and provided the value of
the purchases made for nonmembers who
are not: pioducers" do~s not exceed 15
percent of the value of all its purchases.

(c) in order'to be exempt under either
(a) or (b) an association must-establish
that it has no net income for its own
account other than that reflected in a

reserve or surplus authorized In (a). An
association engaged both In marketing
farm products and in purchasing sup-
plies and equipment Is exempt If as to
each of Its functionsit meets the require-
ments of the Internal Revenue Code.
Business done for the United States or
any of its agencies shall be disregarded
in determining the right to exemption
under section 101 (12) and this section,
An association to be entitled to exemp-
tion must not only be organized but
actually operated in the manner and for
the purposes specified In section 101 (12).

(d) Cooperative organizations engaged
in occupations dissimillar from those of
farmers, fruit growers, and the like, such
as marketing building materials, are not
exempt. *

[SEc. 101. ExompoNs ThOM TAx ON COn-
PORATONS.1

MThe following organizations shall be ex-
empt from taxation under this chapto1i-

(13) Corporations organized by an assoola-
tion exempt under the provisions of para-
graph (12), or members thereof, for the
purpose of financing the ordinary crop op-
erations of such members or other pro-
ducers, and operated in conjunction with
such association. Exemption shall not be
denied any such corporation because It htdt
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 sub-
stantially all such stock (other than non-
voting preferred stock, the owners of which
are not entitled or permitted to participate,
directly or Indirectly, in the profits of the
corporation, upon dissolution or otherwise,
beyond the fixed dividends) is owned by
such association, or members thereof:, nor
shall exemption be denied any such corpo-
ration, because there Is accumulated and
maintained by it a reserve required by State
law or a reasonable reserve for any neces-
sary purpose;

§ t9.101 (13)-i Corporations organized
to finance crop operations. Corpora-
tions organized by farmers' cooperative
marketing or, purchasing associations,
or the members thereof, for the purposo
of flinancing the ordinary crop operations
of such members or other producers are
also exempt, provided the maiketing or
purchasing association Is exempt under
section 101 (12), and the financing cor-
poration is operated in conjunction with
the marketing or purchasing association.
The provisions of section 19.101 (12)-i
relating to,;a reserve or surplus apd to
capital stock shall also apply to corpora-
tions coming under this section.*

[SEC. 101. ExEMPTXONS POLITAX ON COa-
PORATIONS.]

[The following organizations shall be ex-
empt from taxation under this chapter-I

(14) Corporations organized for the ex-
clusive purpose of holding title to property,
collecting income therefrom, and turning
over the entiro---amount thereof, less ex-
penses, to an organization which Itself Is
exempt from the tax Imposed by this
chapter;

(15) Corporations organized under Act ot
Congress, if such corporations are Instru-
mentalities of the United States and if,
under such Act, as amended and supple-
mented, siich corporations are exempt from
Federal income taxes;
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(16) Voluntary employees' beneficiary asso-
ciations providing for the payment of life,
sick, accident, or other benefits to the mem-
bers of such association or their dependents,
if (A) no part of their net earnings inures
(other than through such payments) to the
benefit of any private shareholder or indi-
vidual, and (B) 85 per centum or more of
the income consists of amounts collected
from members for, the sole purpose of nak-
ing such payments and meeting expenses;

(17) Teachers' retirement fund associations
of a purely local character, if (A) no part
of their net earnings inures (other than

'through payment of retirement benefits) to
the benefit of any private shareholder or in-
dividual, and (B) the income consists solely
of amounts received from public taxation,
amounts received from assessments upon the
teaching salaries of members, and income In
respect of investments;

(18) Religious or apostolic associations or
corporations, if such associations or corpora-
tions have a common treasury or community
treasury, even if such associations or cor-
porations 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 distributed
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.

SEC. 217. ExmroN Or CEaTAmN FEDrmAL
EmPLOY=' oaNmzATIONs. (REvmn Acr or
1939.)

(a) Section 101 of the Internal Revenue
Code (relating to exemptions from tax on
corporations) is amended by adding at the
end thereof the following new paragraph:

"'(19) Voluntary employees' beneficiary
associations providing for the payment of life,
sick, accident, or other benefits to the mem-
bers of such association or their dependents
of their designated beneficiaries, if (A) ad-
mission to membership in such association
is limited to individuals who are officers or
employees of the United States Government,
and (B) no part of the net earnings of such
association inures (other than through such
payments) to the benefit of any private
shareholder or individual"

(b) The amendment made by this section
shall be applicable to taxable years beginning
after December 31, 1938.

§ 19.101 (18)-i Religious or apostolic
associations or corporations. Religious
or apostolic associations or corporations
are exempt from taxation under chap-
ter 1 if they' have a common treasury
or community treasury, even though
they engage in business for the common
benefit of the members, provided each
of the members includes (at the time
of filing his return) in his gross income
his entire pro rata share, whether dis-
tributed or not, of the net income of the
association or corporation for the tax-
able year of the association or corpora-
tion ending with or during his taxable
year. Any amount so included in the
gross income of a member shall be
treated as a dividend received.

Every association or corporation
claiming exemption as a religious or
apostolic association or corporation
under the provisions of section 101 (18)
and this section shall make for each tax-
able 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
association or corporation and the
amount of his distributive share of the
net income of the association or corpora-
tion for such year. If the taxable year
of any member is different from the
taxable year of the association or cor-
poration, the distributive share of the
net income of the assoclation or cor-
poration to be included in the gross in-
come of the member for his taxable
year shall be based upon the net income
of the association or corporation for the
taxable year of the association or cor-
poration ending within the taxable year
of the member.*

Sec. 102. SunrAx o conroATious nr-no'-
xEL= ACCUXULA TIG SUUPLUS.

(a) Imposition of tar. There rhai be
levied, collected, and paid for each taxable
year (in addition to other taxes Imposed by
this chapter) upon the net Income of every
corporation (other than a personal holding
company as defined In ecUon 601 or a
foreign personal holding company n:; defined
in Supplement P) If such corporation, how-
ever created or organized. is formed or availed
of for the purpoze of preventing the Im-
position of the Surtax upon Its shareholders
or the shareholders of any other corporation.
through the medium of permitting ariG
or profits to accumulate instcad of being
divided or distributed, a surtax equal to the
sum of the following:

25 per centum of the amount of the un-
disiributed Section 102 net Income not In
excess of $100,000, plus

35 per centum of the undistributcd section
102 net Income in excezz of $100,000.

(b) Prima facie evidence. The fact that
any corporation is a mere holding or invest-
ment company shall be prima facie evidence
of a purpose to avoid Surtax upon share-
holders.

(c) Evidence determinatire of purpose.
The fact that the earnings or profits of a
corporation are permitted to accumulate be-
yond the reasonable needs of the busine.s
shall be determinative of the purpoza to
avoid surtax upon shareholders unless the
corporation by the clear preponderance of
the evidence shall prove to the contrary.

(d) De fnitions. As uscd In this chapter-

(1) Section fl2 net income. The term
"section 102 net income" means the net In-
come minus the sum of-

(A) Taxes.--Federal Income, vmr-profit-,
and excess-profits taxes paid or accrued dur-
Ing the taxable year, to the extent not al-
lowed as a deduction by m-ction 23, but not
including the tax Inpo ed by this rzction or
a corresponding Section of a prior Income-
tax law.

(B) Disallowed charitable. etc., contribu-
tions. Contributions or gift3 payment of
which is made within the taxable year. not
otherwise allowed as a deduction, to or for
the use of donees described In tection 23 (o),
for the purposes therein rpecified.

(C) Disallowed losses. Lo=es from talc3
or exchanges of capital a_ets which are dis-
allowed as a deduction by rection 117 (d).
[See amendment of subsection (d) (1) by
section 211 (f) of the Revenue Act of 1939,
set forth below.]

(2) Undistributed tection 102 net income.
The term "undistributed section 102 net in-
come" means the cection 102 net Income
minus the basic Surtax credit provided in
section 27 (b), but the computation of sucb!
credit under section 27 (b) (1) shall be made
without its reduction by the amount of the
credit provided in sectlon 26 (a), relating taG
interest on certain obligations of the United
States and Government corporations.

(e) Tax on pc2rsonal ho~dirg companfes.
For -urtax on pe-sonal holding companies.
csee Ectfon C913

S =.. 211. N= oP=n-n LOZ=. (Rameus
AcT oy 1939.)

Mf Dental of deduction to ccetfcn 102 ear-
p2ratfons. SectIon 102 (d) (1) of theTn-
ternal Revenue Code (relating to the defnt-
tion of section 102 net income) is amnded
by strildng out "The tcrmU'Asctlon 102 net
Income' means the net inc te minus tha
sum of" and inerting in lieu thereof '"Me
term 'sction 102 net income' means the nes
income, computed without the net oper-
atin Io s deduction provided n s-ction 23
(s). minus the sum o '.

§ 19.102-1 Taxation of corporation
formed or utilized for aroidance of sur-
tax. Section 102 Impos_s (in addition to
other taxes imposed by chapter 1) a
graduated Income tax or surtax upon any
domestic or foreign corporation formed
or availed of to avoid the Imposition of
the individual surtax upon its sharehold-
ers or the shareholders of any other cor-
poration through the' medium of per-
mitting earnings or profits to accumulate
Instead of dividing or distributing them.
However, personal holding companies, as
defined in section 501, and foreign per-
sonal holding companies, as defined In
Supplement P (see section 331), are ex-
cepted from taxation under section 102.
The surtax imposed by section 102 ap-
plies whether the avoidance was accom-
plished through the formation or use of
only one corporation or a chain of cor-
porations. For example, if the capital
stock of the M Corporation is held by
the N Corporation so that the dividend
distributions 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 individual
shareholders, nevertheless the surtax im-
posed, by section 102 applies to the M
Corporation, if that corporation is formed -
or availed of for the purpose of prevent-
ing the Imposition of the individual sur-
tax upon the individual shareholders of
the N Corporation.

A foreign corporation, whether resi-
dent or nonresident, formed or a~afled 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 rezulations thereunder, if any of
Its shareholder. are (1) citizens or resi-
dents of the United States and therefore
subject to the surtax with respect to dis-
tributions of the corporation or (2) non-
resident alien individuals who, by the ap-
plication of section 211 (b) or section
211 (c), would be subject to the surtax
with respect to distributions of the cor-
poration which if made would constitute
Income from sources within the United
State. (see section 119) or (3) foreign
corporations if 'any beneficial interest
therein Is owned directly or indirectly by
any shareholder specified in (1) or (2).
On the other hand, the tax imposed by
scection 102 will not apply even though a
foreign corporation, whether resident or
nonreident, derives income from sources
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within the United States, if all of its
shareholders are nonresident alien indi-
viduals who, by the application of section
211 (a), would not be subject to surtax
with respect to distributions of -the cor-
poration if made.

For the computation of the surtax see
section 19.102-4.* 1

§ 19.102-2 cflrpose 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 b com-
petent evidence. The existence or non-
existence of the purpose may. be indi-
cated by circumstances other than the
evidence specified in the Internal Rev-
enue- Code, and whether or not such pur-
pose was present depends upon the pax-
ticular circumstances of each case. In
other words, a corporation is subject to.
taxation under section 102 if it is formed
or availed of for the purpose of prevent-
ing the imposition of surtax upon share-
holders through the medium of permit-
ting earnings -or profits to accumulate,
even though the corporation is not 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 accumulation
Is not absolutely conclusive against it if,
by clear and convincing evidence; the
taxpayer satisfies the Commissioner that
the corporation was neither formed nor
availed of for the purpose of avoiding the
individual surtax. All the other circum-
stances which might be construed as evi-
dence of the purpose to avoid surtax
cannot be outlined, but among other
things the following will be considered:
(1) Dealings between the corporation and
its shareholders, such as withdrawals by
the shareholders as personal loans or
the expenditure of funds by the corpora-,
tion 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. I 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 earn-
ings were not permitted to accumulate
beyond reasonable needs or that the cor-
poration 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 in-
dividual surtax through the medium of
permitting earnings or profits to ac-
cumulate, and the taxpayer contests
such determination of fact by litigation,
the burden of proving the determina-
tion wrong by a preponderance of evi-
dence, together with the corresponding
burden of first going forward with evi-
dence, is on the taxpayer under prin-
ciples applicable to income tax cases
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generally, and this is so even though the
corporation is not a mere holding or in-
vestment company and does not have an
unreasonable accumulation of earnings
or profits. However, i the corporation
is a mere holding or investment com-
pany,_ then the Internal Revenue Code
gives further weight to the presumption
of correctness already arising from the
Commissioner's determination by ex-
pressly providing an additional pre-
sumption of the existenct of a purpose
to avoid surtax upon shareholders, while
if earnings or profits are permitted to
accumulate beyond the reasonable needs
of the business, then the Code adds still
more weight to the Commissioner's de-
termination by providing that irrespec-
tive of whether or hot the corporation is
a mere holding or investment company,
the existence of such an accumulation
is determinative of the purpose to avoid
surtax upon shareholders unless the tax-
payer piroves the contrary by such a
clear preponderance of all the evidence
that the absence of such a purpose is
unmistakable. -

A corporation having practically no ac-
tivities except holding property, and col-
lecting the income therefrom or investing
.therein, shall ,be considered a holding
company within the meaning of section
102. If the activities further include, or
consist substantially of, buying and sell-
ing stocks, securities, real estate, or
other investment property (whether up-
on an outright or a marginal basis) so
that the income is derived not-only from"
the investment yield but also from profits
upon market fluctuations, the corpora-
Von shall be considerid an investment
company within the meaning of section
102.*

§ 19.102-3 Unreasonable accumula-
tion of profits. An accumulation of
earnings or profits (including the undis-
tributed earnings or profits of prior
years) is unreasonable if it is not re-
quired for the purposes of the business,
considering all the circumstances of the
case. It is not intended, however, to
prevent accumulations of surplus for the
reasonable needs of the business if the
purpose is not to prevent the imposition
of the surtax. No attempt is 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 business;
or if invested in additions to plant rea-
sonably required by the business; or if in
accordance with contract obligations
placed to the credit of a sinking fund
for the purpose of retiring bonds issued
by the corporation. The nature of the
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 close
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 ad-
cumulated may afford evidence of a
purpose to avoid the surtax. If one cor-
poration owns the stock of another cor-
portion in the same or a related line of
business and In effect operates the other
corporation, the business of the latter
may be considered In substance although
not in legal form the business of the first
corporation. Earnings or profits of the
first corporation put into the second
through the purchase of stock or other-
wise may, therefore, If a subsidiary
relationship is established, constitute em-
ployment of the income In its own busi-
ness. Investment by a corporation of
its income in stock and securities of tn-
other corporation is not of Itself to be
regarded as employment of the income In
its business. The business of one cor-
pbration 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, Commissi6ner, or any collector
upon direction from the Commissioner,
may require any corporation to furnish
a statement of Its accumulated earnings
and profits, the name and address of,
and'number of shares held by each of
Its shareholders, and the amounts that
would be payable to each, if the Income
of the corporation were distributed.
(See section 148 (0).) *

§ 19.102-4 Computation of undistrib-
uted section 102 net income. In ascer-
taining the tax basis for corporations
subject to the provisions of section 102,
the "section 102 net income" is first com-
puted. This Is accomplished in the case
of a domestic corporation by subtracting
from the corporate net income (as de-
fined in sections 21 and 204) computed
without the net operating loss deduction
provided in section 23 (s), (a) Federal
income, war-profits, 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 year, not other-
wise allowed as a deduction, to or for the
use of donees described In section 23 (o)
and section 19.23 (W)-1 for the purposes
therein specified; (c) losses from sales
or exchanges of capital assets which are
disallowed as a deduction by section 117
(d) for the taxable year. In the case of
a foreign corporation, whether resident
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or nonresident, which files or causes to be
filed a return the "section 102 net in-
come" means the net income from sources
within the United States (gross income
from sources within the United States,
as defined in section 119 and: the regula-
tions thereunder, less statutory deduc-
tions) minus the amount of the deduc-
tions enumerated in (a), (b), and (c)
above. In the case of a foreign corpora-
tion, whether resident or nonresident,
which files no return the "section 102 net
income" means the gross income from
sources within the United States, as de-
fined in section 119 and the regulations
thereunder, without the benefit of the
deductions enumerated in-(a), (b), and
(c) above, or any other deductions. (See
section 233.)

The "section 102 net income" includes
interest upon obligations of the United
States and obligations of a corporation
organized under Act of Congress, if such
corporation is an instrumentality of the
United States, except as provided in sec-
tion 22 (b) (4). The "section 102 net
income" does not include interest on obli-
gations of States or Territories of the
United States or any political subdivision
thereof or of the District of Columbia or
of the possessions of the United States.

The "undistributed section 102 net in-
come" is computed by subtracting from
the "section 102 net income" described
above, the amount of the basic surtax
credit provided in section 27 (b). In
computing the basic surtax credit for the
purpose of section 102, the credit under
section 27 (b) (1) is not to be reduced
by the amount of the credit provided in
section 26 (a), relating to interest on cer-
tain obligations of the United States and
Government corporations.*

SEc. 103. RATES OF TAX ON crTIRENs AM
CORPORATIONS OF CERTAIN FOREIGN COUNTRIES.

Whenever the President finds that, under
the laws of any foreign country, citizens or
corporations of the United States are being
subjected to discriminatory or extraterritorial
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 preclamation 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-
tions 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 aection operate to in-
crease the taxes imposed by such sections
(computed without regard to this section)
to an amount in excess of 80 per centum of
the net income of the taxpayer. Whenever
the President finds that the laws of any for-
eign country with respect to which the Pres-
ident has made a proclamation under the
preceding provisions of this section have been
modified so that discriminatory and extra-
territorial taxes applicable to citizens and
corporations of the United States have been
removed, he shall so proclaim, and the pro-
visions of this section providing for doubled
rates of tax shall not apply to any citizen or
corporation of such foreign country with
respect to any taxable year beginning after
such proclamation is made.

SEc. 104. BANxs AN TRUST CO MPANIEs.

(a) Deflnition. As used n this section the
term "bank" means a bank or trust company

Incorporated and doing buslnez undcr the
laws of the United States (including laws
relating to the DMstrlct of Columbia), of
any State, or of any Territory, a substantial
part of the busines. of which consLt, of
receiving deposits and maling loans and dis-
counts., or of exercising fiduciary powers sm-
Ilar to those permitted to national banks
under section 11 (k) of the Federal Rserve
Act, 38 Stat. 262 (U.S.C, Title 12, § 2481), as
amended, and which Is subject by law to
supervision and emmination by State, Terri-
torial or Federal authority having supervision
over banking institutions.

(b) Rate of t=x. Ban'k shall be taxable
under section 14 (d).

Src. 202. TAX on DNums AND TUST Com-
'ANIs . (RLvE:uc Ar or 1039.)

Section 104 (b) of the Internal Revenue
Code (relating to the tax on bant) i-
amended to read as follovw:

"(b) RUde o1 tax. Banlm shall be subject
to tax under section 13 or cection 14 (b)."

SEc. 229. T .ixua Yr.ns To vnmcu A- m-
LIENrs APPzacAULz. (RvENUE ACT o 1031)

Escept the amendments made by sctions211, 213. 214. 21S, 217, 219. 2-20. 221, _- . 223,
226, 227, and 228, the amendment- made by
this title to the Internal Revenue Code shnll
be applicable only with respect to taxable
years beginning after December 31, 1939.

§ 19.104-1 Tax on ban s. For any
taxable year beginning after December
31, 1938, and before January 1, 1940, a
bank, as defined In section 104 (a), is
liable, under subsection (d) of section 14,
prior to its amendment, to a tax of 16_
percent of its special class net income,
regardless of the amount thereof (see
section 19.14-1).

For any taxable year beginning after
December-31, 1939, such a bank Is, under
section 104 (b), as amended, liable to the
tax imposed by section 13, as amended,
if it has a normal-tax net Income of
more than $25,000 (see sections 19.13-5
to 19.13-7, inclusive), or to the tax pro-
vided by subsection (b) of section 14, as
amended, If It has a normal-tax net in-
come of not more than $25,000 (see sec-
tion 19.14-2).*

SEc. 105. SE opr OIL 0n C0AS Por nrr .
n 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 at-
tributable to such sale shall not ececd 30
per centum of the selling price of cuch prop-
erty or interest.

§ 19.105-1 Surtax oan 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 constitute an
interest In such property. To determine
the application of section 105 fo a par-
ticular case, the taxpayer should first
compute the surtax Imposed by section
12 upon his entire surtax net Income, in-
cluding the net income from any sale of

such property or interest therein, without
regard to section 105. The proportion of
the surtax, so computed, indicated by the
ratio which the taxpayer's net income
from the sale of the property or interest
therein, computed as prescribed in this
section, bears to his total net income is
the portion of the surtax attributable to
such sale, and if it exceeds 30 percent of
the selling price of such property or in-
terest, 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 prorty or interest therein,
the taxpayer shall allocate to the gros-
income derived from such sale, and to the
groz 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 al 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 proportion
of any general deductions, shall be the
net income attributable to such sale. The
taxpayer shall submit with his return a
statement fully explaining the manner in
which such expenses, losses, and deduc-
tions are allocated or apportioned.*

SEc. 106. CLAns AcMznSr U223= STATES
XNVOLVIZ. ACQUISITIOZZ Ge' PnOP---rr.

In the case of amounts (other than inter-
est) received by a taxpayer from the United
State, with respect to a claim against the
United States Involving the acquisition of
proprty and remailnn3 unpaid for more
than fifteen years, the portion of the tax
ImpO-ed by faction 12 attributable to such
receipt shall not exceed 30 per centum of
the amount (other than Interest) so re-
ceived.

§ 19.106-1 Surtax on certain amounts
receivcd from the United States. The
method of computation provided for in
section 19.105-1, relating to the limitation
on surtax on the sale of oil or gas prop-
erties, shall be applicable in computin-g,
under section 106, the surtax imposed by
section 12 attributable to certain amounts
received by the taxpayer from the United
States under a claim involving acquisi-
tion of his property. The surtax limita-
tion provided In section 106 is not appli-
cable to any amount received from the
United States which constitutes interest,
whether such interest was included in
the claim or In any judgment thereon or
has accrued on such judgment.*

S:c. 220. Con='s.-=o-: ro: se-vzcas n=r-
DM FO A PEaIOD 07 FI, YEAZ 0- o.=O.
(REvENe ACT o7 1939.)

(a) The Internal Revenue Code is amended
by inserting after caction 106 the following
new section:

"SEC. 107. CO1rs:'aATzO.,1 roa =VIC-- =Ia-
D0-pTn V03 A P=OD0 07 rIVe YE=r on aose. -

"In the caze of compensation (a) received,
for personal -rvics rendered by an Indi-
vidual In his individual capacity, or as a
member of a partnership, and covering a
per led of five calendar years or more from
the be innin to the completion of such
servlces, (b) paid (or not less than 95 per
centum of which I- paid) only on completion
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of such services, and (c) required 'to be In-
cluded In gross income of such individual
for any taxable year beginning after Decem-
ber 31, 1938, the tax attributable to such
compensation shall not be greater than the
aggregate of the taxes attributable to such
compensation had it been received in equal
portions in each of the years included in such
period."

(b) The amendment made by subsection
(a) shall be applicable to taxable years begin-
ning after December 31, 1938.

* § 19.107-1 Tax on compensation for
services rendered over period of Atve cal-
endar years or more. Where an individ-
ual receives compensation for personal
services rendered by hiriI either in his
individual capacity or as a member of a
partnership, over a, period of five cal-
endar years or more from the beginning
to the completion- of such services, the
tax attributable to the amount of such
compensation shall, for the taxable year
in which such compensation is received,
not exceed the aggregate of the taxes at-
tributable to such compensation had it
been received in equal portions in each
of the calendar years included in the
period during which the services weYe
rendered.

Section 107 is applicable only where at
least 95 percent of the total compensa-
tion for such service is paid on or after
their completion, and- is received in a
taxable year beginning after December
31, 1938. It is immaterial when the per-
sonal services are rendered provided at
least five calendar years-elapse during
the period from the beginning to the
completion of the services. For example,
an individual beginning his services on
July 1, 1934, and completing them on
July 1, 1940, is entitled to the benefits
of section 107, because the period of his
services covers five calendar years, that
Is, 1935, 1936, 1937, 1938, and-1939. But
an individual beginning his-services on
July 1, 1935, and completing_ them on
July 1, 1940, is not entitled to the benefits
of such section, because the period of his
services covers only four- calendar years,
that is, 1936, 1937, 1938, and 1939.

The first step in determining whether
the limitation in section 107 ,relative to
the amount of tax is applicable is the
computation of the amount of tax in the
current taxable year attributable to the
compensation received in such year for
services iendered over the required pe-
riod. The tax attributable to such com-
pensation is the difference between the
tax for such taxable year computed with
the inclusion of such compensation in
gross income and the tax for such taxable
year computed without including such
compensation in gross income:

The next step is to compute the tax
attributable to such compensation in each
of the taxable y ears (see section 48 (a))
within which falls all or a part of any of
the full calendar years included within
the period of service, had the compensa-
tion been received in equal portions in
each of such clendar years. The amount
of tax attributable to such compensation
In each such taxable year is the differ-

ence between the tax for such year com-
puted with the inclusion of an allocable
portion of such compensation in gross
income and the tax for such year com-
puted without the inclusion of any part
of such compensation in gross income.
The portion of the compensation allocable
to each such taxable year i an amount
which bears the same ratio to the total
amount of compensation allocable to each
full calendar year within the period of
service as the number of months of such
taxable-year also included within one or
more of such calendar years bears to 12.
The amount of compensation allocable
to each full calendar year within the pe-
riod of service is the total amount of
compensation divided by the number of
such full calendar years.

The tax for the currdnt taxable year
shall be the tax for-such year computed
without -including the compensation for
services in gross income, plus the amount
of tax for such taxable year attributable
to such compensation computed in ac-
cordance with the second preceding para-
graph or the sum of the taxes attributabl6
to such compensation had it been re-
ceived in .equal portions in each of the
full calendar years included in the period
of service (computed in accordance with
the preceding paragraph), whichever is
the smaller.

The method of allocating compensa-
tion for personal services to the taxable
years in which falls all or part of, any
of the full calendar years within the
period of service may be illustrated by
the following exan~ples:.

Example (1). A, an individual who
keeps his books and makes his income
tax returns on a calendar -year basis, per-
formed personal services from January
1, 1935, to July 1, 1940, for which he re-
ceived, $100,000, paid at the completion
of the services. Since-the period of -serv-
ices embraced five full calendar years,
viz, 1935, 1936, 1937,-1938, and 1939, sec-
ti-n 107 is-applicable. For the purpose
of determining whether the aggregate
of the taxes attributable to the $100,000
compensation had it been received in
equal portions in each of the years in-
cluded in the period of service is less
than the tax attributable to such com-
pensation in the taxable year 1940, $20,-
000 (i. e., $100,000 divided by 5) must
be allocated to each of the years 1935,
1936, 1937, 1938, and 1939. No portion
will be allocated to 1940, since the whole
of such year was 'not included within
the peribd of service. Since A's taxable
years and the calendar years within the
period of service coincide, the amount
allocable to each, taxable year for the
purpose of determining the aggregate of
the taxes attributable to such compensa-
tion had it been received in equal por-
tions in.each of the'full calendar years in
the period of service is likewise $20,000,

Exansple (2). Assume the same facts
as in example (1) except'that A keeps
his books and makes his income tax re-
turns on the basis of the fiscal year July

1 to June 30. The same allocation of
$20,000 to each of the calendar years
1935, 1936, 1937, 1938, and 1939 must first
be made. In computing the aggregate of
the taxes attributable to the compensa-
tion had it been received in equal por .
tions in each of such full calendar years,
however, A'must proceed on the basis
of his taxable years. Since the taxable
year ending June 30, 1935, contained
only six months of a full calendar year
within the period of service, 6/12,of $20,-
000, or $10,000, must be allocated to such
tapable year for this purpose. Similarly,
$10,000 will be allocated to the taxable
year ending June 30, 1940, for although
such entire taxable year lies within, the
period of service, It Includes only six
months of a full calendar year within the
,perlod of service. The amount allocable
to the taxable years ending June 30, 1936,
June 30, 1937, June 30, 1938, and June 30,
1939, will be $20,000 each, since each such
year contains 12 months falling within
calehdar years embraced within the pe-
riod of service.*

Computation o1 Net Incolte

SEC. Ill. DE=MNXIATION OF AMOUNT Or AND
RECOoG4MOx OF, GAIN on LOSS.

(a) Computation of gain or loss. Thu gala
from the sale or other disposition of prop-
erty shall be the excess of the amount real-
ized therefrom over the adjusted basis pro-
vided in section 113 (b) for determining gain,
and the loss shall be the excess Of the ad-
justed basis provided in such section for do-
termining loss over the amount realized.

(b) Amount realized. The amount real-
ized from the sale or other disposition of
property shall be the sum of any money
received plus the fair marltet valje of the
property (other than money) received.

(c) Recognition of gain or loss, In the
case of a sale or exchange, the extent to
which the gain or loss determined under
this section shall be recognized for the pur-
poses of this chapter, shall be determined
under the provisions of section 112,

(d) Installment sales. Nothing in this
section shall be construed to prevent (in
the case of property sold under contract pro-
viding for payment In Installments) the tax-
ation of that portion of any installment pay-
ment representing gain or profit in the year
in which such payment is received.

§ 19.111-1 Computation of gain or
loss. Except. as otherwise provided, the
Internal Revenue Code regards as Income
or as 16ss sustained, the gain or loss
realized from the conversion 6f property
into cash, or froth the exchange of prop-
erty for other property differing mate-
rially either in kind or in extent, The
amount realized from a sale or other dis-
position of property Is the sum of any
money received plus the fair market value
of any property which Is received. The
fair market value of property Is a ques-
tion of fact, but only in rare and extra-
ordinary cases will property be considered
to have no fair market value. The gen-
eral method of computing §uch gain or
loss is prescribed by section 111, which
contemplates thht from the amount
realized upon the sale or exchange there
shall be withdrawn a sum sufficient to
testore the adjusted basis prescribed by
section 113 (b) and sections 19.113 (b)
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(1)-1 to 19.113 (b) (3)-2, inclusive (i e.,
the cost or other basis provided by section
113 (a), adjusted for receipts, expendi-
tures, losses, allowances, and other items
chargeable against and applicable to
'such cost or other basis). The amount
which remains after the adjusted basis
has been restored to the taxpayer con-
stitutes the realized gain. If the amount
realized upon the sale or exchange is in-

"sufficient to restore to the taxpayer the
adjusted basis of the property, a loss is
sustained in the amount of the insuffi-
ciency. The basis may be different de-
pending 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
sustaining of a loss and the amount
thereof the Internal Revenue Code takes
no account of it. The provisions of this
paragraph may be illustrated by the fol-
lowing example:

Example. A purchased certain shares
of stock subsequent to February 28, 1913,
for $10,000. On January 1, 1939, A's
adjusted basis for the stock had been
reduced to $1,000, by reason of receipts
and distributions described in section
113 (b) (1) (A) and (D). He received
in 1939 a further distribution of $5,000,
being a distribution described in section
-113 (b) (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 1939 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 1940 for $5,000, he realizes

_in 1940 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 in-
stallment plan, special rules for the tax-
ation of the gain are prescribed in sec-
tion 44.*

SEc. 112. IIcoG.mToN oN GA N On Loss.
(a) General rule. Upon the sale or ex-

change of property the entire amount of the
gain or loss, determined under section 111,
shall be recognized, except as hereinafter
provided in this section.

No. 23---3

§ 19.112 (a)-1 Sales or exchang. s.
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 pro-
visions 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 In-
ternal Revenue Code provides that such
differences shall not be deemed control-
ling, and that gain or loss shal not be
recognized at the time of the exchange.
The underlying assumption of these ex-
ceptions is that the new property Is sub-
stantially a continuation of the old in-
vestment still unliqudated; and, in the
case of reorganizations, that the new en-
terprise, the new corporate structure, and
the new property are substantially con-
tinuations of the old still unliqudated.

The Internal Revenue Code makes
specific provision for the case in which,
in addition to property which may be
received tax free on the exchange, there
is received as boot other property or
money. In such a case gain is recognized
to the extent of the boot (see section 112
(c) and (d)), but no loss of any Idnd 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
application, are strictly construed and
do not extend either beyond the words
or the underlying assumptions and pur-
poses of the exception. Nonrecognition
is accorded by the Internal Revenue
Code only if the exchange is one which
satisfies both (1) the specific dezerip-
tion'in the Code of an excepted ex-
change, and (2) the underlying purpose
for which such exchange Is excepted
from the general rule. The exchange
must be germane to, and a necesary
incident of, the investment or enterprise
in hand. The relationship of the ex-
change to the venture or enterprise is
always material, and the surrounding
facts and circumstances must be shown.
As elsewhere, the taxpayer claiming the
benefit of the exception must show him-
self within the exception.

To constitute an exchange within the
meaning of section 112 (b) (1) to (5),
inclusive, the transaction must be a
reciprocal transfer of property, as dis-
tinguished from a transfer of property
for a money consideration only.

See section 112 (b) (6) with respect
to nonrecognition of gain or loss upon
the receipt of property distributed in
complete liquidation of a corporation
under certain specifically descrlbed cir-
cumstances. See sections 112 (b) (8) and

371 with respect to nonrecognition of
gain or loss upon exchanges and distri-
butions made in obedience to orders of
the Securities and Exchange Commis-
sion. See section 510 of the Merchant
Marine Act of 1936, as added by section
7 of Public, No. 259, Seventy-sixth Con-
gre.s, approved August 4, 1939, with
respect to nonrecognition of gain in case
of the transfer of an obsolete vessel to
the Maritime Commison tinder the
provisions of such section (I. R. B.
1939-39, 34).'

§ 19.112 (a)-2 Use of term "assump-
tion of Ilabtities." When used in the
regulations prescribed under sections 112
and 113, the terms "assunption of liabili-
ties," "liabilities a-umed," or simillar ex-
prezzlons Include, in addition to cases
where personal liabitiet of the taxpayer
are azumed by another party to the ex-
change, cases (1) where property of the
taxpayer is acquired by another party to
the exchange subject to a liability,
whether or not the taxpayer was himself
personally liable, and (2) where, though
the property transferred was held by the
taxpayer merely subject to a liability, the
liability is assumed by another party to
the exchange.*

ISFO. 112. Rco nzo or cA02 a: LoZS.

(b) Exchngze -soely in LNrc.
(1) Property held for prcductire =c or

fnrestment. 11o gain or lo- shall be recog-
nlPd If property held for productive uze in
trade or businecz or for Investment (not In-
cluding s tca In trado or other property hold
primarily for -le, nor ztck, bond3, notes.
chv=zs in action, certificates of trust or bne-
flCial interest, or other cecurities or evidences
of Indebtednec- or Intere3t) 1z exchanged
colely for prcparty of a like kind to be hold
elther for productive uze In trade or business
or for invtment.

§ 19.112 (b) (1)-1 Property held for
productive we in trade or business or for
inrstment. As uzed in section 112 (b)
(1), the words "like kind" have reference
to the nature or character of the property
and not to its grade or quality. One kind
or class of property may not, under such
section, be exchanged for property of a
different kind or class. The fact that any
real estate involved Is improved or unim-
proved Is not material, for such fact re-
lates only to the grade or quality of the
property and not to its kind or class.
Unproductive real estate held by one
other than a dealer for future ue or
future realization of the increment in
value is held for investment and not pri-
marily for sale.

No gain or loss Is recognized if (1) a
taxpayer exchanges property held for
productive use in his trade or business,
together with cash, for other property
of like kind for the same use, such as a
truck for a new truck or a passenger
automobile for a new passenger automo-
bile to be used for a like purpose, or (2)
a taxpayer who is not a dealer in real
estate exchanges city real estate for a
ranch or farm, or a leasehold of a fee
with 30 years or more to run for real
estate, or improved real estate for unim-
proved real estate, or (3) a taxpayer
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exchanges Investment property and cash
for investment property of a like kind.

A transfer is not within the provisions
of section 112 (b) (1) if as part of the
consideration the other party to the ex-
change assumes a liability of the tax-
payer, but such transfer, if otherwise
qualified, will be within the provisions of
section 112 (c).

Gain or loss is recognized if a taxpayer
exchanges (1) Treasury bonds maturing
October 15, 1945, for Treasurs; bonds
maturing June 15, 1963, or (2) a real
estate mortgage for bonds of the Home
Owners' Loan Corporation.*

[S=. 112. mo OlO OF CAM OR LOSS.]

I (b) Exchanges solely in kind.]

(2) Stock for -stock of same corporation.
No gain or loss shall be recognized if common
stock In a corporation is exchanged solely
for common stock in the same corporation,
or if preferred stock in a corporation is ex-
changed solely for preferred stock in the
same corporation.

§ 19.112 (b) (2)-1 Stock for stock of
the same corporatimo. The exchange,
without the recognition of gain or los,
of common stock for common stock, or
of preferred stock for preferred stock, in
the same corporation is not limited to a
transaction btween a stockholder and
the corporation; it includes an exchange
between two individual' stockholders.
However, the provisions of section 112
(b) (2) do not apply if stock Is exchanged
for bonds, or preferred stock is exchanged
for common stock, or common stock is
exchanged for preferred stock, or com-
mon stock in one corporation is ex-
changed for common stock in another
corporation.

A transfer is not within the provisions
of section 112 (b) (2) if as part of the
consideration the other party to the ex-
change assumes a liability of thd tax-
payer, but such transfer, if otherwise
qualified, will be within the provisions of
section 112 (c).*

[SEc. 112. flzcOmqTsON or OmN op Loss.]

[(b) Exchanges solely in kind.]

(3) Stock for stock on reorganization. No
gain or loss shall be recognized if stock or
securities n a corporation a party to a re-
organization are, in pursuance of the plan of
reorganization, exchanged solely for stock or
securities in such corporation or in another
corporation a party to the reorganization.

(4) Same--Gain of corporation. No gain
or loss shall-be recognized if a corporation
a party to a reorganization exchanges prop-
erty, In pursuance of the plan of reorganiza-
tion, solely for stock or securities in another
corporation a party to the reorganization.

(5) Transfer to corporation controlled b,
transferor. No gain or loss shall .be recog-
nized if property is transferred to a corpo-
ration by one or more persons solely in
exchange for stock or securities in such cor-
poration, and immediately after the exchange
such person or persons are in control of the
corporation; but in the case of an exchange
by two or more persons this paragraph shall
apply only if the amount of the stock and
securities received by each is substantially in
proportion to his interest In the property
prior to the exchange.

Src. 213. Assurros op nmmrEzss.
(zv m um Acr or 1939.)

S* * S * *

(c) Requirement of aubsta ly propor-
tionate interests. Section 112 (b) (5) of
the Internal Revenue Code (relating to re-
quirement of substantially proportionate in-
terests) is amended by adding at the end
thereof the following new sentence: "Where
the transferee assumes a liability of a trans-
feror, or -where the property of a transferor
is transferred subject to a liability, then for
the purpose only of determining whether
the amount of stock or securities received
by each of the transferors Is in the propor-
tion required by this paragraph, the amount
of such liability (if under subsection (k) it
is not to be considered as 'other property or
money') shall be considered as stock or
segurltes received by such transferor."

(e) Taxable years to which applicable.
The amendments made by subsections
• * * (c) * * * shall be applicable
to taxable years beginning rfter December
31, 1938.

• * * *

§ 19.112 (b) (5)-1 Transfer of prop-
erty to corporation controlled by trans-
feror. As used in section 112 (b) (5),
the phrase "one or more persons" in-
eludes individuals, trusts or estates, part-
nerships and corporations (see section
3797); and to be in "control" of the
transferee corporation such person or
persons must own immediately after the
transfer stock possessing at least 80
percent of the total combined voting
power of all classes of stock entitled to
vote and at least 80 percent of the total
number of shares of all other classes of
stock of such- corporation. (See section
112 (h).) The phrase "immediately
after the exchange" does not necessarily
require simultaneous exchanges by two
or more persons, but comprehends a situ-
ation where the rights of the parties
have been previously defined and the ex-
ecution of the agreement proceeds with
an, expedition consistent with orderly
procedure.

Example 1. A owns certain real es-
tate which cost him $50,000 in 1920, but
which: has a fair market value of $150,-
000 in 1939. He transfers this property
to the M Corporation, a newly formed
company, for all the latter's capital
stock. No gain or loss is recognized on
the transaction.

Example 2. C owns a patent right
-worth $25,000 and D owns a 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 corpora-
tion for,$75,000 of its stock- No gain or
loss to C or D is recognizzd.

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 1939. He transfers the property
to the N Corporatin'in 1939 for 78 per-
cint of each class of stock of the corpo-
ration, the remaining 22 percefit of the
stock of the corporation having been

issued by the corporation in 1933 to
other persons for cash. B realizes, a
taxable gain of $150,000 on this trans-
action. (See section 112 (h).)*

§ 19.112 (b) (5)-2 Treatment o1 as.
sumptions of liabilities.

(a) Recognition of gain. For the ef-
fect upon the recognition of gain of an
assumption of liabilities in a transfer
described in section 112 (b) (5), see sec-
tion 112 (k) and the regulations pre-
scribed thereunder.

(b) Computation of proportionate in-
terests required by section 112 (b) (5).
In any case where an assumption of lia-
bilities is not -to be treated as "other
property or money" under section 112
(k), the liabilities so assumed are, for
the purpose of determining whether the
stock or-securities received by the trans-
ferors are substantially proportionate to
their interests In the property transferrcd
as required by section 112 (b) (5), to be
treated as stock or securities received by
the transferor whose Indebtedness Is
assumed. The applicaton of this para-
graph may be illustrated by the follow-
ing example:

Example. A and B, individuals, each
own property with a lair market value
of $100,000 on July 1, 1939. There is a
purchase money mortgage on A's prop-
erty of $50,000. On July 1, 1939, -A aid
B organize the X Corporation, to which
they transfer the property above de-
scribed for the entire capital stock of
the X Corporation and the assumption
by the X Corporation of A's purchase
money mortgage. The X Corporation's
capital stock is divided as follows: $50,-
000 to A and $100,000 to B. Nevertheless,
for the purposes of determining whether
the transferors received stock or securi-
ties substantially In proportion to their
interests In the properties transferred,
as required by section 112 (b) (5), A is
deemed to have received stock or securl-
-ties to the extent of $100,000, since his
$50,000 purchase money mortgage, as-
sumed by the X Corporation, is also to
be treated as stock or securities received
by him. Accordingly, under the facts as
stated, the proportions required by sec-
tion 112 (b) (5) exist.*

§ 19.112 (b) (5)-3 Records to be Icept
and information to be filed, Every per-
son who receives the stock or securltlea
of a controlled corporation for property
under section 112 (b) (5) shall file with
his income tax return for the taxable
year in which the exchange takes place
a complete statement of all facts per-
tinent 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 property,
together with a statement of the cost or
other basis thereof, adjusted to the date
of the transfer, and

2. A statement of the amount of stock
of securities and other property or money
received in the exchange, including any
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liabilities of the taxpayer assumel by the
controlled corporation. The amount of
each kind of stock or securities and other
property received shall be set forth at
its fair market value at the date of the
exchange.

Every such controlled corporation shall
file with its income tax return for the
taxable year in which the exchange takes
place:

(1) A full .description of all property
received from the transferors, together
with a statement of the cost or other
basis thereof in the hands of the trans-
ferors adjusted to the date of the trans-
fer, and

(2) A statement of the amount of
stock or securities and other property or
money which passed to the transferors in
the transaction (including any liabilities
assumed by such controlled corporation),

'together with a full statement of the
amount of the issued and outstanding
stock and securities of such controlled
corporation immediately after the ex-
change and of the ownership of each
transferor of each class of stock of such
controlled corporation immediately after
the exchange (showing as to each class
the- number of shares and percentage
owned and the voting power of each
share).
,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
subsequent disposition of such stock or
securities and other property received in
the exchange.*

[SEc. 112. RxcoGenrrox oF GAn os Loss.]

[ (b) Exchanges solely in kind.]
(6) Property received by corporation on

complete liquidation of another. No gain
9 or loss shall be recognized upon the receipt
by a corporation of property distributed in
complete" liquidation of another corporation.
For the purposes of this paragraph a distri-
bution shall be considered to be In com-
plete liquidation 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 percentum of the total
number of shares of all other classes of stock
(except nonvoting stock which is limited
and preferred as to dividends), and was
at no time on or after the date of the
adoption of the plan of liquidation and
until the receipt of the property the owner
of a greater percentage of any closs of stock
than the percentage of such class owned at
the time of the receipt of the property; and

(B) no distribution under the liquidation
was made before the first day of the first
taxable year of the corporation beginning
after December 31, 1935; and either

(C) the distribution s 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 charcholdcro
of the resolution under which Is authorLzed
the distribution of all the osets 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 cpzclfled in ouch
resolution; or

(D) such distribution is one of a series
of distributions by such other corporation In
complete cancellation or redemption of o11 its
stock in accordance with a plan of liquidation
under which the transfer of all the property
under the liquidation Is to be completed
within three years from the clce of the tax-
able year during which is made the first of
the series of distributions under the plan.
except that If such transfer Is not completcd
within such period, or If the taxpayer does
not continue qualified under subparagraph
(A) until the completion of such transfer,
no distribution under the plan shall be con-
sidered a distribution In complete liquidation.
If such transfer of all the property does not
occur within the taxable year the CommL,-
stoner may require of the taxpayer such bond,
or waiver of the statute of limitations on
assessment and collection, or both, as be may
deem necessary to insure, if the transfer of
the property is not completed within ouch
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, wa-
profits, and excess-profits taxes then Impoed
by law for such taxable year or suhequent
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 becauze It
does not constitute a distribution or liquida-
tion within the meaning of the corporate
law under which the distribution is made;
and for the purposes of this paragraph a
transfer of property of such other corporation
to the taxpayer shall not be considered as not
constituting a distribution (or one of a serlc3
of distributions) in complete cancellation or
redemption of all the stock of such other cor-
poration, merely because the carrying out of
the plan involves (i) the transfer under the
plan to the taxpayer by such other corpora-
tion of property, not attributable to rbares
owned by the taxpayer, upon an exchange
described in paragraph (4) of this subsection,
and (it) the complete cancellation or redemp-
tion under the plan, as a result of exchaneca
described in paragraph (3) of this sub:ection,
of the shares not owned by the taxpayer.

§ 19.112 (b) (6)-1 Distributions in
liquidation of subsidiary corporation.

(a) General. Under the general rule
prescribed by section 115 c) for the
treatment of distributions in liquidation
of a corporation, amounts received by
one corporation in complete liquidation
of another corporation are treated as in
full payment in exchange for stock in
such. other corporation, and gain or loss
from the receipt of such amounts is to
be determined as provided in section 111.
The scope of this treatment is governed
by the meaning of the term "amounts
distributed in complete liquidation of a
corporation" as used in section 115 (c).
Section 112 (b) (6) excepts from the
general rule property received, under
certain specifically described circum-
stances, by one corporation as a distri-
bution in complete liquidation of another
corporation and provides for the non-
recognition of gain or loss in thze cases
which meet the statutory requirements.

Section 112 (i) places a limitation on the
application of section 112 (b) (6) in the
case of foreign corporations. See sec-
tion 19.113 (a) (15)-1 for the basis for
determining gain or loss from the sub-
sequent sale of property received upon
complete licfuldations such as described
in this section.

(b) Requirements for nonrecognition
of gain or loss. 'The nonrecognition of
gain or loss is limited to the receipt of
such property by a corporation Twhich is
the actual owner of stock (in the
liquidating corporation) possessing at
least 80 percent of the total combined
voting Power of all classes of stock en-
titled to vote and the owner of at least
80 percent of the total number of shares
of all other casses of stock (except non-
voting stock which Is limited and pre-
ferred as to dividends). The Internal
Revenue Code expressly requires that the
recipient corporation must have been-
the owner of the specified amount of
such stock on the date of the adoption
of the plan of liquidation and have con-
tinued so to be at all times until the
receipt of the property. The Cede 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 a35y
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
distribution in pursuance thereof has
been made before the first day of the
fir t taxable year of the recipient cor-
poration beginning after December 31,
1935.

To constitute a distribution in com-
plete 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 series of distributions in complete can-
cellation or redemption of all its stock
in accordance with a plan of liquidation.
It is ezzential that a status of liquidation
exist at the time the first distribution is
made under the plan and that such
status continue to the date of dissolu-
tion of the corporation. A status of
liquidation exists when the corporation
ceases to be a going concern and its
activities are merely for the purpose of
winding up its affairs, paying its debts
and distributing any remaining balance
to Its shareholders. A liquidation may
be completed prior to the actual disso-
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lution of the liquidating corporation but
no liquidation is completed until the
liquidating corporation and the -receiver
or trustees in liquidation-are finally di-
vested of all the property Xboth tangible
and intangible). (See section, 19.22
(a) -21.)

If a transaction constitutes a distribu-
tion in complete liquidation within the
meaning of the Internal Revenue Code
and satisfies the requirements -of, section
112 (b) (6), it is not material that it is
otherwise described under the local law.
If a liquidating corporation distributes
all of its property in complete liquidation
and if pursuant to the plan for such
complete liquidation a corporation own-
ing the specified amount of stock in the
liquidating corporation receives property
constituting amounts distributed in com-
plete liquidation within the meaning of
the Code and also receives other prop-
erty 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 distribution (or
one of a series of distributions) in com-
plete cancellation or redemption of all,
of the stock of the liquidating corporation
within" the meaning of section 112 (b)
(6), even though for purposes of those
provisions in section 112 relating to re-
organizations the amount, received by
the "recipient corporation in excess of its
ratable share is regarded as acquired
upon the issuance of its stock or securi-
ties in a tax-free exchange as described
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, 1939, the M Cor-
poration had outstanding capital stock
consisting of 3,000 shares of common
stock, par'.value $100 a share, and 1,00
shares of preferred stock, par value $100
a share, which preferred stock 'was lim-
ited and preferred as to dividends and'
had no voting rights.- On July 1, 1939,
and thereafter until the date of dissolu-
tion of the M Corporation, the 0 Corpo-
ration owned 2,500 shares of the common
stock of the M Corporation. By a statu-
tory merger consummated on August 1,
1939, pursuant to a plan of liquidation
adopted of July 1, 1939, the M Corpo-
ration was merged into the 0 Corpora-
tion, the 0 Corporation under the plan
issuing stock which was received by the
holders of the stock of theM Corporation
not owned by the 0 Corporation in ex-
change for -their stock in the M Corpora-
tion. The receipt by the 0 Corporation
of the properties of the M Corporation
Is a distribution received by the 0 Cor-
poration in complete liquidation of the
M Corporation within the meaning of
section 112 (b) (6), and no gain or loss
is recognized as the result of the receipt
of such properties.*

§ 19.112 (b) (6) -2 Liquidations com-
pleted within one taxable year. 'If in a
liquidation completed within one taxable
year, pursuant to a plan of complete
liquidation, distributions in complete
liquidation are received by a corporation
which owns the specified amount of stock
in the liquidating corporation and which
continues qualified with respect to the
ownership of such stock-until the trans-
fer of all the property within such year
is completed (see section 19.112 (b) (6)-
1), then no, gain or loss shall be recog-
nized with respect to the distributions re-
ceived by the recipient corporation. In
such case no waiver or bonid is required of
the recipient corporation under section
112 (b) (6).*

§ 19.112 (b) (6)-3 Liquidations cover-
ing more than one taxable year. If the
plan of liquidation is consummated by a
series of distributions covering a period
of more than one taxable year, the non-
recognition of gain or loss-with respect to
the distributions in liquidation shall, in
addition to the requirements of section
19.112 (b) (6)-1, be subject to the follow-
lug requirements:

(a) In order for the distribution 'in
liquidation to be brought within the ex-
-ception provided in section 112 (b) (6)
to the general rule for computing gain
or loss with respect to amounts received
in liquidation of a corporation, the entire
property of the corporation shall be
transferred in accordance with a plan of
liquidation, which plan shall include a
statement showing the period within
which the transfer of the"&'operty of the
liquidating corporation to the recipient
corporation is to be completed. The
transfer of all the property under the
liquidation must be completed within
three years from the close of the taxable
year during which is made the first of-the
series of distributions under the plan.

(b) For each of the taxable years
which falls wholly or partly within the
period of liquidation, the recipient cor-
poration shall, at the time of filing its re-
turn, file with the collector for trans-
mittal to the Commissioner a waiver of
the statute of limitations on assessment.
The waiver shall be executed on such
form as may be prescribd 'by the Com-
missioner and shall extend the period for
assessment of all income and profits taxes
for each such year to a date not earlier
than one year after the last date of the
period for assessment of such taxes for
the last taxable year in which the trans-
fer of the property of the liquidating cor-
poration to the controlling corporation
may be completed in accordance with
section 112 (b) (6). Such waiver shall
also contain such other terms with re-
spect to assessment as may be considered
by the Commissioner to be necessary to
insure the assessment and collection of
the correct tax liability for each year
within the period of liquidation.

(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'terns
specified by the Commissioner, including
provisions unequivocally assuring prompt
payment of the excess of income and
profits taxes (plus penalty, if any, and
Ifiterest) as computed by the Commis-
sioner without regard to the provisions
of sections 112 (b) (6) and 113 (a) (15)
over such taxes coihputed with/ regard
to such provisions, regardless of whether
such excess may or may not be made the
subject of a notice of deficiency under
section 272 and regardless of whether
it may or may not be assessed. Any bond
required under section 112 (b) (0) shall
have such surety or sureties as the Com-
missioner ma require. However, see
section 1126 of the Revenue Act of 1920,
as amended (paragraph 63 of the Ap-
pendix to these regulations), providing
that where a bond Is required by law or
regulations, in lieu of surety or sureties
there may be deposited bonds or notes
of the United States. Only surety com-
panies holding certificates of authority
from the Secretary as acceptable sureties
on Federal bonds will be approved as
sureties. The bonds shall be executed in
triplicate so that the Commissioner, the
taxpayer, and the surety or the deposi-
tary may each have a copy.

Pending the completion of the liquida-
tion, if there Is a compliance with para-
graphs (a), (b), and (c) of this section
and section 19.112 (b) (6)-1 with respect
to the nonrecognition of gain or loss, the
ncome and profits tax liability of the re-
cipient corporation for each of the years
covered in whole or in part by the liquida-
tion 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 re-
ceived by the recipient corporation shall
be determined in accordance with section
113 (a) (15). (See section 19.113 (a)
(15)-i.) However, If the transfer of the
property is not completed within the 3-
year period allowed by section 112 (b)
(6) or If the recipient corporation does
not continue qualified with respect to the
ownership of stock of the liquidating
corporation as required by that section,
gain or loss shall be recognized with re-
spect to each distribution and the tax
liability for each of the years covered
in whole or li part by the liquidation shall
be recomputed without regard to the
provisions of section 112 (b) (0) or
section 113 (a) (15) and the amount
of any additional tax due upon such
recomputation shall be promptly paid.*

§ 19.112 (b) (6)-4 Distributions in&
liquidation as affecting minority interests.
Upon the liquidation of a corporation in
pursuance of a plan of complete liquida-
tion, the gain or loss of minority share-
holders shall be determined without
regard to section 112 (b) (6), since it
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does not apply to that part o; distribu-
tions in liquidations received by minority
shareholders.*

§ 19.112 (b) (6) -5 Records to be kept
and information to be fjed 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 section to be sub-
mitted with its return. The plan of
liquidation must be adopted by each of
the corporations parties thereto; and the
adoption must be shown by the acts of
its duly constituted 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 liqui-
dation 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 plarr for
complete liquidation, and of the resolu-
tions under which the plan was adopted
and the liquidation was authorized, to-
gether with a statement under oath
showing in detail all transactions inci-
dent to, or pursuant to, the plan.

(2) A list of all the properties received
upon the distribution, showing the cost
or other basis of such properties to the
liquidating corporation at the date of
distribution and the fair market value of
such properties on the date distributed:

(3) A statement as to its ownership of
all classes of stock of the liquidating cor-
poration (showing as to each class the
number of shares and percentage owned
and the voting power of each share) as of
the date of the adoption of the plan of
liquidation, and at all times since, to and
including the date of the distribution in
liquidation, and the cost or other basis
of such stock.*

[SEc. 112. REcoss=roN or GAfl OR LOSS.]
[(b) Exchanges solely in kind--]
(8) Exchanges and distributions in obedi-

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.

[SMc. 112. RlcoGmoro oF GAw oR Loss.]
(c), Gain from exchanges not solely in

kcind.--

(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 exchange con-
sists not only of property permitted by such
paragraph to be received without the recog-
nition 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-

slons of paragraph (1) of this subsectlon but
has the effect of the distribution of a taxable
dividend, then them shall be taxed as a divi-
dend to each distributec such an amount of
the gain recognized under paragraph (1) as
is not In exces of his ratable share of the
undistributed earnings and profits of the
corporation accumulatcd 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.

§ 19.112 (c)-1 Receipt of other prop-
ert, or money in tax-free exchange not
connected with corporate reorganization.
If in any transaction in which (a) prop-
erty held for investment or productive
use in trade or business is exchanged for
property of like kind to be held either for
productive use or for investment; or (b)
common stock is exchanged for common
stock, or preferred stock for preferred
stock, in the same corporation and not in
connection with a corporate reorganiza-
tion; or (e) property Is transferred by
one or more persons to a corporation for
its stock or securities, within the mean-
ing of section 112 (b) (5), there Is re-
ceived by thQ taxpayer other property
(in addition to property permitted to be
received without recognition of gain) or
money, then

(1) The gain, if any, to the taxpayer
will be recognized in an amount not in
excess of the sum of the money and the
fair market value of the other property,
but

(2) The loss, if any, to the taxpayer
from such an exchange is not to be recog-
nized to any extent (see section 112 (e)).

Example: A, who is not a dealer in
real estate, in 1939 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.

Consideration received in the form of
an assumption of liabilities Is to be
treated as "other property or money" for
the purposes of so much of section 112
(c) as relates to section 112 (b) (1), (2),
and (3). As to the proper treatment of
such consideration for the purposes of so
much of section 112 () as relate to 112
(b) (5), see section 112 (W) and the regu-
lations prescribed thereunder.

See section 113 (a) (6) for the basis
for determining the gain or loss from the
subsequent sale of the property received
in exchanges such as described in this
section.

As to the receipt of other property or
money on an exchange of stock or securi-
ties in connection with a reorganization,
and as to distributions in pursuance of a
plan of reorganization which have the
effect of a taxable dividend, see section
19.112 (g).4*

[Sac. 112. Rrcowaorr or CAXN On Loss.]

(d) Samc--Gan of corporation. If an ex-
change would be within the provislons of
subsection (b) (4) of this sectlon If it were

not for the fact that the property rcaelved
In exchange con-sLts not only of stock or
ceaurltle permitted by such paragraph to ba
recelved without the recognition of gain, but
alzo of other property or money, then-

(1) If the corporation receiving such other
property or money distributes it in pursuance
of the plan of reorganization, no gain to the
corpzratlon shall be rccognlzed from the ex-
change, but

(2) If the corporation receiving such
other property or money doce not distribute
It in pursuance of, the plan of reorganiz-a-
tion. the gain. f any, to the corporation
shall be recoanizead, but in an amount not
in excess of the sum of such money and
the fair market value of such other prop-
crty 1o recelved, which Is not so distributed.

(e) L,233 from exchanges not solely in kind.
If an exchange would be within the pro-
vision , of sub-ection (b) (1) to (5), In-
ciusive, of this s-ection if it were not for
the fact that the property received in ex-
chance conslsta not only of property per-
mlttcd by such paragraph to be received
without the recognition of gain or los., but
also of other property or money, then no
lezs from the exchange shall be recog-nzed.

§ 19.112 (e)-1 Nonrecognition of loss.
The Internal Revenue Code provides
that in no event shal a loss be recog-
nized from a tax-free exchange of prop-
erty under section 112 (b) (1) to (5),
Inclusive, notwithstanding the fact that
there is received in the exchange other
property or money in addition to prop-
erty permitted to be received without
recognition of gain or loss.

As to the basis of the property re-
celved in such an exchange for the pur-
pose of determining gain or loss from the
subsequent sale thereof, see section
113 (a) (16).

As to the nonrecognition of loss upon
the receipt of property by one corpora-
tion in complete liquidation of another
corporation under certain specifically de-
scribed circumstances, s e e section
112 (b) (6).

[IS. 112. Excoozuxorr o' o7 mr o Loss.]

(f) Inro!untory conr"rsion,. If property
(as a r ult of It- destruction inwhole or in
part. theft or cizure, or an exercise of the
power of requistion or condemnation, or the
threat or Imminence thereof) Is compulsorily
or involuntarily converted into property sim-
liar or related In cervice or use to the prop-
erty so converted, or into money which Is
forthwith in good faith, under regulations
prccribed by the ComaL-'ioner with the ap-
proval of the Sccretary, expanded in the
acquisIon of other property similar or re-
lated in service or u=2 to the property so con-
vcrted, or in the acquisition of control of a
corporation ovming such other property, or
in the establiLhment of a replacement fund.
no gain or 1oz" shall be recognized. If any
part of the money is not so expended, the
gain. if any, dhall be recognized, but in an
amount not In escess of the money which
is not co expended.

§ 19.112 W1)-1 Reinvestment of pro-
ceeds of involuntary conversion. In
order to avail himself of the benefits of
section 112 f) it is not sufficient for the
taxpayer to show that subsequent to the
receipt of money from a condemnation
award he purchased other property sim-
ilar or related in use. The taxpayer
must trace the proceeds of the award
into the payments for the property so
purchased. It is not necessary that the
proceeds be earmarked, but the taxpayer
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must be able to prove that the same were
actually reinvested in such other prop-
erty similar or related in use to the prop-
erty converted. The benefits of section
112 (f) cannot be extended to a taxpayer
who does not purchase other property
similar or related in-service or use, not-
withstanding the fact that there was no
other such property available for pur-;
chase.

If, In a condemnation proceeding, the
Government retains out of the award
sufficient funds to satisfy liens (other
than liens due to special assessments
levied against the remaining portion of
the plot or parcel of real estate affected
for benefits accruing in connection with
the condemnation) and mortgages
against the property and itself pays the
same, the amount so retained shall not
be deducted from-the gross award in de-
termining the amount of the net award.
An amount expended for replacement of
an asset, in excess of the recovery for
loss, represents a capital expenditure and
is not a deductible lois for income tax
purposes.

The provisions of section 112 (f) are
applicable to property used for residential
or farming purposes.

The lproceeds of a use and occupancy
insurance contract, which by its ternis
insured against actual loss sustained of
net profits in the business, are not pro-
ceeds of an involuntary conversion but
are' income in the same manner that the
profits for which they are substituted
would have been.

There Is no investment in property
similar In character and devoted to a
similar use if-

(1) The proceeds of unimproved real
estate, taken upon condemnation pro-
ceedings, are invested in improved real
estate.

(2) The proceeds of conversion of real
property are applied in reduction of in-
debtedness previously incurred in the
purchase of a leasehold. .

(3) The owner of a requisitioned tug
uses the proceeds to buy barges.

It Is Incumbent 'upon a taxpayer
"forthwith" to apply for-and receive per-
mission to establish a replacement fund
in every case where it is not possible to
replace immediately. If an expenditure
in actual replacement would be too late,
a request for -the establishment of a re-
placement fund would likewise be too
late.*

§ 19.112 (f)-2 Replacement funds.
In any case where the taxpayer elects
to replace or restore the converted prop-
erty 'but it is not practicable to do so
immediately, he may obtain pe ion
to establish a replacement fund in his
accounts in which part or all of the
compensation so received shall be held,
without deduction for the payment of
any mortgage. 'In such h case the tax-
payer should- make application to the
Commissioner on-Forin 1114 for permis-
sion to establish such a - replacerment
fund, and in his application should re-

cite all the facts relating to the'trans-
action and declare that he will proceed
as expeditiously as possible to replace or
restore such property. The taxpayer
will be required to furnish a bond with
such surety as the Commissioner may
require in an amount not in excess.of
double the estimated additional income
taxes which would be payable if no re-
placement fund were established.. See
sectio n 1126 of the, Revenue Act of 1926,
as amended (paragraph-63 of the Ap-
pendix to'these regulations), providing
that where a bond is required by law or
regulations, in lieu of, sureJty or sureties
there may be deposited bonds or notes
of the United States. * The estimated
additional taxes, for the amount of
which the applicant is required to fur-
nish security, should be computed at the
rates at which the applicant would have
been obliged to pay, taking into consid-
eration the remainder of his net income
.and resolving against him all matters in
dispute affecting the. amount of the tax.
Only surety companies 'holding certifi-
cates of authority 'from the Secretary
of the Treasury as acceptable sureties
on Federal bonds will be approved as
sureties. The application should be ex-
ecuted in triplicate, so that the Com-
missioner, the applicant, and the surety
or depositary may each have a copy*

[SEC. 112. RECO0uUTON OF GAIN OR LOnS.]

_(g) Definition of reorganization. As used
-in this section-and section 113-

(1) The term "reorganization" means (A)
a statutory merger or consolidation, or (B)
the, acquisition by one corporation In ex-
change solely -for all or a part of its voting
stock: of at least 80 per cent-m of the voting
stock and at least 80 per centum of the total
number.of shares of all other classes of stock
of another corporation. or of substantially all
the properties of another corporation, or (C)
a transfer by a corporation of all or a part
of Its assets to another corporation if Imme-
diately after the transfer the transferor or its
shareholders or both are In control of the
corporation to which the assets are trans-
ferred, or (D) a recapitalization. or (E) a
mere change in identity, form, or place of
organization, h6wever effected.

(2) The term."a party to a reorganization"
includes a corporation resulting from a reor-
ganization and includes both corporationi in
the case of a reorganization resulting from
the acquisition by ,one corporation of stock
or properties of another.

SE. 213. AssummoN or nmEBrmums.
(R-vzNuE Acr or 1939.)

(b) Amendment to definition of reorgqn-
ization. Section 112 (g) (1) of the Internal
Revenue Code (relating to definition of re-
organization) Is amended to read as follows:

"(1) The term 'reorganization' means (A)
a statutory merger Or consolidation,- or (B)
the acquisition by one. corporation, itn ex-
change solely for all or a part of its voting
stock, of at least 80 per centum of the vot-
ng stock and at least 80 per centum of the

total number of shares of al other classes of
stock of another corporation, or (C) the ac-
quisition by one corporatien, in exchange
solely for all or a part, of its voting stock, of
substantially, all the properties of another
corporation, but in determining whether the
exchange is solely for voting stock the as-
sumption by the acquiring corporation of a
liability of the other, or the fact that prop-
erty acquired is subJect to a llability, shall
be disregarded, or (D) a transfer by a cor-
poration of all or a part of its assets to an-

Other corporation If Immediately after tle
transfer the transferor or its shareholders
or both are In control-of the corporation to
which the assets are transferred, or (E) a
recapitalization, or (F) a mere change In
Identity, form, or place of organization, how-
ever effected."

(e) Taxable years to which applicable.
The amendments made by subsections

o* * (b) * shall be applicable
taxable years beginning after December 31,

1938.
• $ a * a

§ 19.112 (g)-1 Purpose and scope of
exception of reorganization exchanges-
Purpose. Under the general rule, upon
the exchange of property, gain or loss
must be accounted for If the new prop-
erty differs' in a material particular,
either in kind or In extent, from the
old property. The purpose of the re-
organization provisions of the Internal
Revenue CQde is to except from the gen-
eral rule certain specifically described ex-
changes incident to .such readjustments
of corporate structures, made in one of
the particular ways specified in the Codo,
as are required by -business exigencies,
and which effect only a readjustment of
continuing interests In property undor
modified corporate forms. Requlslte to
a reorganization under the Code are a
continuity of the business enterprise
under the modified corporate form,
and a continuity of Interest there-
in on the part of those persons who were
the owners of the enterprise prior to the
reorganization. The Code recognizes as
a reorganization the change (made In a
specified way) from a business enterprise
conducted by a single corporation to the
same business enterprise conducted by a
Pfirent and a subsidiary corporation, but
not the creation of a temporary subsid-
iary as a device for the making of an
ordinary dividend. The Code rdcognizes
as a reorganization the amalgamation
(occurring in a specified way) of two
corporate enterpriseg.under a single cor-
porate structure if there exists among the
holders of the stock and osecurities of
either of the old corporations the re-
quisite continuity of interest In the new
corporation, but there is not a reorgani-
zation if the holders of the stock and
securities of the old corporation are
merely the holders of short-term notes
In the new corporation. In order to ex-
clude transactions not Intended to be
included, the specifications of the reor-
ganization provisions of the law are pre-
cise. Both the terms of the specifica-
tions and their underlying assumptions
and purposes must be satisfied In order to
entitle the taxpayer to the benefit of
the exception from the general rule.
Accordingly, under the Code, a short-
term purchase money note Is not a se-
curity of a patty to a reorganization,
an ordinary dividend is to be treated as
an ordinary dividend, and a sale Is never-
theless to be treated as a sale, even
though the mechanics of a reorganiza-
tion have been set up.

Scope. The nonrecognition of gain or
lpss is prescribed for two specifically do-
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scribed types of exchanges, viz: The ex-
change that is provided for in section 112
(b) (3) in .which stock or securities in a
corporation a party to the reorganization
are, in pursuance of a plan of reorganiza-
tion, exchanged for the stock or securi-
ties in a corporation a party to the same
reorganization; and the exchange that is
provided for in section 112 (b) (4) in
which a corporation a party to the re-
organization exchanges property, in pur-
suance of a plan of reorganization, for
stock or securities in another corporation
a party to the same reorganization. Sec-
tion 112 (g) limits the definition of the
term "reorganization" to six kinds of
transactions and excludes all others.
From its context, the term "a party to a
reorganization" can only mean a party to
a transaction specifically defined as a
reorganization by section 112 (g). Cer-
tain rules respecting boot received in
either of the two types of exchanges
provided for in section 112 (b) (3) and
(4) are prescribed in sections 112 (c)
and 112 (d). Under section 112 (1) a
limitation is placed on all these pro-
visions by providing that except under
specified conditions foreign corporations
shall not be deemed within their scope.

The provisions of the Internal Revenue
Code referred to in the preceding para-.
graph of this section are inapplicable un-
less there is a plan of reorganization. A
plan of reorganization must contemplate
the bona fide execution of one of the
transactions specifically described as a
reorganization in section 112 (g) and
for the bona fide consummation of each
of the requisite acts under which non-
recognition of gain is claimed. Such
transaction and such acts must be an
ordinary and necessary incident of the
conduct of the enterprise and must pro-
vide for a continuation of the enterprise.
A scheme which involves an abrupt de-
parture from normal reorganization pro-
cedure, devised and adopted with ref-
erence to a transaction on which the im-
position of the tax is imminent, is not a
plan of reorganization.*

§ 19.112 (g)-2 Definition of terms.
The application of the term "reorganiza-
tion" is to be strictly limited to the
specific transaction set forth in section
112 (g) (1). The term does not em-
brace the mere purchase by one corpora-
tion of the properties of another cor-
poration, for it imports a continuity of
interest on the part of the transferor or
its stockholders in the properties trans-
ferred. If the properties are trans-
ferred for cash and deferred payment
obligations of the transferee evidenced
by short-term notes, the transaction is
a sale and not an exchange.

The words "statutory merger or con-
solidation" refer to a merger or a con-
solidation effected in pursuance of the
corporation laws of the United States or
a State or Territory or the District of
Columbia.

In order to qualify as a "reorganiza-.
tion" under section 112 (g) (1) (B), the

acquisition by the acquiring corporation
of the required amount of the stock of
the other corporation must be In ex-
change solely for all or a part of the
voting stock of the acquiring corpora-
tion. If, for example, Corporation X
exchanges nonvoting preferred stock or
bonds In addition to all or a part of its
voting stock in the acquisition of the re-
quired amount of stock of Corporation
Y, the transaction is not a "reorganiza-
tion" under section 112 (g) (1) (B).

The same requirements obtain in the
case of section 112' (g) (1) (C), relative
to the acquisition by one corporation of
substantially all the properties of another
corporation, except that for the purpose
of determining whether the exchange is
solely for voting stock of the acquiring
corporation any assumption by the ac-
quiring corporation of liabilities of the
other shall be disregarded. Though such
an assumption does not prevent an ex-
change from being solely for voting stock
for the purposes of the definition of a
reorganization contained in section 112
(g) (1) (C), It may in some cases, how-
ever, so alter the character of the trans-
action as to place the transaction out-
side the purposes and assumptions of the
reorganization provisions. Section 112
(g) (1) (C) does not prevent considera-
tion of the effect of an assumption of
liabilities on the general character of
the transaction but merely provides that
the requirement that the exchange be
solely for voting stock is satisfied if the
only additional consideration is an as-
sumption of liabilities.

A "recapitalization," and therefore a
reorganization, takes place if, for ex-
ample-

(1) A corporation with $200,000 par
value of bonds outstanding, instead of
paying them off in cash, discharges them
by issuing preferred shares to the bond-
holders;

(2) There is surrendered to a corpora-
tion for cancellation 25 percent of its
preferred stock In exchange for no par
value common stock;

(3) A corporation issues preferred
stock, previously authorized but unissued,
for outstanding common stock; or

(4) An exchange is made of a corpora-
tion's outstanding preferred stork, hav-
ing certain priorities with reference to
the amount and time of payment of div-
idends and the distribution of the cor-
porate assets upon liquidation, for a new
issue of such corporation's common stock
having no such rights.

The term "a party to a reorganiza-
tion" includes, in addition to a corpora-
tion which performs the specific act
constituting the reorganization as de-
scribed and defined in section 112 (g)
(1), only a corporation specified in sec-
tion 112 (g) (2). Both corporations are
parties to the reorganization if under
statutory authority Corporation A is
merged into Corporation B; and all three
of the corporations are parties to the

reorganization if, pursuant to statutory
authority, Corporations C and D are con-
rolidated into Corporation E. Both cor-
porations are parties to the reorganiza-
tion if It consists of the transfer by Cor-
porations F and G of part of the assets
of Corporation F in exchange for all of
the capital stock of Corporation G. Only
Corporations H and J are parties to the
reorganization if It consists of the ac-
quistion by Corporation H in exchange
solely for all or a part of Its voting stock
of at least 80 percent of the voting stock
and at least 80 percent of the total num-
ber of shares of all other classes of stock
of Corporation J, even though such
acquisition by Corporation H is from
Corporation K.

The term "plan of reorganization" has
reference to a consummated transac-
tion specifically defined as a reorganiza-
tion under section 112 (g) (1). The term
Is not to be construed as broadening the
definition of "reorganization" as set forth
in section 112 (g) (1), but is to be taken
a limiting the nonrecognition of gain
or loss to such exchanges as are directly
a part of the transaction specifically de-
scribed as a reorganization in section
112 (g) (1). Moreover, the transaction,
or series of transactions, embraced in a
plan of reorganization must not only
come within the specific language of sec-
tion 112 (g) (1), but the readjustments
involved in the exchanges effected In the
consummation thereof must be under-
taken for reasons germane to the contin-
uance of the business of a corporation a
party to the reorganization. Section
112 (g) (1) contemplates genuine corpo-
rate reorganizations which are designed
to effect a readjustment of continuing
interests under modified corporate forms.

As used in section 112, as well as in
other provisions of the Internal Revenue
Code, if the context so requires, the con-
Junction "or" denotes both the conjunc-
tive and the disjunctive, and the singu-
lar includes the plural. For example, the
provisions of the statute are complied
with if "stock and securities" are re-
ceived In exchange as well as if "stock
or sccurities" are received.*

§ 19.112 (g)-3 Exchanges solely of
stock or securities, or property, solely for
stack or securities, in pursuance of plan
of reorgankzation. No taxable income is
received, nor is a deductible loss sus-
tained, f the shareholders in a corpora-
tion a party to the following reorgani-
zation transactions exchange stock or
securities solely for stock or securities of
the same corporation, or of another cor-
poration mentioned, or if one of such
corporations transfers property to an-
other of the corporations solely for stock
or securities of such other corporation,
In pursuance of the plan of reorgani-
zation:

(1) The merger of Corporation A, in
accordance with statutory authority, into
Corporation B;

(2) The consolidation, pursuant to
statutory authority, of Corporations C
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and D into Corporation E, a new corpo-
ration;

(3) The acquisition by Corporation F,
in exchange solely for all or a part of its
voting stock, of at least 80 perdent of the
voting stock and at least 80 percent of
the total number of shares of all other
classes of the stock of Corporation G-

(4) The acquisition by Corporation H,
in exchange solely -for all or a part of its
voting stock (disregarding- any assump-
tion of liabilities, as prescribed in section
19.112 (g)-2), of substantially all the
properties of Corporation I;

(5) The transfer by Corporation J of
all or a part of its assets to Corporation
K, if immediately after the transfer Cor-
poration J or its stockholders, or both,
are in control of Corporation K ("con-
trol" for the purpose of this transaction
being defined in section 112 (h) as the
ownership by Corporation J or its stock-
holders, or both, of the stock of Corpora-
tion 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

(6) The exchange of stock or securities
solely for stock or'securities of the same
corporation in the case of (a) a recapi-
talization of a corporation, or (b) a mere
change In the identity, form, or place of
organization of a corporation, however
effected.*

§ 19.112 (g)-4 Exchanges in reorgan-
ization 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 reor-
ganization, there is received by the tax-
payer other property (not permitted td'be
received without the recognition of gain)
or money, then

(1) As provided in section 112 (c) (1);
the gain, if any, to the taxpayer will be'
recognized in an amount not in excess
of the sum of money and the fair market
value of the other property, but

(2) The loss, if any, to the taxpayer
from such an exchange is not to be rec-
ognized to any extent (see section 112
(e)).

Example: A, in connection with a re-
organization, in 1939, exchanges a share
of stock In the X Corporation purchased
in 1929 at a cost of $100 for a share of
stock of the Y Corporation (a party to
the reorganization), which has a fair
market value of $90, plus $20 in cash.
The gain from the transaction 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 stfch 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 dividend,
such an amount of the gain recognized
on the exchange as is not in excess of
the distributee's ratable share of the un-
distributed earnings and profits of the
corporatiori accumulated after February
28, 1913, and (2) as a gain from the
exchange of _property, the remainder of
the gain so recognized.

Example: Ttie"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
1939 transfers all of its assets to the Y

-Corporation in exchange for the issuance
of all of the stock of the Y Corporation
and the payment of $50,000 in cash to
the stockholders of the X Corporation.
A, who owns one share of stock in the X
Corporation, for which he In 1929 paid
$100, receives a share of stock In the Y
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 reorgani-
zation, property is exchanged by a cor-
poration a party to the reorganization
for stock or securities in another corpora-
tion a party to -the reorganization and
other property or money then, as pro-
vided in section 112 (d) (1), if the other
property or money received by the cor-
poration is distributed by it pursuant to
the plan of reorganization, no gain to
the corporation, will be recognized. If
the 'other property or money received by
the corporation is not distributed by it
pursuant to the plan of reorganization,
the gain, if any, to the corporation from
the exchange will be recognized, under
the provisions of section 112 (d) (2), in
an amount not in excess of the sum of
money and the fair market valle of the
other property so received which is not
distributed. In either sase no loss from
the exchange will be recognized (see sec-
tion 112 (e)).

For the proper treatment of an as-
sumption of liabilities under section 112
(d) and so much of section 112 (e) as
relates to section' 112 (b) (4), see section
112 k) and the regulations prescribed
thereunder. For the proper treatment
of an assumption of liabilities under so
much of section 112 (c) as relates to
section 112 (b) (3), see section 19.112
(c0-l.*

§ 19.112 (g)-5 Receipt of stock or se-
curities in reorganizatioE without sur-
render of stodk by shareholder. Any dis-
tribution, though in pursuance of a plan
of reorganization, to its shareholders
withouLthe surrender of their stock, by
or on behalf of a corporation a party to
a reorganization, of its'stock or securities
(other than its own stock, which is not
taxable as a dividend under section 115
(f) or of stock or securities of another
corporation a party to the reorganiza-
tion, shall be taxed to such shareholders
as a dividend, withfn the meaning of sec-
tion 115, to tle extent that the fair mar-
ket value of such stock or securities at

the date of the distribution Is not in ex-
cess of (1) the earnings or profits of the
corporation of the taxable year computed
without regard to prior years and (2) the
earnings or profits of the corporation ac-
cumulated after February 28, 1913, and
prior to the taxable year. Any remainder
of such fair market value of the stock or
securities distributed over the amount of
such earnings or profits shall be applied
against and used to reduce the basis pro-
vided in section 111 of the stock In re-
spect of which the distribution was made;
and if in excess of such basis, such ex-
cess shall be taxable in the same manner
as a gain from the sale or exchange of
property. (See section 19.111-1.) *

§ 19.112 (g)-6 Records to be kept and
information to be flied with returts.

(a) The plan of reorganization must
be adopted by each of the corporations
parties thereto; and the adoption must
be shown by the acts of Its duly consti-
tuted responsible officers, and appear
upon the official records of the corpora-
tion. Each corporation a party to a re-
organization shall file as a part' of its
return for its taxable year within which
the reorganization occurred a complete
statement of all facts pertinent to the
nonrecognition of gain or loss in con-
nection with the reorganizatQn, includ-
ing-

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 inci-
dent to the plan.

3. A statement of the amount of stock
or securities and other property or
money received from the exchange, in-
cluding a statement of all distributions
or other disposition made thereof. The
amount of each kind of stock or securi-
ties and other property received shall be
stated on the basis of the fair market
value thereof at the date of the ex-
change.

4. A statement of the amount and
nature of any liabilities assumed upon
the exchange,

(b) Every taxpayer, other than a cor-
poration a party to the reorganization,
who receives stock or securities and other
property or money upon a tax-free ex.
change in connection with a corporate
reorganization shall Incorporate In his
income tax return for the taxable year
in which the exchange takes place a,
complete statement of all facts pertinent
to the nonrecognition of gain or loss
upon such exchange, Including-

1. A statement of the cost or other
basis of the stock or securities trans-
ferred in the exchange, and

2. A statement in full of the amount
of stock or securities and other property
or money received from the exchapjge,
including any liabilities assumed upon

1 452
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the exchange. The amount of each kind
of stock or securities and other property
(other than liabilities assumed upon the
exchange) received shall be set forth
upon the basis of the fair market value
thereof at the date of the exchange.

(c) Permanent records in substantial
form shall be kept by every taxpayer who
participates in a tax-free exchange in
connection with a corporate reorganiza-
tion showing the cost or other basis of
the transferred property and the amount
of stock or securities and other property
or money received (including any lia-
bilities assumed upon the exchange), in
order to facilitate the determination of
gain or loss from a subsequent disposi-
tion of such stock or securities and other
property received from the exchange.*

IS. 112. PRzcorioz or GAIN oa Los.]

(h) Depaitio. of control. As used in this
section the term "control" means the owner-
ship of stock possessing at least 80 per
centum of the total.combined voting power
-f an clapses of stock entitled to vote and at
least 80 per centum of the total number of
shares of all other classes of stock of the
corporation.

§ 19.112 (h)-1 Control of corpora-
tion. Section 112 (h) defines the term
"control" in reference to the phrase
"control of the corporations," as used
in section 112 (b) (5) and section
112 (g) (1). It is provided specifically
that this definition is limited to the

-meaning of-the term Pcontrol" as that
term is used in section 112.*

IS=. 112. RL o Oir oF GAn On LOSS.]

(i) Foreign corporations. In determining
the extent to which gain shall be recog-
-nized 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
described in subsection (d), a foreign cor-
poration-shall not be considered as a cor-
poration 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.
§ 19.112 (i)-1 Reorganization ivith, or

transfer of Property to or from, a foreign
corporation. A foreign corporation will
not be considered a corporation to or
from which a tax-free transfer of prop-
erty for stock or securities may be made,
or a corporation a party to a reorgani-
zatioii with which a tax-free reorgani-
zation exchange may be made, or a cor-
poration a party to or from which a
tax-free liquidation distribution may be
made, unless, prior to the transfer, ex-
change, or liquidation, it has been es-
tablished to the satisfaction of the Com-
missioner that such transfer, exchange,
or liquidation, is not in pursuance of a
plan having as one of its principal pur-
poses the avoidance of Federal income
taxes. The term "ederal 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

No. 23--4

1936, section C02 of the Rvenue Act of
1933, and section C00 of the Internal
Revenue Code.

Whether any of the exchanges or dis-
tributions referred to In sectlon 112 (1),
involving a foreign corporation, IS in
pursuance of a plan having =- one of
its principal purposes the avoidance of
Federal income or excEzs-profits taxes,
is a question to be determined from the
facts and circumstances of each partic-
ular case. In any such case if a tax-
payer desires to establich that the ex-
change or distribution is not In pur-
suance of such a plan, a statement under
oath of the facts relating to the plan
under which the exchange or distribu-
tion is to be made, together with a, copy
of the plan, shall be forwardd to the
Commissioner of Internal Revenue,
Washington, D. C., for a ruling. A let-
ter setting forth the Commizzloner's de-
termination will be mailed to the tax-
payer. If the Commisloner 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 excem-profits
taxes, the taxpayer should retain a copy
of the Commisoner's letter as author-
ity for treating the forelgn corporation
as a corporation In determining the ex-
tent to which gain Is recognized from
the exchange or distribution. If the re-
organization or the transfer is not car-
ried out In accordance with the plan
submitted, the Commissoner's approval
will not render the transaction tax-frce.0

ISe. 112. RPcoxtrr oN or c-i on LoZj.)
(J) Inctall ent oblfgatifon. For nonrcc-

ognition of gain or Ice In the cace of In-
stallment obllgations. cce sEccton 44 (d).

Sc. 213. Acsui n or nrzar ;:,ss.
(Rvssw Ac'r or 1939.)

(a) Assumption of liabflity not rcrognizcd.
Section 112 of the Intemral Eevenue Ccdo
(relating to recognition of gain Or Ilce) i
amended by adding at the end thercof the
following new cuhzcetion:

"(k) Assumptton of Uiability vot recynLz-c.
Where upon an exchango the taaLpycr re-
ceives as part of the conldcration propsrty
which would be permitted by subdivision (b)
(4) or (5) of this zection to ba reccived with-
out the recognition of gain If It vxre the
sole conzideration, and as part of the con-
rideration another party to the exchange
assumes a liability of the taxpayer or acquires
from the taxpayer property subject to a
liability, such as.sumptlon or acquUtion
shall not be consldered a 'other p rperty
or money' received by the taxpayer within
the meaning of nub-sactlon (c), (d). or (e)
of this section and shall not prevent the ex-
change from being within the provL!ns of
suhzection (b) (4) or (5); except that If,
taking Into conslderatlon the nature of the
liability and the circumotancen in the light
of which the arrangement for the assumpt on
or acquisition was made, it nppears that the
principal purpoze of the taxpayer vith respect
to the ass-umption or zcquisition was a pur-
pose to avoid Federal income tax on the
exchange, or, if not such purpose, was not a
bona fide husinezz purpose, such a--umption
or acquisition (in the amount of the liability)
shall, for the purp of this section, be
considered as money received by the taxpayer
upon the exchange. In any sult or pro-
ceeding vhere the burden I- on the taxpayer
to prove that such assnumption or acquiton

Is not to be c=n-a:1rcd cs mnnsy re:nlvci
by the tax.ayer, such burden shall not be
conf-Idered vas mustAin:z uniezz the taxpayar
su-zIns such burd:n by the cLsr p-epznder-
ance of the evidem:a."

(e) Taxabre ycara to wihcz appLfcab. The
amendmentsmadeby subzctionz(a) * * *
1hall1e appllcae to tab:e years be.ginnLn
after Dccmtr 31, 1933.

§ 19.112 (k)-1 Assumption of liabili-
ties not to b3 ta7:en into account for
Purpose of recogni-ing gain or loss.

(a) General rule. Section 112 (k) does
not affect the rule that liabilities as-
sumed are to be taken into account for
the purpose of computing the amount of
gain or lozs realized under section 111
upon an exchange. Subject to the ex-
ceptions and limitations specified in par-
agraph (b) of this section, section 112
Wk) provides, however, that-

(1) Liabiities assumed are not to be
treated as "other property or money"
under section 112 (e) or for the purpose
of determining the amount of the realized
gain which is to be recognized under sec-
tion 112 (c) or (d), if the transactions
would, but for the receipt of "other prop-
erty or money," have been exchanges of
the type described in section 112 (b) (4)
or (5); and

(2) If the only type of consideration
received by the transferor in addition to
that permitted to be received by section
112 (b) (4) or (5) consists of an assump-
tion of liabilities, the tran-action, if
otherwise qualified, cball be deemed to be
within the provi-ions of setion 112 (b)
(4) or (5).

The application of this paragraph may
be illustrated by the follovang example:

Examp!e: A, an individual, transfers
to a controlled corporation property with
an adjusted basis of $10,000 in exchange
for satock of the corporation with a fair
market value of $3,000, cash in the
amount of $3,000, and the asumption by
the corparation of indebtednrs of A
amounting to $4,000. A's gain i3 $5,000,
computed as follows:
Stc% r:lvc.l_.. e, CC=_h rc-,,vc . 3 CODo
Lfabilities assu1mcd by frnsfcree... 4, 0I23

Total consideration reccvv_..... 15,02
Les: Adju tec bzis of property trans-

fccd ..... IO,CO3

Gain rcalssL........ 5.00
A suming that the tranaction falls

within section 112 (c) as a transaction
which would have been within section
112 (b) (5) but for the receipt of "other
property or money," only so much of
such $5,000 gain will be recognized as
does not exceed the "other property or
money" received. Since section 112 (k)
provides that an assumption of liabili-
ties rhall not constitute "other property
or money" for this purpose, the only
"other property or money" received is
the $3,000 cash, and tae $5,000 realized

HeinOnline -- 5 Fed. Reg. 453 1940



FEDERAL REGISTER, Friday, February 2, 1940

gain will be recognized only to that
extent.

(b) Exceptions and limitations. The
benefits of section 112 (k) do not ex-
tend to any exchange involving an as-
sumption of liabilities where it appears
that the principal purpose of the tax-
payer with respect to such assumption
was a purpose to avoid' Federal income
tax on the exchange, or, if not such pur-
pose, was not a bona fide business pur-
pose. In such cases, the amount of the
liabilities assumed shall, for the purpose
of determining the amount of gain to
be recognized upon the exchange in
which the liabilities are assumed, be
treated as money received by the tax-
payer upon the exchange. In any suit
or proceeding where the burden is on
the taxpayer to prove that an assump-
tion of liabilities is not to be treated as
"other property or money" under sec-
tion 112 (k), which is the case if the
Commissioner determines that the tax-
payer's purpose with respect thereto,
was a purpose to avoid Federal income
tax on the exchange or was not a bona
fide business purpose and the taxpayer
contests such determination by litiga-
tion, the taxpayer must sustain such
burden by the clear preponderance of
the evidence. Thus, the taxpayer must
prove his case by such a clear prepon-
derance of all the evidence that the
absence of a purpose to avoid Federal
income tax on .the exchange, or the
,presence of a bona fide purpose, is un-
mistakable.*

SEc. 113. ADJuSTED BASiS FOR D7EE NIG
GAIN OR LOSS.

(a) Basis (unadjusted) of property. The
basis of property shall be the cost of such
property; except that-

§ 19.113 (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 dis-
position thereof is the unadjusted basis
prescribed in section 113 (a), adjusted
for the various applicable items specified
in section 113 (b). Unless otherwise in-
dicated, the word "basis," as used in this
section and sections 19.113 (a) (2) to
19.113 (a) (19)-2, inclusive, has reference
to the unadjusted basis. For special rules
for determining the basis for gain or loss
in the case of a new vessel acquired from

-the Maritime Commission in exchange
for an obsolete vessel, see section 507 of
the Merchant Marine Act of 1936, as
added by section 7 of Public, No. 259,
Seventy-sixth Congress, approved August
4, 1939 (I. R. B. 1939-39, 34).*

§ 19.113 (a)-2 General rule. In gen-
eral, the basis of property is the cost
thereof. This rule is subject, however,
to the exceptions stated in sections 113
(a) (1) to 113 (a)' (19), inclusive.*

[Src. 113. ADusTED BASIS FOR DLTERsnxG
GAIN OR LOSS.]

[(a) Basis (unadjusted) of property. The
basis of property shall be-the cost of such
property; except that--I

(1) Inventory value. If the property
should have been included in the last inven-
tory, the basis shall be the last inventory
value thereof.

§ 19.113 (a) (1)-1 Propertvyinclved in
inventory. The last inventory value of
property which should be included in in-
ventory is the basis' of such property.
The requirements with respect to the
valuation of an inventory are stated in
sections 19.22 (c)-1 to, 19.22 (d)-6,
inclusive.* 

[SEC. 113. ADJusTED nAis FOR DEr=MInINo
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 Decem-
ber 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, whichever is
lower. If the facts necessary to determine
the basis in the hands of the donor or the
last preceding owner are unknown to the
donee, the Commissioner shall, if possible,
obtain such facts from such donor or last
preceding owner, dr any other person cog-
nizant 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, ac-
cording to the best information that the
Commissioner Is able to obtain, such prop-
erty was acquired by such donor or last
preceding owner.

§ 19.113 (a) (2)-1 Property trans-
mitted by gift after December 31, 1920.

(a) Property included. Section 113
(a) (2) applies to all property acquired
after December 31, 1920, by gift, whether
by transfer in trust or otherwise. It
does not apply to property 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) applie; 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 otherwise;
or whether made by-means of the exer-
cise (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
determined, or the fair market value of
the property at the time of the gift,
whichever 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, condi-
tional, or otherwise. Accordingly, all
property acquired by gift Is acquired at
the time of the gift. In the hands of
every person acquiring property by gift,
the basis is always the same, Whether
such person be the trustee under the gifb
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 section 113 (b), are to be
made as respects the period prior to the
gift, and the period after the gift. With
respect to thd latter period, the adjust-
ments to the uniform basis are to be
made in accordance with paragraph (e)
of section 19.113 (a) (5)-1.

The time of the gift Is the time when
the gift is consummated. Delivery, ac-
tual or constructive, Is requisite to a
gift. In determining the time of the
gift, the passing of title by the donor is
not decisive; the time when the donor
relinquishes substantial dominion over
the property Is decisive.

(c) Fair market value. For the pur-
poses of this section, the value of prop-
erty as appraised for the purpose of the
Federal gift tax, ,or If the gift is not sub-
,ject to such tax, Its value as appraised
for the purpose of a State gift tax, shall
be deemed to be the fail market value
of the property at the time of the gift.

(d) Reinvestments by fiduciary. If
the property is an Investment by the
fiduciary under the instrument of gift
(as, for example, in the case of a sale
by the fiduciary of property transferred
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 to deter-
mine the cost of the property and, If
pertinent, Its fair market value as of
March 1, 1913.

[SEc. 113. ADJUSTED BASIS roR Drr=NIIrN0
GAM oR LOss.]

[(a) Basis (unadjusted) of property. 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 same
as it would be In the hands of the grantor,
increased in the amount of gain or de-
creased in the amount of loss recognized to
the grantor upon such transfer under the
law applicable to the year in which the
transfer was made.
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§ 19.113 (a) (3)-1 Transfer in trust
after December 31, 1920.

(a) Property included.. Section 113
(a) (3) applies in general to all prop-
erty acquired after December 31, 1920,
by transfer in trust. It does not apply
to property acquired as a gift by trans-
ferin trust, or by bequest or devise; or
by an instrument which, under section

-413 (a) (5), is to be treated as though
it were a will. With these exceptions,
section 113 (a) (3) applies to all prop-
erty 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
section 113 (a) (4).

(b) Basis. The basis of property so
acquired is the same as it would be in
the hands of the grantor, increased in
the amount of gain or decreased in the
amount of loss recognized to the grantor
-upon such transfer under the law ap-
-plicable to the year in which the transfer
was made. If the taxpayer acquired the
property by a transfer in trust, this
basis applies whether the property be
In the hands of the trustee, or the bene-
ficiary, and whether prior to the termina-
tion of the trust and distribution of the
property, or thereafter.

(c) Reivestments by jiduciary. If the
property is an investment made by the
fiduciary (as, for example, in the case
of a sale by the fiduciary of property
transferred by the grantor, and the re-
investment of the proceeds), the cost or
other basis to the fiduciary is taken in
lieu of the basis specified in paragraph
(b) above.*

[SEc. 113. ADnusT= -asIS FOR DLEEmINZG
GA O LOSS.] -

I (a) Basis (unadjusted) of Property. The
basis of property shall be the cost of such
property; except that--

(4) Gift or transfer in trust before Janu-
ary 1, 1921. If the property was acquired by
gift or transfer In trust on or before Decem-
ber 31,1920, the basis shall be the fair market
value of such property at the time of such
acquisition.

§ 19.13 (a) (4)-1 Gift or transfer in
trust prior to January 1,1921, (a) Prop-
erty included. --Section 113 (a) (4) ap-
plies to all property acquired before Jan-
uary 1, 1921, by gift or transfer in trust.
It does not apply to property acquired by
a device or bequest; or by an instrument
which, under section 113 (a) (5), is to
be treated as though it were a will.

(b) Basis. The basis is the fair market
value of such property at the time of thE
gift or at the time of the transfer ir
trust. Such fair market value is to bE
ascertained in the manner prescribed ir
paragraph (c) of section 19.113 (a) (2)-I
or by equivalent methods.

[Sac. 113. ADJosTE RAS FOR DLrnsRmnlc
GAIN OR LOSS.]
I [ (a) Basis (unadjusted) *of property. Th

basis of property shall be the cost of sucl
property; except that-I

(5) Property transmitted at death. I
the property was acquired by bequest, de,

vise, or inheritance, or by the dcccrdcnt'
estate from the decedent, the b=Li, hall kxs
the fair mnrket value of such proprt at
the time of such acquisition. In the c=e
of property transferred In truAt to pay the
income for life to or upon the order or dircc-
tion of the grantor, with the rlght~res:rved
to the grantor at all tlme3 prior to his death
to revoke the trust, the basis of Cuch prop-
erty in the hands of the pzrcons entitled
under the terms of the trust instrument to
the property at tr the grantor's death chall,
after such death, be the rame as If the trut
Instrument had bcen a will executed on the
day of the grantor's death. For the purpos=
of this paragraph property pacing without
full and adequate consideraton under a
general power of appointment exerc cd by
will shall be deemed to be property pac:ln
from the individual exercing- ouch power
by bequest or devi-e. If the proprty vas
acquird by bequest, devisLe, r Inheritance,
or by the dccedcnt's state from the dece-
dent, and if the decedent died after August
26, 1937, and if the property constt of
stock or securltes of a fordign corporation,
which with respect to Its taxable year ne%:t
preceding the date of the decc-dent' death
was, under the law applicable to such year.
a foreign per-onal holding company, then
the basis shall be the fair marzlet value of
such property at the time of such acquili-
tion or the basis in the hands of the decc-
dent, Whichever is lower.

§ 19.113 (a) (5)-1 Basis of prop rty
acquired by bequest, deuse, or inherit-
ance.

(a) Property included. Section 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 an in-
strument which, under Eection 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 spe-
cial rule governing stock In a foreign
personal holding company.

(1) General rule. Except as prczcrib2d
in paragraph (2) the basis of property
acquired from a decedent by will or under
the law governing the descent and distrl-
bution of the property of decedent. is
the fair market value at the time of such
acquisition. Since, under the law gov-
erning wills and the distribution of the
property of decedents, all titles to prop-
erty acquired by bequest, devise, or In-
heritance relate back to the death of the
decedent, even though the interest of him
who takes the title was, at the date of

L death of the decedent, legal, equitable,
vested, contingent, general, spceifc, rczld-

L ual, conditional, executory, or otherwise,
the time of the acquisition of such prop-
erty is the death of the decedent. For
example, 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

- legatee actually received the property; or,

if the bequest b of the residue to trustaee
in tru t, and the executors do not distrib-
ute the residue to such trusteas until
five years after the death of the decedent,
the b-Ass of each piece of property left
by the decedent and thus received, in the
bands of the trus-tees, s 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 baqueathed, and after his
death to distribute such property to the
survivors of a clasz, and upon A's death
the property is distributed to the tax-
payer as the sole survivor, the basis of
such property, in the hands of the tax-
payer, Is Its fair market vulue at the time
when the decedent died.

The purpose of the nternal Revenue
Code, in prescribing a general uniform
basis rule for property acquired by be-
quest, devise, or inheritance Is, on the one
hand, to tax the gain, in respect of such
property, to him who realiz2s it (without
regard to the circumstance that at the
death of the decedent It may have been
quite uncertain whether the taxpayer
would take or gain anything); and, on
the other hand, not to recognize as gain
any element of value solely from the
circumstance that the possession or en-
joyment of the taxpayer was postponed.
Such postponement may be, for example,
until the administration of the decedent's
estate is completed, until the period of
the posseGson or enjoyment of another
has terminated, or until an uncertain
event has happened. It Is the increase or
decrease In the value of property reflected
in a sale or other disposition which sec-
tion 113 (a) (5) recognizes as the meas-
ure of gain or loss.

(2) Special rule with res Pct to stoe
in a foreign Inrconal hoding company.
In the caze of decedents dying after Au-
gust 26, 1937, the basis of stock of a
foreign corporation acquired from the
decedent by will or under the law 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 acquisi-
tion, 1. e., the date of the decedent's
death, or the bads in the hands of the
decedent (with proper adjustments to
the date of the decedent's death), which-
ever is lower.

(c) Fair marl:et value. For the pur-
pazes of this section, the value oPprop-
erty as of the date of the death of the de-
cedent as appraised for the purpose of
the Federal estate tax or if the property
is not appraised - of the date of death
of the decedent for such purpese 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 transmiz son taxes,
shall be deemed to be its fair market
value at the time of the death of the
decedent.
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(d) Property acquired before March 1,
1913; reinvestments by fiduciary. If the
decedent died before March 1, 1913, the
fair market value on that date is taken
in lieu of the fair market value on the
date of death, but only to the same ex-
tent 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. In the hands
of every person who acquires the prop-
erty of a decedent (or any estate or in-
terest 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 ad-
ministrator, or the trustee.

Adjustments to basis required by sec-
tion 113 (b) are made in acccsdance with
the same principles. Thus, the deduc-
tions for depreciation and for depletion
allowed or allowable, under section 23
(1) and section 23 (in), to a legal life ten-
ant as if the life tenant were the absolute
owner of the property, constitute an ad-
justment 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 applicable. Similarly,
the deductions allowed or allowable un-
der section 23 (1) and section 23 (in),
both to the trustee and to the trust bene-
ficiaries, 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 beneficiaries and every
other person to whom the uniform basis
is applicable. See, however, section 24
(a). Similarly, adjustments in respect
of capital expenditures or losses, tax-
free distributions, or other distributions
applicable in reduction 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 applicable makes the capital ex-
penditures or sustains the capital losses,
or to whom the tax-free or other dis-
tributions are made, or to whom the de-
ductions are allowed or allowable.

The executor or other legal representa-
tive of the decedent, the fiduciary of a

trust underla will, the life tenant and
every other person to whom a uniform
basis under this section is applicable,
shall make and maintain records show-
ing in detail all deductions, distributions,
or other items for which adjustment to
basis is required to be made by section
113 (b), and shall furnish to the Com-
missioner information with respect to
such matters in such detail at such time
and in such manner as the Commissioner
may require.

(f) Sales of remainder and other in-
terests in property transmitted at death.
The following is an illustration of the
rule stated in paragraph (b) of this sec-
tion that, under section 113 (a) (5), the
measure of gain or loss resulting from a
sale or other disposition of property
transmitted at death is the increase or
decrease in the value of the property as
reflected in siich 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 pro-
ceeds from the sale (if his remainder in-
terest constitutes the gain recognized
upon the sale. (See section 111.) Such
gain (or as the case may be, the loss)
is computed by comparing the amount
of the proceeds received from the sale
with the amount of the part of the
uniform basis assignable to such sale
of B's remainder interest' The part
of the'uniform basis assignable to such
a sale by B is the part of the uniform
basis (adjusted to the time of the sale)
of the land transmitted from tle de-
cedent which bears the same proportion
to such uniform basis as B's remainder
interest, at the time of the sale, bears to
the whole estate in the land trans-
mitted from the decedent.*

[SEC. 113. ADUSTED, BASIS FOR DETERIn=-
NG 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 generally. If the
property was acquired, after February 28,
1913, upon an exchange described in section
112 (b) to (e), inclusive, the basis (except
as provided in paragraphs (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 ap-
plicable to the year in which the ex-
change was made. If the property so ac-
quired consisted in part of the type of
property permitted by section 112 (b) to be
received without the recognition of gain or
loss, and in part of other property, the basis
provided in this paragraph shall be allocated
between the properties (other than money)
received, and for the. purpose of the alloca-
tion 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 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.

SEC. 213. AssUwPTxON OF INrDEDTLDn4 .
(REVENUE Acr OF 1930.)

* * * * *

(d) Basis of property. Section 113 (a) (0)
of the Internal Revenue Code (relating to
basis of property) is amended by inserting
before the last sentence thereof the follow-
tg: "Where as part of the consideration to
the taxpayer another party to the exchange
assumed a liability of the taxpayer or ac-
quired from the taxpayer property subjeot
to a liability, such assumption or acquisition
(in the amount of the liability) shall, for
the- purposes of this paragraph, be consid-
ered as money received by the taxpayer upon
the exchange."

* * * * *

(e) Taxable years to whicl applicable,
The amendments made by subsectlona
* * * (d) shall be applicable to taxable
years beginning after December 31, 1930,

* * * * *

§ 19.113 (a) (6)-i Property acquired
upon a tax-free exchange. In the case-,
of an exchange, after February 28, 1913,
of property solely of the type described
in ection 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 tax-
payer with proper adJfistments 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 iAceipt of money in addition in
the transaction, the basis of the prop-
erty acquired Is the basis of the property
transferred (adjusted to the date of the
exchange), decreased by the amount of
money received and increased by the
amount of gain recognized on the ex-
change. For example: A purchased U
share of stock in the X Corporation In
1927 for $100. Pursuant to a plan of re-
organization, A in 1939 exchanged his
share for one share in the Y Corporation,
worth $90, and $30 in cash. A realized
a gain of $20 upon the exchange, all of
which is recognized under section 112
(c) (1). As to the amount of such gain
to be taken Into account In computing
net income, see section 117, The basis
of the share of stock in the Y Corpora-
tion is $90; that is, the basis of the share
in the X Corporation ($100) less the
amount of money received by A ($30)
plus the amount of gain recognized on
the exchange ($20).

If, upon an exchange of properties of
the type described in section 112 (b),
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-
change) of the property transferred by
the taxpayer, decreased by the amount
of money received and increased by the
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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 tn amount equiv-
alent to its fair market value at the date
of the exchange.

Example: A purchased a share of stock
in the X Corporation in 1925 for $100.
Upon a reorganization of the~X Corpora-
tion in 1939, 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 addi-
tion $20 in cash. A realized a gain of $30
upon the exchange, all of which is recog-
nized under-section 112 (c) (1). As to
the amount of such gain to be taken into
account in computing net income, see
section 117. The basis of the property
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 recog-
nized ($30), which results in a basis for
the property received of $110. This basis
of $110 is apportioned between the Treas-
ury bond and the share of stock, the
basis of the Treasury bond being its fair
market value at the date of the exchange,
$50, and of the share of stock, the re-
mainder, $60.

Section 112 (e) and similar provisions
of prior Revenue Acts provide that no
loss may be recognized on an exchange
of properties of a type described in sec-
tion 112 (b), .although the taxpayer re-
ceives other property or money from the
transaction. However, the basis of the
property or properties received by the
taxpayer (other than money) is the basis
(adjusted to the date of the exchange)
of the property transferred, decreased by
the amount of money rbceived. This
basis must be apportioned to the prop-
erties received, and for this purpose there
must be allocated to such other property
(not permitted to be exchanged tax free)
an amount of such basis equivalent to
the fairmarket value of such other prop-
erty as the date of the exchange.

Section 113 (a) (6) does not apply in
ascertaining the basis of property ac-
quired by a corporation by the issuance
of its stock or securities as the considera-
tion in whole or in part for the transfer
of the property to it. But see section
113 (a) (7) and (8).*

§ 19.113 (a) (6)-2 Treatment of as-
sumption of liabilities. For the purposes
of section 113 (a) (6) the amount of
any liabilities of the taxpayer assumed
by the other party to the exchange is to
be treated as money received by the tax-
payer upon the exchange, whether or
not the assuihption of liabilities resulted
in a recognition of gain or loss to the
taxpayer under the law applicable to the
year in which the exchange was made.

The application of this paragraph may
be illustrated by the following examples:

Example (1). A, an individual, owns
property having an adjusted basis of
$100,000 and on which there is a pur-
chase money mortgage of $25,000. On
September 1, 1939, A organizes the X
Corporation to which he transfers the
property above described in exchange for
all the capital stock of the X Corpora-
tion and the assumption of the $25,000
mortgage. The capital stock of the X
Corporation has a fair market value of
$150,000. Under section 112 (b) (5), no
gain is recognized. The basis of such
stock in A's hands is $75,000, computed
as follows:
Adjusted basis of property trans,.

ferreeL sICO,00
Less: Amount of money received

(amount of liabitlo a-umed by
X Corporation) _......... 25, 0oo

Basis of stock of the X Cor-
poratlon In A's bands-.... 75,000

Example (2). B, an individual, owns
an apartment house which has an ad-
justed basis in his hands of $500,000,
but which is subject to a mortgage of
$150,000. On September 1, 1939, he
transfers such apartment house to C,
receiving in exchange therefor $50,000
in cash and another apartment house
with a fair market value on that date
of $600,000. The transfer to C is made
subject to the $150,000 mortgage, but C
does not assume such mortgage. B
realizes a gain of $300,000 on the ex-
change, computed as follows:
Value of property receved.I-..... $C0O, C0
Cash- ..------------- -0, 000
Liabilities subject to -which old

property was transferrcd____ 160.000

Total consideration received. 800.00o
Less: Adjusted badfs of property

transferred_ -00,000

Gain real-ed .. 00,000
Since section 112 (k) does not apply

to section 112 (b) (1) or so much of
section 112 (c) as relates to section 112
(b) (1), $200,000 of such $300,000 gain
is recognized. The basis of the apart-
ment house acquired by B upon the ex-
change is $500,000, computed as follows:
Adjusted basis of property trans-

r . .,000
Less: Amount of money

received:
Cash --------- ----- $0, 000
Amount of liabilities

subject to which
property was trans-
ferred --------------- 10,000

200. Co

Dlfference .........- ...... 00,00
Plus: Amount of gain recognized

upon the exchange ......... 200.000

Basis of property acquired
upon the xchange-_.... 500, OO

[SLc. 113. ADroum= Dms roa n=rnirUm;O
AM OI LOSS.]

[(a) Basfs (unadlust d) o1 property. The
basis of property rhal be the cost of ouch
property; except that-]

(7) Tran crs to corporation. It the prop-
erty was acquired-

2, 1910 457

(A) After Decnbr 31, 1917, and i'
taxable ycar be-Inning before January 1,
1936, by a corporatfon in conncction with a
reorganization, and immediately after the
transfer an Inter-t or control In such prop-
erty of E0 per centum or more remailned in
the -ome perzca or any of them, or

(B) In a taxable ye)r beginning after Da-
c.mbar 31, 1935, by a corporation In connec-
tion rith a reorganIzat on,
then the b",_- nhl be the am2 as It would
be In the hands a: the tranzferor, increased
in the amount of Cain or dscreazed In the
amount of I=- recanlzad to the fiansferor
upon such trancfer under th- law applicable
ti the year in which the transfer was made.
This paragraph cbaU not apply If the prop-
erty acquired conzists of stock or Escuritles
In a corporation a party to the reorganizmtion,
unless acquld by the 1k'uance of stoz? or
cecurltieo of the transferee as th3 considera-
tion In whole or In part for the tranzfer.

§ 19.113 (a) (M)-I Property aquired
by corporation in reorganization after
December 31, 1917. Section 113 (a) (7)
sets forth the conditions under which the
b'eI 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 Jan-
uary 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 prop-
erty of 50 percent or more. In the case,
however, of property so acquired in a
taxable year beginning after December
31, 1935, section 113 (a) (7) is applicable
irrespective of the extent of the nterest
or amount of control in such property
remaining, Immediately after the trans-
fer, 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 (1). In 1925 the X Corpora-
tion caused the organization of the Y
Corporation and transferred to the Y
Corporation, In exchange for all the cap-
Ital stock of that corporation, property
which It had previously purchased for
$10,000. The basis of the property in the
hands of the Y Corporatlon.[s $10,000.

Example (2). In 1925 the M 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
M Corporation is cost thereof to it at the
time of the transfer, that is, the fair
market value of the M stock exchanged
for the property.

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
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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 case where such stock or
securities are acquired by the issuance of
stock or securities of the transferee may
be illustrated as follows:

Example (3). The Y Corporation
owns all of the stock of the X Corpora-
tion, which stock it acquired in 1939 by
the issuance 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 ex-
changed in 1939 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 1939 was also
$1,000,000. The basis to the Y Corpora-
tion of the stock of the X Corporation is
the basis 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.*

[SEc. 113. ADjUSD nASIS FOR DETERiJIING
GAIN OR LOSS.]

[(a) Basis (unadjusted) of property. The
basis of property shall be the cost of such
property; except that-]

(8) Property acquired by issuance of stock
or as paid-in surplus. If the property was ac-
quired after December 31, 1920, by a corpora-
tion-

(A) by the issuance of its stock or securi-
ties in connection with a transaction de-
scribed in section 112 (b) (5) (including,
also, cases where part of the consideration for
the transfer of such property to the corpora-
tion was property or money, in addition to
such stock or securities), or

(B) as paid-in surplus or as a contribution
to capital, then the basis shall be the same
as it would be in the hands of the transferor,
Increased in the amount of gain or decreased
in the amount of loss recognized to the trans-
feror upon such transfer under the law ap-
plicable to the year In which the transfer was
made.

§19.113 (a) (8)-1 Property acquired
by a corporation after December 31, 1926.
The acquisition of property by a corpora-
tion after December 31, 1917, by the
issuance of its stock or securities may not
fall within the provisions of section 113
(a) (7), because of the fact that the prop-
erty was notcacquired in connection with
a reorganization. If, however, the ac-
quisition of such property occurred after
December 31, 1920, and falls within the
provisions of section 113 (a) (8), the
limitations therein imposed upon the
basis of such property are applicable.

In respect of property acquired by a
corporation after December 31, 1920,
from a shareholder as paid-in surplus,
or from any person as a contribution to
capital, the basis of the property in the
hands of the corporation is the basis
which the property would have had in the
hands of the transferor if the transfer
had not been made. In the case of prop-
erty acquired by a corporation after De-
cember 31, 1920, as a gift, the basis there-

of shall be determined under section
113 (a) (2).*

[Snc. 113. AJUSTED BAS FOR DErInq1NnG
GAIN OF LOSS.]

- [(a) Basis (unqjusted) of property. The
basis of property shall be the cost of such
property; except that-]

(9) Involuntary conversion. If the prop-
erty was acquired, after February 28, 1913,
as the result of a compulsory or Involuntary
coversion 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 hot expended in accordance
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 increased in
the amount of gain or decreased in the
amount of loss to the taxpayer recognized
upon such conversion under the law appli-
cable to -the year In which such conversion
was made.

§ 19.113 (a) (9)-1 Property acquired
as a result of an involuntary conversion.
The provisions of section 113 (a) (9) may
be illustrated by the following example:

Example: A vessel purchased by A in
1927 for $100,000 is destroyed in 1939 and
A receives insurance in the amount of
$200,000. Disregarding, for the purpose
of this example, the adjustment for de-
preciation, 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 tax-
payer 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 conver-
sion is expended in the acquisition of the
new property, such amount may be added
to the basis otherwise determined.*

[SEc. 113. ADJUSTED BASIS FOR DETERMINIG
GAIN OR LOSS.]

[ (a) Basis (unadjusted) of property. The
basis of property shall be the cost of §uch
property; except that-]

(10) WASH SALES Or sTocC.-If the prop-
erty consists of stock or securities the acquisi-
tion of which (or the contract or option to
acquire which) resulted In the nondeducti-
bilityl (under section 118 of this chapter or
corresponding provisions of prior Income tax
laws, relating to wash sales) of the loss from
the sale or other disposition of 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-
stantially identical stock or securities were
sold or otherwise diposed of.

• § 19.113 (a) (10)-i Stock. or securi-
ties acquired in "wash sales." The ap-
plication of section 113 (a) (10) may be
illustrated by the following examples:

Example (1). A purchased a share of
common stock of the X Corporation for
$100 in 1927, which he sold January 15,
1939, for $80. On February 1, 1939, he
purchased a share of common stock of
the same corporation for $90. No. loss
from the sale is recognized under section
118. The basis of the niew share is $110;

that is, the basis of the old share ($100)
increased by $10, the excess of the prIco
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 1927, which he sold January 15,
1939, for $80. On February 1, 1939, ho
purchased a share of common stock of
the same corporation for $70. No loss
from the sale is recognized under section
118. The basis of the new share Is $90;
that is, the basis of the old share ($100)
decreased by $10, the excess of the price
at which the old share was sold ($80)
over the price at which the new sharo
was acquired (70).*

[SEc. 113. AvJusTED nAsis FOR DEE ININO
GAIN OR Loss.]

[(a) Basis (unadjusted) o1 property. The
basis of property shall be the cost of such
property; except that-i

(11) Property acquired during afJlliation.
In the case of property acquired by a cor-
poration, during a pbrlod of affiliation, from
a corporation with 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
Secretary, without regard to inter-company
transactions In respect of which gain or loss
was not recognized, For the purposes of this
paragraph, the term "period of aflliation"
means the period during which such corpora-
tions were affiliated (determined in accord-
ance with the law applicable thereto) but
does not include any taxable year beginning
on or after January 1, 1922, unless a consoli-
dated return was made, nor any taxable
year after the taxable year 1928. The basis
In case of property acquired by a corporation
during any period, in the taxable year 1929
or any subsequent taxable year, In respect
of which a consolidated return is made by
such corporation under section 141 of this
chapter or the Revenue Act of 1023, 45 Stat.
831, or the Revenue Act of 1932, 47 Stat,
213, or the Revenue Act of 1934, 48 Stat. 720,
or the Revenue Act of 1036, 49 Stat. 1690,
shall be detertnined in accordance with
regulations prescribed under section 141 (b)
of this chapter or the Revenue Act of 1920
or the Revenue Act of 1932 or the Revenue
Act of 1934 or the Revenue Act of 1930. The
basis in the case of property held by a cor-
poration during any period, in the taxable
year 1929 or any subsequent taxable year,
in respect of which a consolidated return
is made by such corporation under section
141 of this chapter or the Revenue Act of
1928 or the Revenue Act of 1932 or the Reve-
nue Act of 1934 or the Revenue Act of 1030,
shall be adjusted in respect of any Items re-
lating to such period, In accordance with
regulations prescribed under section 141 (b)
of this chapter or the Revenue Act of 1920
or the Revenue Act of 1932 or the ReVenUe
Act of 1934 or the Revenue Act of 1930,
,applicable to such period.

§ 19.113 (a) (11)-1 Basis of property
acquired during affiliation. The basis of
property acquired by a corporation dur-
ing a period of affiliation from a cor-
poration with which it was affiliated shall
be the same as It would be In the hands
of the corporation from which acquired,
This rule is applicable if the basis of
the property Is material in determining
tax liability for any year, whether a
separate return or a, consolidated return
is made In respect of such year. For the
purpose of this section, the term "period
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of affiliation" means the period during
which such corporations were affiliated
(determined in accordance with the law
applicable thereto)F, 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 192q. Dur-
ing that year the X Corporation trans-
ferred 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, n the
taxable year 1929 or any subsequent tax-
able year, in respect of which a con-
solidated return was made or was re-
quired under Regulations 75, Regulations
78, Regulations 89, Regulations 97, Reg-
ulations 102 [Part 15, Title 26, Code of
Federal Regulations], or Regulations 104
[Part 23, Title 26, Code of Federal Regu-
lations], relating to consolidated returns,
shall be determined in accordance with
such regulations. The basis in the case
of property held by a corporation dur-
ing any period, in the taxable year 1929
or any subsequent taxable year, in re-
spect of which a consolidated return is
made or is required under Regulations
75, Regulations 78, Regulations 89, Regu-
lations 97, Regulations 102 [Part 15, Title
26, Code of Federal Regulations], or
Regulations 104 EPart 23, Title 26, Code
of Federal Regulations], shall be ad-
justed in respect of any 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 affiliated group
which has made a consolidated return on
the calendar year basis for the taxable
year 1938 and makes a separate return
for the taxable year 1939 and succeed-
Ing taxable years, the value of the open-
ing inventory to be used in computing
such corporation's net income for the
taxable year-1939 is the proper value of
the closing inventory used in computing
the consolidated net income for the pre-
ceding taxable year.*

ISEc. 113. ADJusTED EASIS JoS DF T ING
GAIN OR LOSS.]

[(a Basis (unadi sted) of property. The
basis of property shall be the cost of such
property; except that-

(12) Basis established by Revenue Act of
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 Revenue
Act of 1932, 47 Stat. 199, was prescribed by
section 113 (a) (6), (7), or (9) of such Act,
then for the purposes of this chapter the
basis shall be the same as the basis therein
prescribed in the Revenue Act of 1932.

§ 19.113 (a) (12)-1 Basis of Property
established by Rercnuc 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 bazis
of the property, for the purposes of the
Revenue Act of 1932, was prescribed by
section 113 (a) (6), (7), or (9) of that
Act, then for the purposes of the In-
ternal Revenue Code the basis shall be
the same as the basis therein prezeribcd
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 surrender
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 reorganiza-
tion, 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 rcor-
ganization consists solely of stock in the
distributing corporation and Is all of
substantially the same character and
preference as the stock in respect of
which the distribution is made, the bali
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 reor-
ganization is in whole or in part stock
in a corporation a party to the reorgani-
zation other than the distributing cor-
poration, or where the stock distributed
in reorganization Is in whole or In part
stock of a character or preference ma-
terially different from the stock in re-
spect of which the distribution Is made,
or If the distribution consists wholly or
partly of securities other than stock, the
cost or other basis of the stock in respect
of which the distribution Is made shall be
apportioned between such stock and the
stock or securtles distributed in propor-
tion, as nearly as may be, to the respec-
tive 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 foregoing
provisions, securities are different in
class from stocks and stocks or securlties
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 secur-
Ity so that different values may properly

b2 acsigned thereto, will consttute a
difference in claz.

(3) If the stock In rEpect of Which a
distribution in reoxganization 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 isse
section 19.22 (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 respact 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
1~e 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 respect of the earliest purchased
stock.

If in any taxable year begining after
December 31, 1938, 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 reorganiztion, such acquisi-
tion of new shares or securities by the
shareholder will be treated as a dividend
to the extent described in section 19.112
(g)-5.1

Sa. 113. AviUSTEDmsr i 5on E5.T fl.

GMTi 0o LOZZ-l
[(a) BasLs (uncijuscted) of j:rqrrty_' The

b=13 of property chall be the cost of such
proparty; emccpt that-l

(13) Partncr.Pfp3. If the PropEzty wS
acqulrcd, f ter Fcbruary 23, 1913, by a part-
nurehp and the basis Is not otherwise ds-
trmlncd under any other paragraph of this
cubscUtion. then the b-1.:shAl be th- sme
as It would ba in the hands of the tra -
fczcr. incrcad in the amount of gain or
dccrca.cdn the amunt of lozs recc;nizsd
to the tran!feror upon such tranfer undar
the law applicable to the year In which the
transfer wva made. If the property was diz-
tributcd In Uind by a partnership to any
partner, the b= of such property In the
hads of the partncr shall be sach pamt of
the b',Ls in his hands of hi partnerschlp
Intcre2t as is poperly alIoable to such
property.

§ 19.113 (a) (13)-1 Pr&pertY contfrb-
uted in :ind by a partner to a pazrtner-
ship. The basis of property contributed
In kind by a partner to partnership
capital after February 23, 1913, is the
cost or other basis thereof to the con-
tributing partner. Annual allowances
to the partnership for depletion and de-
preciation are to be computed on such
basis. If such basis is greater than the
fair market value of the property at the
date of the transfer to the partnership,
the annual depletion or depreciation al-
lowance shall be allocated to and in-
cluded in the determination of the
distributive shares of the partners in
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accordance with their agreement in re-
spect 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 agree-
ment with respect to the sharing of
gains or losses affecting partnership
capital. On the sale or other disposition
of such contributed property by the part-
nership the gain or loss, determined on
such transferred* basis, adjusted as re-
quired by, section 113 (b), shall be pro-
rated in determining the distributive
shares of the partners according to their
gain or loss ratios on the disposition of
a partnership asset under the partner-
ship agreement.*

§,19.113 (a) (13)-2 Readjustment o1
partnership interests. When a partner
retires from a partnership, or the part-
nership is dissolved, the partner realizes
a gain or los3 measured by the difference
between the price received for his in-
terest and the sum of the adjusted cost
or other basis to him of his interest in
the partnerZhip plus the amount of his
share in any undistributed partnership
net income earned since he became a
partner on which the income tax has
been paid. However, if such interest in
the partnership was acquired prior to
March 1, 1913, both the cost or other
basis as hereinbefore provided and the
value of such interest as of such date,
plus the amount of his share in any un-
distributed partnership net income
earned since February 28, 1913, on which
the income tax has been paid, shall be
ascertained, and the gain derived or the
loss sustained shall be computed as pro-
vided in section 19.111-1. See also sec-
tion 117. If the partnership distributes
its assets in kind and not in cash, the
partner realizes no gain or loss until he
disposes of the property received in liqui-
dation. The basis of such property in
the hands of the partner sha4 be such
part of the basis in his hands of his part-
nership interest as is properly allocable
to such property.

If a new partner is admitted to the
partnership, or an existing partnership
is reorganized, the facts as to such change
or reorganization should be fully set
forth ir-the next return of income, in
order that the Commissioner may de-
termine whether any gain has been
realized or loss sustained by any partner.*

[SEC. 113. ADJUSTED BASIS FOR DETERLTINING
GAIN OR LOSS.]

[(a) Basis (unadjusted) of property. The
basis of property shall be the cost of such
property, except that-]

(14) Property acquired before March 1,
1913. In the case of property acquired be-
fore March 1, 1913, if the basis otherwise
determined under this subsection, adjusted
(for the period prior to March 1, 1913) as
provided in subsection (b), Is less than the
fair market value of the property as of
March 1, 1913, then the basis for determln-
Ing gain shall be such fair market value.

In determining the fair market value of
stock in a corporation as of March 1, 1913,
due regard shall be given to the fair market
value of the assets of the corporation as of
that date.

§ 19.113 (a) (14)-1 Property acquired
Prior to March 1, 1913. The basis as of
March 1, 1913, for determining gain in
the case of property acquired prior to
that date, is the basis otherwise provided
for such property under section 113 (a),
adjusted for the period prior to March
1, 1913, or the fair market value of the
-property as of March 1, 1913, whichever
is higher.

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. As-
suming, for the purposes of this ex-
ample, that there are no additions and
betterments to be taken into account,
the depreciation sustained on the prop-
erty prior to March 1, 1913, was $10,000,
so that the original cost adjusted as of
March 1, 1913, for depreciation sustained
prior to that date was $90,000. As of
that date the fair market value of the
property was $94,000. (a) For the pur-
pose of determining gain from the sale
or other disposition of the property on
March 1, 1939, the basis of the property
is the fair market value of $94,000 as of
March 1, 1913, adjusted for depreciation
for the period subsequent to February
28, 1913, coinputed on such fair market
value. If it be assumed that the amount
of depreciation deductions allowed (not
less than the amount allowable) after
February 28, 1913, to the year 1939 is in
the aggregate sum of $43,240, the ad-
justed basis for determining gain in 1939
($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 1939, the basqs 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 ac-
counted for after February 28, 1913, is
assumed to be $43,240, the aggregate
amount of depreciation for which ad-
justment. of such cost must be made is
$53,240. The adjusted basis for de-
termining the loss in 1939 ($100,000 less
$53,240) is $46,760.

What the fair market value of prop-
erty was on March 1, 1913, is a question
of fact to be established by competent
evidence. 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 pub-

lie 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 prop-
erty 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 de-
termined 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 vurT MININC
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 sec-
tion 112 (b) (6), then the basis shall be the
same as it would be in the hands of the
transferor. The basis of property with respect
to which election has been made in pursuance
of the last sentence of section 113 (a) (16)
of the Revenue Act of 1936, as amended, shall,
in the hands of the corporation making such
election, be the basis prescribed In the Reve-
nue Act of 1934, as amended.

§ 19.113 (a) (15)-l Basis of property
received by a corporation' in complete
liquidation- o another corporation. Ex-
cept'as otherwise provided In this section,
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 liqui-
dating corporation with proper adjust-
ments as provided In section 113. See
section 113 (b).

In the case of property received In
liquidation after December 31, 1935, and
before June 23, 1936, In a taxable year
of the recipient corporation beginning
after December 31, 1935, the basis of such
property in the hands of the recipient
corporation shall be the basis prescribed
by section 113 (a) (6) of the Revenue
Act of 1934, as amended by the Revenue
-Act of 1935, if-

(1) Such property was received in a
liquidation which was completed before
June 23, 1936;

(2) Such liquidation constituted a
complete liquidation within the mean-
ing of section 11Z (b) (6) of the Reve-
nue 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
Revenue Act of 1938) under regulations
prescribed under section 808 of the Rove-
hue Act of 1938 (Treasury Decision 4815)
[section 3.113 (a) (15)-1, Title 26, Code
of Federal Regulations, 1938 Sup.] elected
to have such basis apply to such property,

If such an election was made, the basis
of such property received in liquidation
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shall be the cost or other basis (adjusted
as provided in section 113) of the stock
of the liquidating corporation surren-
dered in exchange for the property, de-
creased in the amount of money received
and increased in the amount of gain or
decreased in the amount of loss to the
recipient corporation that was recog-
nized upon the liquidation under the
Revenue Act of 1936. If such property
consists of more than one class of prop-
erty the basis shall be allocated among
the several properties (other than
money) received, in the proportion that
the faii market value of each such prop-
erty as of the date of distribution bears
to the fair market value of all such prop-
erties on that date.*

[SEC. 113. Aunrusrm BAS 5oR Dn EPXIXlG
GAMT On LOSS.]

[(a) Basis (unadjusted) of property. The
basis of property shall be the cost of such
pro~pert; except that-]

(16) Basis established by Revenue Act 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 Reve-
nue Act of 1934 was prescribed by section
113 (a) (6), (7), or (8) of such Act, then
for the purposes of this chapter the basis
shall be the same as the basis therein pre-
scribed in the Revenue Act of 1934.

§19.113 (a) (16)-1 Basis of Property
established by Revenue Act of 1934.
Section 113 (a) (16) provides that if
property was acquired after February 28,
1913, in" any taxable year beginning
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 Inter-
mal Revenue Code the basis shall be the
same as the basis therein prescnbed
under the Revenue Act of 193. For
example, if after December 31, 1920, and
in any taxable year beginning prior to
January 1, 1936, property was acquired
by a corporation by the issuance of its
stock or securities in connection with a
transaction which is not described in
section 112 (b) (5) of the Code but
'Which is described in section 112 (b)
(5) of the Revenue Act of 1934, the
basis of the property so acquired shall
be the same 21s it would be in the hands
of the transferor, with proper adjust-
ments to the date of the exchange.*

[SEc. 113. Anos= nss po - Drrnnunio
ShI R0 LOSS.]

[(a) Basis (unadjusted) of propcrtl. The
basis of property shall be-the cost of such
property; except that-]

(17) Propety acquired in connection wit.
exchanges and distrbuions in obedience to
certain orders of Securities and Exchanzge
Coinmission. If the property was acquired in
any manner described in section 372, the basis
shall be that prescribed In iuch -ection with
respect to such property.

(18) Prope7ty received in certain corporate
liquidations. If the property was acquired by
a-shareholder- In the liquidation of a corpo-
ration in cancellation or redemption of stock
with respect to which gain was realized, but
with respect to which, as the result of an
election made by him under paragraph (7) of
section 112 (b), of the Revenue Act of 1938,
52 Stat. 487, the extent to which gain was

No. 23- 5

recognized was determined =ader ruch pam-
graph, then the b'si shall be the came as the
basis of such stock cancelled or re ed In
the liquidation, decrca=d In the amount of
any money received by him, and Increazed
in the amount of gain recognized to him.

§ 19.113 (a) (18)-1 Basis of propertyj
received in certain corporat l quftrlaons.

(a) Property inclazdc.l,. Section 113
(a) (13) applies only to property (other
than money) acquired (1) by a qualified
electing shareholder, (2) upon a distribu-
tion in complete liquidation of a domestic
corporation pursuant to a plan of liqulda-
lion adopted after May 23, 1938, In ac-
cordance with which the distribution is in
complete cancellation or redemptlon of
all the stock and the transfer of all the
property in the liquidatloft occurs within
the month of Dzcember, 1938. and (3) in
cancellation or redemption of only thoze
shares of stock which were owned by cuch
qualified electing shar-holder on the date
of the adoption of the plan of liquidation
and on which he realiz-s gain. It applie3
to all the proparty, except money, so
acquired, though such property may con-
sist in whole or in part of stock or securi-
ties acquired by the liquidating corpora-
tion 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
amount of such shares' ratable rhare of
any money received in cancellation or
redepnptlon of shares of the zame class,
and increased in the amount of gain rec-
ognized under the provisions of cection
112 (b) (7) of the Revenue Act of 1938.
If such property con ts of more than
one class of property, the basis shal be
allocated among the ceveral properties
(other than money) acquired In the pro-
portion that the fair market value of
each such property as of the date of ac-
quisition beam to the fair market value
of all such propertle3 on that date. "Ine
application of this paragraph may ba
illustrated by the following example:

Exam pc: The X Corporation distrib-
uted all its property in complete liquida-
tion during the month of Dacemb2r, 1938,
pursuant to the provisions of section 112
(b) (7) of the Revenue Act of 1933. A.
an individual and a qualified electing
shareholder, received, in cancellation or
redemption of 100 shares of stock oned
by him on the date of the adoption of
the plan of liquidation, $1,000 in ca-h,
property (other than stock or cecurities
acquired by the corporation after April
9, 1938) with a fair market value of
$12,000, and stock acquired by the liqui-
dating corporation after April 9, 1933,
with a fair market value of $4,000. The
basis of the shares owned by A was $i0
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 cection
112 (b) (7) of the Revenue Act of 1938),
was $2,500. His gain is $7,000, but under

section 112 (b) (7) of the Revenue Act of
1933 only $5,000 of this gain is recog-
niz-.d, $2,500 thereof being ta.xed as a
dividend. Tile basis of all the property
other than money received by A is
$14,000, computed as follows:

Adjumtcd bza of stoc.k cnc:d or
redemed ....... ... $10,013

La mon:y rcaived- - 1,CC:
Rem-eiJn dr.. 9,CC)

Plus gain rc:-o,-=lzd - ... 5, c
Basis of prope2rty acquired-. 14, coo

This b- will be apportioned among
the clases of property (other than
money) rceived as follows: 12,003/16,009
of $14,000, or $10,000, to the property
oth:r than stock; 4,000/16,000 of $14,000,
or $3,500, to the stock.0

1 zo. 214. BhAs7 0Y2 sm0 Div= v-s !am
ETC= naren-. (F-u AcT o7 1939.)

(n) Bcs unde-r Internal Revrenue Oad.
Section 113 (a) of the Internal Re-enue- Ccda
(relating to the unadjusted basis of prop-
crty Is amended by Insrting at the end
thcrcof the following new par ph:

"(10) (A) If the property was acquired by
a shareholdar In a corperatlon and consi-ts
of s k In a-udh corporation, or rihts to ac-
quire ouch stck, acquired by him after Feb-
ruary 23, 1913, in a distribution by such
corporation (hereina ter in this pa-ragraph
called 'new stocl'), or consisf-- of stock in
rczYect of Twhich audh distribution was made
thCelnaft r in this parar ,ph called 'od
Ltcck') and

"(1) the new tcc! was acquired in a tax-
able year b:ginning before January 1, 1936;
or"(4) the new stock was acquired in a
tamble yeatr b-ginn after December 31,
1935, and it, di tributon did not constitute
income to the ahareholder within the mean-
In, of the Sixteenth Amendment to the
Constitution;
then the basis of the new sto k and of the
old stoci, rem vey, r-i-, in the s e-
ho!dQers hando, be dstermined b7 alc ting

CtWeen the old ,toc% and the new stock
the adJustcd bss of the old stock; smch
alocatlon to be made under regnuaLAns

hch ell be prezribed by the Commis-
sioner with the ap,1rotal of the S-arEtary-

"$3) where the new stcc'- Consisted of
r!hts to acquire stc and such rights- were
cold in a t'ble year b:gnning before Janet-
cry 1, 193, and- there w3 included in the
gross Income for such year the entire amenet
of the proccd, of such ale. then, If before
the date of the en.ctmnmt of the Revenue
Act of 1E;9 the taXpayer hm-' not a--ted (by
claim for a refund or credit or otherise)
that any part of the proceeds of the sale of
such MEW '1": shauld be exmcluded from
rove income for the year of its sale, the
ba s of the old rtck shall be datermine1
without rcard to subparagraph (A); and
no art of the proce s of the s:le of such
new Ltck chall ever be excluded from the
gr=73 income of the year of such a2e.

"(C) Suir-peagrph (A) shall not apply if
the n= toc = aequired-in a t"z'bie year
beginning baf ae January 1, 1936, and thee
was included, as a dividend, in grczs income
for such year an amount on accaunt of such
ctc:, and after suhinclusion -=21i am-nt
s= not (bfere th2 date cf the enactment

of the Revanue Act of 1933) cxcluded from
Gr:; incme for auch year.

"4D) Subpazrarph (A) shel net apply if
th2 new sct1l or the old stock w-z c!d or
othcrwise dLpzved of in a taxtble year Tez-
glnning prior to January 1, 1936, and the
heals (determined by a decit-on of a- court
or the Beard of Tax Appea-, or a clamen
arement, and the decLon o agreement
became final be-fore the ninetieth day after
the date of the enactnent of the Revenue
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Act of 1939) for determining gain or loss on
such sale or other disposition was ascertained
by a method other than that of allocation
of the basis of the old stock."

* * * * *

(d) Taxable years to whiclh applicable.
The amendments made by subsections (a)
* * * shall be applicable to taxable years
beginning after December 31, 1938.

§ 19.113 (a) (19)-1 -Basis of stock and
rights involved in the acquisition o1
stock dividends or stock rights: General
rules.

(a) Stock dividends. In the case of
stock in 'respect of which was acquired
a stock dividend of any character in a
taxable year beginning before January
1, 1936, or in respect of which was ac-
quired in a taxable year beginning after
December 31,1935, a stock dividend which
did not constitute income to the share-
holder within the meaning of the six-
teenth amendment to the .Constitution,
the basis for determining gain or loss
from a sale or other disposition of either
the stock in respect of which the dis-
tribution was made or the stock divi-
dend shall (except as otherwise pre-
scribed in section 19.113 (a) (19)-2)
be ascertained in accordance with the
principles set forth In section 19.113 (a)
(12)-i.

-(b) Stock rights acquired after De-
cember 31, 1924. In the cgse of stock
in respect of which were acquired after
December 31, 1924, and before the first
day of the first taxable year beginning
after December 31, 1935, stock subscrip-
tion rights (whether or not constituting
income to the shareholder within the
meaning of the sixteenth amendment to
the Constitution) or in respect of which
were acquired in a taxable year be-
ginning after December 31, 1935, stock
subscription rights which did not con-
stitute income to the shareholder
within the meaning of the sixteenth
amendment to the Constitution, and in
the case of such rights, the basis-for de-
termining gain or loss from a sale or
other disposition of either the stock in
respect of which the distribution was
made, or the subscription rights dis-
tributed, or the stock acquired in the
exercise of such rights shall (except as
otherwise prescribed in section 19.113
(a) (19)-2) be ascertained in accord-
ance with the principles set forth in sec-
tion 19.22 (a)-8.

(c) Stock rights acquired before Jan-
uary 1, 1925. In the case of stock in re-
spect of which were acquired prior to
January 1, 1925, stock subscription rights
(whether or. not constituting income to
the shareholder within the meaning of
the sixteenth amendment to the Consti-
tution), and in, the case of such rights,
the basis for determining gain or loss
from a sale or other disposition of either
the stock in respect of which the distri-
bution was made, or the subscription
rights distributed, or the stock acquired
in the exercise of such rights shall (ex-
cept as otherwise prescribed in section

19.113 (a) (19)-2) be ascertained in ac-
cordance with the principles set forth in
article 39 of Regulations 65.*

§ 19.113 (a) (19)-2 Excpptions to
general rules.

(a) Proceeds of sale of rights reported
as income. In the case of stock rights
sold in a taxable year beginning prior to
January 1, 1939, the general rules for
ascertaining the basis for determining
gain or loss set forth In paragraphs (b)
and (c) of section 19.113 (a) (19)-i, and
in section 19.22 (a)-8 or article 39 of
Regulations 65, as the case may be, shall
not apply if the entire proceeds of such
sale were included by the taxpayer as
gross income for the year of the sale and
if, before June 29, 1939, the taxpayer had
not asserted by a claim for a refund or
credit or otherwise that any part of such
proceeds should not have been included in
gross income for the year of the sale. In
such cases, the basis for determining
gain or loss from a subsequent sale or
other disposition of the stock in respect
of which the rights were acquired shall be
the same as though the rights had not
been acquired.

(b) Receipt of stock dividend or stock
right reported as income in prior years.
In the case of stock' dividends or stock
rights acquired in a taxable year begin-
ning prior to January 1, 1936, the gen-
eral rules for ascertaining the basis for
determining gain or loss set forth in sec-
tion 19.113 (a) (19)-1, and in section
19.113 (a) (12)-1, section 19.22 (a)-8, or
article 39 of Regulations 65, as the case
may be, shall not apply if for any reason
there was included in the gross income of
the shareholder as a dividend for such
year, as, for example, pursuant to the
provisions of section 201 (c) of the Reve-
nue Act of 1918 or the corresponding pro-
visions of prior Revenue Acts, or as a
result of the decision of the Supreme
Court in Koshland v. Helvering (398 U. S.
441), an amount reflecting the acquisi-
tion of such stock dividends or stock
rights, and if before June 29, 1939, such
amount was not excluded from gross in-
come for such year. In such cases, the
basis for, determining gain or loss with
respect to the old stock shall be the same
as though the stock dividends or the
stock rights had not been acquired, and
the basis with respect to the stock divi-
dend or stock right shall be an amount
equal to that at which such stock divi-
dend or stock right-was included in gross
income for the year of its acquisition.

(c) Gain or loss upon sale of old or new
stock ftnally, determined upon basis in-
consistent with general rules. The gen-
eral rules for ascertaining the basis for
determining gain or loss set forth in sec-
tion 19.113 (a) (19)-i shall not apply
with respect to the old stock, the new
stock, or the subscription rights to ac-
quire new stock, remaining on hand
after a sale or other disposition of 1d
stock, subscription rights, or new stock
effected in a taxable year beginningprior

to January 1, 1936, if the basis for deter-
mining gain or loss on such, sale or other
disposition was fixed by a decision of a
court or the Board of Tax Appeals or by
a closing agreement, and if such decision
or closing agreement became final on or
before September 26, 1939, and If the
basis for determining gain or loss upon
such sale or other disposition was fixed by
a method other than that of allocation of
basis provided by the general rule. In
such cases, the basis for determining gain
or loss with respect to the remaining
shares shall be fixed in a manner consist-
ent with the prior determination to the
end that, the sale or other disposition of
all lots being considered, the taxpayer
will have effected ultimately a tax-free
recovery of the total cost or other basis of
his original shares, and no more,*

[SEC. 113. ADJUSTzo BASIS FOn arn MLn-d
GAIN OR LOSS.]

(b) Adjusted basis. The adjusted basis
for determining the gain or loss from the
sale or other disposition of property, when-
ever acquired, shall be the basis determined
under subsection (a), adjusted as hereinafter
provided.

(1) General rule. Proper adjustment In
respect of the property shall In all cases be
made-

(A) For expenditures, receipts, losses, 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 not income for the
taxable year or prior taxable years:

(B) In respect of any period since February
28, 1913, for exhaustion, wear and tear, obso-
lescence, amortization, and depletion, to the
extent allowed (but not less than the amount
allowable) under this chapter or prior In-
come tax laws. Where for any taxable year
prior to the taxable year 1932 the depletion
allowance was based on discovery value or a
percentage of income, then the adjustment
for depletion for such year shall be based
on the depletion which would have been al-
lowable 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, abso-
lescence, amortization, and depletion, to the
extent sustained;

(D) In the case of stock (to the extent
not provided for in the foregoing subpara-'
graphs) for the amouit of distributions pre-
viously made which, under the law applicable
to the *year in which the distribution was
made, either were tax-free or were applicable
in reduction of basis (not including distribu-
tions made by a corporation, which was clas-
sified as a personal service corporation under
the provisions of the Revenue Act of 1918,
Feb. 24, 1919, c. 18, 40 Stat, 1057, or the
Revenue Act of 1921, Nov. 23, 1921, e. 130,
42 Stat. 227, out of its earnings or profits
which were taxable in accordance with the
provisions of section 218 of the Revenue Aot
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 seotlon 28
(h) in the case of amounts specified in a
shareholder's consent made under section 28.

SEc. 223. CoasisODrnY cREDI LOANS. (Rzvz-
NUE Acr or 1939.)

(b) Adjustment of basis. Section 113 (b)
(1) of the Internal Revenue Code is amended
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by adding at the end thereof a new sub-
paragraph reading as follows:

"(G) in the case of property pledged to
the Commodity Credit Corporation, to the
extent of the amount received as a loan from
the Commodity Credit Corporation and
treated by the taxpayer as income for the
year in which received pursuant to section
123 of this chapter, and to the extent of any
deficiency on such loan with respect to which
the taxpayer has been relieved from liability."

(c) The amendments made by subsections
* * (b) shall be applicable to taxable

years beginning after December 31, 1938.

§ 19.113 (b) (1)-1 Adjusted basis:
General 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 section
113 (a) (1) to (19), inclusive, the basis
therein provided, adjusted 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, including
the cost of improvements and better-
ments made to the property. In the case
of mines and oil or gas wells the follow-
ing shall not be considered as items prop-
erly chargeable to capital account: (I)
Expenditures made in the taxable year
1932 or subsequent taxable years which
are allowable under article 235 or 236
of Regulations 77, article 23 (m)-15 oi
23_.m)-16 of Regulations 86, article 20
(m)-15 or 23 (m)-16 of Regulations 94,
article 23 (m)-15 or.23 (m)-16 of Regu-
lations 101 [section 9.23 (m)-15 or 9.2z
(m)-16, Title 26, Code of Federal Regu-
lations], and section 19.23" (m)-15 oi
19.23 (m)-16 of these regulations as de-
ductions in computing net income; (2)
expenditures made in taxable years prioa
to 1932 which were allowed, or whici
may hereafter be allowed, as deduction,
in computing the net income of the tax.
payer* for such taxable years. In th
case of unimproved 'and unproductiv

-real property, carrying charges, such a
taxes and interest, which have not beei
faken as deductions by the taxpayer ii
determining net income for the taxabl
year, or a prior taxable year, are proper:
chargeable to capital account.

Example: A, who makes his return
on the calendar year basis, purchase,
property in 1930 for $10,000. He subse
quently expended $6,000 for improve
-ments. Disregarding, for the purpose c
this example, the adjustments require
for depreciation, the adjusted basis c
the property is $16,000. If A sells tb
property in 1939 for $20,000, the amour
of his gain will be $4,000. As to tb
amount of such gaifr to be taken into ac
count in computing net income, see sec
tion 117.

The cost or other basis must also b
decreased by the amount of the deduc
tions for exhaustion, wear and tea
obsolescence, amortization, and depli
tion to the extent such deductions hai
in respect to any- period since Februam

28, 1913, been pfllowed (but such decrease
shall not be less than the amount of
deductions allowable) under chapter 1
or prior income tax laws. The adjust-
ment 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, which-
ever is the greater amount. A taxpayer
is not permitted to take advantage in a
later year of his prior failure to take any
depreciation allowance or of his action
in taking an allowance plainly inade-
quate under the known facts in prior
years. The determination of the amount
properly allowable shall, however, be
made on the basis of facts reasonably
known to exist at the end of such" year
or period. The aggregate sum of the
greater of such annual amounts is the
amount by which the cost or other basis
of the property shall be adjusted. For
example, the case of Corporation A dis-
closes the following facts as of Janua7
1, 1939:

Wear

1932 .............

1935 ..............

1937.
193 .-........

l.u

7. WO

4.
: 5, r(03
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The depreciation allowed but not less
than the amount allowable in this ex-
ample as of January 1. 1939, 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-
elude deductions allowed under section
114 (b) (2), (3), and (4) of the Revenue
Act of 1932, the Revenue Act of 1934, the
Revenue Act of 1936, the Revenue Act of
1938, and the Internal Revenue Code, for
the taxable year 1932 and subsequent
taxable years, but the amount of the
diminution in respect of depletion for
taxable years prior to 1932 shll not ex-
ceed a depletion deduction computed
without reference to discovery value in
the case of mines, or without reference
to discovery value or a percentage of
income in the case of oil and 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 period
prior to March 1, 1913.

n the case of stock, the cost or other
basis must be diminished b the amount
of distributions previously made which,
under the law applicable to the year
in which the distribution was made,
either were tax free or were applicable
in reduction of basis (not including dis-
tributions made by a corporation, which
was classified as a personal service cor-
poration under the provisions of the

tevenue Act of 1918 or 1921, out of its
arninus or profits which were taxable in
ccordance with the provisions of section
I0 of the Revenue Act of 1918 or 1921).
Examp!e: A, who ma-es his returns

pan the calendar year basis, purchased
tecz in 1923 for $5,000. He received in
924 a distribution of $2,000 paid out of
arnings and profits of the corporation
.ccumulated prior to March 1, 1913.
rhe adjusted basis for determining the
an or loss from the sale or other dis-
ozltlon of the stock in 1939 is $5,000 less
.2,000, or $3,000, and the amount of the
ain or loss from the sale or other dis-

position of the stock is the difference be-
tween $3,000 and the amount realized
trom the -- le or other disposition.N But
:e 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
quivalent. Thus, in the case of the

ztock of a subidlary company, the bhsis
thereof must be properly adjusted for
the amount of the subsidiary company's
losses for the years in which consoli-
dated returns were made.

In determinin- basis, and adjustments
to basis, the pn;mciples of estoppel apply,
as elsewhere under the Internal Revenue
Code.*

S19.113 (b) (1)-2 Adjutdl basis:
Cancellatioi of izrebtedess. In addi-
tion to the adjustments provided in sec-
tion 113 (b) (1) and section 19.113 (b)
(1)-1 which are required to be made
with respect to the cost or other basis
of propert, a further adjustment shall
be made in any case in which there shall
have been a cancellation or reduction of
indebtedness in any proceeding under
section 12, 74 (except in the case of a
"wage earner" as defined in the Bank-
ruptcy Act, as amended), or 77B or un-
der Chapter X, =4 or XII of the Bank-
ruptcy Act of 1893, as amended. (See
paragraphs 3 to 16, inclusive, of the Ap-
pendix to these reaulations.) Such-fur-
ther 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), whr.ther or not a lien
is placed against such property securing
the payment of all or part of such indebt-
ednezs, 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 section) by the
amount by which the indebtednezs so in-
curred with respect to such property shall
have been canceled or reduced;

(2) In the case of specific property
(other than inventory or notes or ac-
counts receivable) against which, at the
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time of the cancellation or reduction of
the Indebtedness, there is a lien (other
than a lien securing indebtedness in-
curred to purchase such property) the
cost or other basis of such property shall
be decreased (but the amount of the de-
crease shall not be more than the amount
of the adjusted basis without reference

'to this section) by the amount by which
the indebtedness secured by such lien
shall have been canceled qr reduced;

(3) Any excess of the total amount by
which the indebtedness shall have been
so canceled or reduced in such proceeding
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 inven-
tory and notes and accounts receivable,
but including property covered by (1)
and (2)) as follows: The cost or other
basis of e'ach unit of property shall be
decreased (but the amount of the de-
crease shall not be more than the amount
of the adjusted basis without reference
to this section) in an amount equal to
such proportion of such excess as the
adjusted basis (without reference to this
section) of each such unit of property
bears to the sum of the "adjusted bases
(without reference to this section) of all
the property of the debtor other than in-
ventory and notes and accounts receiv-
able; 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 in-
ventory or notes or accounts receivable,
as the case may be, shall be decreased
(but the amount of the decrease, shall
not be more .than the amount of the
adjusted basis without reference to this
section) in an amount equal to such
proportion of such excess as the ad-
justed basis of inventory, notes receiv-
able 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 section-

(A) Basis shall be determined as of
the date of confirmation. of the plan,
compcsition or arrangement under which
such indebtedness shall have been can-
celed 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 cancellation 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 incurred
to purchase" includes (i) indebtedness
for money borrowed and applied in the
purchase of property and (ii) an exist-
ing indebtedness secured by a lien against
the property which the debtor, as pur-

chaser of such property, has assumed
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 determined in
accordance with the provisions of this
section.*

[SEc. 113. ADJuSTeD BASiS roa DLER~mi-
ING GAIN OR LOSS.]

[(b) Adjusted basis. The adjusted basis
for determining the gain or loss from the
sale or- other disposition of property, when-
ever acquired, shall be the basis defermined
under subsection (a), adjusted as hereinafter
provided.]

(2) Substituted basis. The term "substi-
tuted basis" as used in this subsection means
a basis determined under any provision of
subsection (a) of this section or under any
corresponding provision of a prior income
tax law, providing that the basis shall be
determined-

(A) by reference to the basis in the hands
of a transferor, donor, or grantor, or
'(B) by reference to other property held
at any time by the person for whom the
basis is to be determined.
Whenever it appears that the besis of prop-
erty in the hands of the taxpayer is a sub-
stituted basis, then the adjustments pro-
vided in paragraph (1) of this s bsectlon
shall be made after first making in respect
of such substituted basis proper adjustments
of a similar nature in respect of the period
during which the property was held by the
transferor, donor, or grantor, or during which
the other property was held by the person
for whom the basis is to be determined. A
similar rule shall be applied in the case of
a series of substituted bases.

§ 19.113 (b) (2)-1 Substituted basis.
Whenever it appears that the basis of
property in the hands -of the taxpayer
is a substituted basis, as defined in section
113 (b) (2), the adjustments indicated in
section 19.113 (b) (1)-1 shall be made
after first making in respect of such sub-
stituted basis proper adjustments of a
similar nature in respect of the period
during which the property was held by
the transferor, donor, or grantor, or dur-
ing which the other property was held
by the person for whoin the basis is to
be determined. In'addition, whenever it
appears that the basis of property in
the hands of the taxpayer is a substituted
basis, as defined in seetion 113 (b) (2)
(A), the adjustments indicated in sec-
tions 19.113 (b) (1)-2, 19.113 (b) (3)-1,
and 19.113 (b) (3)-2 shall also be made,
whenever necessary, after first making
in respect of such substituted basis a
proper adjustment of a similar nature in
respect of the period during which the
property was- held by the transferor,
donor, or grantor. Similar rules shall
also be applied in the case of a series of
substituted bases.

Example: .A, who makes his returns
upon the calendar year basjs, in 1927
purchased the X Building and subse-
quently gave it to his son B. B exchanged
the X Building for the Y Building in a
tak-free exchange, and then gave the Y
Building to his wife C. C, in deter-
mining the gain from the sale or other
disposition of the Y Building in 1939, is
required to reduce the basis of the build-

ing by deductions for depreciation which
were successively allowed (but not less
than the amount allowable) to A and B
upon the X Building and to B upon the
Y Building, In addition to the deductions
for depreciation allowed (but not less,
than the amount allowable) to herself
during her ownership of the Y Building.*
- SEC. 215. DIsCHARGE or INDEBTEDNMSS, .
(RvENuE Acr or 1939.)

(b) Basis reduced. Section 113 (b) of tho
Inter4al Revenue Code (relating to the ad-
Justed basis of property) is amended by
adding at the end, thereof the following now
paragraph:

"(3) Discharge o/ indebtednss. Whore in
the case of a corporation any amount is ex-
cluded from gross Income under section
22 (b) (9) on account of the discharge of
indebtedness the whole or a part of the
amount so excluded from gross Income shall
be applied In reduction of the basis of any
property held (whether before or after the
time of the discharge) by the taxpayer dur-
ing any portion of the taxable year in which
such discharge occurred. The amount -to be
so applied (not in excess of the amount so
excluded from gross income, reduced by the
amount of any deduction disallowed under
section 22 (b) (9)) and the particular prop-
erties to which the reduction shall be al-
located, shall be determined under regula-
tions (prescribed by the Commissioner with
the approval of the Secretary) In effect at
the time of the filing of the consent by the
taxpayer referred to in section 22 (b) (0).
The reduction shall be ;nado as of the first
day of the taxable year in which the dis-
charge occurred except In the case of prop-
erty not held by the taxpayer on such first
day, in which case It shall tako effect as of
the time the holding of the taxpayer began."

(c) Taxable years to which applicable.
The amendments made by this section shall
be applicable to taxable years beginning
after December 31, 1938,

§ 19.113 (b) (3)-1 Adjusted basis:
Discharge ol corporate indebtedness.
Qeneral rule. In addition to the ad-
justments provided in section 113 (b)
(1) and section 19.113 (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
an exclusion from gross Income under
section 22 (b) (9). on account of the di-
charge of indebtedness of a corporation
during the taxable year. Such further
adjustment shall,, except as otherwiso
provided in section 19.113 (b) (3)-2, 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 se-
curing the payment of all or part of such
indebtedness, which Indebtedness shall
have been discharged, the cost or other
basis of such property shall be de-
creased (but the amount of the decrease
shall not be more than the amount of
the adjusted basis without reference to
this section) by an amount equal to the
amount excluded from gross Income
under section 22 (b) (9) and attribut-
able to the discharge of the indebted-
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ness so incurred with respect to such
property;

(2) In the case of specific property
(other than inventory or notes or ac-
counts receivable) against which, at the
time of the discharge of the indebted-
ness, there is a lien (other than a lien
securing indebtedness incurred to pur-
chase such property) the c6st or other
basis of such property shall be decreased
(but the amount of the decrease shall
not be more than the amount of the
adjusted basis without reference to this
section) by an amount equal to the
amount excluded from gross income
under section 22 (b) (9) and attribut-
able to the discharge of the indebtedness
secured by such lien;

(3) Any excess of the total amount ex-
cluded from gross income under section
22 (b) (9) over the sum of the adjust-
ments made under (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
receivable, but including property cov-
ered 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 section) in an amount
equal to such proportion of such excess
as the adjusted basis (without reference
to this secton) of each such unit of prop-
erty bears to the sum of adjusted bases
(without reference to this section) of all
the property of the debtor other than
inventory and notes and accounts re-
ceivable; and

(4) Any excess of the total amount
excluded from gross income under section
22 (b) (9) over the sum of the adjust-
ments 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 follows: The cost
or other basis of inventory or notes or
accounts receivable, as the case may be,
shall be decreased (but the amount of the
decrease shall not be more than the
amount of the adjusted basis without
referencd to this section) in an amount
equal to such proportion of such excess
as the adjusted basis of inventory, notes
receivable or accounts receivable, as the
case may be, bears to. the sum of the
adjusted bases of such inventory and
notes and accounts receivable.

For the purposes of this section-
(A) Except where the context other-

wise requires, property means all of the
debtor's property, other than money;

(B) The phrase "indebtedness incurred
to purchase" includes (i) indebtedness
for money borrowed and applied in the
purchase of property and (ii) an existing
indebtedness secured by a lien against
the property which the debtor, as pur-
chaser of such property, has assumed to
pay;

(C) The phrase "amount excluded
from gross income under section 22 (b)
(9)" means the amount of income ex-

cluded under that section reduced by
any deduction disallowed under that sec-
tion for unamortized discount;

(D) Adjustments to basis shall be
made-

(I) in the case of property owned on
the first day of the taxable year, as of
that day;

(ii) in the case of property acquired
after the first day of the taxable year, as
of the day so acquired-
regardless of the time such property was
subsequently sold, exchanged, or other-
wise disposed of by the taxpayer;

(E) Whenever a discharge of Indebt-
edness is accomplished by a transfer of
the taxpayer's property in kind, the dif-
ference between the amount of the obli-
gation discharged and the fair market
value of the property transferred Is the
amount which may be applied in reduc-
tion of basis;

(F) Regardless of the amount ex-
cluded by the taxpayer from Its gross
income under section 22 (b) (9) and 1o
stated on Form 982, the maximum
amount by which basis may be reduced
in respect of the discharge of any Indebt-
edness is the amount of income resulting
from the discharge of such Indebtedness.

Example (1). On January 1, 1939, the
N Corporation owned an office building,
which it sold in March, 1939. In June,
1939, it purchased a factory building. In
October, 1939, the N Corporation bought
in its outstanding bonds at less than their
face value. Assuming that there Is a
proper exclusion from gros income
under section 22 (b) (9), the basis of
each building shall be adjusted under
section 113 (b) (3) for the taxable year
1939. (But see section 19.113 (b) (3)-2.)

Example (2). The M Corporation has
outstanding an issue of A bonds which
it had sold at a premium and an Issue
of B bonds which It had sold at a dis-
count. In July, 1939, the M Corpora-
tion purchased such outstanding bonds
for less than face value. The amount
of income attributable to the discharge
of the A bonds is $1,000 and the amount
of unamortized premium is $200. The.
amount of income attributable to the
discharge of the B bonds is $1,000 and
the amount of unamortized discount Is
$50.

If the M Corporation under section
22 (b) (9) elects to have excluded from
gross income the amount of income at-
tributable to the discharge of both bond
issues, the total reduction in basis of
the property of the M Corporation shall
not exceed $2,150. If the M Corpora-
tion elects only with respect to the A
bonds, the total reduction in basis shall
not exceed $1,200 (or $950 if the election
is with respect to the B bonds). If the
M Corporation excludes only an amount
of $500 with respect to the A bonds, the
total reduction in basis may neverthe-
less be $1,200 (or $950 if the exclusion
is with respect to the B bonds).*

§19.113 (b) (3)-2 Advsted bai:
DIscharge of corporate indebtedness:
Spccfal cases. Section 19-113 (b) (3)-1
prescribes the general rule to be fol-
lowed In adjusting basis of property
where there Is a proper exclusion from
gross income under section 22 (b) (9).
The taxpayer may, however, have the
basis of Its property adjusted in a mn-
ner different from that set forth in sec-
tion 19.113 (b) (3)-1 upon a proper
showing to the satisfaction of the Com-
missloner. Variations from such gen-
eral rule may, for example, involve ad-
justing the basis of only part of the
taxpayer's property or adjusting the
basis of all the taxpayer's property, ac-
cording to a fixed allocation.

A request for;arlations from the gen-
eral rule prescribed in section 19.113 (b)
(3) -1 should be Med by the taxpayer with
Its return for the taxable year in which
the discharge of indebtedness has oc-
curred. Agreement between the tax-
payer and the Commissioner as to any
variations from such general rule shall
be effected only by a closing agreement
entered into under the provisions of sec-
tion 3760 (paragraph 46 of the Appendix
to these reaulations). If no agreement
is reached batween the taxpayer and the
Commissloner as to variations from the
general rule prescribed in section 19.113
(b) (3-1, then the consent filed on Form
982 shall be deemed to be a consent to
the application of such general rule and
suclh general rule shall prevail in the
determination of thg basis of the tax-
payer's property, unless the taxpayer
speclfically states on such form that it
does not consent to the application of
the general rule.*

Sa-c. 114. BRs ron Dmzc=zox Aim rz-

(a) Basis for decrfrtfon. The basis upon
which exhau.tion. wer and tear, and ob-sole--
cenco are to be allowed In resp--ct of any
property rhaU be the adjusted basis provided
In cection 113 (b) for the purpose of deter-
mining the gain upon the -ale or other die-
pozition of such property.

(b) Basis for dep!ction.
(1) General ruZe.' The basis upon which

depletion I- to be allowed in respect of any
propcrty shall be the adjusted basis pro-
vided in sectlon 113 (b)6 for the purpose of
determining the gain upon the sale or other
dIspostIon of such property except as pro-
vided In pamraph (2), (3), and (4) of this
subsection.

(2) Dfacorr value in case of mfnes. In
the case of mines (other than metal, coa1,
or sulphur mlnes) discovered by the tax-
payer after February 23. 1913, the basis for
depletion shall he the fair merlet value of
the property at the date of discovery or
wthin thirty days thereafter, If suchi mines
were not acquired as the result of purcha-e
of a proven tract or lease, and If the fair
marlet value of the property is materially
d1sproportionate to the coat. Mh3 depletion
allowance under cection 23 (m) bazed on
di.scovery value provided in this pazagaph
shell not exce ed 59 per centum of the net
Income of the taxpayer (computed without
allovance for depletion) from the property
upon which the discovery was made, except
that In no case hall the depletion allow-
ance under caction 23 (m) be less than it
would be If computed without reference to
discovery value. DIcoveries shall include
minerals in commercial quantities contained
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within a vein or deposit discove
existing mine or mining tract by
payer after February 28, 1913, if t
deposit thus discovered was hot r
uninterrupted extension of a c
commercial vein or deposit alrea¢
to exist, and If the discovered ml
of sufficient value and quantity
could be siparately mined and m
a profit.

(3) Percentage depletion for oi
wells. In the case of oil and gas
allowance for depletion under secti
shall be 271/2 per centum of the gr
from the property during the tax
excluding from such gross income
equal to any rents or royaltie- p
curred by the taxpayer in respe
property. Such allowance shall n
50 per centurn of the net income o
payer (computed without allowan
pletion) from the property, exce
no case shall the depletion allowa
section 23 (in) be less than it w
computed without referen'Se to
graph.

(4) Percentage depletion for
metal mines and sulphur. The ac
depletion under section 23 (m) sl
the case of coal mines, 5 per centi

ncase of metal mines, 15 per centu
the case of sulphur mines or depos
centum, of the gross ncome.from
erty during the taxable year, exclu
such gross income an -amount equ
rents or royalties paid or incurred b
payer in respect of lhe propert:
allowance shall not exceed 50 per
the net income of the taxpayer
without allowance for depletion)
property. A taxpayer making his f
under this chapter jn respect of
shall state whether he elects to ha
pletion allowance for such proper
taxable year for which the retur
computed with pr without regar
centage depletion, and the deplet
ance in respect of such property for
shall be computed according to th
thus made. If the taxpayer fails
such statement in the return, the
allowance for such property for
shall be computed without referen
centage depletion. The method, c
as above, of computing the deplet
ance shall be applied in the case of
erty for all taxable years in which:
hands of such taxpayer, or of any
son if the basis of the property (for
tg gain (in his hands is, under s
determined by reference to the ba
hands of such taxpayer, either
through one or more substituted
defined in that section. The abov
election shall be subject to the 'q
that this paragraph shall, for the
determining whether the method
Ing the depletion allowance follows
erty, be considered a continuation
114 (b) (4) of the Revenue Act
Stat. 710, and the Revenue Act c
Stat. 1686, and the Revenue Act
Stat. 494, and as giving no new
cases where either of such section.
applied, give no new election.

§ 19.114-1 Basis for allowan

preciation and depletion. The I
which exhaustion, wear and
solescence, and depletion will b
in respect of any property is th
Is provided in section 113 (a),
as provided in section 113 (b)
purpose of determining the gain
sale or other disposition of such
except as provided in section 19.
relating to depletion based on
value, in section 19.23 (m)-4, r
percentage depletion in the c
and gas wells, and in section 19.
relating to percentage depletio
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red in an case of coal mines, metal mines, and sul- reason, it
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nerely the SEC. 115. DIsTEIUTIoNs i y COSPORATIONS. or before
continuing find raasc
dy known (a) Definition of dividend. rhe term her 31, 1
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tributed in partial liquidation" means a dis-
tribution by a corporation in complete can-
cellation or redemption of E6 part of its stock,
or one of a series of distributions in complete
cancellation or redemption of all or a por-
tion of its stock.

(j) Valuation of divideind. 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 becomes
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. ,

Smc. 214. Basis oP soat DIVIDENDS AND
sTocx nIGHTS. (R-vx-En ACr oF 1939.)

* S * * *

(b) Distributions not treated as dividends.
Section 115 (d) of the Internal Revenue
Code (relating to distributions applied in re-
duction of basis) is amended to read as
follows:

"(d) Other distributions from capital. If
any distribution made by a corporation to
its shareholders is not out of increase in
value of property accrued before March 1.
1913, andis not a dividend, then the amount
of such distribution shall be applied against
and reduce the adjusted basis of the stock
provided in section 113, and if in excess of
such basis, such excess shall be taxable in
the same manner as a-gain from the sale
or exchange of property. This subsection
shall-not apply to a distribution in partial
or complete liquidation or to a distribution
which, under subsection (f) (1), is not
treated as a dividend, whether or not other-
wise a dividend."

* S S * *

(d) Taxable years to which applicable.
The amendments made by subsections * * *
(b) * * * shall be applicable to taxable
years beginning after December 31, 1938.

§ 19.115-1 Dividemns. Th e t er m
"dividend" for the purpose of chapter 1
(except 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 during the tax-
able year. For thd purpose of deter-
mining whethei: a distribution constitutes
a dividend, it is unnecessary to ascertain
the amount of the earnings and profits
accumulated since February 28, 1913, if
the earnings and profits of the taxable
year are equal to or in excess of the total
amount of the distributions made within
such year.

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-property

is unqualifiedly made subject to their
demands.

-7he application of section 115 (a) may
be Illustrated by the following example:

Example: At the beginning of the cal-
endar year 1939, 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,
1939, the corporation made quarterly dis-
tributions during the taxable year to its
shareholders of $25,000 each. Each dis-
tribution is a taxable dividend in full,
irrespective of the actual or the pro rat-a
amount of the earnings or profits on
hand at any of the dates of distribution,
since the total distributions made during
the year ($100,000) did not exceed the
total earnings or profits of the year
($100,000) .*

§ 19.115-2 Sources of distributions in
general. For the purpose of income tax-
ation every distribution made by a corpo-
ration 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 distribu-
tion, 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 dis-
tributed; and, fourth, 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 earn-
ings or profits at the time of the distri-
bution) are sufficient in amount to cover
all the distributions made during that
year, then each distribution Is a taxable
dividend. (See section 19.115-1.) If the
distributions made during the taxable
year exceed the earnings or profits of
such year, then that proportion of each
distribution which the total of the earn-
ings or profits of the year bears to the
total distributions made during the year
shall be regarded as out of the earnings
or profits of that year. The portion of
each such distribution which is not re-
garded 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,

193G, or, in the case of an operating de-
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
distribution not counting the date on
which the distribution was made. The
provislons of this section may be illus-
trated by the following example:

Example: At the beginning of the
calendar year 1939, the M Corporation
had $12,000 in earnings and profits ac-
cumulated since February 23, 1913. Its
earnings and profits for 1939 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 A30,000, 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
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:

Out of
Dtaltutbw dmerI'M 150Esra.

FuAL-n i 9 Ta-out of C _cu-a.*
cern- mu-
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Any distribution by a corporation out
of earnings or profits accumulated prior
to March 1, 1913, or out of increase in
value of property accrued, prior to March
1, 1913 (whether or not realized by sale
or other disposition, and, if realized,
whether prior to or on or after march
1, 1913), is not a dividend within the
meaning of chapter 1.*

§ 19.115-3 Earnings ot profits. 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 increasing
or decreasing surplus will not be conclu-
sive. 'Among the items entering into the
computation of corporate earnings or
profits for a particular period are all in-
come exempted by statute, income not
taxable by the Federal Government un-
der the Constitution, as well as all items
includible in gross income under section
22 (a) or corresponding provisions of
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prior Revenue Acts. Gains and losses
within the purview of section 112 or cor-
responding provisions of prior Revenue
Acts are brought into the earnings and
profits at the time and to the extent such
gains and losses are recognized under
that section. -Interest on State bonds
and certain other obligations, although
not taxable when received by a corpora-
tion, 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 deduc-
tions to be considered in the computation
of earnings or profits are those based on
(1) cost or other basis, if the depletable
asset was acquired subsequent to Feb-
ruary 23, 1913, or (2) adjusted cost or
March L 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 con-
sideration in computing the earnings or
profits of a corporation.

A loss sustained for a year prior to the
taxable year does not affect the earnings
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 sub-
sequent to February 28, 1913, over the
undistributed earnings or profits accu-
mulated 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 Ma~rch 1, 1913, was
sufficient to absorb such excess, -distri-
butions to shareholders after the year of
the loss are out of earnings or profits
accumulated since the year of the loss to
the extent of such earnings.

With respect to the effect on the earn-
ings or profits accumulated since Febs,
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.*

§ 19.115-4 Distributions other than a
dividend. Under section 115 (d), any
distribution (including a distribution
out of earnings or profits accumulated
before March 1, 1913) other than

(1) a dividend (see sections 19.115-1
and 19.115-2),

(2) a distribution out of increase in
value of property accrued prior to March
l 1913 (see section 19.111-1),.

(3) a distribution in partial or com-
plete liquidation (see section 19.115-5),
or

(4) a distribution- which, :under sec-
tion 115 (f) (1), is not treated as a
dividend (see section 19.115-7)

shall be applied against and reduce the
adjusted basis of the stock provided in
section 113 and shall be taxable to the
recipient if, and to the extent that, such
distribution exceeds such basis. The
provisions of this section re applicable
to such distributions received by one
corporation from another corporation.

Example. In 1939 the IV Corporation
purchased certain shares of stock in the
0 Corporation for $10,000. During that
year the I 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
constitutes a 'part of its earnings or
profits for the year in which the'tock
is sold. If the distribution had amounted
to $14,000, the gain of $4,000 would be
taxable to the M Corporation and would
have constituted a part of the earnings
or profits of that corporation for the
year in which the distribution was
made.*

§19.115-5 Distributions in liquida-
tion.

(a) General. Amounts distributed in
complete liquidation of a corporation
are to be treated as in full payment in
exchange for the stock, and amounts
distributed in partial liquidation 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 share-
holder from a'distribution in liquidation
is to be determined, as provided in sec-
tion 111 and section 19.111-1, by com-
paring the amount of the distribution
with the cost or other basis of the stock
provided in section 113; but the gain or
loss will be recognized only to the ex-
tent provided in section 112.

(b) Complete liquidation. In the case
of amounts distributed in complete li-
quidation of a corporation, the amount
of the gain or loss so xecogmized is sub-
ject in general to -the limitations conr
tAined in section 117. For this purpose
the term "complete liquidation" includes
any one of a series of distributions made
by a corporation in complete cancella-
ation or redemption of all of its stock in
accordance with a bona fide plan of i-
quidation 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 the series of dstrib,-
tions under the plan, (1) three years if
the first of such series of distributions
is made in a taxable year beginning at-
ter December 31, 1937, or (2) two years,
if the first of such series of distributions

was made in a taxable year, beginning
prior to January 1, 1938.

For the purposes of the last sentence
of section 115 (c), a liquidation may be
completed prior to the actual dissolu-
tion of the liquidating corporation but
no liquidation is completed until the
liquidating corporation and the receiver
or trustees in liquidation are finally di-
vested of all the property (both tangible
and intangible).

For the'purpose of this section the de-
termination of whether a foreign corpo-
ration 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 sec-
tion 331 of the Revenue Act of 1930,
added to such Act by section 201 of the
Revenue Act of 1937, and articles 331-1,
331-2, and 331-3 of Regulations 94, added
by Treasury Declsion 4782 [sections
3.331-1 to 3.331-3, Inclusive, Title 20,
Code, of Federal Regulations].

Example. A, an Individual whose tax-
able year is the calendar year, owns 20
shares of stock of the N Corporation, a
domestic corporation, 10 shares of which
were acquired in 1924 at a cost of $1,260
and the balance of 10 shares in June, 1930,
at a cost of $3,000. He receives in May,
1939, 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 In-
come 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% per-
cent, or $666.67. (See sectIon 117 (b).
See also section 117 (c).)

(c) Partial liquidation. In the cato of
amounts distributed In partial liquida-
tion of a corporation, the amount of the
loss recognized is subject to the limita-
tions contained in section 117 but the en-
tire amount of the gain recognized shall
be considered as a short-term capital
gain despite the provisions of section 117,
The term "amounts distributed In partial
liquidation" means a distribution 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. A complete cancel-
lation or redemption of a part of the
corporate stock may be accomplished, for
example, by the complete retirement of
all the shares of a particular preference
or series, or by taktni up all the old
shares of a particular preference or series
and Issuing new shares to replace a por-
tion thereof, or by the complete retirq-
ment of any part of the stock, whbther 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
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within the meaning of section 115 (b)
for the purpose of determining taxabil-
ity of-subsequent distribution by the cor-
poration. (See sections 19.27 (g)-1 and
19.115-11.)

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 pur-
chased in June, 1936, at $2,000. On
May 15, 1939, the corporation in a

- transaction qualifying as a partial liqui-
dation redeemed the entire issue of pre-
ferred stock by paying the holders
thereof $141 per share. A receiving
$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 66% percent, or $393.33.
(See section 117 (b). See also section
117 (c).)*

§ 19.115-6 Distribution from depletion
or depreciation reserves. A reserve set
up out of gross income by a corporation
and maintained for the purpose of mak-
ing good any loss of capital assets on ac-
count of depletion or depreciation is not
a part of surplus out of which ordinary
dividends may be paid. A distribution
made from a depletion or a depreciation
reserve based upon the cost or other basis
of the property will not be considered as
having been paid out of earnings or
profits, but the amount thereof shall be
applied against and reduce the cost or
other basis of the stock upon which de-
clared. 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 section 19.111-
1. A distribution from a depletion re-
serve 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 received by the share-
holders, taxable as an ordinary dividend.
The amount by which a corporation's
percentage depletion allowance for any
year exceeds depletion sustained on cost
or other basis, that is, determined with-
out regard to discovery or percentage
depletion allowances for the year of dis-
tribution or prior years, constitutes a
part of the corporation's "earnings or
profits accumulated after February 28,
1913," within the meaning of section
115, and, upon distribution to sharehold-
ers, is taxable to them as a dividend. A
distribution made from that portion of
a depletion reserve based upon a valua-
tion as of March 1, 1913, which is in ex-
cess of the depletion reserve based upon
cost, will not be considered as having
been paid out of earnings or profits, but
the amount of the distributidn shall be
applied against and reduce the cost or
other basis of the stock upon which de-
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clared. (See section 19.111-1.) No dis-
tribution, however, can be made from
such a reserve until all the earnings or
profits of the corporation have first been
distributed.*

§ 19.115-7 Stockc dividends. A dis-
tribution made by a corporation to its
shareholders in its stock or in rights to
acquire its stock shall be treated as a
dividend to the full extent that It con-
stitutes income to the shareholders
within the meaning of the sixteenth
amendment to the Constitution. The

-Supreme Court has pointed out come of
the characteristics distinguishing a stock
dividend which constitutes income from
one which does not constitute income
within the meaning of the Constitution.'
The distinction between a stock divi-
dend which does not, and one which
does, constitute income to the share-
holder within the meaning of the six-
teenth amendment to the Constitution
is the ditsinction between a stock divi-
dend which works no change in the cor-
porate entity, the same interest In the
same corporation being represented after
the distribution by more shares of pre-
cisely 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 proportional in-
terest of the shareholder after the dis-
tribution is essentially different from
his former interest. A stock dividend
constitutes income if it gives the share-
holder an interest different from that
which his former stock holdings repre-
sented. 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
preferred stock, par value $100 a share,
which is preferred as to dividends, h1as
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 pre-
ferred. On July 1, 1939, the X Corpora-
tion had outstanding $200,000 of com-

1 See Eisner v. Macomber (252 US. 189.
TD. 3010, C.B. 3, 25 (1920)); Hoshlanl v.
Helrering (298 US., 441. Ct. D. 1121. CM.
XV-1. 219 (1936)); Helrering v. Gowran
(302 US., 238. C.B. 1938-1. 300): and Hel-
vering v. Pfeiffer (302 US., 217, C.3. 1038-1,
304). Compare Unitce States v. Phellfs
(257 US., 156, T.D. 3270. CM. 5. 37 (1921)):
Rockefeller v. United States (237 US.. 176
T.D. 3271. C.B. 5. 34 (1921)); Cullinan v.
WaUer (262 US., 134. T.D. 3503. C.B. Tr-2,
55 (1923)); Weiss v. Stcarn (265 US., 242,
T.M. 3609, CS. I11-2. 51 (1921)); and Marr
v. United States (263 US., 536, TD. 3753,
CS. IV-2, 116 (1925)).

mon stock and $100,000 of preferred
stock, earnings and profits of $60,030 ac-
cumulated since February 23, 1913, and
earnings and profits of the taxable year
amounting to $15,000. On July 1, 1939,
it distributed 1,000 shares of its common
stock of an aggregate 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 pre-
ferred stock.

Example (2). On July 1, 1939, 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, 1939, the Y Cor-
poration 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
dividend 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-
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, 1939, the com-
pany's Issued and outstanding stok
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, 1939, it paid a divi-
dend on Its common stock in preferred
stock at the rate of 1Ao share of pre-
ferred on each share of common out-
standing. The preferred stock so dis-
tributed constitutes a taxable stock divi-
dend to the holders of common stock0

§ 19.115-8 Election of shareholders
as to medium of payment. If the share-
holder 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 elec-
tion, would not constitute income within
the meaning of the sixteenth amend-
ment to the Constitution, then the en-
tire distribution is a taxable dividend
regardle-s 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 dec-
laration of the distribution; or
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(3) whether the declaration of the
dividend provides that payment will be
made in one medium unless the share-
holder specifically requests payment in
the other.

The term "any other property" as
used in this section includes stock of
the corporation or rights to acquire its
stock, of a class which if distributed
without an election, would consLiute,
income within the meaning of the six-
teenth amendment to the Constitution.
(See section 19.115-7.) *

§ 19.115-9 Distribution in redemption
or, cancellation o1 stock taxable as a
dividend. If a corporation cancels or
redeems its stock (whether or not such
stock was issued as a stock dividend) at
such time and in such manner as to
make the distribution and. cancellation
or redemption in whole or in part es-
sentially equivalent to the distribution
of a taxable dividend, the amount so
distributed in redemption or cancella-
tion 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.

The question whether a distribution
in connection with a cancellation or re-
demption of stock is essentially equiva-
lent to the distribution of a taxable
dividend depends upon the circum-
stances of each case. -A cancellation or
redemption by a corporation of a portion
of its stock pro rata among all the share-
holders will generally be considered as
effecting a distribution essentially equiv-
alent to a dividend distribution to the
extent of the earnings and profits accu-
mulated after February 28, 1913. On
the other hand, a cancellation or re-
demption by a corporation of all of the
stock of a particular shareholder, so that
the shareholder ceases to be interested
in the affairs of the corporation, does-not
effect a distribution of a taxable divi-
dend. A bona fide distribution in com-
plete cancellation or redemption of
all of the stock of a corporation, or one
of a series of bona fide distributions in
complete cancellation or redemption of
all of the stock of a corporation, is not
essentially equivalent to the distribution
of a taxable dividend. If a distribution
is made pursuant to a corporate resolu-
tion reciting that the distribution Is
made in liquidation of the corporation,
and the corporation is completely liqui-
dated and dissolved within one year
after the distribution, the distribution
will not be considered essentially equiv-
alent to the distribution of a taxable
dividend; in all other cases the facts
and circumstances should be reported
to the Commissioner for his determina-
tion whether the distribution, or any
part thereof, is essentially equivalent to
the distribujtion of a taxable dividend.*

§ 19.115-10 Dividends paid in prop-
erty. If the whole or any part of the
dividend is paid to a shareholder in any

AL REGISTER, Friday, February 2, 1940

medium other than money, the property
received other than money shall be in-
cluded in gross income at its fair market
value at the time as-of which it becomes
income to the shareholder. (See section
19.42-3.) Scrip dividends are subject to
tax in the year in which the warrants are
issued.*

§ 19.115-11 Efect on earnings or
Profits of certain tax-free exchanges and
tax-free distributions. If, under the law
applicable to the year in which any
transfer or exchange of property after
February 28, 1913, was made (including
transfers in connection with a reorgani-
zation or a complete liquidation under
section 112 (b) (6) and intercompany
transfers of property during a period of
affiliation), gain or loss was not recog-
nized (or was'recognized only to the ex-
tent of the property received other than
that permitted by such law to be received
without the recognition of gain), then
proper adjustment and allocatioln 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 behalf
of a corporation a party to the reorgan-
ization, to its shareholders of stock qr
securities in such corporation or in an-
other corporation a party to the reorgan-
ization-

(A)- in any taxable year beginning be-
fore January 1, 1934,-without the sur-
render by -the distributees of stock or
securities in such corporation (see sec-
tion 112 (g) of the Revenue Act of 1932);
or

(B) in any taxable year (beginning be-
fore January 1, 1939, or on or after such
date) in exchange for its stock or se-
curities (see section 112 (b) (3)-)

if no gain to the distributees from the
receipt of such stock or securities -was
recognized by law.

,(2) The distribution in any taxable
year (beginning before January 1, 1939,
or on or after such date) of stock or
securities, or other property or money, to
a corporation in complete liquidation of
another corporation, under the circum-
stances described in section 112 (b) (6) of
the Revenue Adt of 1936, or of the Reve-
nue Act of 1938, or of the Internal
Revenue Code.

(3) The distribution in any taxable
year (beginning after December 31, 1938)
of stock or securities, or other .property
or money, in the case of an exchange or
distribution described in section 371 (re-
lating to exchanges and distributions in
obedience to orders of the Securities and
Exchange Commission), if no gain, to the
distributees from -the receipt of such

stock, securities, or other property or
money was recognized by law.

(4) A stock dividend which wa, not
subject to tax in the hands of the dis-
tributee because either It did not consti-
tute income to him within the meaning
of the sixteenth amendment to the Con-
stitution or because exempt to him under
section 115 (f) of the Revenue Act of
1934 or a corresponding provision of a
prior Revenue Act.

A distribution described in paragraph
(1), (2), (3), or (4) above does not di-,
minish 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-
poration making such distribution, or by
another corporation to which the earn-
ings or profits are transferred upon such
reorganization or other exchange. In
the case, however, of amounts distrib-
uted In liquidation (other than a tax-
free liquidation or reorganization de-
scribed In paragraph (1), (2), or (3)
above) the earnings or profits of the
corporation making the distribution aro
diminished 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 purposes of this section, the
terms "reorganization" and "party to the
reorganization" shall, for any taxable
year beginning before January 1, 1934,
have the meanings assigned to such
terms in section 112 of the Revenue Act
of 1932; for any taxable year beginning
after December 31, 1933, and before
January 1, 1936, have the meanings as-
signed to such, terms In section 112 of
the Revenue Act of 1934; for any tax-
able year beginning after December 31,
1935, and before January 1, 1938, have
the meanings assigned to such terms in
section 112 of the Revenue Act of 1930;
and for any taxable year beginning after
December 31, 1937, and before January
1, 1939, have the meanings assigned to
such terms in section 112 of the Reve-
nue Act of 1938.*

SEC. 116. ExCLusioNs ROM 0 nOS Incorsn.
In addition to the items specified In sec-

tion 22 (b), the following items shall not
be included In gross Income and shall be
exempt from taxation under this chapter:

(a) Earned income Ire sources without
United Sftates. In the case of an Individual
citizen of the United States, a bona fide
nonresident of the United States for more
than six months during the taxeblo year,
amounts received from sources without the
United States (except amounts paid by the
United States or any agency thereof) If such
amounts would constitute earned Income
as defined In section 25 (a) if received from
sources within the United States: but such
individual shall not be allowed as a dedUc-
tion from his gross income any deductions
properly allocable to or chargeable againab
amounts excluded from gross Income under
this subsection.

(b) Teachers in Alaka and IlawaUl In
the case of an Individual employed by Alaska
or Hawaii or any political subdivision thereof
as a teacher in any educational institution,
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the compensation receivedas such. This
subsection shall not exempt compensation
paid directly or indirectly by the Govern-
ment of the United States. [ToT: For re-
peal of this subsection see section 2, Public
Salary Tax Act of 1939, set forth below.]

(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 and 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 subdivi-
sion of a State or Territory, prior to Sep-
tember 8, 1916, entered in good faith Into a
contract with any person, the object and
purpose of which is to acquire, construct,
operate, or maintain a public utility- -

(1) If by the terms of such contract the
tax imposed by this chapter Is to be paid
out of the proceeds from the operation of
such public utility, prior to any division of
such proceeds between the person and the
State, Territory, political subdivision, or the
District of Columbia, and if, but for the
imposition of the tax imposed by this chap-
ter, a part of such proceeds for the taxable
year would accrue directly to or for the use
of such State, Territory, political subdivision.
or the District of Columbia, then a tax upon
the net income from the operation of such
public utility shall be levied, assessed, col-
lected, and paid n the manner and at the
rates prescribed in this chapter, but there
shall be refunded to such State, Territory,
political subdivision, or the District of Co-
lumbia (under rules and regulations to be
prescribed by the Commissioner with the
approval of the Secretary) an amount which
bears the same relation to the amount of
the tax as the amount which (but for the
imposition of the tax imposed by this chap-
ter) would have accrued directly to or for
the use of such State, Territory, political
subdivision, or the District of Columbia,
bears to the amount of the net income from
the operation of such public utility for such
taxable year.

(2) If by the terms of such contract no
part of the proceecs from the operation of
the public utility for the taxable year would,
irrespective of the tax imposed by this chap-
ter, accrue directly to or for the use of such
State, Territory, political subdivision, or the
District of Columbia, then the tax upon the
net income of such person from the opera-
tion ol such public utility shall be levied,
assessed, collected, and paid In the manner
and at the rates-prescribed n this chapter.

(e) Bridges to be acquired by State or
political subdivision. Whenever any State
or political subdivision thereof, in pursuance
of a contract to which it is not a party
entered into before May 29, 1928, is to
acquire a bridge-

(1) If by the terms of such contract the
tax imposed by this chapter is to be paid out
of the proceeds from the operation of such
biidge prior to any division of such proceeds.
and if, but for he imposition of the tax
imposed by this chapter, a part of such pro-
ceeds for the taxable year would accrue di-
rectly to or for -the use of or would be
applied for the benefit of such State or po-
litical subdivision, then a tax upon the net

- income from the operation of such bridge
shall be levied, assessed, collected, and paid
in the manner and at the rates prescribed in
this chapter, but there shall be refunded to

such State or political subdivission (undcr
rules and regulations to be prescri cd by the
Commissioner with the approval of the Osc-
retary) an amount which bcams the cam
relation to the amount of the tax co the
amount which (but for the Impwition of
the tax imposed by this chapter) would have
accrued directly to or for the use of or would
be applied for the benefit of ruch State or
political subdivision, bears to the amount of
the net income from the operation of cuch
bridge for such taxable year. No auch re-
fund shall be made unless the entire amount
of the refund Is to be applied In part pay-
ment for the acquisition of such bridge.

(2) If by the terms of such contract no
part of the proceeds from the operation of
the bridge for the taxable year would, irre-
spective Df the tax impozed by this chaptcr.
accrue directly to or for the usa of or be
applied for the benefit of such State or
political subdivision, then the tax upon the
net Income from the operation of tuch
bridge shall be levied. assessed, collected, and
paid In the manner and at the rates pre-
scribed in this chapter.

(f) Dividend from "China Trade Act" cor-
poration. In the case of a person, amounts
distributed as dividends to or for his benefit
by a corporation organized under the China
Trade Act. 1922, 42 Stat. 849 (U.S.C., Tlitlo
15, c. 4). if, at the time of such distribution.
he is a resident of China, and the equitable
right to the income of the shares of rtccl: of
the- corporation is In good faith vcstcd In
him.

(g) S protection and Indemnity
assoiatios.-The receipts of shlpor.'ncra'
mutual protection and Indemnity a=ccla-
tions not organized for profit, and no part
of the net earnings of which nure to the
benefit of any private chareholder; but such
corporations shall be subject as other per-
sons to the tax upon their net income from
interest, dividends, and rents.

(h) Compenation of emplojecs of foreign
gorernments.

(1) Rule for exclusion. Wags, fec, or
salary of an employee of a foreign govern-
ment (including a conular or other officer,
or a nondiplomatic repreentative) received
as compensation for officlal cervices to such
government-

(A) If such employee is not a citizen of
the United States; and

(B) If the servicez are of a character rm-
ilar to those performed by employecs of the
Government of the United States In foreign
countries, and

(C) If the foreign government whoso em-
ployee Is claiming exempton grants an
equivalent exemption to employees of the
Government of the United States perform-
Ing similar services In such foreign country.

(2) Certificate by Secretary of State.
The Secretary of State chall certify to the
Secretary of the Treasury the name of the
foreign countries which grant an equivalent
exemption to the employees of the Govern-
ment of the United States performing werv-
ices in such foreign countries, and the char-
acter of the services performed by employees
of the Government of the United States In
foreign countries.

(1) Treasury bills. For exemption from
taxation of gain derived from the ",le or
other disposition of Treasury Blls, L"ued
after June 17, 1930, under the rccond Lib-
erty bond act, as amended. we Act of June
17, 1930, c. 512, 46 Stat. 775 (U.S.C., Title 31,

754).

Sac. 2. PuSLc SALArn TAX AcT D 1939
(M'snovED APRIL 12, 1939.)

Section 116 (b) of the Internal Revenue
Code (exempting compensation of teachem
n Alaska and Hawali from Income tax) I-

repealed.

§ 19.116-1 Income of foreign govern-
ments, ambassadors, and consuls. The
exemption of the income of foreln gov-

ernments applies also to their political
subdivisions. Any income collected by
foreln governments from investments
In the United States In stocks, bonds, or
other domestic securities, which are not
actually owned by but are loaned to such
foreign governments, Is subject to tax.

Amba=sadors and ministers accredited
to the United States and the members of
their households (including secretaries,
attache, and servants) who are not citi-
zens of the United States, are exempt
from the payment of Federal income tax
upon their salaries, fees, or wages.
Their income from all sources other than
a business carried on by them in the
United States is also exempt. These
provisions are alsso applicable to the
wives and minor children of foreign am-
bar-adors and ministers and the members
of their households, including secretaries,
attach6s, and servants.

All employees of a foreign government
(including consular or other ofcers, or
nondiplomatic representatives) who are
not citizens of the United States are
exempt from Federal income tax with
resmct to wages, fees., or salaries received
by them as compensation for official serv-
Ices rendered in the United States to such
foreign government, provided (1) the'
services are of a character similar to
thoe performed by employees of the
Government of the United States in such
forefgn country and (2) the foreign gov-
ernmEnt whose employees are claiming
exemption grants an equivalent exemp-
tion to employees of the Government of
the United States performing simila
services in such foreign country. Section
116 (h) (2) provides that the Secretary
of State shall certify to the Secretary of
the Treasury the names of the foreign
countries which grant -an equivalent
exemption to the employees of the Gov-
ernment of the United States performing
servces in such foreign countries, and
the character of the services performed
by employees of the Government of the
United States in foreign countries. The
Income received by employees of foreign
governments (other than ambassadors,
minister, and members of their house-
holds, including secretaries, attach6s, 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 offcers 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
provizIon of this section, compansation
paid by France to French citizens for
labor or personal services performed in
the United States is exempt from Federal
income tax. (See paragraph 103 of the
Appendix to these regulons.) 0

§ 19.116-2 Bridges to be acquired by
State or political subdivisions. (1)- Any
State or political subdivision thereof
claiming a refund under the provisions
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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 chap-
ter 1, shall file a claim therefor on Form
843 (to which there shall be attached as
exhibits the matter hereinafter pre-
scribed) with the collector of internal
revenue for the district in which the tax
was paid, which claim shall be executed
on behalf of such State or political sub-
division thereof by the treasurer or other
fiscal officer thereof and shall contain-

(a) -A statement of the name of the
taxpayer, of the amount of tax levied,
assessed, collected, and paid for the tax-
able year or period in iespect of which
the claim is made, and the amount of
refund thereby sought;

(b) A full statement of the facts con-
sidered by the claimidnt sufficient to en-
title it to receive the refund, including
copies 6f all contracts and other docu-
ments bearing on the case, and a state-
ment that the claim is submitted under
the provisions of section 116 (e)-;

(c) A showing which will establish to
the satisfaction of the Commissioner that
the fiscal officer presenting the claim has
authority to receive the amount of the
refund on behalf of the State or political
subdivision which he assumes to repre-
sent and to apply without delay the-en-
tire amount of such refund in part pay-
ment for the acquisition of , such
bridge, including copies of the laws, ordi-
nances, or similar enactments considered
by the claimant sufficient to establish its
authority to receive the refund and so
to apply It, together with a statement
that such fiscal officer will receive and
immediately so apply the entire amount
of the refund; and

(d) An affidavit made by or on behalf
of the taxpayer! which affidavit shall
state that the taxpayer thereby joins
with and concurs in the request of the
State or political subdivisions' thereof
that a refund bf an amount equal to all
or a portion of the tax previously paid
by such taxpayer be made to such State
or political subdivision, that the tax-
payer agrees to receive the amount re-
funded from the7State or political sub-
division to which it is paid and imme-
diately to apply the entire amount of
such refund in part payment for the
acquisition of such bridgeT and that if
for any reason the contract which is the.
basis of the claim for refund is not fully
executed and performed, the taxpayer
will repay to the United States upon its
demand the entire amount of the refund
with interest at 6 percent per annum
from the date the refund is made with-
out seeking or claiming the benefit of
any statute of limitations which prior
thereto may have run against the United
States.

(2) No refund shall be made of any
amoun in excess of the amount of the
tax levied, assessed, collected, and paid
by the taxpayer for any. taxable year or
period. A separate claim shall be made
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in respect of each separate taxable year
or period. If by the terms of the con-
tract on which the claim Is based two or
more States or political subdivisions of
'a State or States are entitled to acquire
the bridge, the claim for refund in re-
spect of each separate taxable year or
period must be made jointly by the
States or political subdivisions thereof
so entitled. The amount refunded-under
section 116 (e) and this section is not
considered an overpayment within the
meaning of section 3771 (paragraph 69
of the Appendix to these regulations),
relating to interest on overpayments, and
'no interest shall be alloired or paid upon
the amount of the refund.

(3) A check or voucher in payment of
a claim for refund allowed uider section
116 (e) will be drawn in the name of the
fiscal officer or officers having authority,
as established under paragraph (1) (c)
hereof, to receive the same, and will con-
tain an express provision that it is Issued
for the sole purpose and subject to the
conditions prescribed. in section 116 (e)
and this section.*

SEC. 117. CAPIAL rA s AND LOSSES.'

(a) Definitions. As used in this chapter-

(1) Capital assets.. The term "capital as-
sets" means property held by the taxpayer
(whether or not connected with his trade or
business), but does not include stock in
trade of the taxpayer or other property of a
kind which would properly be included in
the inventory of the taxpayer If on hand at
the- close of the taxable year, or property
held by the taxpayer primarily for sale to
customers in the-ordinary course of his trade
or business, or property, used in the trade
or business, of a character which is subject
to the allowance for depreciation provided
in section 23 (1);

(2) Short-term capital gain. he term
"short-term capital gain" meant gain .from
the sale or exchange of a capital asset held
for not more than 18 monthsf and to the
extent such gain is taken into account in
computing net income;

(3) Short-term capital loss. The term
"short-term capital loss" means loss from
the sale or exchange of a capital asset held
for not more than 18 months, if and to the
extent such loss is taken into account In
computing 'net income;

(4) Long-term capital gain. The term
"long-term capital gain" means gain from
the sale or exchange of a capital asset held
for more than 18 months, if and to the ex-
tent such gain is taken into account in com-
puting net income;

(5) Long-term capital loss. The- term
"long-term capital loss" means loss from the
sale or exchange, of a capital asset held for
more than 18 months, If and tO the extent
such loss is taken Into account in computing
net income;
- (6) Net short-term capital gain. The term
"net short-term capital gain" means the exL
cess of short-term capital gains for the tax-
able year over the sum of (A) short-term
capital losses for the taxable year, plus (B)
the net short-term capital loss of the pre-
ceding taxable year (if beginning after De-
cember 31, 1937), to the extent brought for-
ward to the taxable 'year under subsection
(e);

(7) Net short-term capital loss. The term
"net short-term capital loss" means the ex-
cess of short-term capital losses, for the tax-'
able year over the short-term capital gains
for such year;

(8) Net long-term.capital gain. The term
"net long-term capital gain" means the ex-
cess of long-term capitX alns for the taxa-

ble year over the long-term capital losses for
such year;

(9) Net long-term capital loss. The term
"net long-term capital loss" means the ex-
cess of long-term capital losses for the tax-
able year over the long-term capital gains
for such year.

(b) Percentage taken into account. In the
case of a taxpayer, other than a corporation,
only the following percentages of the gain or
loss recognized upon the sale or exchange 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;

66
2/3 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.-

'(1) 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 sec-
tions 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 byr 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 cbntum of
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, col-
lected, 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 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 f this subsection
had not been enacted, and the total tax shqll'
be the partial tax minus 30 per contumn
of the, net long-term capital loss.

(d) Limitation on capital losscs -,

(1) Corporations. In the case of a cor-
poration, losses from salds or exchanges of
capital assets shall be allowed only to the
extent of $2,000 plus the gains from such
sales or exchanges. If a bank or trust
company Incorporated under the laws of the
United States (including laws relating to
the District of Columbia) or of any State
or Terrltory, a substantial part of whose
business is the receipt of deposits, sells any
bond, debenture, note, or certificate or other
evidence of indebtedness Issued by any
corporation (including one Issued by a gov-
ernment or political subdivision thereof),
with interest coupons or In registered form,
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 instrument exceeds the par or
face value thereof) shall not be subject to
the foregoing limitation and shall not bO
included in determining the applicability
of such limitation to other losses.

(2) other taxpayers. In the case of a
taxpayer other than a corporation, short-
term capital losses shall be allowed only to
the extent of short-term capital gains. JSeo
amendment of subsection (d) by section
212 (a) of ]tevenue Act of 193), sot forth
below.]

(e) Net Ohort-term capital loss carry-over.
If any taxpayer (other than a corporation)
sustains in any taxable year beginning after
December 31, 1937, 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 In-
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cluded in computing the net short-term cap-
ital loss for such year. [See amendment of
subsection (e) by section 212 (b) of Revenue
Act of 1939, set forth below.]

(f) Retirement of bonds, etc. For the pur-
-.poses of this chapter, amounts received by the

holder upon the retirement of bonds, deben-
tures, 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, shall be con-
sidered as amounts received in exchange
therefor.

(g) Gains and losses from short sales, etc.
For the purpose of this chapter-

(1) gains or losses from short sales of prop-
erty shall be considered as gains or losses
from sales cr 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 exchanged, If
under the provisions of section 113. the prop-

. erty received has, for the purpose of determin-
ing gain or loss from a sale or exchange, the
same basisin-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 section 113,
such property has; for the purpose of de-
termining gain or loss from a sale or ex-
change, the same basis in whole or in part
in Ris hands as it would have in the hands
of such other-person.

(3) In determining the period for which
the taxpayer has held stock or 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, 45 Stat. 818, or the Revenue Act
of 1932, 48 Stat. 705, or under the provi-
sions of section 371 (c) of the Revenue Act
of 1938 or this chapter, there shall be in-
cluded the period for which he held the
stock or securities in the distributinM corpo-
ration 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
nondeductibility (under section 118 of this
chapter or section 118 of the Revenue Act
of 1923, 45 Stat. 826, or the Revenue Act of
1932, 47 Stat. 208, or the Revenue Act of
1934, 48 Stat. 715, or the Revenue Act of
1936, 49 Stat. 1692, or the Revenue Act of
1938, 52 Stat. 503, relating to wash 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. [See amendment of subsec-
tion (h) by section 214 (c) of Revenue Act
of 1939, set forth below.]

SEc. 212. CoRpoPmmox c~srjrs -OssmS. (REv-
saqox Acr os 1939-)

(a) Limitations. Section 117 (d) of the
Internal Revenue Code (relating to limita-
tion" on capital losses) is amended to read
as follows:

"(d) Limitation oa capital losses. Long-
term capital losses shall be allowed, but
short-term- capital losses shall be allowed
only to the extent of short-term capital
gains."

(b) Net short-term loss carny-over. Sec-
tion 117 (e) of.the Internal Revenue Code
(relating to the one-year carry-over of net
short-term capital loss) is amended to read
as follows:

"(e) Net sLOrt-tcrm capital loes carrj-
orer. If any taxpayer sustain in any tax-
able year, beginning after December 31, 1937,
in the case of a taxpayer other than a cor-
poration, or beginning after Dscembcr 31,
1939, in the case of a corporation. a net
short-term capital lo s, such loss (in an
amount not in exces of the net Income for
such year) sheall be treated In the ucced-
ing taxable year as a short-term capital los,
except that it shall not be Included in com-
puting the net hort-term capital I3 for
such year."

Src. 229. TA-= xTcnS To wiucu &,u.'nm-
aunns APPPucm (Rtv=.= AcT or 1939.)

Except the amendments made by section
211, 213, 214, 215, 217, 219, 220, 221. 222, 223,
226, 227, and 228, the amendments made by
this title to the Internal Revenue Code thall
be applicable only with rczp ct to taxable
years beginning after December 31, 1939.

Src. 214. BEs or svTc Drv=h,-3 A=D
soc= arGn. (RLv rm Acr oF 1939.)

(c) Determination of p1.d for irhicZ&
held. Section 117 (h) of the Internal Reve-
nue Code (relating to determination of
period for which property is held) ic
amended by adding at the' end thereof the
following new paragraph:

"(5) In determining the period for which
the taxpayer has held stock or rights to ac-
quire stock received upon a distribution, if
the basis of such stock or rights Is deter-
mined under section 113 (a) (19) (A), there
shall (under regulations precrlbcd by the
Commissioner with the approval of the Sce-
retary) be included the peried for which
he held the stock In the distributing cor-
poration prior to the receipt of such stok,
or rights upon such distribution."

(d) Taxable years to which applicab e.
The amendments made by vubsctlon
* * * (c) shall be applicable to taxable
years beginning after DLcember 31, 1033,

* • 0 6

§ 19.117-1 Meaning of terms. 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 "cap-
ital assets" of property used in the trade
or business of a taxpayer of a character
which is subject to the allowance for
depreciation provided in section 23 (1)
is limited to property used by the tax-
payer in the trade or business at the
time of the sale or exchange. It has
no application 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 distinguished from depreciable Im-
provements 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 in-

.applicable to a dealer in real eztate, but,
If so, it is because he holds the land
primarily for sale to customers in the
ordinary course of his trade or busness,
not because land is subject to a depre-
ciation allowance). Gains or losses from
the sale or exchange 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 provisions of section 117 (b)
and losses from such transactions will

not be cubject to the limitations on
lo-Ses provided in ssction 117 (d). The
term "ordinary net income" as used in
these regulations for the purposes of ssc-
tion 117 means net income exclusive
of gains and losses from the sale or ex-
change of capital assets.

S ction 117 (a) (2) to (9), inclu-ive,
defines "short-term capital gain." "short-
term capital los," "long-term capital
gain," "long-term capital loss," "net
short-term capital gain," net short-
term capital loss," "net long-term capi-
tal gain," and "net long-term capital
lozs." These terms are used in the s.f-
sequent subsections of section 117. The
phrase "short-term" applies to the cate-
gory of gains and losses arising from the
sale or exchange of capital assets held
for 18 months or less; the phrase "long-
term" fo the category of gains and losses
arising 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 because of the operation of
paragraph (2) of section 117 (d), prior
to Its amendment, or section 117 (d), as
amended, 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 ex-
tent 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 car-over enters into the
computation of the net short-term capi-
tal 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
section 117 (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 1933 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 hort-term capltal gain-_ $10,00 o
Less:

1939 short-tem capital
loss to b3 allow- d under
cection 117 (a) (6) (A)- $4,630

iet short-term capital lozs
of preceding taxable
year to extent brought
forward under s-ction
117 (e) and allowed un-
der rectIon 117 (a)
(0) (B.. 2,500

6, 509

Nlet short-term capital gain
for 1939- 3.500
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In the case of corporations for tax-
able years beginning- after December 31,
1939, and in the case of individuals,
gains and losses from .the sale or ex-
.change of capital 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 arising froth 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 segregation 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 ap-
plication to corporations, corporate gains
and losses being taken into account to
the full extent, without regard, to the
length oftime 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 con-
stitute capital assets) are required to be
treated as losses under section 117 from'
the sale or exchange of capital assets,
even though such securities are not ac-
tually sold or exchanged.*

§ 19.117-2 Percentage of capital gain
or loss taken into account: Net loss carry-
over.

(a) General. In computing the net
income of a taxpayer, other than a cor-
poration, the amount of the gain or loss,
computed under section 111. and recog-
nized 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 perio;" for which the
asset was held. For instance, if unim-
proved real estate purchased by an in-

- dividual for $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.

(b) Limitation on capital losses. For
any taxable year beginning after Decem-
ber 31, 1938, and before January 1, 1940,
paragraph (1) of section 117 (d), prior
to its amendment, provides for a limita-
tion on deductions for capital losses sus-
tained by corporations, that is, losses
from sales or exchanges of capital assets
shall be allowed as deductions only to
the extent of $2,000 plus the gains from
such sales or exchanges. However, in
the case of certain banks or trust com-
panies, this limitation is subject to the
modification provided in such paragraph
(1). For any such taxable year, para-

graph (2) of section 117 (d), prior to its
amendment, provides for a limitation on
deductions for short-term capital losses
sustained by taxpayers other than cor-
porations, that is, losses from sales or
exchanges of capital assets held for 18
months or less shall be allowed 'as de-
ductions only to the extentof thegains
from sales or exchanges of capital assets
held for 18 months or less.

For any taxable year beginning after
December 31, 1939, there is, under section
117 (d), as amended, no distinction be-
tween corporations and taxpayers other
than corporations insofar as limitations
on capital losses are concerned. In the
case of both classes of taxpayers, losses
from sales or exchanges of capital assets
held for more tian 18 months shall be
allowed as deductions, but losses from
sales or exchanges of capital assets held
for 18 months or less shall be allowed as
deductions only to the extent of the gains
from sales or ekchanges of capital assets
held for 18 months or less. Furthermore,
there is, for any such taxable year, no
distinction between banks or trust com-
panies and other corporations. Foreign
personal holding companies and personal
holding companies are not entitled, in
computing their Supplement P net in-
come and subchapter A met income, re-
spectively, to the benefits of section 117
(d), as amended. See sections 19.336-1
and 19.505-1.

(c) Net short-term loss carry-over.
Any taxpayer sustaining, in any taxable
year (beginning after December 31, 1937,
in the case of a taxpayer other than a
corporation, or beginning after Decem-
ber 31, 1939, in the case of 2, corporation)
,a net short-term capital loss may, under
section 117 (e), as amended, carry over
such loss, in an amount not in excess of
the net income for such year (the year
in which the loss is sustained), to the
next succeeding taxable yeax 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 suc-
ceeding 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 mc not be in-
eluded in computing a new net short-
term capital loss which cAtn be carried
over to the second succeeding taxable
year. Foreign personal holding com-
panies and personal holding companies
are not entitled, in computing their Sup-
plement P net income and subchapter A
net income, respectively, to the benefits
of section 117 (e), as amended. See sec-
tions 19.336-1 and 19.505-1.

The practical op6ration of the provi-
sions of this section may be illustrated
by the following examples:

Example (1). During the taxable year
1939, 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 assets as follows:

Short-term Capital Gains and Losses

o Amount
Z taken Into
" account

Asset

Oorporation
stock .......r ......... $10,000 18 10 ...... $10,000C orpo ration
bonds ---------- $4,000 ....... 1 100$1,000

Governmont
bonds ----- 3,000 ....... 10 100 3, 00O

Short-term cap-
ital lo"s taken
into aeeount .......-...........-.... ...... 10,000

8hort-term cap-
Italgalntaken
into account-. ......------ 7, 000

Not short-term
capital loss ...-.......................... 3,000

Long-term Capital Gains and Losses

-do Amount
taou into

5~am~ount

Asset otO

Corporation stck..- $IZ 000 19 W;5 . $, 000
Corporation bonds ........ 0,000 400 3, ow
Government bonds. $1, 000 ....... 2 $ 0 0
Real estate --------- 0,000 ....... 23 1W6 000

Long-term capital
loss taken into
account------- .....-- ..-.......... 0
gain taken ito
a c c o u n t . . .. .- -- 0 ,

Not long-term
capital loss --------------................. 4

Computation ol Net Income
Ordinary net income ------------- $6, 000
Short-term capital' gains ------------ 7,000
Long-term capital gains ------------ 0,600

Total -------------.-------- lO, 600
Deduct:

Short-term capital losg (to
extent of short-term cap-
ital gains) ------------- $7, 000

Long-term capital loss- 11,000
18,000

Net income ......... ------------- 1,600

Example (2). For the taxable year
1940 the same individual as In example
(1) has ordinary net Income (net Income
other than gains or losses from sales or
exchanges of capital assets) of $6,000;
short-term capital gains of $5,500, alld
short-term capital lossof $5,000. HIs
long-term capital gains and losses to be
taken into account in computing net in-
come consist of the following: Long-term
capital gains, $7,OOQ; long-term capital
losses, $6,000. His net income is com-
puted as follows:
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Ordinary net income --------- $ , 000
Short-term capital gains ........ ------- 5.500
Long-term capital gains ----------- 7,000

Total --------- 18,500
Deduct:

Short-term capital loss:
(1) Realized during tax-

able year- (subject
to section 117 (d) ) - $5, 000

(2) Net short-term capi-
tal loss carry-over
(not in excess of
net income for 1939.
$1,500), but not to
exceed excess of
short-term capital
gains over short-
term capital losses
for 1940 ----------- 500

Long-term capital loss --- 6,000
-- 11,500

Net income ------------------- 7,000
Net short-term capital.loss carry-over

to 191 ------------------- None

§ 19.117-3 Alternative tax in case of
net long-term capital gain or loss. In
the case of a net long-term capital gain
of a taxpayer other than a corporation,
section 117 (c) (1) imposes an alterna-
tive tax in lieu of the tax imposed by
sections 11 and 12, if and only if such
alternative tax is less than the tax im-
posed by sections 11 and 12. This alter-
native tax is the sum of (1) a partial
tax, computed at the rates provided by
sections 11 and 12, on the net income of
the taxpayer, excluding therefrom for
this pufpose the amount of such net
long-term capital gain, plus (2) 30 per-
cent of the net long-term capital gain.

Ii the case of a net long-term cap-
ital loss of a taxpayer other than a
corporation, an alternative tax is im-
posed in lieu of the tax imposed by sec-
tions 11 and 12, if and only if such tax
is greater than the tax imposed by sec-
lions 11 and 12. This alternative tax is
the excess of (1), a tax, at the rates pro-
vided by sections 11 and 12, on the net
income of the taxpayer, but excluding
from the computation of such net in-
come, the amount of the net long-term
capital loss over (2) 30 percent of the
net long-term capital loss.

The following examples will illus-
trate the practical operation of the pro-
visions of this section:

Example (1). Suppose that A, an in-
dividual, has for the calendar year 1939
an ordinary net income of $100,000, none
of which consists of interest on the obli-
gations of the United States or its in-
strumentalities. He is entitled to a
personal exemption of $2,500 and to no
credit for dependents, and his earned
net income 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. Suppose, also, that A has no
losses from the sale or exchange of cap-
ital 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 computed as follows:
Tax Undcr Sections 11 and 12

Ordinary net income._ --------- $100,000
Capital gains:

66% percent of $45.000.._ 30. O00
50 percent of $40.000. 20,0oo

-50,000

Total net incomec........ 150,000
Less credit for personal exemption. 2, GOD

Surtax net income ---- 147, 00
Les 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. &3
Surtax on $147,500 .............. 57, '0

Total tax ---------------- 3,438
Alternative Tax Under Section 117 (c)

(1)
Net income ----------------- -- ; $11O,0o
Less net long-term capital gain=.. 50,000

Ordinary net income --------- --- 1 000
Less credit for personal exemption 2, COD

Surtax net income ------- ...---- 97, U00
Less earned income credit (10 per-

cent of $3,000) ----------------- 300

Income subject to normal tax-.... 97, 200

Normal tax (4 percent of e97,200)_ 3.833
Surtax on $97,500 -------------- 23, 023

Partial tax under section 11 and
12 on $100.000 --------- -.----- 32.513

Plus 30 percent of 50,000 ...... 15,000

Total alternative tax ..------- 7,513
Examplc (2). Suppose that in exam-

ple (1) the facts with respect to net in-
come and credits are the same, except
that the taxpayer has for the calendar
year 1939 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 capital as-
sets. 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. O0
Less net long-term capital lozs (&o

percent of $100.000) . . .000

Net income subject to tax_ -_.. - .1C0,0
Less credit for personal exemption_.. '2. 0

Surtax Let income ------------ 147, 00
Less earned income credit (10 per-

cent of $3,000) ---------.---- 300

Net income subject to normal tax._ 147200

Normal tax (4 percent of $147,200)_ 0. E8
Surtax on $14&,500 ............ 07, 000

Total tax ..----------- ---- C3,438
Alternative Tax Undcr Section 117 (c)

(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_. 2,0 O0
Surtax net income -..-......... 197,0 0o

Les- earned income credit (10 per-
cEnt of $3,000) -..--- $300

Income subject to norm:l tax---_ 197,200

Normal tax (4 percent of $197,200). 7,833
Surtax on $197,500. ------- 87. 500

Partial tax under cections 11 and
12 on $200,009 95,383

L-ss 00 percent of $59.000-..... 15,000

Alternative tax---- -- 80,333

§19.117-4 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 securities
in a corporation a party to a reorganiza-
tion received pursuant to a plan of reor-
ganization in exchange solely for stock
or securities in another corporation a
party to the reorganization, the period
for which the stock or securities ex-
changed were held by the tqxpayer must
be included In the period for which the
stock or securities received on the ex-
change 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 property
was held by the donor must be included
In the period for which the property was
held by the taxpayer. In the case of
stock or securities the acquisition of
which resulted In the nondeductibility
(under section 118 of the Internal Rev-
enue Code or under section 118 of the
Revenue Act of 1923, 1932, 1934, 1936, or
1938) of the loss from the sale or other
disposition of substantially identical
stock or securities, the period for which
the stock or securities the loss from the
sale or other disposition of which was not
deductible were held must be included in
the period for which the stock or securi-
ties acquired were held by the taxpayer.

The period for which the taxpayer has
held stock, or stock subscription rights,
Issued to him as a dividend shall be de-
termined as thou-gh the stock dividend,
or stock right, as the case may be, were
the stock in respect of which the dividend
was issued if the bass for determining
gain or loss upon the sale or other dis-
position of such stock dividend or stock
right is fixed by the apportioument of
the basis of such old stock.*

§ 19.117-5 Application of section 117
in the case of husband and wife.

(a) Short-term capital gains and
lo1ses. Under the general rule with re-
spect to taking deductions in a joint
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return of husband and wife (see sec-
tion 19.51-1), a deduction which is not
allowable In computing the net income
of one spouse making a separate return
is not allowable in a joint return made
by both spouses. Hence, the limitation
under paragraph (2) of section 117 (d),
prior to its amendment, and section
117 (d), as amended, 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 im-
posed upon the aggregate net income of
both spouses, after giving effect to the'
deductions to which each spouse would
be entitled in a separate return (see
section 19.51-1). The allowance of a
long-term capitalloss is not subject to a
limitation such, as that contained in
paragraph (2) of section 117- (d), prior
to its amendment, or in section 117 (d),
as amended. 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 com-
puted under section 117 . (c) are in lieu
of the tax imposed by sections 11 nd
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 (e) in the case of a joint
return, the determination of the "net
long-term capital 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 sppuses.*

§ 19.117'-6 Gains and losses from
short sales. For income-tax purposes, a
short sale is not deemed to be consum-
mated until delivery of property to cover
the short sale, and the percentage of the
recognized gain or loss to be taken into
account under section 117 (b) from a
short sale shall be computed according
to the period for which the property so
delivered was held. Thus, if a taxpayer
made a short sale of shares of stock and
covered the short sale by purchasing and
delivering shares which he held for not
more than 18 months, 100 percent of the
recognized gain or loss would be taken
into account under section 117 (b), eveh
though he had on hand other shares of
the same stock which he held for more
than 18 months. If, 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%
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 consummated until the- obligation of

the seller created by tha short sale is
finally discharged by delivery of property
to the broker to replace the property
borrowed by the broker.'*

SEC. 118. LOSS FROM WASE SALS OF STOCE
OR SECURITIS.

'(a) In the case of any loss claimed to have
been sustained from any sale or other dis-
position of shares of stock or securities,
where it appears that, within, a period begin-
ning 30 days before the date of such sale or
disposition and ending 30 days after such
date, the taxpayer has acquired (by pur-
chase or by an. exchange upon which the
entire amount of gain or loss was recognized
by law), Dr -has entered into a contract or
option so to acquirg, substantially identical
stock or securities, then no deduction for the
loss shall be allowed under section 23 (e)
(2); nor shall such deduction be allowed
under section 23 (f) unless the claim is made
by a corporation, a dealer in stocks or securi-
ties, 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 op-
tion to acquire) is less than the amount of
stock or securities sold or otherwise disposed
of, then -the particular shares of stock or
securities the, loss from the sale or other
disposition of which is not deductible shall
be determined under rules and regulations
prescribed by the Commisaioner 'with 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 particulan shares of stock
or securities the acquisition of which (or the
contract qr option to acquire which) re-
sulted In the riondeductibllty of the loss
shall be determined under rules and regula-
tions prescribed by. the, Commissioner with
the approval of the Secretary.

§ 19.118-1 Losses from wash sales of
stock or securities.

(a) A taxpayer cannot deduct any
loss claimed to have been sustained from
the sale or other disposition of stock or
securities, if, within a period beginning
30 days before the date of such sale or
disposition and ending 30 days after
such date (referred to in this section as
the 61-day period), he has acquired (by
purchase or by an 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, sub-
stantially identical stock or securities.
However, this prohibition does not ap-
ply (1) in the case of a taxpayer, not a
corporation, if the sale or other disposi-
tion of stock or securities is made in
connection with the taxpayer's trade or
business, or (2) in the case of a cor-
poration, a dealer in stock or securities,
if the sale or other disposition of stock
or securities is made in the ordinary
course of its business as such dealer.
See, section 19.22 (a)-8 as to stock or
securities sold from lots purchased at
different dates or at different prices
where the identity of the lots cannot be
determined and section 19.113 (a)
(10)-1 for the basis for determining gain
or loss Trom the subsequent sale or other
disposition of stock or securities ac-
quixed in connection with wash sales.

(b) Wh6re more than one loss is
claimed to have been sustained within
the taxable y-ear from the sale or other

disposition, of stock or securities, the
provisions of this section shall be ap
plied to the losses in the order In which
the stock or securities the disposition of
which resulted in the respective losses
were disposed of (beginning with the
earliest disposition). If the order of
disposition of stock or securities dis-
posed of at a loss on the same day can-
not be determined, the stock or securl-
-ties will be-considered to have been dis-
posed of In the order in which they wore
originally acquired (beginning with the
earliest acquisition).

(c) Where the amount of stock or
securities acquired within the 61-day
period is less than the amount of stock
or securities sold or otherwise disposed
of, then the particular shares of stock
or securities the loss from the sale or
other disposition of which is not deduct-
ible shall be those with which the stock
or securities acquired are matched In
accordance with the following rule:

The stock or securities acquired will
be matched in accordance with the order
of 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 se-
curities acquired within the 61-day
period is not less than the amount of
stock or securities sold or otherwise ds-
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 earliest acquisition) of the stock or
stcurities 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 section shall be disre-
garded in determining the deductibility
of any other loss.

(f) The word "acquired" as used In
this section means acquired by purchase
or by an exchange upon which the entire
amount of gain or loss was recognized by
law, and comprehends cases where the
taxpayer has entered into a contract or
option within the 61-day period to ac-
quire by purchase or by such an
exchange.

Example, (1). A, whose taxable year
is the-calendar year, on Dbcember 1,
1938, purchased 100 shares of common
stock in. the M Company for $10,000 and
on December 15, 1938, purchased 100 ad-
ditional shares for $9,000. On January
2, 1939, he sold the 100 shares purchased
on December 1, 1938, for $9,000. Because
of the provision of section 118 no loss
from the sale is allowable as a deduction.
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Exam e (2). A, whose taxable year
is the- calendar year, on September 21,
1938, purchased 100 shares of .the com-
mon stock of the M Company for $5,000.
On December 21, 1938, he purchased 50
shares of substantially identical stock for
$2,75D, and on December 26,1938, he pur-
chased 25 additional shares of such stock
for $1,125. On January 2, 1939, he sold
for $4,000 the 100 shares purchased on
September 21, 1938. There is an indi-
cated loss of 1,000 on the sale of the 100
shares. Since within the 61-day period
A purchased 75 shares of substantially
identical stock, the loss on the sale of
75 of the shares ($3,750-$3,000, or $750)
is not allowable as a deduction because
of the provisions of section 118. The loss
on the sale of the remaining 25 shares
($1,250-$1,000, or $250) is deductible
subject to the limitations provided in
sections 24 (b) and 117. The basis of
the 50 shares purchased December 21,
1938, the acquisition of which resulted in
the nondeductibility of the loss ($500)
sustained on 50 of the 100 shares sold on
January 2, 1939, is $2,500 (the cost of 50
of the shares sold on January 2, 1939),
Vlus $750 (the difference between the pur-
chase price of the 50 shares acquired on
December 21, 1938 ($2,750) and the sell-
ingdprice of 50 of the shares sold on Jan-
uary 2, 1939 ($2,000)), or $3,250. Sim-
ilarly the basis of the 25 shares pur-
chased on December 26, 1938. the acqui-
sition of which resulted in the nonde-
ductibility of the loss ($250) sustained on
25 of the shares sold on January 2, 1939,
is $1,250 plus $125, or $1,375. (See sec-
tion 19.113 -(a) (10)-l.)

Example (3). -A, whose taxable year
is the calendar year, on September 15,
-1937, purchased 100 shares of the stock
of the M Company for $5,000. He sold
these shares on February 1, 1939, for
-$4,000. On each of the four days from
February 15, 1939, to February 18, 1939,
he purchased 50 shares of substantially
identical stock for $2,000. There is an
indicated loss of $1,000 from the sale of
the 100 shares on February 1, 1939, but
since within the 61-day period A pur-
chased not less than 100 shares of sub-
stantiaIly identical stock, the loss is not
deductible. The particular shares of
stock the purchase of which resulted in
the nondeductibility of- the loss are the
first 100 shares purchased within such
period, that is, the 50 shares purchased
on February 15, 1939, and the 50 shares
purchased on February 16, 1939. In de-
-termining the period for which the 50

shares purchased on February 15, 1939,
and-the 50 shares purchased on Febru-
ary 16, 1939, were held, there is to be
included the period for which the 100
shares purchased on September 15, 1937.
and sold on February 1, 1939, were held.*

SEC. 119. M.o E m-om sOuRCEs wrrnn
UN=TED STATES.

(a) Gross income from sources in United
States. The following items of gross income
shall be treated as income from sources
within the United States:

No. 23- 7

(1) Intrest. Intercot from the United
States, any Territory, any political cubdi-
vision of a TenritoM, or the District of
Columbia, and Interest on bond-, notc3. or
other interest-bearina obligation, of reel-
dents, corporate or otherwise, not Including-

(A) Interest on depo"s with persons car-
rying on the banking busincs paid to per-
sons not engaged in busincss within the
United States and not having an oMca or
place of business therein, or

(B) interest received frm a rczldcnt allen
individual, a resident foreign corporation, or
a domestic corporation, when It is rhown to
the satisfaction of the Comm~-lioner that
less than 20 per centum of the grc=s income
of such resident payor or domestic corpora-
tion has been derived from cources 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 payer preceding the payment
of such interest, or for such part of such
period as may be applcable, or

(C) income derived by a foreign central
bank of issue from ban:er.' 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 Cross in-
come Is shown to the atirfaction of the
Commissioner to have been derived from
sources within the United State-. as de-termined under the urav isina of this ee-

specified In subsection (a) of th- section
there rhall b2 deducted the expezns
lo=, and other dsductions properly ap-
portioned or allocatcd thereto and a ratable
Dart of any exp-ses, lo-sss, or other dedut.
tions which can not definitely be allocated
to come Item or cla of gross income. The
remainder, If any, sh-M be includsd In full
as net Income from rourcs within the
United State.

(c) Gros inrome from source-- withut 
United States. The following items of gros
Income shall be treated as income from
cource. without the United States:

(1) Interest other than that derived from
sources within the United Statcs as pro-
vided in subscction (a) (1) of this section;

(2) Dividends other than those derived
from cources within the United States as
provided in sub. ection (a) (2) of this sec-
tion:

(3) Compensation for labor or personal
services performed without the United
States;

(4) Rentals or royalties from property o-
cated withouf the United States or from
any Intren. in such property, Including ren-
tals or royalties for the use of or for the
prIviele of usng -without tha United State-s,
patents, copyright, scret proceses and for-
mulas. Good will, trade-mark, trade brands,
franchl=, and other Me proprties; and

(5) Gains. profits, and income from the
cale of real property Iccatcd without the
United Statea.

tion for the three-year period ending with (d) Met' income from 5s0 5z ulthout
the close of the taxable year of such coxpo- United States. From the items of gross in-
ration preceding the declaration of such come specliled In ubsection (c) of this see-
dividends (or for such part of such period tion there shall be deducted the expenzes,
as the corporation has been in existence), or lo=e, and other deductions properly op-

(B) from a foreign corporation unless le- portioned or allocted thereto, and a ratable
than 50 per centum of the gros Income of part of any expanes, losses, or other deduc-
such foreign corporation for the thre-year lons which can not dfilnitely be alIocated
period ending with the close of its taxable to come Item or clas of grcs income. The
year preceding the declaration of uch dlvi- remalnder, if any, shall be treated in full as
dends (or for such part of such period s net Income from sources without the United
the corporation has been In exitence) was States.
derived from sources within the United (e) Income from sources partly within
States as determined under the provslion and aratly wit out United States. Items
of this section; but only in an amount of gros Income, expenses, losses and deduc-
which bears the came ratio to such dividends fons other t thoe spesd in subsec-
as the grozs income of the corporation for ons e ( a a) ths ectIn shall btionz (a) and (c) of this aeton, sbl be
such period derived from sources within the allccated or apportioned to sources within or
United States bears to Its grom income from without the United States, under rules and
all sources; but dividends from a foreign rc-ulatona prescribed by the Commissioner
corporation shall, for the purpose of t- h the approval of the Secretary. Where
tion 131 (relating to foreign tax credit), be wems of gros om ae Serey allo-
treated as income from sources without the Items of grce income are nprtel y ate-cated to ccwcc witthin the United States,
United States; there shall b2 deducted (for the purpoze of

(3) Personal serices. Compensationnl for computing the net income therefrom) the
labor or personal rvices performed In the expenss. los-.s, and other deductions prop-
JUnited States, but in the case of a nonrest- crly apportioned or allocated thereto and a
dent alien Individual temporarily present in ratable part of oth= expens.s, lccses or
the United States for a period or pzriods other deductions which can not definitely be
not exceeding a total of ninety days during allocated to some Item or class of gross In-
the taxable year, compensation received by come. The remainder, if any, shall be in-
such an individual (If such compensatlon eluded in full as net income from sources
doos not exceed W3,000 in the aggregate) for within the United States. In the case of
labor or services performed as an employee gros Income derived from sources partly
of or under a contract with a nonrident within and partly without the United States,
alien, foreign partnership, or foreign cor- the net Income may first be computed by
poration not engaged In trade or busine_ deducting the expenses, lzsss, or othear de-
within the United States. all not b ductlons apportioned or allocated thereto
deemed to be income from sources within and a ratable part of any expens es, losses, or
the United States; other deductions which can not definitely

(4) Rentals and royalties. Rentals or roy- te allccated to come items or '-- of gross
alties from property located in the United income; and the portion of such net income
States or from any interest In such prop- attributable to sources within the United
erty, including rentals or royalties for the States may be determined by procezes or
use of or for the privilege of using in the formul- of general apportionment pre-
United States, patents, copyri3ght, cecret scrlbd by the Comml ioner with the ap-
processes and formulas, good will, trade- Proval of the Secre.tary Gains, profits, ad
marks, trade brands, franchi, and other incame from-
like property; and (1) trans-partation or other services ren-

(5) Sale of cal propitrJ. Gains,. profit, dered partly within and partly withcut the
and income from the cale of real property United States, or
located in the United States. (2) from the sale of personal property pro-

(6) Sale of personal property. For Ca , duc-d (in whole or In part) by the toayer
profits, and Income from the solo of par- within and sold without the United Slates,
sonal property, see subsection (e). or produced (in whole or In part) by the t-

(b) Net income from cources in United payer without and sold within the United
States. 11rom the itcms of gross income Statcs,
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shall be treated as derived partly from
sources within and partly from sources with-
ou 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, shaU be treated as de-
rived 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 within
the United States shafl be treated as derived
partly from sources within and partly from
sources without the United States.

(f) Definitons. As used in this section the
words "sale" or "sold" include "exchange"
or "exchanged"; and the word "produced"
includes "created", "fabricated", "manu-
factured", "extracted", "processed", "cured",
or "aged".

§ 19.119-1 Income from sources with-
in the United States. Nonresident alien
individuals, foreign corporations, and
citizens of the United States or domestic
corporations entitled to the benefits of
section 251 are taxable only upon income
from sources within the United States.
Citizens of the United States and do-
mestic corporations entitled to the bene-
fits of section 251 are, however, taxable
upon income received within the United
States, whether derived from sources
within or without the United States.
(See sections 212 (a), 231 (c), and 251.)

The Internal Revenue Code divides the
income of such taxpayers into three
classes:

(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
sou.rces without the United States.

The taxable income from sources
within the United States includes that
derived in full from sources within the
United States and that portion of the
income which is derived partly from
sources within and partly from sources
without the United States which is allo-
cated or apportioned to sources within
the United States.*

§ 19:119-2 Interest. There shall be
included in the gross income from
sources within the United States, of non-
resident alien individuals; foreign cor-
porations, and citizens of the United
States or domestic corporations which
are entitled to the benefits of section 251,
all interest received or accrued, as the
case may be, from the-United States, any
Territory, any political subdivision of a
Territory, or the. District of Columbia,
and interest on bonds, notes, or other
interest-bearing obligations of residents
of the United States, whether corporate
or otherwise, except:

(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
citizens 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 resident
alien individual, a resident foreign cor-
poration, or a domestic corporation,
when it is shown to the satisfaction of
the Commissioner that less than 20 per-
cent of the gross income of such resident
payor or domestic corporation has been
derived from sources within the United
States (as determined under the provi
sions of section 119)\ for the 3-year pe-
riod-ending with the close of the taxable
year of the payor which precedes the
payment of such interest, or for such
part of that period as may ba applicable;
and

(c) Income derived by a foreign cen-
tral bank of issue from bankers' accept-
ances. A foreign central bank of issue
means a bank which is by law or gov-
ernmentr sanction the principal authority
(other than the government itself) issu-
ing 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 in
paragraph (a), (b), or (c) of this sec-
tion shall file with his return a state-
ment setting forth the amount of such
income and such information as may be
necessary to show that the income is of
the type specified in those paragraphs.

Interest received from the United
States by a foreign, corporation 6r a non-
resident alien on a refund of Federal
income taxes is taxable as income from
sources within the United States.

As to the inclusion in gross income of
items received in the United States even
though representing income from sources
without the United States, in the case
of citizens of the United States and do-
mestic corporations entitled to the bene-
fits of section 251, see section 19.251-2.0

§ 19.119-3 Dividends. -Gross Income
from sources within the United'States
includes dividends, as defined' by section
115:

(a) From a domestic corporation
other than one entitled to the benefits
of sectioni 251, and other than a corpora-
tion less than 20 percent of the gross
income of which is shown to the satis-
faction of the Commissioner to have
been oderived from sources within the
United States, as determined under the
provisions of section 119, for the 3-year
period ending with the close of the tax-
able year of such corporation preceding
the declaration of such dividends (or for
such part of such period as the corpora-
tion has been in existence); or

(b) From a foreign corporation un-
less less than 50 percent of its gross In-
come for the 3-year period ending with
the close of its taxable year preceding
the declarationof 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 gross Income of
the corporation for such period derived
from sources within the United States
bears to its gross income from all sources.
However, for the purposes of section 131,
relating to credits for- taxes of foreign
countries and possessions of the United
States, dividends from a foreign corpora-
tion shall be treated as Income from
sources without the United States.

Dividends will be treated as income
from sources within the United States
(except for the purposes of section 131)
unless the taxpayer submits suficlent
data to establish to the satisfaction of
the Commissioner that they should be
excluded from grots incone under para-
graph (a) or (b) of this section, (See
also section 116 (f))*

§ 19.119-4 Compensation for labor or
personal services. Except as provided In
section 119 (a) (3), gross income from
sources within the United States Includes
compensation for labor or personal serv-
ices performed within the United States
regardless of the residence of the payor,
of the place In which the contract for
service was made, or of the place of pay-
ment. If a specific amount is paid for
labor or personal services performed In
the United States, such amount (if In-
come from sources within the United
States) shall be Included in the gross
income. If no accurate allocation or
segregation of compensation for labor or
personal services performed In the United
States can be made, or when such labor
or service is performed partly within and
partly without the United States, the
amount to be included In the gross In-
come shall be determined by an appor-
tionment on the time basis, i. e., there
shall be included In the gross Income an
amount which bears the same relation to
the total compensation as the number of
days of performance of the labor or
services within the United States bears
to the total number of days of perform-
ance of labor or services for which the
payment is iiade. 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 lien seaman earned on a coastwiso
vessel are to be regarded as from sources
within the United 9tates.*

§19.119-5 Rentals and royalties.
Gross income from sources within the
United States Includes rentals or royal-
ties from property located within the
United States or from any interest In
such property, including rentals or roy-
alties for the use of or the privilege of
using in the United States, patents, copy-
rights, secret processes and formulas,
good will, trade-marks, trade brands,
franchises, and other like property. The
Income arising from the rental of prop-
erty, whether tangible or intangible, lo-
cated within the United States, or from
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the use of property, whether tangible or
intangible, within the United States, is
'from sources within the United States.*

§19.119-6 Sale of real pro perty.
Gross income from sources within the
United States includes gain, computed
under the provisions of sections 11i to
113, inclusive, derived from the sale or
-other disposition of real property located
in the United States. For the tredtment
of capital gains and losses, -see section
11 7 .,

§19.119-7 Income from s o u r c e s
without the United States. Grosa in-
come from sources 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 derived
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 section 19.119-4);

(4) Rentals or royalties derived from
property, without the United States or
from any interest in such property, in-
cluding rentals or royalties for the use of
or for the pivilegeo of using without the
United States, patents, copyrights, secret
processes and formulas, good will, trade-
marks, trade brands, franchises, and
other lie property (see section 19.119-
5); and

(5) Gain derived from the sale of real
property located without the United
States (see sections 111 to 113, inclu-
sive).-

§ 19.119-3 Sale of personal property.
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
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 "country,"
within the meaning of this section, sep-
arateland 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 de-
rived entirely from within a possession of
the Unitbd States. The word "sold" in-
cludes "exchanged." The "country in
which sold" ordinarily means the place
where the -property is marketed. This
section does not'apply to income from the
sale of personal property produced (in
whole or in part) by the taxpayer vkthin
and sold without the United States or
produced (in whole or in part) by the
taxpayer without and sold within the
United States. (See section 19.119-12.) *

§ 19.119-9 Deductfons in general. The
deductions provided for in chapter 1 dhgll
be allowed to nonresident alien Individ-
uals and foreign corporations engaged in
trade orbusiness within the United States
or having an office or place of busines3
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 sections 213,
215, 232, 233, and 251.*

, § 19.119-10 Apportionment of dcduc-
tions. From the Items specified in sec-
tions 19.119-1 to 19.119-6, inclusive, as
being derived specifically from ources
within the United States there shall be
deducted the expenses, lossez, and other
deductions properly apportioned-or allo-
cated thereto and a ratable part of any
other expenses, losses, or deductions
which cannot definitely be allocated to
some item or class of gross income. The
remainder shall be included In full as net
income from sources within the United
States. The ratable part is based upon
the ratio of gross income from sources
within the United States to the total
gross income.

Example. A nonresident alien 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 gros
income from all sources for 1939 of $160,-
000, including therein:
Interest on bonds of a domestic cor-

poration ....---------------- ---- Cc00
Dividends on stock of a domcatic car-

poraton........... 4,00
Royalty for the use of patents within

the United States-__ _ _- 12, 000
Gain from saole of real property located

within the United Stat-.... I1. coo
Total_ ........... ,OO

that is, one-fifth of the total gross income
was from sources within the United
States. The remainder of the gross in-
come was from sources without the
United States, determined under sec-
tion 19.119-7.

The expenses of the taxpayer for the
year amounted to $78,000. Of these ex-
penses the amount of $8,000 Is prop-
erly allocated to income from sources
within the United States and the amount
of $40,000 is properly allocated to in-
come from gources 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, shal be de-
ducted in computing net income from
sources within the United States. Thus,
there are deducted from the $36,000 of
gross income from sources within the
United States expenses amounting to
$14,000 (representing $8,000 properly ap-
portioned to the income from sources
within the United States and $6,000, a
ratable part (one-flfth) of the expenses
which could not be allocated to any Item

or class of grc-s income). The remain-
der, $22,000, is the net income from
sources within the United States. ='

§19.119-11 Other income from
smurces within the United States. Items
of gross income other than those speci-
fled in section 119 (a) and (c) shall Le
allocated or apportioned to sources with-
in or without the United States, as pr-
vided in ,ect!owl9 (e).

The income derived from the owner-
ship or operation of any farm, mine, oil
or gas well, other natural deposit, or
timbar, 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
Commiss-oner that due to the peculiar
condiltions of production and sale in a
specific ca3e or for other reasons all of
such grczs income should not be allo-
cated to sources within the United
States, an apportionment thereof to
Sources within the United States and to
sourc without the United States shall
be made as provided in section 19.119-12.

Where items of gross income are sep-
arately allocated to sources within the
United States, there shall be deducted
therefrom, in computing net income, the
expenses, losses, and other deductions
properly apportioned or allocated there-
to and a ratable part of other expenses,
losses, or other deductions which can-
not definitely be allocated to some item
or class of gross income.0

§ 19.119-12 Income from the sale*of
Personal Property derired from sources
partly within and partly without the
United States. Items of gross income
not allocated by sections 19.119-1 to
19.119-8. inclusive, or section 19119-11,
to sources within or without the United
States Jqml (unless unmistakably from
a source within or a source without the
United States) be treated as derived
from sources partly within and pertly
without the United States. Such in-
come 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 foregn country, and (B) in-
come derived from sources partly within
the United States and partly within a
posEsslon 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 with-
in the United States shall be determined
according to the following rules and
cases:

Personal propertyz produced and sold.
Grozs Income derived from the sale of
perzonal property produced (in whole
or In Part) by the taxpayer within the
United States and sold within a foreign
country, or produced Un whole or in
pert) by the taxpayer within a foreign
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country and sold within the United
States shall be treated as derived partly
from sources within the United States
and partly from sources within a foreign
country under one of the cases set forth
below. As used herein the word "pro-
duced" includes created, fabricated, man-
ufactured, extracted, processed, cured, or
aged.

Case 1 A. Where the manufacturer or
producer regularly sells part of his out-
put to wholly independent distributors
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 pro-
duction price has been otherwise estab-
lished-unaffected by considerations of
tax liability, and the selling or distribut-
ing branch or department of the business
is located in a different country from
that in which the factory is located or
the production carried on, the net in-
come attributable to sources within the
United States shall be computed by an
accounting which treats the products as
sold by the factory or productive depart-
ment of the business to the distributing

'or selling department at the independent
factory price so established. In all such
cases the basis of the accounting shall
be fully - explained in a statement at-
tached 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 de-
rived from the sale of personal prop-
erty produced (in whole or in part) by
the taxpayer within the United States
and sold within a foreign country or
produced (in whole or in part) by the
taxpayer within a foreign country and
sold within the United States, the ex-
penses, losses, or other deductions prop-
erly 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 accordance with
the value of the taxpayer's property
within the United States and within the
foreign country, the portion attributable
to sources within the United States being
determined by multiplying such one-half
by a fraction the numerator 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 withift
the United States and within the foreign
country, the portion attributable to
sources within the United States being
determined by multiplying such one-half
by a fraction the numerator of which
consists of the taxpayer's gross sales -for
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the taxable year or period within the
United States, and the denominator of
which consists of the taxpayer's gross
sales for the taxable year or period both
within the United States and within the
foreign country. The term "gross sales
of the taxpayer within the United
Stdtes" means the gross sales made dur-
ing the taxable year which were princi-
pally secured, negotiated, or effected by
employees, agents, offices, or branches
of the taxpayer's business resident or
located in the United States. The term
"gross sales" as used in this paragraph
refers only to the tales of personal prop-
erty produced (in whole or in part) by
the taxpayer within the-United States
and sold within a foreign country or
produced (in whole or in part) by-the
taxpayer within a foreign country and
sold within the United States, and the
term "property" includes only the prop-
erty held or used to produce income
which is derived from such sales. Such
property should be taken at its actual
value, which in the case of property val-
ued or appraised for purposes of in-
ventory, 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 employed. The average value of,
property as above prescribed at the be-
ginning and end of the taxable year or
period ordinarily 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
average shall be determined upon a
monthly or daily basis. Bills and ac-
counts receivable shall (unless satisfac-
tory reason for a-different treatment is
shown) be assigned or alldcated 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 permission"
to base the return upon the taxpayer's
books of account will be considered by
the Commissioner in th6 case of any
taxpayer who, in good faith and unaf-
fected by considerations of tax liability,
regularly employs in his books of ac-
count a detailed allocation of receipts
and expenditures which reflects more
clearly than the, processes or formulas
herein' prescribed, the income derived
from sources within the United States.

, B. The portion of such income derived
from sources partly within the United
States and partly within a possession of
the United States which is attributable
to sources within the United States shalr
be determined according to the following
rules and cases:

Personal property -'roduced and sold.
Gross income derived from the sale of

personal property produced (in whole or
in part) by the taxpayer within the
United States and sold within a posses-
sion of the United States, or produced
(in whole or in part) by the taxpayer
within a possession of the United States
and sold within the United States shall
be treated as derived partly from sources
within the United States and partly from
sources within a possession of the United
States under one of the cases sob forth
below. As used herein the word "pro-
duced" includes created, fabricated,
manufactured, extracted, processed,_
cured, or aged.

Case 1 B. Same as case 1 A.
Case 2 B. Where an independent fao-

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 de-
rived from the sale of personal property
produced (in whole or in part) by the
taxpayer within the United States and
sold within a possession of the United
States, or produced (in whole o., in part)
by the taxpayer within a possession of
the United States and sold within the
United States, the expenses, losses, or
other deductions properly apportioned or
allocated thereto and a ratable part of
any expenses, losses, or other deductions
which cannot definitely be allocated to
some item or class of grogs Income. of
the amount of net income so determined,
one-half-shall be apportioned in accord-
ance with the value of the taxpayer's
property within the United States and
within the possession of the United
States, the portion attributable to sources
within the United States being deter-
mined by multiplying such one-half by
a fraction the numerator of which con-
sists of the value of the taxpayer's prop-
drty within the United States, and the
denominator of which consists of the
value of the taxpayer's property both
within the United Stated and within the
possession of the United States. The re-
maining one-half of such net income
shall be apportioned in accordance with
the total business of the taxpayer within
the United States and within the posses-
sion of the United States, the portion at-
tributable to sources within the United
States being determined by multiplying
such one-half by a fraction the numera-
tor of which consists of the amount of
the taxpayer's business for the taxable
year or period within the United States,
and the denominator of which consists of
the amount of the taxpayer's business for
the taxable year or period both within the
United States and within the possession
of the United States. The "business of
the taxpayer" as that terni is used In this
paragraph shall be measured by the
amounts which the taxpayer paid out
during the taxable year or period for
wages, salaries, and other compensation
of employees and for the purchase of
goods, materials, and supplies consumed
in the regular course of business, plus
the amounts received durlnk the taxable
year or period from gross sales, such ox-
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penses, purchases, and gross sales being
limited to those attributable to the pro-
duction (in whole or in part) of personal
property within the United States arid
its sale within a possession of the United
States or to the production (in whole or
in part) of personal property within a
possession of the United States and its
sale within the United States. The term
'"property" as used in this paragraph in-
eludes only the property."held or used to
produce income which is derived from
such sales.

Case 3 B. Same as case 3 A.
Personal property purchased and sold.

Gross income derived from the purchase
of personal property within a possession
of the United States and its sale within
the United States shall be treated as
derived partly from sources within the
United States and partly from sources
within a possession of the United States
under one of the following cases:

Case I B. The net income shall first be
computed by deducting from such gross
income the expenses, losses, and other
deductions properly apportioned or allo-
cated thereto and a ratable part of any
expenses, losses, or other deductions
which cannot definitely be allocated to
some item or class of gross income. The
amount of net income so determined
sball be apportioned in accordance with
the total business of the taxpayer within
the United States and within the" posses-
sion of the United States, the portion at-
tributable to sources within the United
States being that percentage of such net
income which the amount of the taxpay-
er's business for the taxable year or
period within the United States bears to
the amount of the taxpayer's business
for the taxable year or period both
within the United States and within the
possession of the United States. The
"business of the taxpayer" as that term
is used in this paragraph shall be meas-
ured by the amounts which the taxpayer
paid out during the taxable year or
period for wages, salaries, and other
compensation of employees and for the
purchase of goods, materials, and sup-
plies sold or consumed in the regular
course of business, plus the amount re-
ceived during the taxable year or period
from gross sales, such expenses, pur-
chases, and gross sales being limited to
those attributable to the purchase of
personal property within a possession of
the UnitedStates and its sale within the
United States.

Case II B. Same as case 3 A.*
§ 19.119-13 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
inc6me 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

revenues therefrom as (a) the sum of
the costs or expenses of such transpor-
tation business carried on by the tax-
payer within the United States and a
reasonable return upon the property 'used
In its transportation business while with-
in the United States bears to (b) the
sum of the total costs or expen es of
such transportation buslness carried on
by the taxpayer and a reasonable return
upon the total property used in such
transportation business. Revenues from
operations incidental to transportation
services (such as the sale of money
orders) shall be apportioned on the sme
basis as direct revenues from transpor-
tation services.

In allocating the total costs or ex-
pepses incurred in such transportation
business, costs or expenses incurred in
connection with that part of the serv-
ices which was wholly rendered in the
United States should be assigned to the
cost of transportation business within
the United States. For example, ex-
penses of loading and unloading in the
United States, rentals, office expemes,
salaries, and wages wholly incurred for
services rendered to the taxpaycr in the
United States belong to this class. Cczts
and expenses incurred in connection
with services rendered partly within and
partly without the United States may
be prorated on a reasonable basts be-
tween such services. For example, ship
wages, charter money, Insurance, and
supplies chargeable to voyage expenses
should ordinarily be prorated for each
voyage on the basis of the proportion
which the number of days the ship was
within the territorial limits of the United
States bears to the total number of
days on the voyage, and fuel consumed
on each voyage may be prorated on the
basis of the proportion which the num-
ber of miles sailed within the territorial
limits of the United States bears to the
total number of miles sailed on the voy-
age. Income, war-profits, and excezs-
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 meas-
ures to the extent to 'which such bor-
rowed capital is the source of the In-
come. For other expenses entering Into
the cost of services, only such expenses
as are allowable deductions under the
Internal Revenue Code should be taken.

The value of the property used hould
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 average
property employed in the transportation
service between points in the United
States and points outs de the United
States during the taxable year. Cur-

rent as-ets should be decreased by cur-
rent liabilities and allocated to services
between the United States and foreign
countries and to other services. The
part allocated to services between the
United States and foreign countries
should be based on the proportion which
the grozs receipts from such services
bear to the groms receipts from all
services. The amount so allocated to
cervices between the United Statez and
foreign countries should be further al-
located to services rendered within the
United States and to services rendered
without the United States. The por-
tion allccable to services rendered
within the United States should be based
on the proportion which the expenses in-
curred within the territorial limits of
the United States bear to the total ex-
pEnzes Incurred in services between the
United States and foreign countries.
For ships the average should be de-
termined 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 *ithin the terri-
torial limits of the United States bears
to the total number of days the ship
was in .ervice during the taxable period.
For other assets employed in the trans-
portation business, the average of the
assets at the L.,Jnning and end of the
taxable period ordinarily may be taken,
but if the average zo obtained does not,
by reason of material changes during
the taxable year, fairly represent the
average for such year either for the as-
s!ts employed in the transportation busi-
ncs in the United States or in total,
the average 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
grozs income as determined in accord-
ance wlth paragraph (1), (a) the ex-
penses of the transportation business
carried on within the United States as
dstermined under paragraph (1), and
(b) the expenses determined in accord-
ance with paragraphs (3) and (4).

(3) Interest and ncome, war-profits,
and execs-profits taxes should be ex-
cluded from the apportionment process,
as explained in paragraph (1); but for
the purpoZe of computing net income
there may be deducted from the gross
income from sources within the United
States, after the amount of such gross
income has been determined, a ratable
part (a) of all interest (deductible under
section 23 (b)), and (b) of all income,
war-profits, and excess-profits taxes
(deductible under section 23 (c) and
(d)), Paid or accrued in respect of the
business of transportation service be-
tween points in the United States and
points outside the United States. Such
ratable part should ordinarily be based
upon the ratio of gross income from
sources within the United States to the
total groms income from such transpor-
tation service.
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(4) If a foreign corporation subject to
this section is also engaged in a business
other than that of providing transporta-
tion service between points in the United
States and points outside the United
States, the costs and expenses (including
taxes) properly apportioned or allocated
to such other business should be excluded
both from the deductions and from the
apportionment process prescribed in
paragraph (1); but, for the purpose of
determining net income, a ratable paxt
of any general expenses, losses, or deduc-
tions, which cannot definitely be al-
located 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 ratio of gross income from
sources within the United States to the
total gross income.

(5) Application for permission to base
the return upon the taxpayer's books of
account will be considered by the Com-
missioner in the case of any taxpayer
subject to this section, who, in good faith
and unaffected by considerations of tax
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) to (4), inclusive, the

.income derived from sources within the
United States.*

i 19.119-14 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
derived from such services shall be deter-
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 received
by the company in the United States with
respect to collect messages originating
without the United States shall be ex-
cluded from gross income.

(2) Net income. In computing net in-
come from sources w4hin 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
direct expenses incurred abroad in the
transmission of messages originating in
the United States (not including any
general overhead expenses or mainte-
nance, repairs, and depreciation of

cables and not including any amount al-
ready deducted4 in computing gross in-
come), (c) depreciation of property
(other than cables) located in the
United States and used in the trade or
business therein, and (d) a proportion-
ate part of the general overhead ex-
penses (not including any items incurred
abroad corresponding to those enumer-
ated in (a), (b), and (c)) and of main-
tenance, repairs, and depreciation of
cables of the entire cable system of the
enterprise based on the ratio which the
number of words originating in the
United 'States bears to the total words
transmitted by the enterprise.*

§-19.119-15 -Computation of income.
If a taxpayer has gross income from
sources within or without the United
States as defined by section 119 (a) or
(c) together with gross incomesderived
partly from sources within and partly
from sources without the Unfted States,
the amounts thereof, together with" the
expenses and investment applicable
thereto, shall be segregated, and the net
income from sources within the United
States shall be separately computed
therefrom.*

SEC. 120. UNLMITED DEDUCIIOn FOR CHR-
ITABLE AND OTHER CONTRIBUTIONS.

In the case of an individual if in the taxa-
ble year and in each of the ten preceding tax-
able years the amount of the contributions
or gifte described in section 23 (o) (or cor-
responding provisions of prior revenue Acts)
plus the amount of income, war-profits, or
excess-profits taxes paid during such year in
respect of preceding taxable years, exceeds
90 per centum of the taxpayer's net income
for each such year, as computed without the
-benefit of the applicable Subsection, then the
15 per centum limit imposed by section 23
(o) shall not be applicable.

SEC. 121. DEDUCTION or Dn=DENDS PAID ON
CERTAIN PREFERRED STOCI OF CERTAIN CORPO-
RATIONS.

In computing the net income of any na-
tional banking association, or of any bank or
trust company organized under the laws of
any State, Territory, possession of the United
States, or the Canal Zone, or of any other
banking corporation engaged in the business
of industrial banking and under the super-
vision of a State banking department or of
the Comptroller of the Currency, or of any
incorporated domestic insurance company,
there shall be allowed as a deduction from
gross income, in addition to deductions other-
wise provided for in this chapter, any divi-
dend (not including any distribution in
liquidation) paid, within the taxable year,
to the United' States or to any instrumen-
tality thereof exempt from Federal income
taxes, on the preferred stock of the corpora-
tion owned by the United States or such in-
strumentality. The amount allowable as a
deduction under this section shall lie de-
ducted from the basic surtax credit otherwise
computed under section 27 (b).

SEC. 211. NET OPERATING LOSSES. (REVENUE
ACT Or 1939.)

(b) The Internal Revenue Code is amended
by inserting after section 121 the following
new section:

"SEc. 122. NET OPERATING LOSS DEDUCTION.

"(a) Definition of net operating loss. &
used in this section, the term 'net operating
loss' means the excess of the deductions al-
lowed by this chapter over the gross income,
with the exceptions and limitations provided
in subsection (d).

"(b) Amount of carrlj-ovcr. The term 'not
operating loss carry-over' means in the ease
of any taxable year the sum of:
. ."(1) The amount, if any, of the not oper-
ating loss for the first preceding taxable
year; and

"(2) The amount of the not operating loss,
if any, for the second preceding taxable year
reduced by the excess, if any, of the not
income (computed with the exceptions and
limitations provided in subsection (d) (1),
(2), (3), and (4)) for the first preceding
taxable year over the net operating loss for
the third preceding taxable year.

"(c) Amount of net operating loss deduc-
tion. The amount of the net operating loss
deduction shall be the amount of the net
operating lqss carry-over reduced by the
amount, if any, by which the net income
(computed with the exceptions and limita-
tions provided in subsection (d) (1), (2),
(a), and (4)) exceeds, in the case of a tax-
payer other than a corporation, the not in-
come (computed without such deduction),
or, In the case of a corporation, the normal-
tax net income (computed without such
deduction),

"(d) Erceptions ana limitations. The ex-
ceptions and limitations referred to In sub-
sections (a),- (b), and (c) shall be as follows.

"(1) 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);

"(2) There shall be included in computing
gross income the amount of Interest received
which is wholly exempt from the taxes Im-
posed by this chapter, decreased by the
amount of interest paid or accrued whlQh iS
not allowed as a deduction by section 23
(b), relating to interest on indebtedness in-
curred or continued to purchase br carry
certain tax-exempt obligations'

"(3) No net operating loss deduction shall
be allowed;

1(4) Long-term capital gains and long-
term capital losses shaU be taken Into ac-
count without regard to the provisions of
section 117 (b). As so computed the amount
deductible on account of long-term capital
losses shall not exceed the amount Includ-
ible on account of the long-term capital
gains, and the amount deductible on account
of short-term capital losses shall not exceed
the amount includible on account of the
short-term capital gains;

"(5) Deductions otherwise allowed by law
not attributable to the operation of a trade
or business regularly carried on by the tax-
payer shall (in the case of a taxpayer other
than a corporation) be allowed only to the
extent of the amount of the gross Income
not derived from such trade or business .
For the purposes of this paragraph deduc-
tions and gross income shall be computed
with the exceptions and limitations specified
in paragraphs (1) to (4) of this subsection.

"(e) No carry-over from year prior to 1939,
As used in this section, the terms 'third pro-
ceding taxable year',. 'second preceding tax-
able year', and 'first preceding taxable year'
do not Include any taxable year beginning
prior to January 1, 1939."

§ 19.11-1 Net operating loss dedvc-
tion.

(a) General. Section 122 provides
the rules for the computation of the not
operating loss deduction allowed by sec-
tion 23 (s). The net operating loss de-
duction is the net operating loss carry-
over reduced by certain adjustments to
prevent the deduction of losses absorbed
by income not taxed. In general, the
net operating loss carry-over Is the sum
of the net operating losses, if any, for
the two preceding taxable years. If
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there is net income (computed as pro-
vided in section 122) in the first preced-
ing taxable year, the net operating loss
for the second preceding taxable year is
reduced to the extent such loss has been
absorbed by such net income.

The net operating loss deduction is
first available in a taxable year begin-
ning after December 31, 1939. Since the
first taxable year from which a net oper-
ating loss may be carried over is one
beginning after December 31, 1938, ordi-
narily the carry-over to a taxable year
beginning after December 31, 1939, and
before January 1, 1941, will be only a
1-year carry-over. The only exception
is in the case of the intervention of more
than one complete taxable period be-
tween December 31, 1938, and the begin-
ning of such taxable year. For the pur-
pose of ascertaining the first, second, or
third preceding taxable year, a frac-
tional part of a, year which is a taxable
year under section 48 (a) is a preceding
*taxable year.

Every taxpayer claiming a net oper-
ating loss deduction for any taxable year
shall file with his return for such year a
concise statement setting forth the
amount of the net operating loss deduc-
tion claimed and all material and per-
tinent facts relative thereto, including a
detailed schedule showing the computa-
tion of the net operating loss deduction.

(b) Steps in computation of net oper-
ating loss deduction. There are three
steps in the ascertainment of the net
operating loss deduction. The first is
the determination of the net operating
loss, if any, for the two preceding taxable
years. The second is the computation
of the net operating loss carry-over. The
third is the conversion of the net operat-
ing loss carry-over into the net operating
loss deduction.*

§ 19.122-2 Computation of net oper-
ating loss in case of corporation. A net
operating loss is sustained by a corpora-
tion in any taxable year if and to the
extent that, for such year, there is an
excess of deductions allowed by chapter
1 over gross income, both computed with
the following exceptions and limitations:

(1) The deduction for depletion shall
not exceed the amount which would be
allowable if computed without reference
to discovery value or to percentage de-
pletion under section 114 (b) (2), .(3),
or (4) ; - -

(2) There shall be included in com-
puting gross income the amount of in-
terest received which is wholly exempt
from the taxes imposed by chapter 1,
decreased by the amount of interest paid
or accrued which is not allowed as a de-
duction by section 23 (b), relating to in-
terest on indebtedness .incurred or con-
tinued to purchase or carry certain tax-
exempt obligations;

(3) No net operating loss deduction
shall be allowed; and

(4) The amount deductible on account
of long-term capital losses shall not ex-

ceed the amount includible on account
of the long-term capital gains, and the
amount deductible on account of short-
term capital losses shall not exceed the
amount Includible on account of the
short-term capital gains.

The application of this section may be
illustrated by the following example:

Example: For the year 1940 the X
Corporation, which makes its income tax
returns on the calendar year basis, has
gross income as defined in section 22 of
$400,000 and deductions allowed by scc-
tion 23 of $600,000, exclusive of any net
operating loss deduction. Included In
gross income are long-term capital gains
of $50,000 and short-term capital gains
of $25,000. Included among the deduc-
tions are long-term capital losses of
$60,000 and short-term capital lozses of
$25,000. The X Corporation also de-
ducted $75,00,0 for depletion on a per-
centage basis. If depletion had been
computed without reference to percent-
age depletion, the amount of such de-
duction would have been $5,000. For
1940 the X Corporation also had $35,000
of wholly tax-exempt interest, and paid
$15,000 in interest on indebtedness in-
curred to carry the obligations from
which such tax-exempt interest was de-
rived.

On the basis of these facts the X Cor-
poration has a net operating los for the
year 1940 of $100,000, computed as fol-
lows: -
(1) Deductions for 1940-- -. $CCO. 00

Less:
(2) Excess of percentage

depletion over cozt
($75.000 minus
5.0-o) ...-------- $70, Oo

(3) Excess of long-term
capital lozzeo over
gains ($60.000 minus
s50.000).......... 10,000

(4) Sum of items (2) and (3).. ,.000

(5) Deductions adjusted as re-
quired by cectlon 1- (d)
(item (1) minuz Item (4))- 520,000

(6) Gross income for
1940 ............ $400,000

(7) Plus tax-exempt In-
terest minus Inter-
est paid ($35,000
minus $15,000)_-_ 20.000

(8) Gross income adjusted as re-
quired by section 122 (d)
(item (6) plus item (7))--- 420,0Z

(9) Net operating loss for 1940
(item (5) mInuz Item (8))-.. 10, 000

§ 19.122-3 Computation of net oper-
ating loss in case of a taxpayer other
than a corporatio-(a) General. A
net operating loss is sustained by a tax-
payer other than a corporation in any
taxable year if and to the extent that,
for such year, there is an excezs of de-
ductions allowed by chapter 1 over gro-
income, both computed with the follow-
ing exceptions and limitations:

(1) The deduction for depletion zhall
not exceed the amount which would be
allowable if computed without reference

to dizeovery value or to percentage de-
pletion under section 114 (b) (2), (3), or
(4) ;

(2) There shall be included in cm-
puting gross; Income the amount of in-
terect received which is wholly exempt,
from the taxes imposed by chapter 1,
decreased by the amount of interest paid
or accrued which is not allowed as a
deduction by section 23 (b), relating to
interest. on indebtedness incurred or
continued to purchase or carry certain
tax-exempt obligations;

(3) No net operating lozs deduction
shall be allowed;

(4) Long-term capital gains and long-
term capital lozses shall be taken into
account without regard to the percent-
age provisions of section 117 (b);

(5) The amount deductible on ac-
count of business long-term and short-
term capital losses shall not exceed the
amount includible on account of the
businezs long-term and short-term cap-
ital gains, respectively, plus an allocable
portion of any non-busines long-term
and short-term capital gains, computed
in accordance with paragraph (c) of
this section;

(6) The amount deductible on ac-
count of non-buziness long-term and
short-term capital losses shall not ex-
ceed the amount Includible on account
of non-business long-term and short-
term capital gains, respectively; and

(7) Ordinary non-business deductions
(i. e., exclusive of capital los ) shall
be allowd only to the extent of the
amount of ordinary non-business gross
income (. e., exclusive of capital gains),
plus the excess, if any, of non-busine.s
long-term and short-term capital gains
over non-buslnez long-term and short-
term capital losss, respectively.

(b) Treatment of net short-term cap-
ital loss carry-orer. Because of the dis-
Unction between business and non-bus-
nesz capital gains and losses, a tax-
payer who has a net short-term capital
loss carry-over from the preceding tax-
able year, includible among his short-
term capital losses for the current taxa-
ble year by virtue of section 117 (e),
must determine how much of such net
s.hort-term capital loss carry-over is a
busines. and how much is a non-busi-
nes short-term capital loss. In order
to make this determination, the taxpayer
must first ascertain what proportion of
the net short-term capital loss for the
preceding taxable year was attributable
to an excess of business short-term cap-
Ital la se3 over business short-term cap-
ital gains for such year, and what pro-
portion was attributable to an excess of
non-businez short-term capital losses
over non-busines short-term capital
gains. The same proportions of the net
short-term capital loss carry-over from
such preceding taxable year shall be
treated as a business short-term capital
loss and a non-business short-term cap-
ital loss, respectively.
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The effect of this paragraph may be
Illustrated by the following examples:

Example (1). Without considering
any short-term capital loss carry-over to
the taxable year 1939, A, an individual,
has the following short-term capital
gains and losses for such taxable year:

Business short-term capital gains of
$1,000 and non-business short-term cap-
ital gains of $500, business short-term
capital losses of $1,600 and non-business
short-term capital losses of $600. A's
net short-term capital loss for the tax-
able year 1939 is $700, computed -as
follows:
Short-term capital losses ($1,600 plus

$600) --------------------------- $2, 20b
Less: Short-term capital gains ($1,000

plus $500) -------------- J -------- 1,800

Net short-term capital loss for
1939 ---------------------- 700

Since the business short-term capital
losses exceeded the business short-term
capital gains by $600 ($1,600 mihus
$1,000), $600 of the $700 net short-term
capital loss is attributable to. such ex-
cess. Similarly, $100 is attributable to
an excess .of non-business short-term
capital losses over non-business short-
term capital gains. Assuming that the
net short-term capital loss carry-over
to 1940 from 1939 is also $700, then the
same amounts will be treated as busi-
ness and non-business short-term cap-
ital losses, respectively, I. e., $600 will be
treated as a business short-term capital
loss and $100 as a non-business short-
term capital loss.

Example (2). Assume the same facts
as In the previous example except that
the net short-term capital loss carry-over
to 1940 from 1939 is only $350, because
of the limitations contained'in section
117 (e). Since six-sevenths ($600) of
the $700 net short-term capital loss for
1939 was attributable to an excess of
business short-term, capital losses over
gains and one-seventh ($100) was at-
tributable to an excess of non-business
shbrt-term capital losses over gains, six-
sevenths, or $300, of the $350 short-
term capital loss carry-over from 1939
to 1940 shall be treated as a business
.hort-term capital loss, and one-seventh,
or $50 shall be treated as a non-business
short-term capital loss. -

(c) Determination of portion of non-
business capital gains available for the
deduction of business capital losses. In
the computation of a net operating loss
a taxpayer other than a corporati6 n
must first use his non-business long-
term and short-term capital gains for
the deduction of his non-business long-
term and short-term capital losses, re-
spectively. See section 19.122-3 (a) (6).
Any amounts not necessary for this
purpose shall then be used for the de-
duction of any excess of ordinary non-
business deductions over ordinary non-
business gross income. See section
19.122-3, (a) (7). The remainders, com-

puted by applying the excess ordinary
non-business deductions proportionately
against the excess long-term and excess
short-term capital gains, shall be treated
as long-term and short-term capital
gains, respectively, and may be used
for the purpose of determining the de-
ductibility of business long-term and
short-term capital losses under section
19.122-3 (a) (5).

Example. A, an individual, has a total
non-business gross income of $20,500,
computed as follows:
Ordinary gross income ----------- $7, 600
Long-term capital gains ---------- 6,000
Short-term capital gains ---------- 7,000

Total gross income ---------- 20,500

He also has total non-business deduc-
tions of $16,000, computed 'as follows:
Ordinary deductions -------------- $9, 000
Long-term capital losses ---------- 2,000
Short-term capital losses ----------- 5,000

Total deductions ------------ 6, 000

In order to determine the portion of
the non-business long-term and short-
term capital gains available for the de-
duction of business long-term and short-
term capital losses there must first be
deducted the amounts of the non-busi-
ness long-term and short-term capital
losses, respectively. It is then found
that the excess long-term capital gains
amount to $4,000 ($6,000 minus $2,000),
and the excess short-term capital gains
to $2,000 ($7,000 minus $5,000). "Since
the ordinary non-business deductions ex-
ceed the ordinary non-business gross
income by $1,500 ($9,000 minus $7,500),
$1,500 of the $4,000 excess long-term
and $2,000 excess short-term capital
gains must be.used to permit the allow-
ance .of such. $1,500 under section
19.122-3 (a) -(7). Two-thirds of the
$1,500 excess of ordinary deductions over
ordinary gross income, i. e., $1,000, will
therefore be deducted from the $4,000 of
excess long-term capital gains, leaving
$3,000 to be added to the business long-
term, capital gains -for the 'urpose of
determining the deductibility of any
business long-term capital losses. Sim-
ilarly, one-third of the $1,500 excess of
ordinary deductions over ordinary gross
income, i. e., $500, will be deducted.
from the $2,000 excess short-term'cap-
ital gains, leaving $1,500 to be added to
the business short-term capital gains for
the purpose of determining the deducti-
bility of any business shorit-term capital
losses.

(d) Illustration of computation of net
operating loss by a taxpayer other than
a corporation. A, an individual who
makes his income tax returns on a cal-
endr year basis, has gross income of
$483,000 and deductions (exclusive of a
net operating loss deduction) of $600,000
for 1940. Included in gross income are
business long-term capital gains (as de-
fined in section 117 (a) (4) of $25,000
(amount of actual gain $50,000) on as-
sets held for more than 24 months,, and

non-business Income of $10,000. In-
cluded among the deductions are a busi-
ness long-term capital loss (as defined In
section 117 (a) (5)) of $40,000 (amount
of actual loss $60,000) on a capital asset
held for 19 months, and deductions in-
curred in transactions not connected
with a trade or business of $12,000. A
has no other Items of Income or deduc-
tions to which section 122 (d) is ap-
plicable.

On the basis of these facts A has a not
operating loss for 1940 of $100,000, com-
puted as follows:

(1) Deductions for 1940, exclusive
of capital losses ($600,000
minus $40,000) ----------- $500, 000

(2) Plus amount of actual capital
loss ($60,000) to extent such
amount does not exceed ac-
tual capital gains ($50,000)-- 60,000

(3) Sum of items (1) and (2).... 010,000
(4) Less excess of npn-buslness de-

ductions over non-business
Income ($12,000 minus
$10,000) ------------------ 2,000'

(5) Deductions adjusted as re-
quired by section 122 (d)
(item (3) minus item (4))-- 608,000

(6) Gross income for 1940- $483, 00
(7) Plus excess of long-

term capital gains
actually realized
over amount pre-
viously taken Into
account, ($50,000
minus $25,000)---- 25, 000

(8) Gross income adjusted as re-
quired by section 122 (d)
(item (6) plus Item (7))-.... 608,000

(9) Net operating loss for 1040
(item (5) minus Item (8))... 100,000

For treatment of depletion deductions
and tax-free Interest, see example In sec-
tion 19.122-2. For treatment of net
short-term capital loss carry-over, non-
business capital gains and losses, and the
portion of the non-business capital gains
which may be used to permit the deduc-
tion of business capital losses, see ex-
amples In paragraphs (b) and (c) of
this section.*

§ 19.122-4 Computation of net operat-
ing loss carry-over. The net operating
loss carry-over Is computed as follows:

(1) If the taxpayer sustained a net
operating loss In the.first preceding tax-
able year, the net operating loss carry-
over Is the sum of such net operating
loss and the net operating loss, If any,
for the second preceding taxable year.

(2) If the taxpayer had net income for
the first preceding taxable year, th6 net
operating loss carry-over Is the net op-
erating loss, if any, for the second pre-
ceding taxable year reduced by the ex-
cess, If any, of the net Income for the
first preceding taxable year over the not
operating loss, if any, for the third pre-
ceding taxable year. If the third preced-
ing taxable year began prior to January 1,
1939, the net operating loss for the second
preceding taxable year Is reduced by the
full amount of the net Income for the
first preceding taxable year, since no tax-
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able year may be taken into account,
which began prior to January 1, 1939.

-(3) If the taxpayer had neither net
income nor a net operating loss for the
first preceding taxable year, the net op-
erating loss carry-over is the net operat-
ing loss, if any, for the second preceding
taxable year.

For the purposes of this section a cor-
p oration shall compute its net income in
accordance with the same exceptions and
limitations as are applicable in the com-
putation of a net operating- loss. See
section 19.122-2. A taxpayer other than
a corporation, however, shall apply only
the first four exceptions and limitations
specifie& in section 19.122-3 (a) and, in
lieu of the last three exceptions and lim-
itations there specified, is required only
to restrict the amount of his deductions
for long-term and short-term capital
losses to the amount of his long-term and
short-term capital gains, respectively.
His ordinary non-business deductions are
allowed in full, if otherwise allowable by
law. The exceptions and limitations de-
pendent upon the distinction between
business and non-business items of gross
income and deductions are not applicable
in the computation of net income.

The application of this section may be
illustrated by the following examples:

Example (1). The X Corporation has
a net operating loss for 1939 of $100,000
and a net operating loss for 1940 of $50,-.
000. Its net operating loss carry-over to
1941 is therefore $150,000. If the cor-
poration had had net income for 1939 but
the same net operating loss for 1940, the
net operating loss carry-over to 1941
would have been $50,000.

Example (2). The Y Corporation has
a net operating loss of $50,000 for 1939,
a net operating loss of $100,000 for 1940,
and a net income of $60,000 for 1941,
computed with the appropriate adjust-
ments. The net operating loss carry-
over to 1942 will be $90,000, computed as
follows:
Net operating loss for 1940 ------- $100.000
Less: Excess of net income for 1941

over net operating loss for 1939
($60,000 minus 850,000) --------- 10,000

Net operating loss carry-over

to 1942 -........------ 90,000

If the years in question had been 1938,
1939, and 1940, instead of 1939, 1940,
and 1941, respectively, the net operating

- loss carry-over to 1941 would have been
only $40,000, computed as follows:
Net operating loss for 1939 ........ $100,000
Less: Net income for 1940 -------- 60, 000

Net operating loss cariy-over
to 1941.............. 40, 00O

The amount of the net operating loss
for the third preceding taxable year
(1938) could not be applied to reduce
the amount of net income for the first
preceding taxable year (1940), which is
to be subtracted from the net operating
loss for the'second preceding taxable
year (1939), since sFuch third preceding
tixable year began prior to January 1,
1939.

No. 23---8

Example (3). A, an individual, has a
net operating loss for 1939 of $10,000,
but has neither a net operating loss nor
net income for 1940 (the exclusion of
non-business deductions preventing the
existence of a net operating los, but the
inclusion of such deductions preventing
the existence of net income). A's net
operating loss carry-over to 1941 Is
$10,000, the amount of his net operating
loss for 1939.*

§ 19.122-5 Conversion of net operating
loss carry-over into net operating lo~s
deduction. The net operating lozs de-
duction for any taxable year is the net
operating loss carry-over to such year,
computed as prescribed in section 19.122-
4, reduced by the excess of the net
income for such taxable year (computed
in the same manner as net income is to
be computed for the purposes of section
19.122-4) over-

(1) in the case of a taxpayer other
than a corporation, the net income com-
puted without regard to the exceptions
and limitations specified in section
19.122-3 (a) except that no net operat-
ing loss deduction shall be taken into
account; or

(2) in the case of a corporatdn, the
normal-tax net income computed with-
out regard to the exceptions and limi-
tations specified in section 19.122-2 ex-
ce-pt that no net operating loss deduction
shall be taken into account.

The application of this section may be
illustrated by the following example:

Example. The X Corporation has a net
operating loss carry-over to 1942 of $55,-
000. Its net income for 1942, computed
with the adjustments required by this
section, is $450,000 and Its normal-tax
net income, computed without any ex-
ceptions and limitations except that no
net operating loss deduction shall be
allowed, is $445,000. The net operating
loss deduction available to the X Corpo-
ration for the year 1942 is $50,000, com-
puted as follows:
Net operating lozs carry-over to 1942- $55, 000
Less: Excess of net income for 1942,

with adjustments, over normal-tax
net income for 1942 without ad-
justments except that no net
operating loss deduction shall be
allowed ($450,000 minus $445,-
0-0)- 5, 0o

Net operating loss deduction
for 1942-------------. 60,000

If the same facts are assumed for an
individual, except that, instead of having
a normal-tax net income for 1942 of
$445,000, he has a net income in such
year of $445,000, computed without ad-
justments except that no net operating
loss deduction shall be allowed, juis net
operating loss deduction for 1942 will
likewise be $50,000, computed in the
same manner.*

Src. 223. Co=xzoDrrr camrr xoAns. (Hwe-
E= Acr or 1939.)

(a) The Internal Hevcnue Code Jr amended
by Inserting after crction 121 the following
new tection:

"Zzc. 123. Cceo~o= cz= LOanZ.

"(a) Amounts recaived as loans from the
Commcdlty Credit Corporation shel, at the
election of the taxpayer, be considred =s
Income and rhll be included In gross Income
for the taxable year In which received.

"(b) If a taxpayer exercises the election
provided for in cubectlon (a) for any tax-
able year bsjgln after D2cember 31, 1933,
then the method of computing income so
rdoptcd rhll be ad.ered- to with respact to
all cubsequent taxable years unle-s with the
approval of the Commi oner a change to
different method I- authorizd'W

(c) The amendments made by subs-cti-ons
(a) 0 0 $ rbql1 be applicable to taxable
years beginning after Dcember 31, 1933.

§ 19.123-1 Election to include loans in
itcome. A taxpayer who receives a loan
from the Commodity Credit Corporation
may, at his ilection, include the amount
of such loan In his gross income for the
taxable year in which the loan is re-
ceived. If a taxpayer makes such an
election, then for subsequent taxable
years he shall include in his gross in-
come all amounts received during those
years as loans from the Commodity
Credit Corporation, unless he secures the
permission of the Commissioner to
change to a different method of account-
ing. Application for permission to
change such method of accounting and
the basis upon which the return is made
shall be filed within 90 days after the
beginning of the taxable year to be
covered by the return.*

§ 19123-2 Effect of election on ad-
lustments for other taxab!e years. If
a taxpayer elects under section 123, or
under section 223 (d) of the Revenue
Act of 1939, to include in his gross in-
come the amount of a loan from the
Commodity Credit Corporation for the
taxable year In which It is received,
then-

(1) no part of the amount realized
by the Commodity Credit Corporation
upon the sale or other disposition of the
commodity pledged for such loan shl
be recognized as income to the taxpayer,
unless the taxpayer receives an amount
in addition to that advanced to him
as the loan, in which event such addi-
tional amount shall be included in the
grozs income of the taxpayer for the
year in which received; and

(2) no deductible loss to the taxpayer
shall be recognized on account of any
dEfIclency realized by the Commodity
Credit Con-poration on such loan if the
taxpayer was relieved from liability for
such deficiency.

Example: A, a taxpayer who elected-
for his taxable years 1936, 1937, and
1938 to include In gross income amounts
received during those years as loans from
the Commodity Credit Corporation, re-
celved as loans $500 in 1936, $700 in
1937, and $900 In 1938. In 1939 all the
pledged commodity was sold by the Com-
modity Credit Corporation for au
amount $100 and $200 less than the
loans with respect to the commodity
pledged in 1936 and 1937, respectively,
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and for an amount $150 greater than
the loan with respect to the commodity
pledged in 1938. A, in making his re-
turn for 1939, shall include in gross in-
come the sum of $150 if it is received
during that year, but will not be allowed
a deduction for the deficiencies of $100
and $200 unless he is required to satisfy
such deficiencies and does satisfy them
during that year.*

Credits Against Tax
SEc. 131. TAxEs OF FOREIGN COUNTRIES AND

POSSESSIONS OF THE UNITED STATES.

(a) Allowance of credit. If the taxpayer
signifies in his return his desire to have
the benefits of this section, the tax imposed
by this chapter shall be credited with:-

(1) Citisx6n and domestic corporation. In
the case of a citizen of the United States
and of a domestic corporation, the amount
of any Income, war-profits, and, excess-
profits taxes paid or accrued during the.
taxable year to any foreign country or to
any possession of the United States; and

(2) Resident of United States. In the case
of a resident of the United States, the
amount of any such taxes paid or accrued
during the taxable year to any possession of
the United States; and

(3) Alien resident of United States. In
the case of an alien resident of the United
States, the amount of any such taxes paid
or accrued during the taxable year to any
foreign country, if the foreign country 'of
which such alien resident is a citizen or
subject, in imposing such taxes, allows a
similar credit to citizens of the United States
residing in such country; and

(4) Partnerships and estates. In the case
of any such Individual who is a member of
a partnership or a beneficiary of an estate
or trust, his proportionate share of such
taxes of the partnership or the estate or
trust paid or accrued during the taxable
year to a foreign country or to any possession
of the United States, as the case may be.,
[See amendment of subsection (a) by sec-
tion 216 (a) of Revenue Act of 1939, set
forth below.]

(b) Limit on credit. The amount of the
credit taken under this section shall be sub-
ject to each of the following limitations:

(1) The amount of the ciedit in respect
of the tax paid or accrued to any country
shall not exceed the same proportion of the
tax against which such credit is taken, which
the taxpayer's net income from sources
within such country bears to his entire net
income for the same taxable year; and

(2) The total amount of the credit shall
not exceed the same proportion of the tax
against which such credit is taken, which the.
taxpayer's net income from sources without
the United States bears to his entire net
income for the same taxable year. [See
amendment of subsection (b) by section
216 (b) of Revenue Act of 1939, set forth
below.]

(c) Adjustments on payment of accrued
taxes, If accrued taxes when paid differ
from the amounts claimed as credits by the
taxpayer, or If any tax paid is refunded in
whole or in part, the taxpayer shall notify
tho Commissioner, who shall redetermine
the amount of the tax for the year or years
affected, and the amount of tax due upon
such redetermination, if any, shall be paid
by the taxpayer upon notice and demand by
the collector, or the amount of tax overpaid,
if any, shall be credited or refunded to the
taxpayer in accordance with the provisions'
of section 322. In the case of such a tax
accrued but not paid, the Commissioner as
a condition precedent to the allowance of
this credit may requfe the taxpayer to give
a bond with sureties satisfactory to and to
be approved by the Commissioner in such
sum as the Commissioner may require, con-

ditloned upon the payment by the taxpayer
of any amount of tax found clue upon any
such redetermination; and the bond herein
prescribed shall contain such further condi-
tions as the Commissioner may require.

(d) Year in which credit taken. The
credits provided for in this spction may, at
the option of the taxpayer and irrespective
of the method of accounting employed in
keeping his books, be taken in the year in
which the taxes of the foreign country or
the possession of the United States accrued,
subject, however, to the conditions prescribed
in subsection (c) of this section. If the tax-
payer elects to take such credits in the year
in which the taxes of the foreign country or
the possession of the United States accrued,
the credits for all subsequent years shall be
taken upon the same basis, and no portion
of anysuch taxes shall be allowed as a de-
duction in the same or any succeeding year.

(e) Proof of credits. The credits provided
in this section shall be allowed only if the
taxpayer establishes to the satisfaction of the
Commissioner (1)" the total amount of in-
come derived from sources without the
United States, determined as provided In
section 119, (2) the amount of income de-
rived from each country, the tax paid or
accrued to which is claimed as a credit un-
der this section, such amount to be deter-
mined under rules and regulations prescribed
by the Commissioner with the approval of
thd Secretary, and (3) all other information
necessary for the verification and computa-
tion of such credits.

(f) Taxes of foreign subsidiary. For the
purposes of this section a domestic corpora-
tion vQhich owns a majority of the voting
stock of, a foreign corporation from which it
receives dividends in any taxable year shall
be deemed to have paid the same proportion
of any income, war-profits, or excess-profits
taxes paid by. such foreign corporation to
any foreign country or to any possession of
the United States, upon or with respect to
the accumulated profits of such foreign cor-
poration from which such dividends were
paid, which the amount of such dividends
bears to the amount of such accumulated
profits: Provided, That the amount of tax
-deemed to have been -paid under this sub-,
section shall In no case exceed the same
proportion of the tax againsft which credit
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. The term
"accumlated profits" when used in this
subsection in reference to a foreign corpora-
tion,omeans the amount of its gains, profits,
or income in excess of the Income, war-
profits, and excess-profits taxes imposed
upon or with respect to such profits or
income; and the Commissioner with the ap-
proval of the Secretary shall have full power
to determine from the accumulated profits
of what year or years such dividends were
paid; treating dividends paid in the first
sixty. days of any year as having been paid
from the accumulated profits of the pre-
ceding year or years (unless to his satisfac-
tion shown otherwise), and in other respects
treating dividends as having been paid from
the most recently accumulated gains, profits,
or earnings. In the case of a foreign cor-
poration, the income, war-profits, and ex-
cess-profits taxes of which are determined
on the basis of an accounting period of less
than one year, the word "year" as used" in
this subsection shall be construed to mean
such accounting period. [See amendment of
subsection (f) by section 216 (c) of Reve-
nue Act of 1939, set forth below.]

(g) Corporations treated as foreign. For
the purposes of this section the following
corporations shall be treated as foreign cor-
porations:

(1) A corporation entitled to the benefits
of section 251, by reason of receiving a large
percentage of its gross income from sources
within a possession of the United States;

(2) A corporati6n organized under the
China Trade Act, 1922, 42 Stat. 849 (U. S. C,,

Title 15, c. 4), and entitled to the credit
provided for in section 262.

SEC. 216. FOREIGN TAx cnnTi. (RzvnNtz
ACT or 1939.)

(a) Disallowance of credit to section 102
corporations. Section 131 (a) of the Inter-
nal Revenue Code (relating to allowance of
foreign tax credit) is amended by striking
out "If the taxpayer signifies in his return
his desire to have the benefits of this sec-
tion, the tax imposed by this chapter shall
be credited with" and inserting in lieu there-
of "If the taxpayer signifies In his return
his desire to have the benefits of this sec-
tion, the tax imposed by this chapter, ex-
cept the tax Imposed under section 102, shall
be credited with."

(b) Limit on credit. Sectioni 131 (b) of
the Internal Revenue Code (relhting to the
limit on foreign tax credit) Is amended to
read as follows:

"(b) Limit on credit. The amount of the
credit taken under this section shall be
subject to each of the following limitationM:

"(1) The amount of the credit in respeet
of the tax paid or accrued to any country
shall not exceed the same proportion of the
tax against which such credit Is taken,
which the taxpayer's net Income from
sources within such country bears to his
entire net income, In the case of a taxpayer
other than a corporation, or to the normal-
tax net income, In the case of a corporation,
for the same taxable year, and

"(2) The total amount of the credit shall
not exceed the same proportion of the tax
against which such credit is taken, which
the taxpayer's net Income from sources
without the United States bears to his en-
tire net income, in the case of a taxpayer
other than a corporation, or to the normal-
tax net income, in the case of a corporation,
for the same taxable year."

(c) Foreign subsidiary. Section 131 (f) of
the Internal Revenue Code (relating to
credit for taxes of foreign subsidiary) is
amended by striking out "entire not income"
and inserting in lieu thereof "normal-tax
net income."

SEc. 229. TAxABLE YEAns TO WHICi AMEND-
zENTs APLICABLE. (REVENUE ACT or 193D.)

Exc6pt the amendments made by sections
211, 213, 214, 215, 217, 219. 220, 221, 222,
223, 226, 227, and 228, the amendments
made by this title to the Internal Revenue
Code shall be applicable only with respect
to taxable years beginning After December
31, 1939.

§ 19.131-1 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 citi-
zen of the United States, whether resi-
dent or nonresident, and in the case of
a domestic corporation, is as follows: (a)
The amount of any income, war-profts,
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 individual'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 p4id 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
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- 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 (c)
his proportionate share of any such taxes
of a partnership of which he is a partner
or of an estate or trust of which he is a
beneficiary paid or accrued during the
taxable year to any possession of the
United States, or to any foreign country,
as the case may be, if the foreign country
of which such alien resident is a citizen
or subject, in 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 al-
lowed as a deduction from gross income.

For -taxable years beginning after De-
cember 31, 1939, no credit for taxes shall
be allowed against the tax imposed under
section 102, relating to surtax on qorpo-
rations improperly accumulating surplus.

A citizen of the United States or a do-
mestic corporation entitled to the bene-
Tits of section 251, or a China Trade Act
corporation, is not allowed any of the
credits provided by section 131.*
§ 19.131-2 Meaning of terms. The

term "amount of any income, war-
profits, and excess-profits taxes paid or
accrued during the taxable year" means
-taxes proper (no credit being given for
amounts representing interest or penal-
ties) paid or accrued during the taxable
year on behalf of the taxpayer claiming
-credit. "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
possession of the United States" includes,
among others, Puerto Rico, the Philip-
-pines, and the Virgin Islands. But see
section 25L As to the meaning of
"sources," see section 119. (See also sec-
tion 3797.)

§ 19.131-3 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 individual,
and by Form 1118 in the 'case of a corpo-
ration. The form must be carefully filled
in with all the information there called
for and with the calculations'of credits
there indicated, and must be duly signed
and sworn to or affirmed. If credit is
sought for taxes alr ady 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 attached must be

either the original, a duplicate original, a
duly certified or authenticated copy, or a
sworn copy. In case only a sworn copy
of a receipt or return is attached, there
must be kept readily available for com-
parison on request the original, a dupli-
cate original, or a duly certified or au-
thenticated copy. If the receipt or the
return is In a foreign language, a certi-
fied translation thereof must be fur-
nished by the taxpayer. Any additional
information necessary for the determina-
tion under section 119 of the amount of
income derived from sources without the
United States and from each foreign
country shall, upon the rcquest of the
Commissioner, be furnished by the tax-
payer.

In 1he case of a credit sought for a
tax accrued but not paid, the Commis-
sioner may require as a condition
precedent to the allowance of cre-it 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 corpo-
ration. It shall be in such sum as the
Commissioner may prescribe, and shall
be conditioned for the payment by the
taxpayer of any amount of tax found
due upon any redetermination of the
tax made necessary by such credit prov-
ing incorrect, with such further condi-
tions as the Commissioner may require.
This bond shall be executed by the tax-
payer, or the agent or representative of
the taxpayer, as principal, and by sure-
ties satisfactory to and approved by the
Commissioner. (See also section 112G
of the Revenue Act of 1926, as amended,
paragraph 63 of the Appendix to these
regulations.)

For credit where taxes are paid by a
foreign corporation controlled by a do-
mestic corporation, see section 19.131-7.
A claim for credit in such a case Is alho
to be made on Form 1118. See section
19.131-6 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 deduc-
tion accrued income, war-profits, and
excess-profits taxes imposed by the au-
thority of any foreign country or pos-
session of the United States but at the
time the return is made It is Impoz-
sible to estimate the amount of such
taxes that may have accrued for the
period for which the return is made,
Form 1116 in the case of an Individual,
and Form 1118 in the case of a corpo-
ration, may be filed at a later date but
a credit cannot be allowed for such
taxes unless the taxpayer signifies in
his return his desire to have to any ex-
tent the benefits of section 131.

§ 19.131-4 Redetcrimination of tax
when credit prores incorrect. In case
credit has been given for taxes accrued,
or a proportionate share thereof, and
the amount that Is actually paid on ac-
count of such taxes, or a proportionate
share thereof, is not the same as the
amount of such credit, or in case any

tax payment redited is refunded in
whole or in part, the taxpayer shall im-
mediately notify the Commissioner. Tn
Commissioner will thereupon redeter-
mine the amount of the income tax
of such taxpayer for the year or years
for which such incorrect credit was
granted. The amount of tax, if any,
due upon such redetermination shall ba
paid by the taxpayer upon notice and
demand by the collector. The amount
of tax, if any, shown by such redeter-
muination to have been overpaid shall be
credited or refunded to the taxpayer in
accordance with the provisions of section
322.0

§ 19.131-5 Countries which do or do
not satisfy the similar credit require-
meat. A country satisfies the simila-
credit requirement of section 131 (a) (3),
as to income tax paid to such country,
either by allowing to citizens of the
United States residing in such country
a credit for the amount of income taxas
paid to the United States, or, in im-
posing such taxes, by exempting from
taxation the Incomes received from
sources within the United States by cifi-
zens of the United States residing in
such country. A country does not sat-
isfy the similar credit requirement of
section 131 (a) (3) if It does not allow
any credit to citizens of the UnitAEd
States residing In such country for the
amount of income taxes paid to the
United States, or if such country does
not Impose any income taxes. If the
country of which a 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.*

§ 19.131-6 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
the taxes were paid, dependent upin
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
Irrespective of the method of accounting
employed in keeping his boL s, 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 section 131 (cd) or under section
222 (e) or 238 (c) of the Revenue Act of
1924 or 1926, or under section 131 (d) of
the Revenue Act of 1928, 1932, 1934, 1936,
or 1938, must be followed in returns for
all subsequent years, and no portion of
any such taxes will be allowed as a de-
duction from gross income.*

§ 19.131-7 Domestic corporation own-
ing a majority of the stock of forei-m
corporation. In the case of a domestic
corporation which owns a majority of the
voting stocL: of a foreign corporation
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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 corporation, but
also income, war-profits, and excess-
profits.taxes deemed to have been paid
determined by taking the same propor-
tion of any income, war-profits, and
excess-profits taxes paid or accrued by
such controlled foreign corporation to
any foreign country or to any possbssion
of the United States, upon or with respect
to the accumulated profits of such for-
eign corporation from which such divi-
dends 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 dividends
bears to the amount of the entire net in-
come, or (for taxable years beginning
after December 31, 1939) the amount of
the normal-tax net income, of the do-
mestic corporation in which such- divi-
dends are Included. If dividends are re-
ceived from more than one controlled
foreign corporation, the limitation is to
be computed separately for the dividdnds
received from each controlled foreign
corporation. If the credit for foreign
taxes includes taxes deemed to have been
paid, the taxpayer must furnish the same
information with respect to the taxes
deemed to have been paid as it is re-
quired to furnish with respect ta the
taxes actually paid or accrued by it.
Taxes 'paid or accrued by a controlled
foreign corporation are deemed to have
been paid by the domestic corporation
for purposes of credit only.*

§ 1-9.131-8 Limitations on credit for
foreign taxes. The amount of the in-
come and profits taxes paid or accrued
(including the taxes which, in accordance
with the provisions of section 131 (f), are
deemed to have been paid) during .the
taxable year to each foreign country or
possession of the United States, limited
under section 131 (b) (1) so as not to
exceed that proportion of the tax against
which credit is taken which the taxpay-
er's net Income from sources within such
country or possession bears to his entire
net income, or (for taxable years begin-
ning after December 31, 1939) to the
normal-tax net income in the case of a
corporation, for the same taxable year,

.is the tentative credit in respect of the
taxes paid or accrued to such country or
possession. The sum of these tentative
credits, limited under section 131 (b) (2)
so as not to exceed the same proportion
of the tax against which credit is taken
which the taxpayer's net Ancome from
sources without the United States bears
to his entire net income, or (for taxable

years beginning after December 31, 1939)
to the normal-tax net income in the case
of a corporation, for the sune taxable
year, is the amount allowable as a credit
against he income .tax under chapter 1
for inbome or profits taxes paid or ac-,
crued to foreign countries or possessions
of the United -States. In computing the
tax against which the credit is taken
there must, for taxable years beginning
after December 31, 1939, be excluded the
tax, if any, imposed by section 102.

The operation of the limitations on the
credit for foreign taxes paid by individ-
uals may be illustrated by the following
examples:

Example (1). In 1939, 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 Brit-
ain of $25,000. He is entitled to a per-
sonal exemption of $1,000. The credit
for foreign taxes allowable to A in his
return for the calendar year 1939 is
$6,494.67, computed as follows:
Income from sources within the

United States --------------- $50, 000.00
Income from sources within

Great Britain ---------------- 25, 000.00

Total net 'income --------- 75,000.00
United States income tax on

$75,000 ----------- ........ 19,484.00
British income and profits taxes 7,500.00

Limitation on British income and
profits taxes under section 131
(b) (1) and (2) to determine

credit (;g of $19,484) 6,494.67

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)) ----------------- 6,494.67
Example (2). If. in example (1).

above, A had a net income from sources
within Great Britain of $15,000 and a
net income frbm sources within Canada
of $10,000 and the income and profits
taxes paid or accrued to Great Britain
and Canada were $4,000 and $1,200, re-
spectively, the credit for foreign taxes
allowable to A would be $5,096.80, com-
puted, as follows:
ncome from sources within the
United States -------------- $50, 000.00

Income from sources within
Great Britain -------- 15,000.00

Income from sources within
-Canada --------------------- 10,000.00

Total net income --------- 75, 000. 00
United States income tax on

$75,000--------------------- 19,484 00
British income and profits taxes 4,000.00
Limitation on British income

and profits taxes under section
131 (b) (1) to determine tenta-

tive credit (0 of $19,848'). 3,896.80
Tentative credit' for British in-

come and profits taxes (total
British income and profits
taxes, reduced in accordance
with the limitation under sec-
tion 131 (b) (1)) ------------- 3,896.80

Canadian income and profits
taxes --------------- ------ 1,200.00

Limitation on Canadian Income
and profits taxes under section
131 (b) (1) to determine tenta-
tive credit ( 1 of $19,484 ). $2, 597,80

Tentative credit for Canadian In-
come and profits taxes (total
Canadian income and profits
taxes, since such amount Is
within the limitation under
section 131 (b) (1)) ---------- 1,200.00

Sum of tentative credits ($3,-
896.80 plus $1,200) ------------ 5,00.80

Limitation on sum of tentative
credits under section 131 (b)
(2) to determine credit~25,O0

o f $19,484 ------------- 0,494.07
75,000 )------

Toal amount of credit allowable
(sum of tentative credits, since
such sum is within the limita-
tion under section 131 (b) (2)). 5,000.80

The operation of the limitations pro-
vided by section 131 (b), prior to its
amendment, and by section 131 (b), as
amended, on the credit for foreign taxes
paid by corporations may be Illustrated
by the following examples, respectively:

Example (1). The net income for the
calendar year 1939 and the income and
profits taxes paid or accrued to foreign
countries and possessions of the United
Statet in the case of a domestic cor-
poration were as follows:

Incomtnand
CouNt In- Profits taxesCountry come (paid or

accrued)

United States ........ $200,000 ......................
Great Britain -------- 30.000 .......... $7, 00
Canada -------------- 20,000 .......... I,00
Brazil --------------- 40,000 2, 493
Argentine Republio.. • 60,000- --------- None,
Mexico---------------- $100,000 None.
PuertoRico10,000 ......... 1, 250
France (dividend) .... 00,000 ......... 19,000
France (branch) -- , 20, 000 .......... 3,000

I Withheld.

Entire net income ----------------
Total foreign net income ........
United States tax before allowance

of credit for foreign taxes -------

$330,000
130,000

48,340

The income and losses from all foreign
countries and possessions of the United
States, except the dividend from sources
within. France, were derived from branch
operations. Dividends of $50,000 were
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 being withheld and paid at the
source.

The computation of the credit is as
follows:

Great Britain

Income and profits taxes paid or
accrued ---------------------- $7, 600,00

Limitation under section 131 (b)
(1) 0533=60000 of $48,340 )....... 4, 394.6

Tentative redi- ............ 4, 394, 6
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Canada
Income and profits taxes paid or
-accrued - $1, 800.00

Limitation under section 131 (b)
20,000 of $48,340) 2,929.70(1) 330--,oo000...

Tentative credit . . 1,800.00

Brazil
Income and profits taxes paid or

accrued ....................- 2,400.00
Limitation under section 131 -(b)

(1) (30000 of %S340)5,859.40

Tentative credit ------- 2,400.00
" Argentine Republic

Tentative credit. ..... ....

Mexico

Tentative credit .............

Puerto Rico
Income and profits taxes paid or

accrued -------------
Limitation under section 131 (b)

(1) 00 of $48.340

Tentative credit

None.

None.

1,250.00

1,464.85

1,250.00

France
- Dividend tax paid at source ..... 9. 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, computed as follows:

Dividend received
on December 31
of the taxable
year ----------- $50,000.00

Income Of French
corporation
earned dur-
ing taxable
year .........- . 200,000.00

Income and prof-
its taxes paid
to France on
$200,000-------- 30,000.00

Accumulated
profits ($200,000
minus -30,000) -_ 170,000.00

French taxes applica-
ble to accumulated
profits distributed
(-50,000 Off 1 7 0 ,0 0 0(170,000, k200,oOO0

.f $30.00))-... 7,.5oo.oo

izimitation under sec-
tion 131 (f)

o $48340 7,324.24

Income and profits taxes. deemed
to have been paid (French
taxes applicable to accumu-
lated profits distributed to do-
mestic corporation, reduced in
accordance 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
7 70,000

(b) () (7- f $48,340*.--- 10,253.94

Tentative credit. ---.-.-------- 10,253.94

Sum of tentative credits
Great Britain_ _ _- $4,894.55
Canada ..----------.. ---- 1,S00. 0

Bra iI ..... . ................. $2.400 0,
Puerto Rico _. 1,200,COFrance ............. 10, 20 . 9-

20,038,49
Limitation on sum, of tentative

credits under section 131 (b) (2)
to determine credit

3 o30f000 o$48340 19,043.03

Total amount of credit allormble
(sum of tentative credits reduced
in accordance with the limlta-
tion under zection 131 (b) (2))-_ 19,043.03

Example (2). The net Income for the
calendar year 1940 and the income and
profits taxes paid or accrued to foreign
countries and possecsions of the United
States in the case of a domestic corpo-
ration were as follows:

Country

United States .....
Great Britain ......
Canada.- --
Brazil ...........
Argentine Rliptic..M exco ---------------Puto Ric ..........

France (dividend)--
France (tranch)......

l0, C,3

so, :o
G0L, 19:9

-i-- -- --

4 i

1. a-

Wlithbeld.

Net income -- -------- 330.o0
Less: 85 percent of divi-

dends received from
domestic corporations
(50,000) ------------ 2, 00

Interest on obligations
of the United States_ 25,000

0'7, 000

Normal-tnx net income ....... 202,00
Total foreign net income .........- 3.0-- O,0
United States tax (not including

tax Imposed under section 102)
before allowance of credit for
foreign taxes ---------- -- 47.20

The income and losses from all foreign
countries and possions of the United
States, except the dividend from Eources
within France, were derived from branch
operations. Dividends of $50,000 were
received from a French corporation, a
majority of the voting stock of which
was owned by the 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 It- shareholders
on income distributed to them, the latter
tax being withheld and paid at the
source. *

The computation of the credit Is as
follows:

Great Britain
Income and profits tax pad or

accrued .......
Limitation under section 131 (b)30.000 o 4=

Tentative cerdit-......-_---

Canada
Income and profits tax paid or

accrued ------..
Limitation under cection 131 (b)

()20,000 o 4X

Tentative cre 4t 7

V7, GOO

0,400
5,400

$1, E00

3.C00
1, 00

Brazil
Incme and profit t_- paid or

accrued -------------......
imitatlon under cection 131 (b)(40.003

(1) of Ci7_20L.....
Tentative creit.

Argentine Repnblic
Tentat iv credit ------------

M!exco
Tentative crdllt.

PuertdRico
Income and profits taxe- paid or

accrued
imItatlon undcr ccction 131 (b)
(1) ( 003 of 47,250

Tentative credi._

France

Divid2nd tax paid at caurce___
Incoma and proflt taxes- paid or

accruted on branch nperatona__
Income and profits tame dien-d

under s-ctfon 131 (f) to have
keen paid, computed as fol-
10 7..,

Dividend received on
December 31 of the
taxable yar ...... 90,000

Income of French Cor-
poration carned dur-
Ing taxable year--- 20,000

Income and profits taxes
paid to France on
nO'Co0 . . 30,000

Accumulated profits
J!200,003 minus 130,-
000)------------ 170.000

French taxez appllcable
to accuulated profits

distributed ( of
0170,003

(109.M of - 7500

Limitation under csction

131 (f) 2 0 of

,=) 9,000

Inczme and profits tax deemed
to have been p2id (French
tax- applicable to accumulated
profits disributed to domstic
crporatfon, reduce in accord-
ance v.1th the limitation under
rsetlon 131 (f)

12,4C+3

7,2G0
2,403

INone.

$,259

1. E03
,253

3, 0 2

S7,500D

Total income and profits
taxes paid or accruad and
deemad to have been paid
to Franc- . 19, 500

Limitatlion under s-ction 131 (b)

(1) ( 262.o3 o12,000
Tentative crdlL 12,0

Sum of Tentatire Credits

Great Britain.- .4.... 4394.55
Caada- ... 1, 800. 00
Bra1il- .. .11--- Z140.03
Puerto RIco 1,250.03
F ..ance. 12, 60. 0

22,444.55
Limitation on sum of tentative

eredlto under section 131
(b) (2) to determine

credit( of $47,230)- 23,4C0.0

Total amount of credit al-
lowrable (sun of tentative
credits reduced In accord-
ance with the limitation
under ection 131 (b)
(2)- 23,409.C9
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Returns and Payment of Tax
SEc. 141. CONSOLIDATED REUnRNS OF RAIL-

ROAD CORPORATIONS.

(a) Privilege to file consolidated returns.
An affiliated group of corporations shall, sub-
ject to the provisions of this section, have
the privilege of making a consolidated return"
for the taxable year in lieu of separate re-
turns. The making of a consolidated return
shall be upon the condition that all the cor-
porations which have been members of the
affiliated group at any time during the tax-
able year for which the return is made con-
sent to all regulations under subsection (b)
(or, in case such regulations are not pre-
scribed prior to the making of the return,
then the regulations prescribed under se-
tion 141 (b) of the Revenue Act of 1936, 49
Stat. 1698, insofar as not inconsistent with
this chapter) prescribed prior to the making
of such return; and the making of a con-
solidated return shall be considered as such
consent. In the case of a corporation which
Is a member of the affiliated 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.
he approval of the Secretary, shall prescribe

such regulations as he may deem necessary
in order that the tax liability of any af-
filiated group of corporations making a con-
solidated return and of each corporation in
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 payment 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 the regulations under subsection
(b) (or, in case such regulations are -not
prescribed prior to the making of the return,
then the regulations prescribed uiqder section
141 (b) of the Revenue Act of 1936 insofar
as not inconsistent with this chapter) pre-
scribed prior to the date on which such
return is made.

(d) Definition of "affliated group." As
used in this section an "affiliated 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 stock
of each of the corporations (except the com-
mon parent corporation) is owned directly
by one or more of the other corporations;

(2) The common parent corporation owns
directly at least 95 per centum of the stock
of at lejast one of the other corporations; and

(3.) Each of the corporations is either (A)
a corporation whose pl'Ihclpal business is
that of a common carrier by railroad or
(B) a corporation the assets of which con-
sist principally of stock in such corpora-
tions and which does not itself operate a
business other than that of a common car-
rier by railroad. For the purpose of deter-
mining whether the principal business of a
corporation is that of a common carrier by
railroad, if a common carrier by railroad
has 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 carrier by railroad. As used in
this paragraph, the term "railroad" Includes
a street, suburban, 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 railway or trackless trolley system.
As used in this subsection (except in para-
graph (3)) the term "stock" does not in-
clude nonvoting stock which is limited and
preferred as to dividends.

(e) Foreign corporations. A foreign cor-
poration rhall 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, 42 Stat. 849 (U. S. C., Title 15,
c. 4), shall not be deemed to be affiliated
with any other corporation within the mean-
Ing of this section.

(g) Corporations deriving income from
possessions of United States. For the pur-
poses of this tection a corporation entitled
to the benefits of section 251, by reason of
receiving a large percentage of Its Income
from possessions of the United States, shall
be treated as a foreign corporation.

(h) Subsidiary formed to ccmply with
foreign law. In the case of a domestic cor-
poration owning or controlling, directly or
indirectly, 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 com-
plying with the laws of such country as to
title and operation of property, such foreign
corporation may, at the option of the do-
mestic corporation, be treated for the pur-
pose of this chapter as a domestic corpora-
tion.

(i) Suspension of running of statute of
limitations. If a notice under section 272
(a) in respect of a deficiency for any taxable
year is mailed to a corporation, the suspen-
sion of the running of the statute of limita-
tions, provided in section 277, shall apply
in the case of corporations with which such
corporation made a consolidated return for
such taxable 'year.

(j) Receivership cases. If the common
parent corporation of an affiliated group
making a consolidated return would, if filing
a separate return, be entitled to the benefits
of section 13 (e), the affiliated group shall
be entitled to the benefits of such subsec-
tion. In all other cases the affiliated group
making a consolidated return shall not be
entitled to the benefits of such subsection,
regardless of the fact that one or more of
the corporations in the group are in bank-
ruptcy or in receivership.

(k) Allocation of income and deductions.
For allocation of income and deductions of
related trades or businesses, see section 45.

SEc. 210. TECHNICAL AMENDMET MADE
NECESSARY BY CHANGE IN CORPORATION TAX.
(REvENuE AcT oF 1939.)

* * * * *

(b) Section 141 (j) of the Internal Reve-
nue Code (relating to affiliated corporations
in bankruptcy or receivership) shall not
apply with respect to a taxable year begin-
ning after December 31, 1939. -

§ 19.141-1 Consolidated returns of
affiliated corporations for taxable years
beginning after December 31, 1938. The
regulations prescribed under section 141
(b) have been- promulgated as Regula-
tions 104 and are applicable to the mak-
ing, after the promulgation of such regu-
lations, of consolidated returns by. affili-
ated corporations for tgxable years be-
ginning after December 31, 1938, in the
case of railroad corporations, and after
December 31, 1939, in the case of Pan-
American trade corporations, and to the
determination, computation, assessment,
collection, and adjustment of tax liabili-
ties under consolidated returns for such
years. For definition of taxable year,
see section 48.*

§ 19.141-2 Formation of and changes
in affiliated group. An affiliated group
of railroad corporations, within the
meaning of section 141, is formed at the
time that the common parent corpora-

tion becomes the owner directly of at
least 95 percent of the stock (as defined
by section 141 (d)) of another corpora-
tion. A corporation becomes a member
of such an affiliated group at the time
that one or more members of such group
become the owners directly of at least 95
percent of its stock. A corporation ceases
to be a member of such an affiliated
group at the time that the aggregate of
its stock owned directly by the members
of such group becomes less than 95 per-
cent. As to when Pan-American trade
corporations are deemed to be an aifll-
ated group of corporations, see section
152.*

§ 19.141-3 Corporations to be includ-
ed in consolidated returns for taxable
years beginning alter December 31, 1938.
The privilege of filing consolidated re-
turns for taxable years beginning after
December 31, 1938, in the case of rail-
road corporations, and after December
31, 1939, in the case of Pan-American
trade corporations, Is limited to corpora-
tions constituting an "affiliated group"
as defined in sections 141 (d) and 152.
The Internal Revenue Code requires
each corporation to be either (1) a cor-
poration whose principal business Is that
of a "common carrier by railroad," (2). a
corporation whose assets consist princi-
pally of stock in such corporations and
which does not itself operate a business
other than that of a "common carrier
by railroad," or (3) a Pan-American
trade corporation as defined In section
152. The term "common carrier by rail-
road" includes steam and electric rail-
roads, street, suburban, and interurban
electric railways, street and suburban
trackless trolley systems of transporta-
tion, and street or suburban bus systems
of transportation operated as a part of
street or suburban electric railway or
trackless trolley systems, but does not
include express, refrigerator, or sleeping
car compan'ies. If a "common carrier by
railroad" as above defined has leased Its
railroad propertits and such properties
are operated as such by aiiother com-
mon carrier by railroad, the business of
receiving rents for such properties is
considered as the business of a common
carrier by railroad. (As to what consti-
tutes a Pan-American trade corporation,
see sections 19.152-1 and 19.152-2.)

A consolidated return must Include
every domestic corporation which is a
member of the "affiliated group"; but
shall not Include a foreign corporation
(except as provided in section 141 (h));
a corporation organized under the China
Trade Act, 1922; or a corporation en-
titled to the benefits of section 251.*

§ 19.141-4 Foreign corporations which
may be treated as domestic corporations.
In the case of a domestic corporation
owning or controlling, directly or indi-
rectly, the entire capital stock (exclusive
of directors' qualifying shares) of a cor-
poration described in section 141 (d) (3)
and organized under the laws of Canada
or of Mexico and maintained solely for
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the purpose of complying with the laws
of such country as to title and opera-
tion of property, such foreign corpora-
tion may, at the option of the domestic
corporation, be treated for taxable years
beginning after December 31, 1938, as a
domestic corporation. The option to
treat such foreign corporation as a
domestic corporation must be exercised
at the time of making the first con-
solidated return under the Internal Rev-
enue Code, and cannot be exercised at
any time thereafter. If the election is
exercised to treat such foreign corpora-
tion as a comestic corporation it must
be included in the consolidated return
of thd affiliated group of which it is a
member for each year for which such
group makes or is required to make a
consolidated return.*

SEc. 142. FucrDamr rrumis.
(a) -Requirement of return. Every fidu-

ciary 4expept a receiver appointed by au-
thority of law in possession of part only of
the property of an individual) shall make
under oath a return for any of the fol-
lowing individuals, estates, or trusts for
which he acts. stating specifically the items
of gross income thereof and the deduc-
tions and credits allowed under this chaliter
and such other information for the purpose
of carrying out the provisions of this chap-
ter as the Commissioner with the approval
of the Secretary may by regulations pre-
scribe-

{1) Every individual having a met income
for the taxable year of $1,00 or over, If
single, or if married and not living with
husband or wife;

(2) Every individual having a net income
for the taxable year of $2,500 or over, If

-- married and living with husband or wife;
(3) Every individual having a gross in-

come for the taxable year of $5.000 or over,
regardless of the amount of his net income;
"(4) Every estate the net income of which

for the taxable year is $1,000 or over;
(5) Every -trust the net income of which

for the taxable year Is $100 or over;
(6) Every estate or trust the gross income

of which for the taxable year is $5,000 or
over, regardless of the amount of the net
income; and
. (7) Every estate or trust of wvhich any
beneficiary Is a non-resident alien.

(b) Joint fidu=i.rie. Under such regula-
tions as the Commi ioner wilth the ap-
proval of the Secretary may prescribe a
return made by one of two or more joint
fiduciaries and filed in the office of the col-
lector of the district where such fiduciary
resides -shall be sufficient compliance with
the above requirement. Such fiduciary shall
make oath (1) that he has sufficient knowl-
edge of the affairs of the individual, estate,
or trust for which the return is made, to
enable him to make the return, and (2) that
the return is, to the best of his knowledge
and belief, true and correct.

(c) Law applicable to fiduciaries. -Any
fiduciary required to make a return under
this chapter shall be subject to all the pro-
visions of law which apply to individuals.

§ 19-142-1 Fiduciary returns. Every
fiduciary, or at least one of joint fiduci-
aries, must make a return of income

(a) For the individual whose income
is in his charge, if th7e gross income of
such individual is $5,000 or over, or if
the net income of such individual is
$1,000 or over if single or if married and
not living with husband or-wife for any
part of the taxable year; or if such indi-
vidual is married and was living with

husband or wife for any part of the ta:-
able year but not at the close of the tax-
able year and his gross income for the
taxable year is $5,000 or over, or his net
income is equal to, or in excess of, the
credit allowed him by section 2- (b) (1)
and (3) (computed without regard to his
status as head of a family); or if zuch
individual is married and was living with
husband or wife for the entire taxable
year and the aggregate gross income of
both husband and wife is $5,000 or over,
or the aggregate net income of both hus-
band and wife is $2,500 or over; or if such
individual is married and was living with
husband or wife at the close of the tax-
able year but not during the entire tax-
able year and the aggregate gross Income
of both husband and wife is $5,000 or
over, or the aggregate net income of both
husband and wife is equal to, or in ex-
cess of, the credit allowed them by sec-
tion 25 tb) (1) and (3) (computed with-
out regard to the status of either of them
as head of a family), or

(b) For the estate for which he acts
if the net income of such estate is $1,009
or over, as computed under section 162,
and for-the trust for which he acts if
the net income of such trust is $100 or
over, as computed under section 162, or
if the gross income of the estate or trust
is $5,000 or over, regardles of the amount
of the net income, or if any beneflclarY
of such estate or trust is a nonresident
alien.

The return in case (a) shall be on
Form 1040 or 1040 A. In case (b) a re-
turn is required on Form 1041. A copy of
the will or trust instrument swor to by
the fiduciary as a true and complete copy
in cases in which the gross income of the
estate or trust is $5,000 or over, must be
filed with the fiduciary return of the
estate or trust, together with a statement
by the fiduciary indicating the provisions
of the will or trust instrument which, m
his opinion, determine the extent to
which the income of the estate or trust
is taxable to the estate or trust, the bene-
ficiaries, or the grantor, respectively. If,
however, a copy of the wll or trust in-
strument, or statement relating to the
provisions of the will or trust instrument,
has once been filed, it need not again he
filed If the fiduciary return 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, to-
gether with a statement by the fiduciary,
indicating the effect, if any, in his
opinion, of such amendment on the ex-
tent to which the income of the estate
or trust is taxable to the estate or truz!,
the beneficiaries, or the grantor, respz.-
tively, must be filed with the return for
the taxable year in which the amend-
ment was made. See section 19.142-5 for
returns in cases where any beneficiary is
a nonresident alien. If the net income of
a decedent from the beginning of the
taxable year to the date of hL death was
equal to, or in excess of, the credit al-
lowed him by section 25 (b) (1) and (3)

(computed without regard to his status
as head of a family), or if his gross in-
come for the same period was $5,000 or
over, the executor or administrator shall
make a return for such decedent. (See
section 19,25-7.)

For information returns required to be
made by fiduciaries under section 147.
see section 19.147-1.

As to further duties and liabilities of
fiduciaries, see section 312.*

§19.142-2 B e t L r n by guardian or
committee. A fiduciary acting as the
guardian of a minor, or as the guardian
or committee of an insae poen, hav-
ing a net income equal to, or in exc"s
of, the credit allowed such person by
saction 25 (b) (1) and (3W- (computed
without rcgard to the status of the mi-
nor or Insne person as head of a fam-
ly), or having a gross income of $5,009
or over, must make a return for such
person on Form 1040 or 1040 A and pay
the tax, unless In the case of a minor
the minor him-zlf makes a return or
cau:es It to be made.

For the purpose of determining the
liability of a fiduciary to render a re-
turn under the provisions of the pre-
ceding paragraph in cases where the
minor or the incompetent is married and
was living with hu3band or wife at the
close of the taxable year, it is the aggre-
gate groz income or the aggregate net
income of both husband and wife which
is controlling. (See section 19.51-1.) *

§ 19.142-3 Returns in case of two
trusts. In the case of two or more
trusts the income of which is taxable to
the b-neficiarfes, irhich were created by
the same person and for which the same
trus-tee acts, the trustee shall make a
single return on Form 1041 for all such
trusts, notwithstanding that they may
arfse from different instruments. If,
however, one parson 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.*

§ 19.142-4 Return by receizr. A re-
ceiver who stands in the stead of an in-
dividual or corporation must render a
return of income and pay the tax for his
trust, but a receiver of only part of the
property of an individual or corporation
need not. If the receiver acts for an in-
dividual the return shall be on Form
1040 or 1040 A. When acting for a cor-
poration a receiver is not treated as a
fiduciary, and in such a case the return
qhall be made as if by the corporation
Itsef. (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
proceedingo, are not required to render
returns of income. In general, statu-
tory receivers and common law receivers
of all the property or business of an In-
divdual or corporation must make re-

0

HeinOnline -- 5 Fed. Reg. 491 1940



492 FEDER

turns. (See also sections 147 and 148
(a).) *

§ 19.142-5 Re t u r n for nonresident
alien beneficiary.

(a) United States business or office.
If a citizen or resident fiduciary has the
distribution of the income of an estate
or trust any beneficiary of which is a
nonresident alien engaged in trade or
business within the United States or
having an office or place of business
therein at any time within the taxable
year, the fiduciary shall make a return
on Form 1040 B for such nonresident
alien and pay any tax shown thereon to
be due. (See sections 143 and 211.)
Unless such return is a true and accu-
rate return of the nonresident alien bep-
eficiary's Income from all sources within
the United States, the benefits of the
credits and deductions to which the ben-
eficiary 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
rendering income tax returns, the
fiduciary shall be relieved from the ne-
cessity of filing Form 1040 3 in behalf
of the beneficiary and from paying
the tax. In such a case the fiduciary
shall make a return on Form 1041 and
attach thereto a copy of the notice of
appointment. If the sole beneficiary of
an estate or trust is a nonresident alien
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 1041, as
well as on Form 1040 B. If there are
two or more such nonresident alien ben-
eficiaries, the fiduciary shall render a
return on Form,1041 and also a return
on Form 1040 B for each nonresident
alien beneficiary. (See further section
19.217-1.)

(b) No United States business or offlce.
A citizen or resident fiduciary having the
distribution of the income of an estate or
trust will not be required to make a re-
turn for any beneficiary of the estate or
trust who is a nonresident alien not 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 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 ;nd
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 income for the taxable year of
more than $21,600 from the sources
specified in section 211 (a), regardless of
the amount of tax withheld at the
source. If the gross 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-filed for a
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beneficiary who is a resident of Canada,
such return also shall be on Form 1040
NB. If the beneficiary appoints a per-
son in the United States to act as. his
agent for the purpose of rendering in-
come tax returns, the fiduciary shall be
relieved from the necessity of filing a
return in behalf of the beneficiary and
from paying the tax. In such a case the
fiduciary shall make a return on Form
1041 and attach thereto a copy of the
notice of appointment. The fiduciary
shall make a retiimfnon 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 re-
turn on Form 1041 for the estate or
trust, irrespective of the number of ben-
eficiaries.*

§ 19.142-6 Time for filing return upon
death, or termination of trust. After his
appointment and qualification, an execu-
tor or administrator may immediately
file a return for the decedent without
waiting for the close of the taxable year.
Upon the completion of the administra-
tion of an estate and final accounting,
an executor or administrator may im-
mediately file a return of income of the
estate for the taxable year in which.the
administration was closed. Similarly,
upon the t6rmination of a trust, the
trustee may immediately make a return
without waiting for the close of the tax-
able year. Anr income return required
to be filed for a decedent covering 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 follow-
ing the cldse of the taxable year during
which the decgdent dies, the estate is
closed, or the trust is terminated, which
date shall also be the due date for pay-
mentof the tax or the first installment
thereof if payment is made under the
provisions of section 56 (b). The pay-
ment of the tax before the end of the
taxable year under such circumstances
does not relieve the taxpayer from lia-
bility for any additional tax found to be
due upon income of the taxable 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 representative
is on Form 1041, whici shall be filed
with the collector for his district and
shall show the nanie and address of the
domiciliary representative, the amount
of gross income received by the ancillary
representative, and the deductions to be
claimed against such income, including
any amount of income properly paid, or
credited by the ancillary representative
to any legatee, heir, or other beneficiary.
If the ancillary representative for the
estate of a nonresident allen is a citizen

or resident of the United States, and the
domiciliary representative Is a nonresi-
dent allen, such ancillary representative
is required to render the return other-
wise required of the domiciliary repre-
sentative.*

SEc. 143. WrnmHOLDIO OF TAX AT SOUMCZ.

(a) Tax-free covenant bond.

(1), Requirement of withholding. In any
case where bonds, mortgages, or deeds of
trust, or other similar obligations of a cor-
poration, issued before January 1, 1934, con-
taln a contract or provision by which the
obligor agrees to pay any portion of the tax
imposed by this chapter upon the obligee,
or to reimburse the obliges for any portion
of the tax, or to pay the interest without
deduction for any tax which the obliger 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 centum 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 indi-
vidual, a partnership, or a foreign corpora-
tion 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 interest,
then the deduction and withholding shall be
at the following rates: (A) 10 per contum in
the case of a nonresident alien Individual
(except that such rate shall be reduced, in
the case of a resident of a continguous
country, to such rate, not less than 5 per
centum, as may be provided by treaty with
such country), or of any partnership not on-
gaged In trade or business within the United
States and not having any office or place
of business therein and composed in whole
or ih part of nonresident aliens, (B) in the
case of such a foreign corporatioxi, 16 per
centum, and (C) 2 per centum In the case
of other individuals and partnerships: Pro-
vided further, That If the owners of suoh
obligations are not known to the withhold-
Ing agent the Commissioner may alithorlio
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) Benefit 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 interest, if he
files with the withholding agent on or before
February 1 a signed notice in wiiting claim-
ing 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 Commis-
sioner under section 215.

(3) Income of obliger and obliges. The
obliger shall not be allowed a deduction for
the payment of the tax imposed by this
chapter, or any other tax paid pursuant to
the tax-free covenant clause, nor shall such
tax be included in the gross income of the
obligee.

(b) Nonresident aliens. All persons, In
whatever capacity acting, including lessees
or mortgagors of real or personal property,
fiduciaries, employers, and all officers and
employees of the United States, having the
control, receipt, custody, disposal, or pay-
ment of interdst (except interest on deposits
with persons carrying on the banking busi-
ness paid to persons not engaged n business
In the United States and not having an office
or place of business therein), dividends, rent,
salaries, wages, premiums, annuities, com-
pensations, remunerations, emoluments, or
other fixed or determinable annual or peri-
odical gains, profits, and income (but only
to the extent that any of the above Items
constitutes gross income from sources within
the United States), of any nonresident alien
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ndividual, 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, shall (except
in the cases provided for in subsection (a)
of this section and except as otherwise pro-
vided in regulations prescribed by the Com-

missioner under section 215) deduct and
withhold from such annual or periodical gains.
profits, and income a tax equal to 10 per
centum thereof, except that such rate shall
be reduced, in the case of a nonresident allen
individual a resident of a contiguous coun-
try, to such rate (not less than 5 per
centum) as may be provided by treaty with
such country: Provided, That no such de-
duction or withholding shall be required in
the case of dividends paid by a foreign cor-
poration unles (1) such corporation is en-
gaged in trade or business within the United
States or has an office or place of business
therein, and (2) more than 85 per centum
of the gross income of such corporation for
the three-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 exist-
ence) was derived from sources within the
United States as determined under the pro-
visions of section 119: Provided further,
'that the Commissioner may authorize such
tax to be deducted and withheld from the
interest upon any securities the owners of
which are not known to the withholding
agent. - Under regulations prescribed by the
Commissioner, with the approval of the Sec-
retary, there may be exempted from such
dedhction and withholding the compensation
for personal services of nonresident allen in-
dividuals who enter and leave the United
States at frequent Intervals.

(c) Return and payment. 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 oi before June 15, in lieu of the
time prescribed in section 56, pay the tax to
the official of the United States Govern-
ment authorized to receive it. Every such
person is 'hereby made liable for such tax
and is hereby indemnified against the claims
and demands of any person for the amount
of any payments made in accordance with
the provisions of this section.

(d) Income of recipient. Income upon
which any tax is required to be withheld
at the source under this section shall be
included in the return of the recipient of
such income, but any amount of tax zu
withheld shall be credited against the
amount of income tax as computed in such
return.

(e) Tax paid by recipient. If any tax
required under this section-to be deducted
and withheld is paid by the recipient of the
income, it shall not be re-collected -rom the
withholding agent; nor in cases in which
tha tax is so paid shall any penalty be im-
posed upon or collected from the recipient
of the income or the withholding agent for
failure to return or pay the same, unless
such failure was fraudulent and for the
purpose of evading payment.

(f) Refunds and credits. Where there has
been an overpayment of tax under this sec-
tion any refund or credit made under the
provisions of section 322 shall be made to
the withholding agent unless the amount
of such tax was actually withheld by the
withholding agent.

(g) Cross reference. For definition 'of
"withholding agent", see section 3797 (a)
(16).

§19.143-1 Withtholding tax al
sour c e-(a) Withholding in general
Withholding of a tax of 10 percent is
required in the case of fixed or deter-
minable annual or .periodical income
Paid to a non-resident alien individual
(even though such individual is engaged
ih trade or business within the United
States or has an omce or place of busi-
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ness therein) or to a nonresident part-
nership, composed in whole or in part
of nonresident allen individuals, except
(1) income from sources without the
United States, including interest on de-
posits with persons carrying on the
banking business paid to persons not en-
gaged 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 Is-
sued before January 1, 1934 (but see
paragraph (b) of this section), (3) div-
idends paid by a foreign corporation un-
less (A) such corporation Is engaged In
trade or business within the United
States or has an office or place of bus!-
ness therein, and (B) more than 85
percent of the gross income of such cor-
poration for the 3-year period ending
with the close of its taxable year pre-
ceding 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 provi-
sions of section 119, (4) dividends dis-
tributed 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 regula-
tions prescribed pursuant to the tax con-
vention between the United States and
Canada. the rate of tax to be withheld
at the source has been reduced to 5 per-
,cent in the case of residents of Canada.
(See paragraph 106 of the Appendix to
these regulations.)

The tax must be withheld at the
source from the gross amount of any
distribution made by a corporation, other
than a nontaxable distribution payable
in stock or stock rights or a 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 need not be withheld on ac-
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-
tamning a tax-free covenant and Issued
on or after January 1, 1934, if the owner
is unknown to the withholding agent, ex-
cept where such interest represents in-
come from sources without the United
States.

For withholding In the case of Income
. paid to nonresident foreign corporations,
* see section 19.144-1.

Resident or domestic fiduciaries are
required to deduct the Income tax at the

I source from all fixed or determinable
annual or periodical gains, profits, and
income of nonresident alien beneficlar-
ies, to the extent that such items consti-

tute gross income from sources within
the United S&ates. Baond interest, divi-
dends, or other fixed or determinable
annual or periodical income paid to a
nonresident alien fiduciary is subject to
withholding even though the benefi-
clarle3 of the estate or trust are citizens
or residents of the United States.

The income of a trust created by a
nonrezident alien individual and taxable
to the grantor under the provisions of
section 166 or 167 I. subject to withhold-
ing even though the beneficiaries of such
trust are citizens or residents of the
United States, and regardLss of whether
the beneficlaries are exempt from in-
come 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 withhold-
ing provisions of the Internal Revenue
Code, Is required to file notice of such
appointment with the Commissioner of
Internal Revenue, Sorting 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 as gnee, such assignee, whether
an individual, Partnership, or corpora-
tion, must deduct and withhold such
taxe3 as wold 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 sections 19.211-2 and
19.3797-8. For classification of foreign
corporations, see sections 19.231-2 and
19.3797-8. As to what partnerships are
deemed to be nonresident partnerships.
see section 19.3797-8.

For withholding in the case of divi-
dends distributed by a corporation or-
ganized under the China Trade Act, 1922.
see sections 19.143-3 and 19262-4.

(b) Tax-free covenant bonds issued
-before Janurij 1, 1934. The withholding
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 is-
sued before January 1, 1934, and which
contain a tax-free covenant. For the
purpose of section 143 (a) (1) bonds,
mortgages, 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 de-
livered 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 Izsued 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,
containing a tax-free covenant may be
readily determined by the owner, for the
purpose of preparing the ownership
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certificates required under sections
19.143-1 to 19.143-9, inclusive, the "is-
suing" or debtor corporation shall indi-
cate, by an appropriate notation, the
date of issue or use the phrase, "Issued
on or after January 1, 1934," on' each
such obligation or in a statement accom-
panying the delivery of such obligation.

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 subjeqt to the
withholding provisions of section 143 (a)
but falls within the class of interest
described 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 indi-
vidual, a fiduciary or a partnership,
whether resident or nonresident, with-
holding of a tax of 2 percent is required,
except that if the liability assumed by the
obligor in connection with such a cove-
nant does not exceed 2 percent of the in-
terest, withholding is required at the rate
of 10 percent in the case of a nonresident
alien, or a nonresident partnership com-
posed in whole or in part of nonresident
alien individuals, or if the owner is un-
known to the withholding agent. The
rates of withholding applicable to the In-
terest on bonds or other obligations of a
corporation containing a tax-free cove-
nant, and issued before January 1. 1934,
are applicable to interest on such obliga-
tions issued by a domestic corporation or
a resident foreign corporation. However,
withholding is not required in the case of
interest payments on such bonds or obli-
gations 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 nonresident 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
covenant and issued before January 1,
1934, paid to nonresident foreign cor-
porations,,)ee section 19.144-1.

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 origi-
nal 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 man-
ner. 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 6lse pur-
suant to its agreement is not entitled to
deduct such payment from its gross in-
come on any ground, nor shall the tax so
paid be included in the gross income of
the bondholder. The amount of the tax
may nevertheless be claimed by the 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) the total tax computed in the re-
turns of the beneficiaries required to
make returns. 'In the case, however, of
corporate bonds or other obligations con-
taining an appropriate tax-fred cove-
nant, the corporation paying for some-
one else,, pursuant to its agreement, a
State tax or any tax otfier than a Fed-
eral tax may deduct such payment as
interest paid' on indebtedness.*

§ 19.143-2 Fixed or determinable an-
nual or periodical income. Only fixed
or determinable annual or periodical in-
come is subject to withholding. The In-
termal Revenue Code specifically includes
in such income, interest, dividends, rent,
salaries, wages, - premiums, 4nnuities,
compensations, remunerations, 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. In-
come 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 annuall ' If
it is paid periodically; that is to say, from
time to time, wlether or not at regular
intervals. That the length of time during
which the payments are to be made may
be increased or diminished in accord-
ance with. someone's will oi with the
happening of an- event does -not make
the payments any the less determinable
or periodical. A salesman -vorkin by
the month for a commission on sales
which is paid or credited monthly re-
ceives 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 taxable yeai
to a nonresident alien beneficiary ol

such estate or trust constitutes fixed or
determinable annual or periodical in-
come within the meaning of section
143 (b). The income derived from the
sale in the United States of property,
whether real or personal, is not fixed
or determinable annual or periodical
income. Such items as taxes, interest
on mortgages, or premiums on insur-
ance paid to or for the account of a
nonresident alien landlora by a ten-
ant, pursuant to the terms of the lease,
constitute fixed or determinable annual
-or periodical Income.*

§ 19.143-3 Exemption from withhold-
ing. Withholding from Interest on
bonds or other obligations of corpora-
tions issued prior to January 1, 1934,
containing a tax-free covenant shall not
be required in the case of a citizen or
resident if he files with the withholding
agent when presenting Interest coupons
for payment, or not later than February
1 of the following year, an ownership
certificate on Form 1000 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, Sort-
ing 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 dis-
tribution;

(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 In"
ternal Revenue Code, since such Income
Is exempt from Federal income tax
under the provisions of the tax conven-
tion between the United States and

F rance, signed April 27, 1932, and effec-
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tive January 1, 1936 (see paragraph 103
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 an-
nuities.

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 tax-
ation under the provisions of the con-
vention and protocol referred to above.
Such letter 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 corpora-
tion shall contain the address of its office
or place of business and a statement that
it is a corporation organized under the
laws of the Republic of France, and shall
be signed by an officer of the corporation
giving his official 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.

As to items of income received on or
after January 1, 1940, by individual resi-
dents of Sweden or by Swedish corpora-
tions or other Swedish entities and not
subject to the withholding provisions of
the Internal Revenue Code, see the tax
convention between the United States
and Sweden, effective January 1, 1940,
and regulations to be prescribed there-
under.

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 subject to the
tax imposed by section 211 (a) on gross
income and is not entitled to any per-
sonal exemption or credit for depend-
ents. Although a nonresident alien in-
dividual who is engaged in trade or busi-
n-ess within the United States or lhas an
office or place of business therein is en-
titled 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
imposed by sections 11 and 12 by reason
of the provisions of section 211 (b) and
the benefit of the personal exemption
and credit for dependents may not be
received by filing a claim therefor with
the withholding agent.*

§ 19.143-4. Ownership certificates for
bond interest. In accordance with the
provisions of section 147 (b), citizens
and resident individuals and fiduciaries,
resident partnerships and nonresident
partnerships al of the members of which
are citizens or residents, owning bonds,
mortgages, or deeds of trust, or other
similar obligations issued by a domestic
corporation, a resident foreign corpora-
lion, or a nonresident foreign corpora-
tion having a fiscal agent or a paying

agent in the United States, when pre-
senting interest coupons for payment
shall file ownership certificate3 for each
issue of such obligations regardlezs 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 ba
filed when collecting the interest in the
same manner as if Interest coupons were
presented for collection.

In all cases where the owner of bonds,
mortgages, or deeds of trust, or other
similar obligations of a corporation Is a
nonresident alien, a nonresident part-
4ership composed in whole or in part of
nonresident 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 interest 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 certifi-
cates need not be filed by a nonresident
alien, a partnership composed wholly of
nonresident aliens, or a nonresident for-
eign corporation In connection with In-
terest payments on such bonds, mort-
gages, or deeds of trust, or other similar
obligations of a domestic or resident for-
eign corporation qualifying under section
119 (a) (1) (B), or of a nonresident for-
eign corporation.

The ownership certificate shall show
the name and address of the debtor
corporation, the name and address of
the owner of the obligations, a descrip-
tion 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 case of interest payments on
obligations of a State, Territory, or any
political subdivision thereof, or the Dis-
trict of Columbia; or obligations of a
corporation organized under Act of Con-
gress, if such corporation Is an instru-
mentality of the United States; or the
obligations of the United States or Its
possessions. (See section 22 (b) (4).)
Ownership certificates are not required
to be filed in connection with interest
payments on bonds, mortgages, or dccds
of trust, or other similar obligations Is-
sued by an individual or a partnership.
Ownership certificates are not required
where the owner is a domestic corpora-
tion, a resident foreign corporation, or a
foreign government.

When interest 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-
sented for payment, and the bank Is
satisfied that the owner is a person who
is not required to file an ownership
certificate, the bank shall require of the
payee a statement showing the name and
address of the parson from whom the

coupons were received by the payee, and
aleging that the owner of the bnd is
unlmown to the payee. Such statement
shal 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,
crossing 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 ownership certifi-
cates are not furnished by the owner of
such bonds, ownership certificates must
be prepared by the withholding agent.0

§ 19.143-5 Form of certificate for
citizens or residents. For the purpose
of section 19.143-4, Form 1000 shall be
used in preparing ownership certificates
of citizens or residents of the United
States (individual or fiduciary), resident
partnerships, and nonresident partner-
ships all of the members of which are
citizens or residents. If the obligations
are Issued by a nonresident foreign cor-
poration having a fiscal or paying agent
In the United States, Form 1000 should
be modified to show the name and ad-
drezs of the fiscal agent or the paying
agent in addition to the name and ad-
dress of the debtor corporation.*

§ 19.143-6 Form of certificate for
nonresident aliens, nonresident foreign
corporations, and unmown owners. For
the purpose of section 19.143-4, Form,
1001 shall be used in preparing owner-
ship certificates (a) of nonresident
aliens, (b) of nonresident partnerships
composed in whole or in part of nonresi-
dent aliens, (c) of nonresident foreign
corporations, and (d) where the owner is
unlnown.*

§ 19.143-7 Return and paayment of
tax withheld. Every withholding agent
shall make on or before March 15 an an-
nual 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 nionthly 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 re-
turn, 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 or fiscal pay-
ing agent in the United States (see sec-
tion 19.143-5). Forms 1012 and 1013
should be likewise modified.
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Every person required- to deduct and
withhold any tax -from income other
than such bond interest shall make an
annual return thereof to the collector on
or before March 15 on Form 1042, show-
ing the amount of tax required to be
withheld from each nonresident alien,
nonresident partnership composed in
whole or in part of nonresident aliens, or
nonresident foreign corporation to which
income other than bond interest was
paid during the previous taxable year.
Form 1042 should be filed with the col-
lector for the district in which the with-
holding 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 1939 and each subse-"
quent calendar year, in addition to the
withholding return on Form 1042; with
respect to the items of income from
which a tax of only 5 percent was with-
held 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 interest
listed on monthly returns on Form 1012,
including items of interest where the lia-
bility for withholding is only 2 -percent.
In the case of corporations whose ad-
dresses are within Canada, only the fixed
or determinable annual or periodical in-
come from sources within the United
States 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
failure 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, withholdifig
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 corporation as-
sumed in connection with its tax-free
covenant bonds, such person cannot be-
held liable for the tax assumed by -the
debtor corporation merely by reason of
such person's appointment as withhold-
ing agent. If a duly authorized with-
holding agent has become insolvent or
for any otherreason fails to make pay-
ment to the collector of internal reve-
nue of money deposited with it by, the
debtor corporation to pay taxes, ox money
withheld from bondholders; the debtor-
corporation is not discharged of its lia-
bility 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 monet, the with-
holding agent shall not release the prop-
erty 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.*

§ 19.143-8 Ownership certiflcates in
the case of fiduciaries and joint owners.
If fiduciaries have the control and cus-
tody of more than one estate or trust, anrd

such estates and trusp have as assets
bonds of corporations and other securi-
ties, a certificate of ownership shall be
executed for each estate or trust, regard-
less of the fact that the bonds are of the
same issue. The ownership certificate
should show the nawae of the estate or
trust, in additfon to the name and ad-
dress of the fiduciary. If bonds are
owned jointly by two or more persons, a
separate ownersliip certificate must be
executed in behalf of each of the owners.*

§ 19.143-9 Return of i n c o n e 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 pay-
ment of the tax but any tax so withheld
shall be credited against the total income
tax as computed in the taxpayer's re-
turrr. (See, however, section 19.142-5.)
If the tax is paid by the recipient of the
income or by the withholding agent it
shall not be re-collected-from the other,
regardless of the original liability there-
for, and in such event no penalty will be
asserted against either person for failure
to return or pay th 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 sec-
tion 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 igainst the amount of the in-
come tax cbmputed 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. PAYwENr oF cORPoRAIo' iNco=M
TAX AT SOUJECE.

In the case of foreign corporations subject
to taxation under this chapter not engaged
in trade or business within the United States
and not having any office or place of busi-
ness therein, there shall be deducted and
withheld at the source in the Fame maner
and upon the same items of ncome as is
provided in section 143 a ta= equal to 15
per centum thereof, except that in the case
of dividends the rate shall be 10 per cen-
tum, and except that in the case of cor-
porations organized undef the laws of a con-
tiguous 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 provided by treaty with such coun-
try; and such tax shall be.returned and paid
in the same manner and subject to the same
conditions as provided in that-sectIon: Pro-
vided, That in the case of interest described
in subsection (a) of that section (relating
to tax-free covenant bonds) the deduction
and withholding shall be at the rate speci-
fied in such subsection.

§ 19.144-1 Withholding in the case of
nonresident foreign corporations. A tax
of 15 percent Is required to be-withheld
in the case of fixed or determinable an-

nual or periodical Income paid to a non-
resident foreign corporation except (1)
income from sources without the United
States, including interest on deposits
with persons carrying on the banking
business paid to such corporation, (2)
interest upon bonds or other obligations
of a corporation containing a tax-free
covenant and issued before January 1,
1934, where the liability assumed by the
obligor exceeds 2 percent of the inter-
est, and (3) dividends.

Withholding of a tax at the rate of 2
percent is required in the case of inter-
est paid to a nonresident foreign corpo-
ration, upon bonds or other obligations
of a corporation issued prior to January
1, 1934, and containing a tax-free cov-
enant, if the liability Assumed by the ob-
ligor exceeds 2 percent of the interest
and the interest Is treated as income
from sources within the United States.

A tax of 10 percent is required to be
withheld from dividends (other than div-
idends distributed by a corporation or-
ganized under the China Trade Act, 1922,
to a resident of China) from sources
within the United States paid to a non-
resident foreign corporation, except that
such rate of 10 percent shall be reduced,
in the case of corporatioils organized
under the laws of a contiguous country,
to such rate (not less than 5 percent) as
may be provided by treaty with such
country. (See paragraph 106 of the Ap-
pendix to these regulations.), Dividends
paid by a foreign corporation are not,
however, subject to withholding unless
such corporation Is engaged in trade or
business within the United States or has
an office or place of business therein and
more than 85 percent of the gross in-
come of such foreign corporation for the
3-year period, ending with the close of
its taxable year preceding the declara-
tion of such dividends (or for such part
of such period as the corporation has
been in existence) was derived from
sources within the United States as de-
termined under the provisions of sec-
tion 119. (See also section 143.)

For withholding in the case of divi-
dends distributed by a corporation or-
ganized under the,China Trade Act, 1922,
see sections 19.143-3 and 19.2624.*

§ 19.144-2 Aids to withholding
agents in determining liability for with-
holding of tax. Since no withholding of
tax on bond Interest, dividends, or other
income is required In the case of a resi-
dent foreign corporation (see section
19.143-3), the person paying such in-
come should be notified by a letter from
such corporation that It is not subject to
the withholding provisions of the Inter-
nal Revenue Code. The letter from the
corporation shall contain the address of
its office or place of business In the
United States and be signed by an offi-
cer of the corporation giving his official
title. Such letter of notification, or copy
thereof, should be immediately for-
warded by the recipient to the Commis-
sioner of Internal Revenue, Sorting Sec-
tion, Washington, D. C. The same pro-
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cedure should be followed in the case of
resident partnerships, composed in whole
or in part of nonresident aliens, not sub-
ject to the withholding provisions of the
Code except in the case of interest on
tax-free covenant bonds. The letter
should be signed by a member of the
firm.

When a payor corporation, or any
other person (incliding a nominee), hav-
ing the control, receipt, custody, disposal,
or payment of dividends has no definite
knowledge of the status of a shareholder,
the tax should be withheld if the share-
holder's address is outside the United
States. If the shareholder's address is
within the United States, it may be as-
sumed that such shareholder is a citizen
or a resident thereof. Unless the name
and style of the shareholder are such as
to indicate clearly that he is a nonresi-
dent alien, an address in care of another
person in the United States does not of
itself warrant the treating of the share-
holder as a nonresident alien. If a
shareholder changes his address from a
place without the United States to a
place within the United States, the tax
should be withheld unless proof is
furnished showing that he is a citizen or
a resident of the United States. A per-
son's written statement that he is a citi-
zen, or resident of the United States, may
be relied upon by the payor of income
as proof that such person is a citizen or
resident of the United States.

The following table of withholding
rates under the Internal Revenue Code
and the tax convention between the
United States and Canada has been pre-
pared for the purpose of making a sum-
mary of such rates readily available to
withholding agents:

c7r, or pa er- I Iship (except es I
statei InitemS I 5 14
below) i ......... 2 10 1 1 0 110 10
1 Salryor compensation for personal services rendered

in the United States is not subject to withholding in the
cassofnoaresident aliens, residents of Canad or fexio,
who enter and leave the United States at frequent
intervals.

Clas-cs of tax.
payers

crprate t-_nd

With tax-
frese.,ve- a
nantan'. .

fue Jan.

co, 123

> -17

ann

=~ g

" ZZ a

Z5

3. Domestic cor-
poration or r,-
dent forign or-

4. NonresIdent -r-
elgn corporation
(except as stated
initerm6below).. 2 1 15 10 10 13 15

5. Individual, fidu-
clary, or pfrtner-
ship, resident of
Canada .--------- 2 r33 5 3(1) 5

0. NonresIdent cor-
getlon organ-

Izunder lawsof Canada ------- 2 13 13 5 1 1

7. Unknown owner 2 10 10. .

SEc. 145. Pnr=xLrs.

(a) Failure to file returns, submit infor-
mation, or pay tax. Any percon rcqulred
under this chapter to pay any tax, or re-
quired by law or regulations made under
authority thereof to make a return, leep any
records, or supply any information, for the
purposes of the computation, asse-ment, or
collection of any tax Impozed by this cbap-
ter, who willfully falls to pay such tax, make
such return, keep such records, or supply
such information, at the time or times re-
quired by law or regulations, rall, In addi-
tion to other penaltie3 provided by law, b3
guilty of a misdemeanor and, upon convic-
tion thereof, be fined not more than $10,000.
or mprisoned for not, more than one year
or both, together with the costs of prof.-cu-
tion.

(b) Failure to collect and poy over tax, or
attempt to defeat or erade tax. Any percon
required under this chapter to collect, ac-
count for, and pay over any tax imposed by
this chapter, who willfully fails to collect or
truthfully account for and pay over cuch tax.
and any person who willfully attempts In any
manner to evade or defeat any tax imposed
by this chapter or the payment thereof.
shall, In addition to other penalties provided
by-law, be guilty of a felony and, upon con-
viction thereof, be fined not more than
$10,000, or Imprisoned for not more than five
years, or both. together with the costs of
prosecution.

(c) Person defined. The term '"percon"' an
used in this section Includes an ofllcer or
employee of a corporation or a member or
employee of a partnerslilp, who as such
officer, employee, or member Is under a duty
to perform the act In respect of which the
violation occurs.

(d) Cross reference. For penalties for
failure to file Information returns with re-
spect to foreign personal holding companles
and foreign corporations, see section 340.

§ 19.145-1 Penalties. The penalties
provided for in section 145 cannot be as-
sessed but are enforceable only by suit

or prozecution. For limitations on prose-
cutions, se section 3748 (paragraph 37
of the Appaudlx to these regulations).
The willful failure of a taxpayer to give
information required in his return as to
advice or assistance rendered in the
preparation of the return, and the will-
ful failure of the person preparing a re-
turn for another to execute the sworn
statement required with reference there-
to, make such persons subject to the
penalties imposed by section 145 (a).
The privilege against Incrimination in
the fifth amendment to the Constitu-
tion Is not a defense to a charge of fail-
ure to file a return, and does not au-
thorize a refusal to state the.amount of
income, though the taxpayer's income
was made through crime.*
Src. 146. C On; Br CoanMM o, os'

TAXA=L YEAIO.

(a) Ta= in feopardy.-
(1) Departure of taxpayer or removal of

propcrty from United States. If the Com-
missloner finds that a taxpayer dssigns
quickly to depart from the United States or
to remove his property therefrom, or to con-
c al himlf or his property therein, or to d3
any other act tending to prejudice or to
render wholly or partly ineffectual proceed-
in a to collect the tax for the taxable year
then last pa t or the taxable year then cur-
rent unles. such proceedings be brought
without delay, the Commissioner shall de-
clare the taxable period for such taxpayer
immediately terminated and shall cause
notcea of such finding and declaration to be
given the taxpayer, together with a demand
for Immediate payment of the tax for the
taxable period so declared terminated and of
the tax for the preceding taxable year or so
much of such tax as is unpaid, whether or
not the time otherwis allowed by law for
filing return and paying the tax has expired;
and such taxes shall thereupon become Irm-
mediately due and payable. In any proceed-
Ing In court brought to enforce payment of
taxe3 made due and payable by virtue of the
provIaions of this cection the finding of the
Commlioner, made as herein provided,
whether made after notice to the taxpayer
or not. shall be for all purpazes presumptive
evidence of the taxpayer's design.

(2) Corporation in liquidation- If the
Commlisioner finds that the collection of
the tax of a corporation for the current or
lat preceding taxable year will be Jeop-
ardized by the distribution of all or a por-
tion of the a.eat of such corporation in the
liquidation of the whole or any part of Its
capital stcch, the Comminsoner shall de-
clare the taxable p=iod for such taxpayer
Immediately terminated and shall cause no-
tice of such finding and declaration to be
given the txpayer. together with a demand
for Immediate payment of the tax for the
taxable period so declared terminated and
of the tax for the -ast 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 there-
upon become Immediately due and payable.

(b) Security for pamnnnt. A taxpayer who
is not In default In making any return or
paying income, wr-proflt, or exces-profits
tax under any Act of Congress may fur-
nish to the United States, under regulations
to be prescribed by the Commns-sioner, with
the approval of the Secretary, security ap-
proved by the Commisioner that he will
duly male the return next thereafter re-
quired to be filed and pay the tax nest
therefter required to be paid. The Com-
mls oner may approve and accept in like
maner security for return and payment of
taxe5 made due and payable by virtue of
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the provisions of this section, provided the
taxpayer has paid in full all other Income,
war-profits, or excess-profits taxes dui from
him under any Act of Congress.

(c) Same-Exemption from section. If se-
curity Is approved and accepted. pursuant to
the provisions of this section and such fur-
ther or other security with rbspect 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 shall not be enforced by any pro-
ceedings under the provisions of this sec-
tion prior to the expiration of the time
otherwise allowed for paying such respective
taxes.

(d) Citizens. I. 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 o alien. NO alien shall
depart from the United States unless he
first procures from the collector or agent
in charge a certificate that he has complied
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 centumn 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.

§ 19.146-1, Termination of thre taxable
period by Commissioner.

(a) Section 146 provides that in the
case of a taxpayer who designs by im-
mediate departure from the United
States or otherwise to avoid the payment
of the tax for the preceding or current
taxable year, the Commissioner may
upon evidence satisfactory to him, -de-
clare the taxable period for such tax-
payer immediately terminated and cause
to- be served upon him notice and de-
mand for immediate payment of the tax
for the taxable period declared termi-
nhted, and of the tax for the preceding
taxable year, or so much of such tax as
Is unpaid. In such a case the taxpayer
is entitled to the personal exemption and
credit for dependents, if otherwise al-
lowable, but the amount allowable as
personal exemption and credit for de-
pendents shall be reduced propor-
tionately 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), tlie Commissioner's finding
is presumptive evidence of the-taxpayer's
design. Section'146 (a) (2) provides for
a similar termination of the taxable
period of a corporation if the Commis-
sioner finds that the collection of the tax
of the corporation for the current or
last preceding taxable year. will be
jeopardized by the distribution of all or
a portion of the assets of such corpora-
tion in the liquidation of the whole or
any part of its capital stock. Such find-
ing of the Commissioner is considered
prima facie correct. A taxpayer who is
not in default in making tlue. returns or
in paying other taxes may procure the
postponement until the usual time of the
payment of taxes which are or may be
due pursuant to this section by depositing

with the Commissioner United States
bonds of a principal amount, not exceed-
ing double the.amount of'taxes due for
the taxable period, or by furnishing such
otherw security as may be approved by
the Commissioner.

(b) Except as provided in paragraph
(c) of this section an alien who intends
to depart from the United States will
be required to file a return of income on
Form 1040C and to obtain a certificate
of compliance with income tax obliga-
tions from the collector or internal reve-
nue agent in charge. A certificate of
compliance is attached to and made a
part of Form 1040C. An alien, whether
resident or nonresideht, who intends to
depart from the United States should
appear before the collector or internal
revenue agent in charge for the district
in which he- resides and satisfy all in-
come tax obligations with respect to in-
come received -or to be received, de-
termined as nearly as may be, up to and
indluding the date of his intended de-
parture. Upon payment'of such obli-
gations, or upon the' furnishing of such
security as may bi" approved by the
Commissioner for the payment of such
obligations, or upon satisfactory evi-
dence that no tax is due and payable, the
collector 'or internal revenue agent in
charge will issue a certificate of com-
pliance to the applicant. A properly
executed certificate of compliance issued
by -the collector or internal revenue
agent must be presented at the: point of
departure. Ali alien presenting himself
at the point of departure without such
certificate of -compliance will be exam-
ined by an internal revenue officer at
that ppint and such taxes as appear to
be due and owing will be 'collected.
Citizens of the United States or of pos-
sessions of the United States departing
from th United States will not be re-
quired to procure -certificates of com-
pliance or to present any other evidence
of compliance with income tax obliga-
tions.
(c) An alien who intends to depart

from the United States and whose tax-
able year has not been terminated by
the Commissioner as provided in sec-
tion 146 (a), and who is not in default
in making any return, or paying income,
war-profits, or excess-profits tax under
any Act of Congress, may procure a
certificate of compliance 'as provided in
section 146 (e) by (1) appointing in
writing on Form 934 an attorney in
fact, resident in the United States,- to
make his income tax return or returns
for the taxable year current at the time
of his intended departure end for the
next preceding taxable'year (if not al-
ready made), (2) making 'on Form
1040D a return of information f6r his
taxable year current at the time of his
intended departure and a return on that
form for the next preceding taxable year
where the period for making the income
tax return for the next preceding tax-
ablY year has not expired, and (3) either
paying the estimated tax as shown on

the information return (Form 1040D),
which will be credited on account for
the year covered by such return, or fur-
nishing security approved by the Com-
missioner that he will make the re-
quired 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 1s
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 other-
wise allowed for their payment. The
departing alien may furnish as security
a surety bond on Form 1133 in an
amount not exceeding double the
amount of tax for his taxable year cur-
rent at the time of his' intended de-
parture, and for ,the next preceding
taxable year (if not already paid), con-
ditioned upon the making of his return
or returns for such year or years (if not
already made), and the payment of any
-tax or taxes that may become payable
for such year or years together 'with any
penalty' and Interest that may accrue
,thereon, such bond to be executed by
a. surety or surdties approved by the
Commissioner. In lieu of such a surety
bond, the taxpayer tnay furnish as se-
curity- a penal-bond (Form 1133), ap-
proved by the Commissioner, secured by
deposit of bonds or notes of the United
States equal in their total par value to
an amount not exceeding double the
amount of the tax or taxes In respect of
which the bond is furnished. 'A form of
a "certificate of compliance" Is made a
part of Form 1040D. Bonds complying
with the provisions of this section, If
properly executed and with adequate
surety, are approved, and may be ac-
cepted in the name of the Commissioner,
by the collector or internal revenue
agent in charge by slning the Form 1133
as follows:

Commissioner o1 lnterhal Revenue.
By ................-- .....

(Collector of Internal Revenue.)

(Internal Revenue Agent in Chuargc.)-

A corporation will not be accepted tls
a surety on such bond unless the corpo-
ration holds, a certificate of authority
from the Secretary of the Treasury as an
acceptable surety on Federal bonds. If
the surety on the bond is an individual
or Individuals such bonds shall not be ac-
cepted until an Investigation Is made as
to the financial and other responsibility
of such surety or sureties and such In-
vestigation shows that the collection of
the tax Is amply secured by the bondA

Sc. 147. INFO RATIO AT SOUBCn.

(a) Payments of $1,000 or nore. All per-
sons, in whatever capacity acting, including
lessees or mortgagors of real or personal prop-
erty, fiduciaries, and employers, making pay-
ment to another person, of interest, rent,
salaries, wages, premiums, annuities, com-
pensations, remunertions. emqlumcnts, or
other fixed or determinable gains, profits, and
income (other than payments described In

HeinOnline -- 5 Fed. Reg. 498 1940



FEDERAL REGISTER, Friday, February 2, 1910

section 148 (a) or 149), of $1,000 or more in
any taxable year. or, in the case of such pay-
nients made by the United States, the officers
or employees of the United States having
information as to such payments and re-
quired to make returns in regard thereto by
the regulations hereinafter provided for, shall
render a true and accurate return to the
Commissioner, under such regulations and
in such form and manner and to such extent
as may be prescribed by him with the ap-
proval 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-
mnt. Such returns may be required, re-
gardless of amounts, (1) in the case of pay-
ments of interest upon bonds, mortgages,
deeds of trust, or other similar obligations
of corporations, and (2) in the case of collec-
tions of items (not payable In thS United
States) of interest upon the bonds of foreign
countries and interest upon the bonds of
and dividends from foreign corporations by
persons undertaking as a matter of business
or for profit the collection of foreign pay-
ments of such interest or dividends by means
of coupons, checks, or bills of exchange.

(c) Recipient to furnish, name and ad-
dress. When necessary to make effective the
provisions of this section the name and ad-
dress of the recipient of income shall be fur-
nished upon demand of the person paying
the income.

(d) Obligations of United States. The
provisions of this section shall not apply to
the payment of interest on obligations of the
United States.

§ 19.147-1 Return of information as
to payments of $1,000. All persons mak-
ing payment to another person of fixed
or determinable income of $1,000 or more
in any calendar year must render a re-
turn thereof to the Commissioner for
such year on or before February 15 of
the following year, except as specified in
sections 19.147-3 to 19.147-5, inclusive.
A return shall be made in each case on
Form 1099, accompanied by transmittal
Form 1096 showing the number of re-
turns filed, except that the return with
respect to distributions to beneficiaries of
a trust or of an estate shall be made on
Form-1041 in lieu of Forms 1099 and
1096. The street and number where the
recipient of the payment lives should be
stated, if possible. If no present ad-
dress is available, the last known post-
office address must be given. Although
to make necessary a return of informa-
tion the income must be fixed'or deter-
minable, it need not be annual or period-
ical. (See section 19.143-2.)

Sums paid in respect of life insurance,
endowment, or annuity contracts which
are required to be included in gross in-
come under sections 19.22 (b) (1)-1,
19.22 (b) (2)-1, and 19.22 (b) (2)-2
come within the meaning of the term
'Tixed or determinable income" and are
required to be reported in returns of
information as required by this section,
except that payments in respect of poli-
cies 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
income" and are required to be reported
in returns of information as required by

athis section.

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
broughit within his own control and d~ls
position.*

§ 19.147-2 Return of information as to
payments to employees. 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 subcontractors em-
ploying labor, who keep the only com-
plete record of payments therefor, should
file returns of information in regard to
such payments directly with the Com-
missioner. When both main office and
branch office have adequate records, the
return should be filed by the main office.
Amounts distributed or made available
under an employees' trust governed by
the provisions of section 165 to any bene-
ficiary in any taxable year, in excess of
the sum of his personal exemption and
the amounts paid into the fund by him,
must be reported by the trustee. But see
section 19.147-3. (See also section 19.2
(a)-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 de-
partments and other United States Gov-
ernment establishments.'

§ 19.147-3 Cases where no return of
information required. Payments of the
following character, although over $1,000,
need not be reported in returns of infor-
mation on Form 1099:

(a) Payments of interest on obliga-
tions of the United States;

(b) Payments by a brokex 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
paid during the year was $1,000 or
more) ;

(f) Payments made to alien employees
serving in foreign countries or payments
representing earned income for services
rendered without the United States made
to nonresident citizens entitled to the
benefits of section 116 (a);

(g) Salaries and profits paid or dis-
tributed by a partnership to the individ-
ual partners;

(h) Payments of salaries, or other
compensation for personal services ag-
gregating less than $2,500 made to a
married individual (citizen or resident);

(I) Payments of commissions made by
fire nsurance companies, or other com-
panies insuring property, to general
agents, except when specifically directed
by the Commissioner to be filed;

MJ) Payments of income upon which
Income tax has been withheld at the
-ource and reported on Forms 1012, 1013,
or 1042; and

(k) Amounts paid by the United
States to persons in Its service (civil,
military, or naval) as an allowance for
traveling expenses, including an allow-
ance for meals and lodging, as, for ex-
ample, a per diem allowance in lieu of
subsistence, and amounts paid as reim-
bursements for traveling expenses.

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 section 19,25-7), or if the payee
is a resident of Canada or D11exico, the
payeZ 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.*

§ 19.147-4 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 section 19143-5.) *

§ 19.147-5 Return of information as to
payments to other than citizens or resE-
dents. In the case of payments of fixed
or determinable annual or periodical in-
come to nonresident aliens (individual or
fiduciary), to nonresident partnerships
composed in whole or in part of nonresi-
dent aliens, or to nonresident foreign.
corporations (see section 193797-8), the
returns filed by withholding agents on
Form 1042 shall constitute and be treated
as returns of information. (See sections
143 and 144.)'

§ 19.147-6 FOreign items. The term
"foreign items," as used in these regula-
tions, means any Item of interest upon
the bonds of a foreign country or of a
nonresident foreign corporation not hav-
Ig a fiscal or paying agent in the United
States, or any Item of dividends upon
the steak of such corporation.*

§ 19.147-7 Return of information as
to foreign items. In the ease 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 Inter-
nal Revenue, 'Returns Distribution Sec-
tion, Washington, D. C., on or before
February 15 of each year. The term
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"collection" includes the following: (a)
The payment by the licensee of the for-
eign item in cash; (b) the crediting by
the licensee of the account of the person
presenting the foreign item; (c) the ten-
tative crediting by the licensee of the ac-
count of the person presenting the for-
eign Item until the amount of the foreign
Item is received by the licensee from
abroad; and (d) the receipt of foreign
Items by the licensee for the purpose of
transmitting them abroad for deposits.
(See sections 19.147-1 and 19.1473.)*

§ 19.147-8 Irnformation as to actual
oumer. When the person receiving a
payment falling within the provisions
of the Internal Revenue Code for infor-
mation at the source is not the actual
owner of the income received, the name
and address of the actual owner or
payee shall be furnished upon demand
of the individual, corporation, or part-
nership paying the income, and in de-
fault of a compliance with such demand
the payee becomes liable for the pen-
alties provided. (See section 145.) Div-
Idends on stock are prima- facie the
Income of the record owner of th6 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, Returns Distribu-
tion Section, Washington, D. C., not later
than February 15 of the succeeding year.
Unless such a disclosure is made, the
record owner will be held liable for any
tax based upon such dividends. (See
section 19.148-1.)

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
actual owner or payee, or (bY if the
actual owner or payee is a nonresident
alien individual, foreign partnership, or
foreign corporation and the 10 percent
tax has been withheld at the source
prior to receipt of the dividends by the
record owner. (See section 19.143-1.)*

SEc. 148. INrOnwATiON By COnPOnATioNs.
(a) Dividend payments. Every corpora-

tion shau, when required by the Commis-
sioner, render a correct return, duly verified
under oath, of its payments of dividends,
stating the name and address of each share-
holder, the number of shares owned by him,
and the amount of dividends paid to him.

(b) Profits declared as dividends. Every
corporation shall, when required by the Com-
missioner, furnish him a statement of such
facts 'as will enable him to determine the
portion of the earnings or profits of the
corporation (including gains, profits, and in-
come not taxed) accumulated during such
periods as the Commssibner may -specify,
which have been distributed or ordered to be
distributed, respectively, to its shareholders
during such taxable years as the Commis-
sioner may specify.

(c) Accumulated earnings and Profits.
When requested by the Commissioner, or any
collector, every corporation shall forward to'
him a correct statement of accumulated
earnings and profits and the names and ad-
dresses of the individuals or shareholders
who would be entitled to the same If divided

or distributed, and of the amounts that
'would be payable to each.

(d) Contemplated dissolution or liquida-
tion. Every corporation shall, within thirty
days after the adoption by the corporation
of a resolution or plan for the dissolution
of the corporation or for the liquidation of
the whole or any part of -its capital stock,
render a cbrrect return to the Commissioner,
verified under oath, setting forth the terms
of such resolution or plan and such other
information as the Commissioner shall, with
the approval of the Secretary, by regulations
prescribe.

(e) Distributions in liquidation. Every
corporation shall, when required by the
Commissioner, render a correct return, duly
verified aunder oath, of its distributions In
liquidation, stating the name and address
of each shareholder, the number and class
of shares owned by him, and the amount
paid to him or, if the distribution is in prop-
erty other than money, the, fair market
value (as of the date the distribution is
made) of the property distributed to him.

(f) Compensation of .offcers and employ-
ees. Under reguations prescribed by the
Commissioner with the' approval of the See-
retary, every corporation subject to taxation
under this chapter shall, in Its return, sub-
mit a list oPl the names of all officers and
employees 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 ren-
dered, if the aggregate amount so paid to the
Individual is in excess of $75,000.

The Secretary shall compile from the re-
turnis 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 avail-
able tb thb public.

Ssc. 407. SALE OF INFOR16TATION DERIVED
TrOm INCOME TAX RErUNs. ' (REvENuE AcT or
1939.)

Section 148 (f) of the Internal Revenue
Code is amended by adding at the end there-
of 'the following new sentence: "It shall be
unlawful for any person to sell, offer for sale,
or circulate, for any consideration whatso-
ever, any copy or reproduction of any list, or
part thereof, authorized to be made public by
this Act or by any prior Act relating to the
publication of information derived from in-
come-tax returns; and any. offense against
the foregoing provision shall be a misde-
meanor and be punished by a fine not ex-
ceeding 81,000 or by imprisonment not ex-
ceeding one year, or both, at the discretion
of the court: Provided, That nothing In this
sentence shall be construed to be applicable
with respect to any newspaper, or other pe-
riodical publication, entitled to admission to
the mails as second-class mail matter"

§19.148-1 'Return of in ormation 'as
-to payment& of dvidends. Section 148
provides that every corporation shall,
,when required by the Commissioner,
render a. correct return, duly verified
under .oath, of its payments of divi-
dends, stating the name and address of
each shareholder, the number of shares
owned by him, and the amount of aivi-
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 fol-
lows:

(a) Except as 'provided in paragraph
"(b)-'of 'this section, every domestic cor-
poration or foreign corporation engaged
in. business within the United States 'or
having an' office or -place of business or a
fiscal- or paying ageit 1n the United
States, making .payments of dividends

and distributions (other than distribu-
tions in liquidation) (1) out of Its earn-
ings or profits accumulated after Feb-
ruary 28, 1913, or (2) out of earnings or
profits of the taxable year (computed as
of the close of the taxable year without
diminution by reason of any distribu-
tions. made during the taxable year)
without regard to the amount of the
earnings and profits at' the time the dis-'
tribution was made, to any shpreholder
who is an individual (citizen or resident
of the United States), a resident fidu-
ciary, or a resident partnership any
member of which is a citizen or resident,
amounting to $100 or more during each
calendaD year, shall render an Informa-
tion return on Forms 1096 and 1099.
A separate Form 1099 must be prepared
for each shareholder, upon which will
be shown-the name and address of the
shareholder to whom such payment was
made, and the amount paid. These
forms, accompanied by a letter of trans-
mittal on Form 1096 showing the nUm-
ber of Forms 1099 filed therewith, shall
be filed with the Commissioner of In-'
ternal Revenue, Returns Distribution
Section,' Washington, D. C., on or before
February 15 of the following year.

The periodical distributions of earnings
on running installment shares of stock
paid or credited by a building and loan
association to Its holders of that class of
stock are dividends within the meaning
of section 115 (a). The sunt received
upon withdrawal from a building and
loan association In excess of the amount,
paid in on account of membership feeq
and stock subscriptions, consisting of ac-
cumulated profits, constitutes a divideid
within the meaning 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 non-
taxable or partly nontaxable to Its share-
holders, the corporation will first fill lh'
the information on the reverse side of
Form 1096 and forward this form t- the
'Commissioner of Internal Revenue, Re-
turns Distribution Section, Washington,
D. C., not later than February 1 of the
following year. Upon receipt of this in-
formation the Commissioner will deter-
mine and advise the corporation by letter.
whether any portion of such distribution
is subject to tax. The corporation after
receiving this letter will then properly
prepare for each shareholder a Form'
1099, which shall be forwarded with
Form 1096 to the Commissioner of In-
ternal Revenue, Returns Distribution
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 pre-
scribed In this section, the corporation
may, upon a showing of such fact, obtain
a reasonable extension of time for filing.
'the return., The request for the exten-
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sion of time must be forwarded to the
Commissioner of Internal Revenue,
Practice and Procedure Division, Wash-
ington, D. C., on or before the date
prescribed for filing the return.*

§ 19.148-2 Return of information re-
specting contemplted dissolution or
liquidation.

(a) Making and fling of returns.
Within 30 days after the adoption of any
resolution or plan for or in respect of
the dissolution of a corporation or the
liquidation of the whole or any part of
its capital stock, the corporation shall
file with the Commissioner of Internal
Revenue, Washington, D. C., attention of
the Income Tax Unit, Records Division,
a correct return on Form 966, made
under oath or affirmation and contain-
ing the information required by para-
graph (b) of this section and by such
form. A like return shall be filed by the
corporation in the case of any amend-
ment of, or supplement to, a resolution
or plan for or in respect of the dissolu-
tion of the corporation or the liquidation
of the whole or any part of its capital
stock. A return must be filed under sec-
tion 148 (d) in respect of a liquidation
whether or not any part of the gain or
loss to the shareholders upon the liqui-
dation is recognized under the provisions
of section 112.

(b) Contents of return--(1) General
There shall be attached to and made a
part of the return required by section
148 (d) and paragraph (a) of this sec-
tion a certified copy of the resolution or
plan, together with any amendments
thereof or supplements thereto, and such
return shall in addition contain the fol-
lowing information:

(i) The name and address of the cor-
poration;

(ii) The place and date of incorpora-
tion; -

(iii) The date of the adoption of the
resolution or plan and the dates of any
amendments thereof or supplements
thereto; and

(iv) The collection district in which
the last income tax return of the corpo-
ration was filed and the taxable year
hovered thereby.

(2) Returns in respect of amendments
or supplements. If a return in respect
of any resolution or plan for or in re-
spect 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 re-
turn in respect of any amendment
thereof or supplement thereto will be
deemed sufficient if it gives the date such
prior return was filed and contains a
duly certified copy of such amendment or
supplement and all other information
required by this section and by Form 966
which was not given in such prior re-
turn. If no return was filed relative to
the resolution or plan which is being
amended or supplemented, the return

.relative to the amendment thereof or
supplement thereto shall contain a duly

No. 23- 10

certified copy of the resolution or plan
which is being amended or supple-
mented, together with all amendments
thereof and supplements thereto, and all
other information required by this sec-
tion and by Form 966.0

§ 19.148-3 Return of infornation re-
specting distributions in li.idation.
Unless the distribution is one in respect
of which information is required to be
filed pursuant to section 19.112 (b) (6)-5
(b), 19.112 (g)-6 (a), or 19.371-10, every
corporation making any distribution in
liquidation of the whole or any part of
its capital stock shall file a return of in-
formation on Forms 1096 and 1099L gv-
inr all the information required by such
forms and by these regulations. A Eep-
arate Form 1099L must be prepared in
duplicate for each shareholder to whom
such distribution was made, showing the
name and address of such shareholder,
the number and class of shares owned by
him in liquidation of which such distri-
bution was made, and the total amount
distributed to him on each class of stock.
If the amount distributed to such share-
holder on any clazs of stock consisted in
whole or in part of property other than
money, the return on such form shall in
addition show the amount of money dis-
tributed, if any. and shall list separately
each class of property other than money
distributed, giving a description of the
property in each such class and a state-
ment of its fair market value at the time
of the distribution.

Such duplicate forms, accompanied by
a letter of transmittal on Form 1096
showing the number of Forms 1099L filed
therewith, shall be filed with the Com-
missioner of Internal Revenue, Returns
Distribution Section, Washington, D. C.,
on or before February 15 of the year fol-
lowing the calendar year In which such
distribution was made.*

§ 19.148-4 Informationrespecting
compensation of officers and employces in
excess of $75,000. Every corporation
subject to taxation under chapter 1 which
during any taxable year beginning after
December 31, 1938, has paid to any of-
ficer or employee of the corporation, sal-
ary, commission, bonus, or other compen-
sation 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-l, as a part of
its income tax return, In accordance with
the instructions contained in the pre-
scribed return. Such schedule shall con-
tain the following information: (1)
Name of officer or employee, (2) amount
of salary paid, (3) amount of comis-
sion paid, (4) amount of bonus paid, (5)
amount of other compensation paid, and
(6) total compensation paid.

The term "paid" as used in this sec-
tion means "paid or accrued" or "paid or
incurred" which shall be construed ac-
cording to the method of accounting
upon the basis of which the net income
of the corporation Is computed.

Upon recaipt of the returns by the col-
lector, the schedules will be detached and
forwarded by the collector to the Com-
nmoner of Internal Revenue, Records
Division, Washington, D. C.*

sm. 149. R-M"amns o, =oS.
Every par-an doing business a- a brohm

rhal, when requirad by the CommLsloner,
render a correct return duly verified under
cath. under such rules and regulations z the
CoMmi1-ioner, with the approval of the Sc-
retary, may pre-crile, showing the names of
cttomacr for whom such parson has tranz-
acted any business, with such details as to
the profits, lc=.3, or other information which
the Comminsloner may require, as to each of
such customei-, as will enable the Comms-
cAoner to determine whether all Income tq-.
duo on profits or gains of such custom=rs
has been paid.

§ 19.149-1 Return of information by
brokers. Every peron or organization
acting as broker or other agent in stock,
bond, or commodity transactions fin-
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 1939 and
each subzequat calendar year, except
as provided in this section or as other-
wise specifically directed by the Commis-
soner. The form shall show the name
and address of the customer and the title
of the account; the name and address of
the broker or agent; the names and ad-
drezes of the guarantor of the account
and others with power to make with-
drawals of cash, securities, or commodi-
ties from the account; and, except as
provided in the fourth paragraph of this
section, the form shall also show the total
of the purchases, the total of the sales,
and the total market value of the securi-
ties exchanged for the customer or ac-
count.

The makrng of Form 1100 by banks
and trus 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 involv-
ing sales and exchanges aggregating
$25,000 or more during each year.

Banks and trust companies will not be
required to file Form 1100 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 includ-
ing custodian or safe-keeping accounts
as fiduciary), or for other banks, trust
companies, brokers, or other financial in-
stitutions doing business in the United
States. Banks and trust companies will
not be required to file returns covering
purchases and sales where they do not
actually give the orders for the purchases
and sales.
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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 trans-
actions, 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 thi form should
be noted accordingly.

Persons or organizations having do-
mestic correspondents will not report on
Form 1100 for such domestic correspond-
ents 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 account
is guaranteed or .others have power to
make withdrawals of cash, securities, or
commodities from the account, a dupl-
cate of the form as prepared on white
paper shall be made on the pink form for
each name and address, other than the
customer, required to be shown on Form
1100.

Form 1100A is provided for use as a
letter of transmittal and affidavit to ac-
companyForms 1100. Tl~e Forms 1100
for each year accompanied by Forms
1100A ,properly filled out and executed,
shall be forwarded to the Commissioner
of Internal Revenue, Returns Distribu-
tion Section, Washington, D. C., not later
than February 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 organiza-
tion.*

SEc. 150. CoLLEcTIoN OF FOREIGN rris. -
All persons unqertaking as a matter of

business or for profit the collection of for-
eign payments 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 in-
formation required under this chapter as the
Commissioner, with the approval of the Sec-
retary, shall prescribe; and whoever know-
ingly undertakes to collect such payments
without having obtained a license therefor,
or without 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.

§ 19.150-1 License to -collect foreign
items. Banks or agents collecting for-
eign items, as defined in section 19.147-6,
and required by section 19.147-7 to make
returns of information with respect
thereto, must obtain a license from the
Commissioner to engage in such business.
Application Form 1017 for such license
may be procured from collectors. The
license is issued without cost on 'Form

1010. Any person holding a license
under the Revenue Act of 1.938 or any
prior Act will not be required to renew
such license.*

SEC. 151. FORmGN PERSONAL HOLDIMIO'COU-
PANIES.
For. Information returns by officers, direc-

tors, and large shareholders, with respect to
foreign personal holding companies, see sec-
tions 338,339, and 340.

F6r information returns by attorneys, ac-
countants, and so forth, as to formation, and
so forth, of foreign corporations, see section
3604. '

SEC. 225. PAN-A= CAN TRADE COaRORA-
TIONS. (REVENuE ACT OF 1939.)

The Internal Revenue Code is amended by
inserting after section 151 the following new
section:

"SEC. 152. PAN-AMERUcAx TsLIDE CoRPoRA-
TIONS.

"If a domestic corporation engaged in the
active conduct of a trade or business within
the United States (hereinafter referred to as
the 'parent corporation') owns directly 100
per centum of the capital stock of one or
more domestic corporations each of which is
engaged solely in the active conduct of a
trade or business in Central or South Amer-
ica (hereinafter referred to as a Pan-Amer-
ican trade corporation), such corporations
(including the 'parent corporation') shall be
de-emed to be an affiliated grofip of corpora-
tions within the meaning of Seotion 141 of
this chapter, provided that the following
conditions are satisfied:

"(1) At least 80 per centum of the gross
income for the taxable year of the parent
corporation is derived from sources other
than royalties, rents, dividends, interest, an-
nuities, and gains from the sale or exchange
of stock or securities; and

"(2) At least 90 per centum of the gross
income for the -taXable year of each of the
Pan-American trade corporations is derived
from sources other than royalties, rents, divi-
-dends, interest, annuities, and gains from
the sale or exchange of stock or securities;
and

"(3) No part of the gross Income for the
taxable year of any of the Pan-American
trade corporations Is derived from sources
within the United States."

SEC. 229. TAXABLE YEARS TO WHICH AMEND-
LTiTs APPLICABLE. (REVENUE ACT oF 1939.)

Except the amendments made by sections
211, 213, 214, 215, 217,' 219, 220, 221, 222,
223, 226, 227, and 228, the amendments
made by this title to the Internal Revenue
Code shall be applicable only with respect to
taxable years beginning after Decembei 31,
1939.

§ 19.152-1 Foriiation of and changes
in Pan-American affiliated group. A
Pan-American affiliated group of corpo-
rations, within the meaning of section
152, Is formed at the time that the com-
mon parent corporation satisfying the
conditions imposed by such section be-
comes the owner directly of 100 percent
of the capital stock of another corpo-
ration satisfying the conditions imposed
by such section. A corporation satisfy-
ing the conditions so imposed becomes a
member 'of a Pan-American affiliated
group at the time that the common par-
ent corporation becomes the owner di-
rectly of 100 percent of its capital stock.
A corporation ceases to be a member of
a Pan-American affiliated group at the
time that some portion of its capital
stock ceases to be owned directly by
the common parent corporation, or as of
th6 first day of the taxable year during

which such corporation ceases to satisfy
the conditions made essential to Its
classification by section 152.*

§ 19.152-s Corporations to be included
ing consolidated returns as Pan-American
trade corporations. The privilege of fil-
ing consolidated return as Pan-American
trade corporations for taxable years be-
ginning after Decembdr 31, 1938, Is
limited to an affiliated group of domestic
corporations consisting of a common
parent and one or more subsidiary cor-
porations the 'capital stock of which is
owned 100 percent by the common
parent. The common parent must be
actively engaged in the conduct of a
trade or business within the United
States, and at least 80 percent 'of its
gross income must be derived from
sources other than royalties, rents, divi-
dends, interest, annuities, and gains from
the sale or exchange of stock or securi-
ties. The subsidiary corpordtions must
be engaged solely in the active conduct
of a trade or business in Central or
South America; at least 90 percent of the
gross Income of each subsidiary must be
derived from sources other than royal-
ties, rents, dividends, Interest, annuities,
and gains from the sale or exchange of
stock or securities; and nd part of the
gross income of such subsidiaries shall be
derived from sources within the United
States. The term "Central or South
America" shall be considered as embrac-
ing the territories of British Honduras,
Guatemala, Honduras, Salvador, Nicara-
gua, Costa Rica, Panama, the Panama
Canal Zone, Colombia, Venezuela, British
Guiana, Dutch Guiana, French Guiana,
Equador, Pei'u, Brazil, Bolivia, Chile,
Argentina, Paraguay, and Uruguay.

The character of the assets or business
of the parent corporation other than Its
100 percent stcok-holding interest in Its
Pan-American trade subsidiaries Is not
material to the existence of the Pan-
American affiliated group. Such assets
may be of a tangible character, whether
employed within the United States, in
Central or South America, or elsewhere.
They may consist of the capital stock of
foreign corporations owned 100 percent
or less regardless of the site of their
activities. They may consist of the capi-
tal stock of domestic corporations en-
gaged wholly in Pan-American trade but
owned by the parent corporation in an
amount short of 100 percent. They may
consist of a 100 percent stock ownership
interest in domestic corporations engaged
in business, wholly or in part, in terri-
tories other than Central or South
America. The existence of the Pan-
American affiliated group is not made
dependent upon such coilslderations.*

Estates and Trusts
SEC. '161. IMIPOSITION OF TAX,

(a) Application of tax. Tha taxes Im-
posed by this chapter upon Individuals shall
apply to the income of estates or of any hind
of property held in trust, Including-

(1) Income accumulated In trust for tho
benefit of unborn or unascertained persons
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or persons with contingent Interests, and
income accumulated or held for future dis-
tribution under the terms of the will or
trust;

(2) Income which is to be distributed
currently by the fiduciary to the benefici-
aries, and income collected by a guardian
of an Infant which is to be held or dis-
tributed as the court may direct;

(3) Income received by estates of deceased
persons during the period of administration
or settlement of the estate; and

(4) Income which, in the discretion of
the fiduciary, may be either distributed to
the beneficiaries or accumulated.

(b) Computation and payment. The tax
shall be computed upon the net income of
the estate or trust, and shall be paid by the
fiduciary, except-as provided in section 166
(relating to revocable trusts) and section
167 (relating to income for benefit of the
grantor).

(c) Cross reference. For return made by
beneficiary, see section 142.

§ 19.161-1 Impositio= of the tax.

(a) Scope.- Supplement E (sections
161 to 170, inclusive) prescribes that the
taxes imposed upon individuals by chap-
ter 1 shall be applicable to the income
of estates or of any kind of property
held in trust. The rate of tax, the stat-
utory 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
3797 (a) (6)), and, as such, is required
to make and ie the return for his ward
and pay the tax, or the return may be
made by the ward. (See sections 19.51-1
and 19.142-2.) The estate of a ward is
not a taxable entity, in that respect dif-
fering from the estate of a deceased per-
son or of a trust.

The provisions of sections 161, 162, and
163 (relating to estates and trusts, fidu-
ciaries, and beneficiaries) contemplate
that the corpus of the trust, or the in-
come therefrom, is, within the meaning
of the Internal Revenue Code, no longer
to be regarded as that of the grantor.
If, by virtue of the nature and purpose
of the trust, the corpus or income there-
from remains attributable to the grantor,
these provisions do not apply. Thus the
provisions of sections 166 and 167 deal
with certain trusts which are excluded
from the scope of sections 161, 162, and
163. Other tsts, not specified in sec-
tions 166 and 167, where in contempla-
tion of law the corpus of the trust or tthe
income therefrom is regarded as remain-
ing in substance that of the grantor are
likewise excluded from the scope of sec-
tions 161, 162, and 163. Some of such
trusts are dealt with in sections 19.166-1
and 19.167-1. See section 165 as to the
exemption of employees' trusts.

(b) Taxability of the income. The
fiduciary is required to make and file the
return and pay the tax on the net in-

come of the estate or trust except as oth-
erwise provided in sections 165, 160, and
167, and sections 19.166-i' and 19.107-1.
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 162.0

SEc. 162. Nrr nico=.
The net income of the estate or trust ohall

be computed in the same mannicr and on the
same basis as in the case of an Individual.
except that-

(a) There shall be allowed as a deduction
(in lieu of the deduction for charitable, ctc,
contributions authorLed by sectIon 23 (o))
any part of the gross income, without limi-
tation, which pursuant to the terms of the
will or deed creating the trust. Is durin2, the
taxable year paid or permanently c2t aside
for the purposes and in the manner speciflcd
In section 23 (o), or is to be u.ed exclusivey
for religious, charitabje, scientific. literary,
or educational purpozes, or for the prnven-
tion of cruelty to children or animals, or for
the establishment, acquLstion, maintenance.
or operation of a public cemetery not opsr-
ated for profit;

(b) There shall be allowcd 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 It- tax-
able year which is to be distributed cur-
rently by the fiduciary to the beneflclaric°
and the amount of the income collected by a
guardian of an infant which is to be held or
distributed as the court may direct. but. the
amount so allowed as a deduction chall ba
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 ba allowed as
a deduction under subsection (c) of this
section in the same or any succeeding tax-
able year;

(c) In the case of income received by ez-
tates of deceased persons during the period
of administration or settlement of the C:-
tate, and In the case of Income which. In
the discretion of the fiduciary, may ha either
distributed to the bcneficiary or accumu-
lated, there shall he allowed as an additlonal
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-
ing such year to any legatce, heir, or b2nefl-
clary, but the amount so allowed as a de-
duction shall be included in computing the
net Income of the leatce, heir. or bnefi-
clary.

§ 19.162-1 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 provlslons thereof gov-
erning the right of deduction for depre-
ciation 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 deduc-
tions referred to In the preceding para-
graph of this section) the following:

(1) Any part of the gross income of
the estate or trust for Its taxable year
which, by the terms of the will or of the
instrument creating the trust, is paid

or permanently sat aside during such
year for the charitable, etc, uses or pr-
po-e3 referred to or described in section
102 (a). This deduction is in lieu of
that authorized by section 23 (o) in the
cace of individual taxpayers.

(2) Any Income of the estate or trust
for Its timble 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 parson for Its taxable year
which Is properly paid or credited during
such year to a legatee or heir, and any
income either of such an estate or of a
trust for Its taxable year which is simi-
larly paid or credited during that year
to a legatee, heir, or beneficiary if there
was vested in the fiduciary a discretion
either to distribute or 'to accumulate
such income.

Any income of the class described in
either paragraph (2) or (3) of this sec-
tion, which is currently distributable, or
paid or credited, to a guardian for his
ward is likewise deductible from the
gross income of the estate or trust.

There Is taxable to the estate or to
the trust, unless It be taxable to the
grantor of the trust (see sections 19.166-1
and 19.167-1), all income thereof ac-
cumulated for the benefit of unborn or
unascertained persons or persons with
contingent interests, all income either
accumulated or held for future distribu-
tion pursuant to the terms of the will or
trust, all income of the estate or trust
for Its taxable year which is not to be
distributed currently to legatees or other
bzneflclares (see paragraph (2) of this
section), all income of the estate for its
taxable 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
discretion either to distribute or to ac-
cumulate such Income (see paragraph (3)
of this section). 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) of this section as being'de-
ductible from the gross income of the
estate or trust shall be included in com-
puting the net Income of the legatees,
heir, or beneficiaries, whether dis-
tributed 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
parson as though directly distributed to
him as a beneficlary. (See, also, section
19.167-1.)

The income of an estate of a deceased
person, as dealt with in the Internal
Revenue Code, is therein described as
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received by the estate during the period
'of administration or settlement'thereof.
The period of administration or settle-
ment of the estate is the period required
by the executor or administrator to per-
form the ordinary' duties pertaining to
administration, in particular the collec-
tion of assets and the payment of debts
and legacies. It is the time actually re-
quired for this purpose, whether longer
or shorter than the period specified in
the local statute for the settlement of
estates. If an executor, -who is also
named as trustee, fails to obtain his dis-
charge as executor, the period of admin-
istration continues up to the time when
the duties of administration are complete
and he actually assumes his duties as
trustee, whether pursuant to an order of
the court or not. No taxable income is
realized from the passage of property to
the executor or administrator on the
death of the decedent, even though it
may have appreciated in value since thle
decedent acquired it. But see sections
42, 43, and 44. As to the taxable gain
realized, or the deductible loss sustained,
upon the sale or other disposition of
property by an administrator, executor,
or trustee, and by a legatee, heir, or
other beneficiary, see sections 111 and
112. As to capital gains and losses, see
section 117. A statutory allowance paid
a widow Is not deductible from gross
income. If real estate is sold by the dev-
isee or heir thereof, wtiether before or
after settlement of the estate, he is tax-
able individually on any profit derived.-

The tax upon the net income of the
estate or trust shall be paid by the fidu-
ciary (see section 161 (b)). If the'tax
has been properly paid on the net income
of an estate or trust, the net income 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 obli-
gations existed. For the extent of such
liability, see section 3467 of the Revised
Statutes, as amended by section 518 of
the Revenue Act of 1934 (paragraph 81
of the Appendix to these regulations).

t Liability for the tax also follows the as-
sets 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 AGAr-eST x-T fNCOMsE.

(a) Credits of estate or trust.
(1) For the purpose of 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 per-
sonal exemption under section 25 (b) (1) a
credit of'$100 against net income.

(2) If no part of the Income of the estate
or trust is included in computing the net
income of any legatee, heir, or beneficiary,
then the estate or trust shall te allowed the
same credits against net income for interest
as are allowed by section 25 (.).

(b) Credits of beneficiary. If any part of
the income of an estate or trust is included
in computing the net income of any legatee,
heir, or beneficiary, such legatee, heir; or
beneficiary shall, for the purpose of the nor-
mal tax, be allowed as credits against net
income, in addition to the credits allowed to
him under section 25, his proportionate share
of such amounts of interest specified in sec-
tion 25 (a) as are; under this. Supplement,
required to be included, in, computing his
net income. Any remaining portion 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.

§ 19.163-1 Credits to estate, trust, or
beneficiary,

(a) Personal exemption allowed es-
tates and trusts. An estate Is allowed for
both normal tax and surtax purposes the
personal exemption of $1,000 allowed a
single person under section 25 (b) (1).
A trust is allowed for both normal tax
and surtax purposes a credit of $100
against net income. A credit for de-
pendents is not allowable to an estate or
trust.

(b) Credit for interest to estate or
trust. If no part of the income of the
estate or trust is included in computing
the net income of any legatee, heir, or
befieficiary, the estate or trust shall be
allowed 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, hdir, or benefici-
ary, he is allowed for the purpose of the
normal tax, in addition to Iis 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 requiked to be in-
cluded in computing net income. Any
remaining portion- of such interest will
be allowed as a credit for the purpose of
the normal tax to the estate or trust.
Where the amount of the interest speci-
fled in section 25 (a) is in excess of the
net income of the estate or trust; the pro-
portionate share of such interest which
each beneficiary is required to include in
computing his net income and for which
he is allowed a credit for normal tax pur-
poses is an amount equal to his distribu-
tive share of the. net income of the estate
or trust. Each beneficiary is entitled to
but ohle personal exemption, no- matter
from how many trusts he may receive in-
come. (See section 25.) *

SEc. 164. Dn mmNT TAXAnLE YEARS.
If the taxable year of a beneficiary is dif-

ferent from that of the estate or trust, the
amount which he is required, under section
162 (b), to include in computing his net in-
come, shall be based upon the income of the
estate or trust for any taxable year of the
estate or trust (whether beginning on, be-
fore, or after January 1, 1939) ending within
or with his taxable year.' I .

SEC. 165. EMPLOYEES' TRUSTS.
A trust forming part of a stock bonus, pen"

sion' or profit-sharing plan of an employer for
the exclusive benefit of some or oil 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 im-

possible, at any time prior to the satisfaetion
of all liabilities with respect to employeOS
under the trust, for any part of the corpus or
income to be (within the taxable year or
thereafter) used for, or diverted to, purposes
other than for the exclusive benefit of hit
employees,

shall not be taxable under section 101, but
the amount actually distributed or mido
available to any distributes 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 distribu-
tees shall for the purpose of the normal tax
be allowed as credits against net income such
part of the amount so distributed or made
available as represents the items of interest
specified in section 25 (a).

SEC. 218. EMPLOYErS' TRUSTS, (Rrvm us
Acr or 1939.)

Section 165 of the Internal Revenue Codo
(relating to exemption from tax of certain
trusts for the benefit of employees) Is
amended by Inserting before the first para-
graph "(a) Exemption from tax." and by In-
serting at the end thereof the following new
subsection:

"(b) Taxable year beginning prior to Jan-
uary 1, 1940. The provisions of clause (2)
of subsection (a) shall not apply to a taxable
year beginning prior to January 1, 1940."

§-19.165-1 Employees' trusts.

(a) Plans and trusts for employees.
A "Stock bonus, pension, or profit-shar-
ing plan of an employer for the exclusive
benefit of some or all of his employees"
is a definite written program and ar-
rangement signed by such employer and
communicated to such employees, solely
designed 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
fromh 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
execution 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 dis-
crimination to all the employees and
oicers of an employer as one group, may
be..wthin Its meaning.

(b) Taxable years beginning prior to
January 1, 1940. A trust forming part
of a plan defined in paragraph (a) Is
exempt for taxable years beginning prior
to January 1, 1940, 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 ftnd
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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 De-
cember 31, 1939. A trust forming part
of a plan defined in paragraph (a) is
exempt for taxable years beginning after
December 31, 1939, if all three tests
designated 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 there-
after prior to the satisfaction of all lia-
bilities 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 employees.

(d) Impossibility of diversion. As
used in section 165 (a) (2), the phrase
"if under the trust instrument it is im-
possible" means that the trust instru-
ment must definitely and affirmatively
make it impossible for the non-exempt
diversion or "use to occur, whether by
operation or natural termination of the
trust, by power of revocation or amend-
ment, by the happening of a contin-
gency, by collateral arrangement, or by
any other means. It is not essential
that the employer relinquish all power
to modify or terminate the rights of cer-
tain employees covered by the trust, but
except as stated in paragraph (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 df employees
to another group of employees is not -for
the "exclusive" benefit of employees even
though both groups were covered by the
trust, if the employer (or other non-em-
ployee) receives substantial indirect
benefit thereby, as, for example, through
securing greater loyalty from the favored
group, or through the shifting of ex-
pected pension 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 "purp6ses other than for the
exclusive benefit of his employees" in-
cludes all objects or aims not solely de-
signed for the proper satisfaction of all
liabilities to employees covered by the
trust.

(e) Meaning of "liabilities!" The re-
port of the Senate Committee on Fi-
nance on the Revenue Act of 1938 states
that the intent and purpose in section
165 (a) (2) thereof - (which is identical
to section 165 (a) (2) of the Internal
Revenue Code) of the phrase "prior to
the satisfaction of all liabilities with re-
spect to employees under the trust" is to
permit the employer to reserve the right
to recover only such balance in the trust
at its termination as is "due to erro-
neous actuarial computations during the
previous life of the trust." An "erro-
neous actuarial computation" means a
mistake of an actuarial character rea-
sonably made by a careful person skilled

in calculating the amount necessary to
satisfy pecuniary obligations depending
on the average length of life of a group
of individuals, and of such a type that
the employer may reserve 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 em-
ployees for the remainder 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 remaining In the trust for
this reason is due to an "erroneous
actuarial computation." Employers
might recover more than amounts re-
sulting from such errors if the term
"liabilities" included only such obliga-
tions to employees as are legally fixed
and certain. Hence, the terM was used
in the Internal Revenue Code in Its
broad common meaning to include both
fixed and contingent obligations to em-
ployees. For example, if 1,000 employees
are covered by a trust forming part of
a pension plan, 300 of whom have satis-
fied all the requirements for a monthly
pension, while the remaining 700 em-
ployees have not yet completed the re-
quired period of service, contingent

-obligations to such 700 employees have
nevertheless arisen which constitute 'l-
abilities" within the meaning of that
term. It must be impossible for the
employer (or other non-employee) to
recover other than such amounts as re-
main in the trust because of "erroneous
actuarial computations" after the satis-
faction of all such fixed and contingent
bbligations, and the trust instrument
must contain a definite affirmative pro-
vision to that effect whether the obli-
gations to employees have their source
in the trust instrument itself, in the
plan of which the trust forms a part,
or in some collateral instrument or ar-
rangement forming a part of such plan,
and whether such obligations are, tech-
nically speaking, liabilities of the em-
ployer, of the trust, or of some other
person forming a part of the plan or
connected with It.

(f) Portions of years; abiliated cor-
porations. Exempt status must be
maintained throughout the entire tax-
able year of the trust in order to obtain
any exemption for such year. A trust
forming part of a plan of affiliated cor-
porations for their employees may be
exempt if all requirements are otherwise
satisfied.

(g) Proof of exemption. Every trust
claiming exemption must prove Its right
thereto by filing with the collector: (1)
an affidavit 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 financial
statement, showing the assets, 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 necessary to show
changes occurring since the last filing.*

SEC. 169. Rzvcc= rusis.
Where at any time the power to rwrest In

the grantor title to any part of the corpus
of the trust Is v ;c d-

(1) In the grantor, either alone or in con-
Junction with any parron not having a sub-
stantlal adverea intcrnst In the dIsposition of
such part of the corpus or the income there-
from, or

(2) In any paron not having a substantial
adver-a inter t In the disposation of such
part of the cmpus or the income thereform,
then the income of such part of tha trunnt
hall be included In computing the net In-

come of the grantor.
§ 19.166-1 Trusts with respect to the

corpus of which the grantor is regarded
as remaining in substance the owner.

(a) Scope. If the grantor of a trust
Is regarded, within the meaning of the
Internal Revenue Code, as remaining in
substance the owner of the corpus
thereof, the income therefrom Is not tax-
able in accordance with the provisions of
sections 161, 162, and 163 but remains
attributable and taxable to the grantor.
This section deals with the taxation of
such income. As used in this section,
the term "corpus" means any part or the
whole of the property, real or personal,
constituting the subject matter of the
trust.

(b) Test of taxability to grantor. Sec-
tion 166 defines with particularity in-
stances In which the grantor is regarded
as in substance the owner of the corpus
by reason of the fact that he has retained
power to revest the corpus in himself.
For the purposes of this section the
grantor Is deemed to have retained such
power if he, or any person not having a
substantial interest In the corpus or the
Income therefrom adverse to the grantor,
or both, may cause the title to the corpus
to revest in the grantor. A bare legal
Interest, such as that of a trustee, is
never substantial and never adverse. If
the title to the corpus will revest in the
grantor upon the exercise of such power,
the Income of the trust Is attributed and
taxable to the grantor 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 specified
evest;

(3) the time at which the title to the
corpus will revest In the grantor in pos-
session and enjoyment, whether such
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time is within the taxable ydar or not,
or whether such time be fixed, determin-
able, or certain to-come;

(4) whether the power to revest in the
grantor title to the c6rpus 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 Internal Revenue Code, similarly re-
garded as remaining in substance the
owner of the corpus. The grantor is re-
garded as in substance the owner of the
corpus, if, in view of the essential na-
ture and purpose of the trust, it is ap-
parent that the grantor has failed to
part permanently and definitively with
the substantial incidents of ownership in
the corpus.

In determining whether the grantor is
in substance the ownier of the corpus, the
Internal Revenue Code has its own
Gtandard, which is a substantial one, de-
pendent neither on the niceties of the
particular conveyancing device used nor
on the technical descriptiQn which the
law of property gives to the estate or in-
terest transferred to the trustees or ben-
eficiaries of the trust. In that determi-
nation, among the material factors are:
.The fact that the corpus is to be re-
turned to the grantor after a specific
term; the fact that the corpus is ,or may
be administered in the interest of the,
grantor; the fact, that the anticipated
income is being appropriated in advance
for the customary expenditures of the
grantor or those which he -would ordi-
narily and naturally make; and any
other circumstance bearing on the im-
permanence and indefiniteness with
which the grantor has parted with the
substantial incidents of ownership inthe
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 period
the title to, and custody or management
of, certain of his property to a trustee,
the income from such property to be
used by the trustee during such period
to make those expfenditures which the
grantor would customarily or ordinarily
or naturally make and to which the
grantor chooses to commit himself in ad-
vance, while the cbrpus is to be held
intact, fbr return in due course to the
grantor. In such a case, it is immate-
rial that, at the tinme of the creation of
the trust, an irrevocable disposition 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, incident to a
definitive and permanent disposition of
certain of his property, creates the trust
in order to conserve the property, not
for himself but for the donees, who will
ultimately enjoy it, the provisions of sec-
tions 161, 162, nd 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, kt
the end of which time the trust might
.be extended for a like period at the op-
tion of the grantor and successively
thereafter, but in the absence of such
an extension the title is once more to
revest in the grantor in possession and
enjoyment; or

(B) for the term of a year and a day,
then to 15e distributed to whomsoever the
wife of the grantor shal 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

been entitled to had the trust not been
created.*

SEc. 167. INco=- Pon 3ENtrrr or oANTon,

(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 baving a substantial
adverse interest In the disposition 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
adverse Interest in the disposition of such
part of the income may be, applied to thQ
payment of premiums upon policies of Insur-
ance on the life of the grantor (elcopt oli-
cies of insurance irrevocably payable for the
purposes and In the manner specified in sec-
tion 23 (o), relating to the so-called "charl-
table contribution" deduction);
then such part of the Income of the ttusi
shail be Included In computing the not in-
come of the grantor.

(b) As used in this section the term "in
the discretion of the grantbr" means "in the
discretion of the grantor, either alone or in
conjunction with any person not having a
substantial adverse Interest in the disposi-
tion of the part of the income In question."

the-trust, instrument, upon notice or a § 19.167-1 Trusts -in the income ofyear and a day. which the grantor retains an interest,
In these typical cases the grantor is re- (a) Scope. Section 167 prescribes
garded as having retained the substan- that- the income, or any part of the In-
tial incidents of ownership with respect come, of certain trusts shall be taxed to
to the income-producing property since the grantor, not because the grantor has
the corpus will or may once more revest retained a certain Interest In the corpus
in himself in (A) upon the expiration of of the trust (as In section 166), but be-
the trust periodif the grantor does not cause of his retention of a certain Inter-
exercise his option to extend the trust, In est in the income of the trust. 'This see-
(B) -upon the designation of the grantor tion deals with the taxation of such In-
as distributee, by a person not sub- come. The term "Income," as used in
stantially and-adversely interested, and this section, means any part or the whole
in (C) upon the revocation of the trust of the income of the trust.
instrument or an alteration or amend- (b) Test of taxability to lhn grantor.
ment thereof, resulting in the designa- The test prescribed by the Internal Rev-
tion of the grantor as distributee. nue Code as to the suficiency of the

If, however- the grantor strips himself grantor's retained interest in the trust
of the substantial incidents or attributes income, resulting In the taxation of such
of ownership in the corpus retained by income to the grantor, is whether he has
him so- that he ceases to be regarded as failed to divest himself, permanently and
in substance the owner of the corpus, the definitely, of every right which might, by
income thereof realized-after the effec- any possibility, enable him to have such
tive date of such divesting is not-taxable income, at some time, distributed to him,
to the grantor but is taxable as provided either actually or constructively. Such
in sections 161, 162, and 163. a distribution to the grantor occurs

A person may have an interest that is within the meaning of section 167 if the
both substantial and adverse to' the income is paid to him or to another In
grantor in the disposition of only part of obedience to his direction or If the In-
the corpus or the income therefrom. If come Is applied In payment of premiums
the power to rdvest title in the grantor is upon policies of insurance on the
vested in him in conjunction with -such grantor's life.
person, or is vested solely in such person, For the purposes of this section, the
there is to be excluded in computing the sufficiency of-the grantor's retained in-
net income of the grantor only the terest in the income is not affected by
income of such part. I the fact that the grantor has provided

c) Income "and deducticns. If the that the right so to effect or direct the
grantor is regarded as remaining in sub- distribution of income is, or may at some
stance the owner of the corpus the gross future time be, vested in any person
income of such corpus shall be included (either alone or in conjunction with the
in the gross income of the grantor, and grantor) not having a substantial Inter-
he shall be allowed those deductions with est in the income adverse to the grantor.
respect to the corpus as he would have A bare legal interest, such as that of a
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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-
rentiy 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
exerciseoof 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 distribu-
tion, whether within or without the tax-
able period, whether conditioned on the
precedent giving of notice, or on the
elapsing of an interval of time, or on the
happening of a specified event, or other-
wise;

(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
provisions of section 167 are not to be
regarded as excluding from taxation to
the grantor the income of other trusts,
not specified therein, in which the
grantor is, for the purposes of the Inter-
nal Revenue Code, similarly regarded as
-remaining in substance the owner of the
trust income. If, for example, trust in-
come is applied in satisfaction of the
grantor's legal obligation whether to pay
a debt, to support dependents, to pay ali-
mony, to furnish maintenance and sup-
port, or otherwise, such jncome is in all
cases taxable to the grantor.

If the grantor strips 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 in-
come in the disposition of which such
person has a substantial interest adverse
to the grantor.

(c) Income and deductions. If, as to
any of the income, the test of taxability
to the grantor is satisfied, such income
shall be included in the gross income of
the grantor, and he shall be allowed
those deductions with respect to such in-
come as he would have been entitled to
had such income been distributable cur-
rently to him.*

Src. 168. T,,m OF Fo=or1 couw-rn:3 AnD
Possssios or UZn=m STATrS.

The amount of Income, war proflits, and
excess-profits taxes imposed by foreign coun-
tries or possessions of the United States
shall be allowed as credit againt the tax
of the beneficiary of an estate or trust to
the extent provided in cection 131.

SEC. 169. COMMON 7xuT Fuums.

(a) Definitions. The term "common trust
fund" means a fund maintained by a bank
(as defined In section 104)-

(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 re3-
ulatlons, prevailing from time to time, of
the Board of Governors of the Federal Re-
serve System pertaining to the collective
Investment of trust funds by national banks.

(b) Taxation of common trust funds. A
common trust fund shal not ba subject to
taxation under this chapter, subchaptera A
or B of chapter 2, or rection 105 or 100 of
the Revenue Act of 1935, 49 Stat. 1017. 1019.
or chapter 6 and for the purposes of such
chapters and subehapters shall not be con-
sidered a corporation.

(c) Income of participants in fund.

(1) Inclusons in net income. Each par-
ticipant in the common trust fund In com-
puting its net Income shall include, whether
or not distributed and whether or not dis-
tributable-

(A) As a part of Its short-term capital
gains or losses, Its proportionate share of
the net short-term capital gain or lI= of
the common trust fund;

(B) As a part of its long-term capital
gains or losse, Its proportionate share of
the net long-terra capital gain or los of
the common trust fund;

(C) Its proportionate share of the ordi-
nary net income or the ordinary net loz3
of the common trust fund, computed as
provided in subsection (d).

(2) Credit for Partially exempt interest.
The proportionate shae of each participant
in the amount of Interest specified in sec-
tIon 25 (a) received by the common trust
fund shall for the purposes of th'i Sup-
plement be considered as having been re-
ceived by such participant as such nterest.

(d) Computation of common trust fund
income. The net Income of the common
trust fund shall be computed in the came
manner and on the sam basis as In the
case qf an Individual, except that--

(1) There shall be segreuted the short-
term capital gains and lo=es and the long-
term capital gains and los . and the net
short-term capital gain or loss and the not
long-term 'capital gain or lo shall be com-
puted;:

(2) After excluding all items of either
short-term or long-term capital gain or los ,
there shall be computed-

(A) An ordinary net income which shall
consist of the excess of the aross income
over' the deductions; or

(B) An ordinary net loss which shall con-
sist of the excess of the deductions over
the gross income;

(3) The so-called "charitable contribu-
tion" deduction allowed by section 23 (o)
shall not be allowed.

(e) Admission and withdratraL No gain
or loss shal be realized by the common
trust fund by the admission or withdrawal
of a participant. The withdrawal of any
participating interest by a participant shall
be treated as a sale or exchange of such
Interest by the participant.

(f) Returns by bank. Every bank (as de-
fined In section 104) maintaining a common
trust fund shall make a return under oath

for each taxable year, stating specifically,
with re pect to such fund, the items of
grass income and the deductions allowed
by this chapter, and shall include in the
return the names and addrezzes of the par-
ticipants who would be entitled to share In
the net income if distributed and the
amount of the proportionate shar of each
participant. The return sh be sworn to
as In the case of a return filed by the bank
under section 52.

(g) Different taxable years of common
trust fund and particip-nt. If the taxable
year of the common trust fund-Is different
from that of a participant, the Inclusions
with respect to the net income of the com-
mon trust fund. In computing the net In-
come of the participant for its taxable year
shall be ba.ed upon the net income of the
common trust fund for any taxable year of
the common trust fund (whether beginning
on. before. or after January 1. 1929) ending
within or with the taxable year of the
participant.

§ 19.169-1 Common trust fund de-
fined. 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 condi-
tions are that such fund must be main-
tained 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, declara-
tion of trust, or order of court, (2) as an
executor of the will of, or as an admin-
istrator of the estate of, a deceased per-
son, or (3) as a guardian (by whatever
name kmown under local law) of the
estate of an infant, of an incompetent
individual or of an absent individual;
and

(b) In conformity with the rules and
regulations, prevailing from time to time,
of the Board of Governors of the Fed-
eral Reserve 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 a member of the Federal Reserve
System.

Except as otherwise provided in this
section and sections 19.169-2 to 19.169-5,
inclusive, the term 'participant" refers
to any trust or estate, the moneys of
which have been contributed to the com-
mon trust fund.*

§ 19.169-2 Income of participants in
common trust fund. (a) Each partici-
pant in a common trust fund is required
to include in computing its net income
for Its taxable year within which or with
which the taxable year of the fund ends,
whether or not distributed and whether
or not distributable:

(1) Its proportionate share of the net
short-term capital gain or los of the
common trust fund, computed as pro-
vided in section 19169-3, 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
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common trust fund, computed as pro-
vided in section 19.169-3, as a part of its
long-term capital gains or losses;

(3) Its' proportionate share of the
ordinary net income or the ordinary net
loss of the common trust fund, computed
as provided in sect6xk 19.169-3.

(b) Each participant's proportionate
share in the amount of interest specified
in section 25 (a) received by the com-
mon trust fund shall be deemed to have
been received by such participant as such
interest. For the purposes of the In-
ternal Revenue Code, any tax withheld at
the source from income of the fund shall
be deemed to have been withheld pro-
portionately from the participants. to
whom such income is allocated.

(c) The 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 admin-
istered, provided such method clearly re-
flects the income of each participant.

The items of income and deductions
are, therefore, to be allocated to the pe-
riods between valuation dates within the
taxable year established by such plan in
which they were realized or sustained,
and the ordinary net income or ordinary
net loss, the net short-term capital gain
or loss, and the net long-term capital
gain or loss computed for each such pe-
riod. The proportionate shares of the
participants in such items are then to
be determined. The provisions:"of this
paragraph may be illustrated by the fol-
lowing 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 quar-
terly basis, except that there shall be no
distribution of. capital gains. The par-
ticipants are as follows: Trusts A, B, C,
and D for the first quarter;. Trusts
A, B, C, and E for the second quarter;
and Trusts A, B, F, and G for the third
and fourth quarters, the participants
having equal participating interests.
As computed upon the quarterly basis,
the ordinary net income and the short-
term capital gain for the taxable year
were as follows:

.2 5

Ordinary net income-_. $200 $00 $200 $400 $1,100
Net short-trm capital
gain (or s )...... 200 100 200 '100 200

Loss.

The participants' shares of ordinary
net income are as follows:

Participants' Shares of Ordinary Net
Income •

15 2 P
Particpant 0

A ------------------. S $75 $O $100 =5
B0 '75 50 100 275
0 ......... .-O 75 ------.------- 5
E 75 ------ ------ 75

-------- 6-- - 0 100 150,G .--.....-- .-- - -- t-50 100 150
Total ---------- 00 '200 400 1,100

The participants' shares of net short-
term capital gain or loss are as follows:

Participants Shaes of Net Short-Term
Gain (or Loss)

ParticipantV

A ----------- -------- $50 1$25 $50 '$25 $50
150 25 50 125 50

- -----.- - -- .------ 125 ---------- 25

F 0------- ................ . . 0 25 25

G -----------------.------------ 50 '25 26

Total..--------- 200 ' 100 200 100 200

' Loss.

If in the. above example the common
trust fund also had long-term capital
gains or losses, the treatment of such
gains or losses would be-similar to that
accorded to the short-term capital gains
and losses.

(d) The provisions of sections 161, 162,
166, and 167 are applicable in determin-

fing the extent to which each partici-
pant's proportionate sjhare of the
income of the common trust fund is
taxable to the participant, or to the
beneficiaries or the grantor of the
participant.*

§ 19.169-3 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 qf an indi-
vidual, except that:

(1) No deduction shal be allowed un-
der 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 losses 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
excluding all Items of either short-term
or long-term capital gain or loss.*

§ 19.169-4 Admission and witldrawal
of participants from the common trust
fund.

(a)-CQain or loss. The common trust
fund realizes no gain or loss by the
admission or withdrawal of.a participant,
and the basis of the assets and the
period for which they are deemed to have
been held by the common trust fund for
the purposes of section 117 (b) are un-
affected by such an-admission or with-
drawal. If a participant withdraws the
whole or any part of its participating
Interest from the common trust fund,
such withdrawal shall be treated as a
sale or exchange by the participant of
the participating- interest or portion
thereof which is so withdrawn, A par-
ticipant is not deemed to have with-
drawn any part of Its participating In-
terest in the common trust fund so as
to have completed a closed transaction
by reason of the Aegregatlon and admin-
istration of an investment of the fund,
pursuant to the provisions of subdivision
(c) • (7) of section 17 of Regulation 1-1 of
the Board of Governors of the Federal
Reserve System, effective, December 31,
1937, for the benefit of all the then par-
ticipants in the common trust fund.
(See paragraphs 54 to 57, inclusive, of
the Appendix to these regulations.)
Such segregated investment shall be con-
sidered as held by, or on behalf of, the
common trust fund for the benefit rat-
ably of all participants In the common
trust fund at the time of segregation,
and any income or loss arising from its
administration and liquidation shall con-
stitite inc6me or loss to the common
trust fund apportlonable among the par-
ticipants for *hose benefit the invest-
ment was segregated.

(b) Basis for gain or loss upon with-
drawal. The participant's gain or loss
upon withdrawal of its participating In-
terest or portion thereof shall be meas-
ured by the difference between the
amount received upon such withdrawal
and the basis of the participating Inter-
est or portion thereof withdrawn (with
proper adjustments as provided In sec-
tion 113 (b) to the date of withdrawal)
plus the additions prescribed In para-
graph (c) of this section and minus the
reductions prescribed in paragraph (d)
of this section. The amount received by
the participant shall be the sum of any
money plus the fair market value of
property (other than money) received
upon such withdrawal. The basis of the
participating interest or portion thereof
withdrawn shall be the money contrib-
uted by the participant to the common
trust fund to acquire the participating
interest or portion thereof withdrawn.
Such basis shall not be reduced on ac-
count of the segregation of any invest-

HeinOnline -- 5 Fed. Reg. 508 1940



FEDERAL REGISTER, Friday, February 2, 19-10

ment in the common trust fund pursuant
to the provisions of subdivision (c) (7) of
section 17 of Regulation F of the Board
of Governors of the Federal Reserve Sys-
tem, 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 14o be the participant; and the
grantor, rather than the trust to the ex-
tent that the income of the trust is tax-
able to the grantor pursuant to the pro-
visions of section 166 or 167, shall be
deemed to be the participant.

(c) Additions to basis. As prescribed
in paragraph (b) of this section, in com-
p74ting 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 al-
located 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
after December 31, 1935, and prior to
January 1, 1938,

(3) Net short-term capital gain of the
common trust fund for each taxable year
beginning after December 31, 1937,

4) The excess of the gains over the
losses recognized to the common trust
fund for each taxable year beginning
after December 31, 1937, upon sales or
exchanges of capital assets held for
more than 13 months, and

(5) Ordinary net income of the com-
mon trust fund for each taxable year be-
ginning after December 31, 1937.

(d) Reductions in basis. As prescribed
in paragraph (b) of this section in com-
puting the gain or loss upon the with-
drawal of a participating interest or por-
tion thereof, the basis of the participat-
ing interest or portion thereof with-
drawn shall be reduced by such portions
of the following items as were allocable
to the participant with respect to the'
participating interest or portion thereof
withdrawn:

(1) The amount of the excess of the
allowable deductions of the common
trust fund over its gross income for the
taxable years beginning after December
31, 1935, and prior to January 1, 1933,
and

(2) The amount of the net short-term
capital loss, net long-term capital loss,
and ordinary net loss of the common
trust fund for each taxable year begin-
ning after December 31, 1937.*

§ 19.169-5 Returns of common trust
fundq. A bank maintaining a common
trust fund shall make a xeturn of in-
come of the common trust fund, regard-
less of the amount of its net income. If
a bank maintains more than one com-
mon trust fund, a separate return shall

No. 23-11

be made for each. The return shall be
made for the taxable year of the com-
mon tru- fund on the form prezerib2d
by the Commissioner, in accordance with
these regulations and the instructions on
the form or issued therEwith. The re-
turn of a common trust fund shall state
specifically with respect to the fund the
items of gross income and the deductionz
allowed under chapter 1, and shall in-
clude each participant's name and ad-
dress and its proportionate share of the
net short-term capital gain or lozz, the
net long-term capital gain or loss, and
the ordinary net, income or lozs. See
section 19.169-2. A copy of the plan of
the common trust fund must be ied
with the return. If, however, a copy of
such plan has once been filed with a re-
turn, 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 flied, a copy of the amendment
must be filed with the return for the
taxable year in which the amendment
was made. Each such return cb-11 be
sworn to in the same manner as the re-
turn filed by the bank under rction 52.0

S-c. 211. 1T 'ra LQ55ss. (ol--=,.'ra
Acr op 1939.)

(c) Alorance of dcduction to cstatcs,
trusts, and 7.yertic nts in comon trust
funds. The Internal rTLvenue Coe bs
amended by In rting after the --ection 1;3
the following new cetion:

"Snc. 170. Nnr oF=Zx;o oZs .
"The beneflt of the deduction for net op-

crating lozses allowed by tc~tlon 23 (s) rhall
be allowed to estates and tru-s under r-gu-
lations prescribed by the Comm1soner wlth
the approval of the SEcretary. 'The bcncat
of such deduction rhell not be allowed to a
common trust fund. but shall be allowcd to
the participants in the common trust fund
under regulations pcrcrlcd by the Cam-
mi-sioner with the approval of the Serctary"'

§ 19.170-1. Net operating loss dcd=u-
tion in the case of estates, trusts, and
common trust funds.

(a) Estates and trusts. Tlie net op-
erating loss deduction allowed by section
23 (s)-, computed as provided by section
122, shall be available to estatez and
trusts generally, with the following ex-
ceptions and limitations:

(1) A net operating loss for a year for
which a trust was exempt from tax under
section 165 may not be used n the com-
putation of the net operating loss carry-
over.

(2) In computing gross income and
deductions for the purposes of sectlon
122, a trust shall exclude that portion of
the income and deductions attributable
to the grantor under section 166 and sec-
tion 19.166-1 (c).

(3) An estate or trust shall not, for the
purposes of section 122, avail Itself of the
deductions allowed by section 162.

(b) Common trust funds. The net
operating loss deduction Is not allowed
to a common trust fund. Each par-
ticipant in a common trust fund, how-
ever, will be allowed the benefits of such

deduction. In the computation of such
deduction a participant in a common
truzt fund shall take into account its pro
rats share of the income and losses of
the common trust fund as prescribad by
section 19.19-1 in the case of partnrs.*

PartnershliP3
SL. 181. PAraN .ss_ n? 5o TAZM=
IndIv Idual carylng on buinesz In part-

nerhip rhall be llable for Income tax only
in their individual capacity.

S19.181-1 Partnmrship.. Partner-
hilps as such are not subject to taxation

under the Internal Revenue Code, but are
required to make returns of income.
(S.,, sections 187 and 188.) For defini-
tion of what the term "partnership" in-
cludes, se e section 3797 (a) (2).*

Sz. 152. TAx ow rA=.. .
In computing the net income of each part-

ner, he shall include, whethar or nat dz-
tributlon I- iade to him-

(a) As a part of his short-term capital
gain or lcss, his ditributlve share of the
net short-term capital gain or lo-s of thepartnerhip.

gb) As a part of hsz iong-ter-m caoftalgisor losses, his distributive J"me of the

net lon--tcrm capital gain or Ic-s ef th-
partnership.

fc) His diLtributive cbeare of the ordinary
net Income or the ordinary net lozz of the
partnership, computcd as provld:d In secatin
153 (b).

L 19.182-1 Dstrzibutfrz chare of part-

(a) Each partner is required to in-
elude in his return for his taxable year
within which or with which the taxable
year of the partnership ends, whether or
not distributed:

(1) As a part of his short-term capital
gains or losses, his distributive share of
the net short-term capital gain or less
of the partnerslp.

(2) A a part of his long-term capital
galn. or losz, his distributive share of
the net long-term capital gain or los- of
the partnership.

(3) Ms distributive share of the ordi-
nary net income or the ordinary net loss
of the partnership, computed as prc,-ided
in cection 183 (b).

(b) If separate returns are made by
the husband and wife domiciled in a
community property State, and the hua-
band only Is a member of a partne ship,
the part of his di-tributive share of the
partnership'Ms net short-term capital gain
or lo23, net long-term capital gain or
losz, 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
buzince, see section 45.*

S=. 163. Concuruzan ozs ,x.--rr as re,-
Comm.

(a) Ge=ra! rute. Tha net income of the
partncz"hp shall b-- computed in the same
manner and on tha -ama bcslzs In the c-e
of an Individual. ecspt; as provid2d in sub-
sections (b) and (c).

(b) Cc-grcg.aMm. of items.
(1) Canital gai,,s and lozzw. There shall

be ec_--gated the short-term capitl gaina
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and losses and the long-tdrm capital gains
and losses, and the net short-term capital
gain or loss and the net long-term capital
gain or loss shall be computed.

(2) Ordinary net income or loss. After
excluding all items of either short-term or
long-term capital gain or loss, there shall be
computed-

(A) An ordinary- net -income which shall
consist of the excess of the gross income
over the deductions; or

(B) An ordinary net loss which shall con-
sist of the excess of the deductions over the
gross income.

(c) Charitable contributions. In comput-
ing the net income of the partnership the
so-called "charitable contribution" deduction
allowed by section 23 (o) shall not be al-
lowed: but each partner shall be considered
as having made payment, within his taxable
year, of his distributive portion of any con-
tribution or gift, payment of which was
made by the partnership within its taxable
year, of the character which would be al-
lowed to the partnership as a deduction
under such section if this subsection had
not been enacted.

§ 19.183-1 Computation of partner-
ship income. The net income of the
partnership shall be computed in the
same manner and on the same basis as
the net Income of an individual, except

-that:
(1) The partnership is required to

segregate its short-term capital gains
and losses 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 al-
lowed the benefit of the net short-term
capital loss 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
loss, 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 loss which consists of
the excess of the deductions over -the
gross income. In the computation of its
ordinary net income or ordinary net loss,
the partnership is denied the so-called
charitable contribution deduction al-
lowed by section 23 (o), but each partner
is considered as having made payment,
within his taxable year, of his distribu-
tive portion of any contribution or gift,
payment of which was made by the
partnership within its taxable year, of a
character which would be allowed to the
partnership as a deduction if section
183 (c) had not been enacted. Payments
made to a partner for services rendered
and for interest on capital contributions
are not deductible in computing the net
income of the partnership, such pay-
ments being held to represent a division
of partnership profits.*

SEc. 184. CRErrs 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 propor-
tionate 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.

§ 19.184-1 Credits allowed. partners.
The credits against net income provided

in section 25 are not applicable to part-
nerships as such. An individual partner,
however, is entitled for the purpose of
the normal tax to a credit against his
net income, in addition to the credits al-
lowed to him under section 25, of his
proportionate share of such amounts
(not in excess of the net income of the
partnership) of interest spesified in sec-
tion 25 (a) as are received by the part-
nership. There shall be included in the
return of the partnership a statement of
the amounts of such interest and the
proportionate share thereof of each
partner.* o

SEC. 185. FARN= mscorE.
In the case of the members of a partner-

ship the proper part of each share of the net
income which consists of earned income shall
be determined under rules and regulations to
be prescribed by the Commissioner with the
approval of theSecretary and shall be sep-
arately shown in the return of the partner-
ship.

§ 19.185-1 Earned income credit of
partners. For the purpose of computing
the earned income credit against net in-
come (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 partnership net income as
earned income. Such part cannot exceed
a reasonable allowance as compensation
for personal services actually rendered
by the partner in connection with the
partnership business. In the case of a
partnership which is engaged in a trade
or business in which capital is a material
income-producing factor and in the
trade or business of which the partner
renders personal services which are ma-
terial to the earning of the.partnership
income, the earned income of the partner
from the partnership is a reasonable al-
lowance as compensation for the per,-
sonal services actually rendered by him,
but not in excess of 20 percent of his
share of the net profits of the partner-
ship (computed without deduction for
so-called salaries to members). In such
a case, if reasonable 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 compen-
sation, -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 section) of
each partner's distribhtive 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 en-
titled to one-third of the net profits,
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
folloivs: 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 profits.
A's share of the net profits Is $13,000
($10,000 (salary)-+$3,000 (1/3 of net
profits after deduction of $15,000 for sal-
aries)). Twenty percent of $13,000 Is
$2,600, to which amount A's earned In-
come 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 bonnection with
the partnership business.*

SEC. 186. TAXES OF roam0r coUNruEfs AND
POSSESSIONS OF UNITED STATES.

The amount of income, war-profits, and
excess-profits taxes imposed by foreign coun-
tries 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 section 131.

SEc. 187. PAnTNEmsHwn nrrunNs.
Every partnership shall make a return for

each taxable year, stating specifically the
items of its gross income and the deduc-
tions allowed by this chapter and such other
information for the purpose of carrying out
the provisions of this chapter as the Com-
missioner with the approval of the Secretary
may by regulations prescribe, and shall in-
clude in the return the names and addresses
of the individuals wh9 would be entitled to
share In the net income if distributed and
the amount of the distributive share of each
individual. The return shall be sworn to
by ady one of the partners,

§ 19.187-1 PartnersItip returns,
Every partnership shall make a return
of Income, regardles of the amount of Its
net income (see section 3797 (a) (2) 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 respect
thereto; and shall be sworn to by one of
the partners. Such return shall be made
for the taxable year of the partnership,
that is, for Its annual accounting period
(fiscal year or calendar year, as the case
may be), Irrespective of the taxable
years of the partners. (See sections 182
and 183.) If the partnership makes any
change In Its accounting period, It shall
make its return In accordance with the
provisions of section 47.*

SEc. 188. DIFERnT TAxArLE TAns o' PAn -
NER AND PARTNERSHIP.

If the taxable year of a partner Is different
from that of the partnership, the inclusions
with respect to the net income of the part-
nership, in computing the net income of
the partner for his taxable year, shall be
based upon the net income of the partner-
ship for any tixable year of the partnership
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(whether beginning on, before, or after Jan-
uary 1, 1939) ending within or with the tax-
able year of the-partner.

S.-c. 211. NrET OPzEnAG LOSSES. (REvENur
ACT o 1939.)

(d) Allowance of. deduction to partners.
The Internal Revenue Code is amended by
inserting after section 188 the following
mew section:

"SEC. 189. IET oPsZmA=o LossEs.
"The benefit of the deduction for net op-

erating losses allowed by section 23 (s)
shall not be allowed to a partnership but
shall be allowed to the members of the
partnership under regulations preEcribed by
the Commi sloner with the approval of the
Secretary."

§19.189-1 Net operating loss deduc-
tion in the case of partners. The bene-
fit of the deduction for net operating
losses provided by section 23 (s) for
taxable years beginning after December
31, 1939, shall not be allowed to a part-
nership. In computing his own net op-
erating loss or his own net income
(where required to be computed in ac-
cordance with the exceptions and lim-
itations provided in section 122 (d) (1)
to (4), inclusive) for any taxable year
for the purposes of the computations
required by section 122, however, each
partner shall take into account the in-
come and losses of the partnership in
accordance with sections 182 to 188, in-
clusive, with the following exceptions
and limitations:

(a) Exceptions and Limitations appli-
cable in computation of partner's net
operating Loss.

(1) Long-term capital gains and
losses, The partnership's long-term cap-
ital gains and losses shall be taken into
account without regard to the percentage
provisions of section 117 (b). The busi-
ness long-term capital gains and losses
and the non-business long-term capital
gains and losses shall be segregated, and
his distributive share of the business net
lofig-term capital gain or loss and the
non-business net long-term capital gain
or loss of the partnership shall be in-
cluded by each partner as a business
and non-business long-term capital gain
or loss, respectively.

(2) Short-term capital gains and
Losses. The business short-term capital
gains and losses and the non-business
short-term capital gains and losses of
the partnership shall be segregated, and
his distributive share of the business
net short-term capital gain or loss and
the non-business net short-term capital
gain or loss of the partnership shall be
included by each partner as a business
and non-business short-term capital
gain or loss, respectively.

(3) Ordinary net income or loss.
After excluding all items required to be
segregated by paragraphs (1) and (2)
above, there shall be computed-

Ci) A business ordinary net income of
the partnership, which shall consist of
the excess of the business gro§s income
over the business deductions; or

(ii) A business ordinary net lozs of
the partnership, which shall consist of
the excess of the business deductions
over the business gross income; and

(ill) A non-business ordinary net in-
come of the partnership, which shall
consist of the excess of the non-businezs
gross income over the non-business de-
ductions; or

iv) A non-busintss ordinary net lo-z
of the partnership, which shall consist
of the excess of the non-business deduc-
tions over the non-businezs grv. In-
come.

In making the above computations the
limitations and exceptions provided by
section 122 (d) (1) and (2) shall be
applied.

His distributive share of a businezs or-
dinary net income of the partnerhip
shall be included by Each partner as or-
dinary business gross income, and of a
business ordinary net loss of the part-
nership as an ordinary busin-s deduc-
tion. His distributive share of a nonbus-
iness ordinary net income of the part-
nership shall be included by each part-
ner as ordinary non-busines gross In-
come, and of a nonbusinezs ordinary net
loss of the partnerzhip as an ordinary
non-business deduction.

(b) Exceptions and limitations appli-
cable in computation of partncrs net in-
come.

(1) The ordinary net income or ordi-
nary net loss of the partnership shall
be computed with the exceptions and
limitations provided in section 122 (d)
(1) and (2).

(2) In computing the net long-term
capital gain or loss of the partnerhip,
long-term capital gains and losses shall
be taken into account without regard to
the percentage provisions of section 117
(b) .*

Insurance Companies
SEC. 201. TAX oN r = ;EA c Co0-Wm"5.

(a) Definition. When uecd In this chap-
ter the term 'lfe Insurance company" mcans
an Insurance company engaged In the busi-
ness of Issuing life insurance and annuity
contracts (including contracts of combincd
life. health, and accdent inn"urance), the re-
serve funds of which held for the fulfillment
of such contracts comprize more than [0
per centum of its total rczerva fund,.

§ 19.201 (a)-1 Life insurance compa-
hies: Definition. The term 'life insur-
ance company" as used In chapter 1 1-
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
section 19.203 (a) 2)-1.

[Src. 201. TAX our L= n u=:;cn cosn-rumS.]

(b) Imposition of tax.--
(1) In general. In lieu of the tax ir-

posed by sections 13 and 14, thcre shall be
levied, collected, and paid for czch taxable
year upon the Epcclal cle.n net Income of

every life Insuranc2 compan7 a tax of 167
p-.r centum of the amount thereof.

(2) Szlecicl clac3 net income of foreign
life inr,7ance comanfe. In the case of a
forel . life Ins-urannce company, the ap-paal
cla=z net Incom,2 b-l ha an amount which
b-ars the came ratio to the special clas net
Income, computed without reZard to
pareraph, as the reserve fund:, required by
law and held by it at the end of the tab_.-ae
yezr upon busines transactd within the
United States b-ar to the reserve funds hed
by It at the end of the tasale yer upon
all business transcted.

(3) No United Satces incurance b~u=fs .
Foreln life In.=urance companie not crry-
Ing on an Insurance buzIness within the
United SVatc3 and holding no roserve funds
upon business transacted within the United
Stte3, rhn not be taxable under this cec-
tIon but sall be tmble as other foreln
corpo atlon.

SaX. M03. TAX i= Z= n:nAXIC 60o2z=-
z,=. (It m-.=u ACrT oy 1939.)

Scetion 291 (b) of the Intrnal Revanue
Code (relating to the tax on life insurance
cmp2nies) La amended to read as fclla-..:

"(b) imp-cition of tx--
"(I) In nerral. In lieu of the ta Im-

posed by cections 13 and 14. there shall be
levied, collected. and paid for cach taxable
year upon the normal-tax net Income of
every life l-uranea compamy a tax at the
rates provided in section 13 or rection 14 (b)."(2) Norma-ta net income of foreign life
ircsurancc companis. In the ca- of a for-
egn life Inurance company, the nmal-tax
nct Income shall be an amount whlch bears
the same ratio to the normal-tax net in-
come. computed without regard to this par-
agraph. as the re=-rve funds required by law
and held by t at the end of the taxable year
upon business tran acted within the United
States bear to the rerve funds held by it
at the end of the taxable year upon all busi-
ness tranzactcd.

"(3) Zro United State insurance businea.
Foreign lWe Insurance comp""Z not carry-
Ing on an inur-ance buzines- within the
United States and holding no reserve funds
upon bu rzns- tran-acted v.thin the United
States, sbll not be taxable under this sec-
tlon but sall be taxable as other forel
corpcorations,"

Sac. 223. TAXMM"x V=s TO V.aE &=M
i%,s-.rs Arwpzrcna=. (Rarv=ru ACT o7 193D.)

Ezc.pt the am ndments made by sections
211. 213. 214. 215, 217, 219, 220, 221, 222, 223,
220, 227, and 2023, the amendm-n11 made by
this title to the Internal Revenue Code shall
be applicable only with respect to taxable
year bcainnln5 after December 31. 13.

§ 19.201 (b)-l Tax on life insurance
comnfz

(a) General. All life insurance com-
panics (Including foreign life insurance
companies carrying on an insurance
business within the United States or
holding reserve funds upon business
transacted within the United States) are
subJect to the tax impossd by section
201 (b) (1).

The net income of life insurance com-
panies differs from the net income of
other corporations. See sections 202 and
203. Life insurance companies are en-
titled to the credits provided In section
26 (a) and (b) and are not subjict to
the provisions of section 117 (capital
gains and lozzes).

All provisions of the Internal Revenue
Code and of these regulations not incon-
sistent with the specific pravisions of
sectlons 201 to 203, inclusive, are ap-
plicable to the assessment and collection
of the tomi imposed by section 201 (b)
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(1), and life insurance companies are
subject to the same penalties as are pro-
vided in the case of returns and pay-
ment of income tax by other corpora-
tions. The retuin shall be on Form
1120L.

Foreign life insurance companies not
carrying on an insurance business within
the United States and holding no reserve
funds upon business transacted within
the United States are not taxable under
section 201 (b) (1), but axe taxable as
other foreign corporations. See section
231.

(b) Rate for taxable years beginning
in 1939. For any taxable year begin-
ning after December 31, 1938, and be-
fore January 1, 1940, the tax shall, un-
der section 201 (b) (1), prior to its
amendment, be at the rate of 16 2 per-
cent of the company's special class net
income, and shall be in lieu of the tax
imposed by sections 13 and 14, prior to
their amendment. For what constitutes
special class net income generally see
section 19.14-1. For what constitutes
special class net income in the case of a
foreign life insurance company see sec-
tion 19.201 (b)-2. *

(c) Rate for taxable years beginning
alter December 31, 1939. For any tax-
able year beginning after December 31,
1939, the tax shall, under section 201 (b),
as amended, be at the rate prescribed
in sectioh 13, as amended, if the com-
pany has a normal-tax net income of
more than $25,000 (see sections 19.13-5
to 19.13-7, inclusive), or to a tax at the
rate prescribed in subsection (b) of sec-
tion 14, as amended, if it has a normal-
tax net income of not more than $25,000
(see section 19.14-2). Such tax is in lieu
of the tax imposed by sections 13 and
14, as amended. For what constitutes
normal-tax net income generally see sec-
tibn 19.13-5. For what constitutes nor-
mal-tax net income in the case of a for-
eign life insurance company see section
19.201 (b)-2.*

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

(a) Special class net income. The
special class net income of a foreign life
insurance company carrying on an in-
surance business within the United
States or holding reserve funds upon
business transacted within the United
States consists of that proportion of its
net income from all sources, within and
.without the United States, computed un-
der the provisions of section 202 and sec-
tion 203, prior to its amendment, minus
the credits provided in section 26 (a)
and (b), which the reserve funds re-
quired by law and held by it at the end
of -the taxable year upon business trans-
acted in the United States bear to the
reserve funds held by it at the end of the
taxable year upon all business trans-
acted.

(b) Normal-tax net income. The nor-
mil-tax net income of a foreign life in-
sifrance company carrying on an insur-
ance 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 pro-
visions of section 202 and section 203, as
amended, minus the. credits provided in
section 26 (a) and (b), which the re-
serve funds required by law and held by
it at the end of the taxable year upon
business transacted in the United States
bear to the reserve funds held by it at
the end of the taxable year upon all
business transacted.*

SEC. 202. GROSS INCOME OF I INSURANCE
COMPAN ES.

(a) Gross income defined.

(1) In general. In the case of a life In-
surance company the term "gross income"
means the gross amount of income received
during the taxable year from interest, divi-
dends, and rents.

(2) Cross reference. For inclusion in com-
putation of tax of amount specified in share-
-holder's consent, see section 23.

(b) Reserve funds required by law, defined.
The term "reserve funds required by law" in-
cludes, In the case of assessment insurance,
sums actually deposited by any company or
association with State or Territorial 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 certificates of member-
ship or policies issued upon the assessment
plan and not subject to any other use.

SEC. 203. NET INCOME oF LWE =NsURANcE
COMPANIES.

(a) General rule. In the case of a life in-
surance company the term "net income"
means the gross income less-

.§ 19.203 (a) -1 Limitation on deduc-
tions. In addition to the limitations on
deductions hereinafter specifically re-
ferred to, life insurance companies are
subject to the limitation provided in sec-
tion 24 (a) (5).*

[SEC. 203. NET INCOME oF rIFE 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 interest. The ainount of in-
terest received during the taxable year which
under section 22 (b) (4) is excluded from
gross income;

§ 19.203 (a) (1)-1 Tax-free interest.
Interest which in the case of other tax-
payers is excluded from gross income by
section 22 (b). (4) but included in the
gross income of a life insurance company
by section 202 (a) is allowed as a deduc-
tion from gross income by section 203
(a) (1).*

[SE. 203. NET INcoME OF LIFE INSURANCE
COMIPANIES.]

[(a) General rule. In the case of a life in-
surance company the teirm "net income"
means the gross income less-]

(2) Reserve funds. An amount equal to 4
per centum of the mean of the reserve funds
required by ldw and held at the beginning
and end of the taxable year, except that in
the case of any such reserve fund which Is
computed at a lower interest assumption rate,
the rate of 3V per centum shall be substi-
tuted for 4 per centum. Life insurance com-
panies Issuing policies covering life, health,
and accident insurance combined in one
policy issued on the weekly premium pay-

ment plan, continuing for lifo and not sub-
ject to cancellation, shall be allowed, In addi-
tion to the above, a deduction of 3 per
centum of the mean of such reserve funda
(not required by law) held at the beginning
and end of the taxable year, as the Commig,'
stoner finds to be necessary for the proteo-
tion of the holders of such policies only;

§ 19.203 (a) (2)-1 Reserve funds, In
general, the reserve contemplated is a
sum of money, variously computed or es-
timated, 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 unacorued and con-
tingent claims. It must be required
either by express statutory provisions or
by rules and regulations of the Insurance
department of a State, Territory, or the
District of Columbia when promulgated
in the exercise, of a power conferred by
statute, but such requirement, without
more, Is not conclusive; for example, It
does not include reserves required to be
maintained to provide for the ordinary
running expenses of a business definite in
amount, and which must be currently
paid by every company from Its Income
if Its business Is to continue, such as
taxes, salaries, reinsurance and unpaid
brokerage; the reserve or net value of
risks reinsured In other solvent com-
panies to the extent of the reinsurance:
reserve for premiums paid in advance;
annual and deferred dividends; accrued
but unsettled policy claims; losses In-
curred but unreported; liability on sup-
plementary contracts not involving life
contingencies; estimated value of future
premiums which have been waived on
policies after proof of total and perma-
nent disability,

In any case where reserves are
claimed, sufficient Information must be
filed with the return to enable the Com-
missioner to determine the validity of
the claim. Reference should be made to
the item in which the reserve appears In
the annual statement and to the statute
or insurance department ruling requir-
ing that such reserves be held. Only re-
serves which are so required, which are
peculiar to insurance companies, and
which are dependent upon interest earn-
ings for their maintenance will be con-
sidered. A company Is permitted to
make use of the highest aggregate re-
serve called for by any State or Terri-
tory or the District of Columbia In which
it transacts business, but the reserve
must have been 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 be based upon rec-
ognized tables of experience covering dis-
ability 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 miean of such re-
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serve funds held at the beginning and
end of the taxable year.*

[SEC. 203. NET nrcoam or I= nqsusNsEac
COMPANES.]

[ (a) General rule. In the case of a life
insurance company the term "net income"
means the gross income less-]

(3) Reserve for dividends. An amount
equal to 2 per centum of any sums held at
the end of the taxable year as a reserve for
dividends (other than dividends payable
during the year following the taxable year)
.the payment of which is deferred for a pe-
riod of not less than five years from the date
of the policy contract;

(4) Investment expenses. Investment ex-
penses paid during the taxable year: Pro-
vided, That if any general expenses are In
part assigned to or included in the invest-
ment expenses, the -total deduction under
this paragraph shall not exceed one-fourth
of 1 per centum of the book value of the
.mean of the invested assets held at the
beginning and end of the taxable year;

§ 19.203 (a) (4)-1 Investment ex-
penses. The term "general expenses" as
used in the Internal Revenue Code
means any expense incurred for the ben-
efit of more than one departmenj of the
company rather than for the benefit of a
particular department thereof. Any as-
signment of such expense to the invest-
ment department of the company for
-which a deduction is claimed under sec-
tion 203, (a) (4) shall operate to subject
the total investment expenses to the lim-
itation provided in that section.

If no general expenses are assigned to
or included in investment expenses tile
4eduction 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 section are
those which are owned and used, and to
the extent used, for the purpose of pro-
ducing the income specified in section
202 (a).

The maximum allowance of one-
fourth of 1 percent will not be granted
unless it is shown to the satisfaction of
the Commi ssioner that such allowance is
justified.*

[SDc. 203. NET INCOME or IE n~sunaca
COMxPANIES.]

[(a) General rule. In the case of a life
insurance company the term "net income",
means the gross income less--]

(5) Real estate expenses. Taxes and other
expenses paid during the taxable year exclu-
sively upon or with respect to the real estate
owned by the company, not including taxes
assessed against local benefits of a kind tend-
ng to increase the value of the property
assessed, and not including any amount paid
out for new buildings, or for permanent im-
provements 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 share-
holder of a company upon his interest as
shareholder, which are paid by the company
without reimbursement from the shareholder,,
but in such cases no deduction shall be
allowed the shareholder for the amount of
such taxes;

§ 19-203 (a) (5)-1 Taxes and expenses
-With. resPect to real estate. The deduc-
tion for taxes -and expenses under sec-
tion 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 representing taxes Imposed upon a
shar~holder of the company upon his in-
terest as shareholder which Is paid by
the company without reimbursement
from the shareholder. No deduction
shall be allowed, however, for taxes, ex-
penses, and depreciation upon or with
respect to any real estate owned by the
company except to the extent used for
the purpose of producing investment in-
come. (See section 19.203 (a) (4)-1.)
As to real estate owned and occupied by
the company see section 19.203 (b)-l.0

[Szc. 203. Ncr nrco-.a o -Lum um.nxc
COMLPANIES.]

[ (a) General rule. In the car of a life
insurance company the term "net income"
means the gross income lc:--]

(6) Depreciation. A reasonable allowance,
as provided in section 23 (1). for the ex-
haustion, wear and tear of property, includ-
ing a reasonable allowance for ob:olc:ccncc;
and

§ 19.203 (a) (6)-1 Dcprciation.
The deduction allowed by section 203
(a) (6) for depreciation Is, except as
provided in section 19203 (b)-1, Identical
with that allowed other corporations by
section 23 a). The amount allowed by
section 23 (D in the case of life In-
surance companies is limited to depre-
ciation sustained on the property used,
and to the extent used, for the purpose
of producing the income specified in sec-
tion 202 (a).*

[Smc. 203. NmT nco.E or LrE zrnA us r :
coMPANIEs.]

[ (a) General Rule. In the c~e of a life
insurance company the term "net Income"
means the gross income le--]

(7) Interest. All Interest paid vwithin the
taxable year on Its indebtedne, except on
Indebtedness incurred or continued to pur-
chase or carry obligations (other than obll-
gations of the United States iz-ued after
September 24, 1917, and originally cut-critd
for by the taxpayer) the interest upon which
is wholly exempt from taxat!on under this
chapter.

§ 19.203 (a) (7)-1 Interest. The de-
duction allowed by section 203 (a) (7)
for interest on indebtedness Is tho same
as that allowed other corporations by
section 23 (b) but this deduction in-
cludes interest on dividends held on de-
posit and surrendered during the taxable
year. Reserve funds as defined in rec-
tion 19.203 (a) (2)-i are not indebted-
ness. Dividends left with the company
to accumulate at interest are a debt and
not a reserve 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 32,
percent, as the case may be, of the mean

of the company's liability on such con-
tracts, by the inclusion of such liability
in Its rezerve funds.*

Sz-. 211. 1 '= oc-rrxrnmo tosm (P-.=ra
Acr o 1933.)

(,) Allowance of deductfon to insurance
c, manies,

(1) S2ctlon 203 (a) of the Internal Esv-
enue Code (relating to deductions of life
lnsurance companicz) Is Amended by insert-
Ing at the end thereof the follovin.- new
paralraph:

"(8) The amount of the net ap=tlng
os deductlon prorlded In section 23 (s):'

o a $ S

§ 19.203 (a) (8)-1 Net perating loss
deductfon. Life Insurance companie
are entitled to the net operating los
deduction allowed by section 23 (s).
Such deduction shall be computed in
accordance with the regulations pre-
scribed in section 19.203-1 (a).*

[Szc. 203. N= n.-concs S SuzANcz
CO!IPAZrSSJ

(b) Rental value of real estate. The de-
duction under sub=ctlon (a) (5) or (6) of
this ,secton on account of any real estate
o,,rTed and occupied in whola or in part by
a life insurance company, rhal be linited
to an amount which bears the same ratio
to such deduction (computed without re-
Card to thloo subszection) as the rental value
of the cpace not so occupied bears to the
rental value of the entire property.

§ 19.203 (b)-l Real estate owned and
occupied. The amount allowable as a
deduction for taxes, expenses, and de-
predation 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 occu-
pied bears to the rental value of the en-
tire 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 propert, the
deduction for taxes, expenses, and de-
preciation is one-half of the taxes, ex-
panzes, and depreciation on account of
the entire property. Where a deduc-
tion Is claimed as provided in this sec-
tion, the parts of the property occupied
and the parts not occupied by the com-
pany, together with the respective rental
values thereof, must be shown in a
statement accompanying the return.*

S c. 204. Ir-sner~cz com.-Ins cm= THAS
LXZ 02 LIDTUAL.

(a) Imposition of t.--
(1) In general. In lieu of the tax ini-

p=ed by ccctlons 13 and 14, there shall
be levied, collected, and paid for each tax-
able year upon the spcial clas net in-
come of every insurance company (other
than a life or mutual Insurance company) a
tax of 16! par contum of the amount
thereof.

(2) Spclal class -net income Of foreign
companfes. In the case of a forelgn in-
curance company (other than a life or mu-
tual Insurance company), the special class
net Income r be the net income from.
rource within the United States minus the
cum of-

(A) Intereat on obligations of the United
States and its irtrumentalities. Th2 credit
provided in s-ection 26 (a).
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(B) Dividends received. The credit pro-
vided in section 26 (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 section
but shall be taxable as other foreign cor-
porations.

SEC. 204. TAx ON InsuRAmcz compAxm
OTHER THAN iWE OR muWAL. (REvsEuz ACT
or 1939.)

Section 204 (a) of the Internal Revenue
Code (relating to the tax on insurance com-
panies other than life or mutual) is amended
to read as follows:

"(a) Imposition of tax-

"(1) In general. In lieu of .the tax im-
posed by sections 13 and 14, there shall be
levied, collected, and paid for each taxable
year upon the normal-tax net income of
every insurance company (other than a life
or mutual insurance company) a tax at the
rates provided in section 13 or section 14 (b).

"(2) Normal-tax net income of foreign
companies. In the case of a foreign insur-
ance company (other than a.life or mutual
insurance company), the normal-tax 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 instrumentalities. The credit
provided in section 26 (a).

"(B) Dividends received. The credit pro-
vided in section 26 (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
corporations."

SEC. 229. TAxAx Ewnss To WHICH AMEND-
mENTs APPLicABLE. (REvE-uE ACT OF 1939.)

Except the amendments made by sections
211, 213, 214, 215,-217, 219, 220, 221, 222, 223,
226, 227, and 228, the amendments made by
this title to the Internal Revenue Code shall
be applicable only with r spect to taxable
years beginning after December 31, 1939.

§19.204 (a)-1 Tax on insurance
companies other than life or mutual.
(a) General. All insurance companies
(other than life or mutual companies or
foreign insurance companies not carry-
ing on an insurance business within the
United States) are subject to the tax im-
posed by section 204. The term "insur-
ance companies" as used in this section
and in sections 19.204 (b)-1 and 19.204
(c)-1 means only those companies sub-
ject to the tax imposed by section 204.
The net income of insurance companies
other than life or mutual is defined in
section 204 and differs from the net in-
come of other corporations. All provi-
sions of the' Internal Revenue Code and
of these regulations not inconsistent with
the specific provisions of section 204 are
applicable to the assessment and collec-
tion of the tax imposed by section 204
(a), and insurance companies are sub-
ject to the same penalties as are pro-
vided in the case of returns aad payment
of income tax by other corporations.
Since section 204 provides that the un-
derwriting and Investment exhibit of the
annual statement approved by the Na-
tional Convention of Insurance Com-
missioners shall be the basis for com-
puting gross income and since the annual
statement is rendered on the calendar
year basis, the first returns under sec-
tion 204 will be for the taxable year end-
ing December 31, 1939, and shall be on

Form 1120. Insurance companies are
entitled to the credits provided in sec-
tion 26. (a) and (b).

Foreign insurance companies not
carrying on an insurance business within
the United States are not taxable under
section 204 but are taxable as other for-
eign corporations. See section 231.

(b) Rate for taxable years beginning
in 1939. For any taxable year begin-
ning after December 31, 1938;- and be-
fore January 1, 1940, the tax shall, un-
der section 204 (a) (1), prior to its
amendment, be at-the rate of 161/2 per-
cent of the company's special clats net
income, and shall be in lieu of the tax
imposed by sections 13 and 14, prior to
their amendment. For what constitutes
special class net income see section
19.14-1.

(c) Rate for taxable years beginning
after December 31,'1939. For any tax-
able year beginning after December 31,
1939, the tax shall, under section 204 (a)
(1), as amended, be at the rate pre-
scribed in section 13, as amended, if the
company has a normal-tax net Income of
more than $25,000 (see sections 19.13-5
to 1913-7,.inclusive), or at the rate pre-
scribed in subsection (b) of section 14,
as amended, if it has a normal-tax net
income of not more than $25,000 (see
section 19.14-2). Such tax is in lieu of
the tax imposed by sections 13 and 14,
as amended. For what constitutes nor-
mal-tax net income see section 19.13-5.*

[SEC. 204. INSURANCE C 0 M PA NIES OTHER
THAN LIFE On MTUTUAL.]

(b) Definition of income, etc. In the case
of an insurance company subject to the tax
imposed by this section-

(1) Gross income. "Gross income" means
the sum of (A) the combined gross amount
earned during the taxable year, from 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 of 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 22;

(2) Net income. "Net income" means the
gross income as defined in paragraph (1) of
this subsection less the deductions allowea
by subsection (c) of this section;

(3) Investment income. "Investment in-
come" means the gross amount of income
earned during the taxable year from inter-
est, dividends, and rents, computed as
follows:

To all interest, dividends and rents re-
ceived during the taxable year, add interest,
dividends and rents due and accrued at the
end of the -taxable year, and deduct all in-
terest, dividends and rents due and accrued
at the end of the preceding taxable year;

(4) Underwriting income. "Underwriting
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 contraqts during the taxable
_ear" means an amocnt computed as fol-
lows:

From the amount of gross premiums writ-
ten on insurance contracts during the tax-
able year, deduct return premiums and
premiums paid for reinsurance. To the re-
sult so obtained add unearned premiums on
outstanding business at the end of the pre-
ceding taxable year and deduct unearned

premiums on outstanding business at the
end of the taxable year;

(6) Losses incurred. "Losses incurred"
means losses Incurred during the taxable
year on insurance contracts, computed as
follows:

To losses paid during the taxable year, add
salvage and reinsurance recoverable out-
standing at the end of the preceding taxable
year, and deduct salvage and reinsurance re-
coverable outstanding at the end of the
taxable year. To the result so obtained add
all unpaid losses outstanding at the end of
the taxable year and deduct unpaid losses
outstanding at the end of the preceding tax-
able year;

(7) Expenses incurred. "Expenses In-
curred" means all expenses shown on the
annual statement approved by the National
Convention of Insurance Commissioners, 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 not income
subject to the tax imp6sed by this section
there shall be deducted from expenses In-
curred as defined in this paragraph all ox-
penses incurred which are not allowed as
deductions by subsection (c) of this section.

§ 19.204 (b)-1 Grqss iipcome of insur-
ance companies other than life or mu-
tual. Gross Income as defined in section
204 (b) means the gross amount of In-
come 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 (a) and
sections 28 and 334. It does not include
increase in liabilities during the year on
account of reinsurance treaties, remit-
tances from the home office of a foreign
insurance company to the United States
branch, borrowed money, gross increaso
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
Internal Revenue Code will be recog-
nized and used as a basis for that pur-
pose. All items of the exhibit, however,
do not reflect an insurance company's
Income as defined in the Code. By rea-
son of the definition of investment In-
come, miscellaneous Items which are
Intended to reflect surplus but do not
'properly enter into the computation of
income, such as dividends declared, home
office remittances and receipts, and spa-
cial deposits, are ignored. Gain or loss
from agency balances and bills receiv-
able not admitted as asiets on the un-
derwriting and investment exhibit will
be ignored, excepting only such agency
balances and, bills receivable as have
been charged off the books of the com-
pany as bad debts or, having been pre-
viously charged off, are recovered during
the taxable year.*

HeinOnline -- 5 Fed. Reg. 514 1940



FEDERAL REGISTER, Friday, February 2, 1940

[SEc. 204. INsuRANcE COLPANIES OTHES
THAN L= OR MLrOUAL.]

(c) Deductions allowed. In computing the
net income of an insurance company sub-
ject to the tax imposed by this section
there shall be allowed as deductions:

(1) All ordinary and necessary expenses
incurred, as provided in section 23 (a);

(2) All interest as provided In section
23 (b);

(3) Taxes as provided in section 23 (c);
(4) Losses incurred as defined In subsec-

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
disposition of property;

(6) Bad debts in the nature of agency
balances and bills receivable ascertained to
be worthless and charged off within the
taxable year;

(7) The amount of interest earned during
the taxable year which under section 22 (b)
(4) is excluded from gross income;
(8) A reasonable allowance for the exhaus-

tion, wear and tear of property, as provided
in section 23 (1);

(9) Charitable, and so forth, contributions,
as provided in section 23 (q);

(10) Deductions (other than those spacl-
fied in this subsection) as provided In sec-
tion 23, but not in excess of the amount
of the gross income included under sub-
section (b) (1) (C) of this section. [See
amendment of paragraph (10) by section 226
of Revenue Act of 1939, set forth below.]

(d) Deductions of foreign corporations. In
the case of a foreign corporation the deduc-
tions allowed in this section shall be al-
lowed to the extent provided in Supplement
I in the case of a foreign corporation en-
gaged in trade or business within the United
States or having-an office or place of busi-
ness therein. -

(e) Double deductions. Nothing in this
section shall be construed to permit the
same item to be twice deducted.

SEc. 226. DEDacTIoNs or uNsuANCE com-
PAMS OT TEN L= OR ==TUAL. (RsVE-
Nun AcT OF 1939.)

(a) Section 204 (a) (10) of the Internal
Revenue Code is amended to read as folloft:

"(10) Deductions (other than those specl-
fled in this subsection) as provided in sec-
tion 23."

(b) The amendment made by subsection
(a) shall be applicable to taxable years be-
ginning after December 31, 1938.

§ 19.204 (c) -1 Deductions allowed in-
surance companies other than life or
mutual.' The deductions allowable are
specified in section 204, but are subject
to the limitation provided in section 24
(a) (5). Relative to the net operating
loss deduction allowed by section 23 (s),

see section 19.208-1 (b).
Among the items which may not be

deducted are income and profits taxes
imposed by the United States, income
and profits taxes imposed by any for-
eign country or possession of the United
States (in cases where the company sig-
nifies in its return its desire to claim
to any extent a credit for such taxes),
taxes assessed against local benefits, do-
nations, decrease during the year due to
adjustments in the book value of cap-
ital assets, decrease in liabilities during
the year on account of reinsurance
treaties, dividends paid to shareholders,
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 insur-
ance companies other than life or mu-
tual, -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 Ection
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).*
SEc. 205. TAx=s o roanrsoi couzrIrJm Arm

POssrSSxONS Os uun= SmAM.
The amount of income. war-profits, and

excezs-profits taxes impocd by forelgn coun-
tries or pozzslons of the United States shall
be allowed as a credit against the tax of a
domestic Insurance company subject to the
tax imposed by section 201, 204. or 207, to
the extent provided in the case of a doms-
tic corporation in Lectlon 131, and in the
case of the tax impozed by sectton 201 or
204 "net income" as used In section 131
means the net income as defined in this
Supplement.

S=. 205. COLXP-TATMo-r o& oMoss Ncoam.
The gross income of insurance companies

subject to the tax imposed by sect=on 201
or 204 shall not be determined in the man-
ner provided in section 119.
SEc. 207. MuruAL n'sunmwr co pA5nn

OTHRi THEfl I.u'S

(a) Imposition of tax.
(1) In general. There shall be levied, col-

lected, and paid for each taxable year upon
the special cla net income of every mutual
Insurance company (other than a life insur-
ance company) a tax equal to 16 p-r
centum thereof.

(2) Foreign corporations. The tax im-
posed by paragraph (1) shall apply to for-
eign corporations as well as domestic cor-
porations; but foreign ins-urance companies
not carrying on an Insurance buslne:3 within
the United States shall be taxable as other
foreign corporations. [See amendment of
subsection (a) by section .205 of Revenue
Act of 1939, set forth below.]

(b) Gross inome. Mutual marine-inscur-
ance companies shall include In grao income
the gross premiunms collected and received by
them le-s amounts paid for reinsurance.

(c) Deductions. In addition to the de-
ductions allowed to corporations by section
23 the following deductions to Insurance
companies shall also be allowed, unless other-
wise allowed-

(1) Mutfual insurance companies other
than, life insurance. In the case of mutual
Insurance companies other than life insur-
ance companles-

(A) The net addition required by law to
be made within the taxable year to re=rve
funds (including in the case of ascs=mnt
Insurance companies the actual deposit of
sums with State or Territorial oilce purmu-
ant to law as additions to guarantee or re-
serve funds); and

(B) The sums other thnn dividends- paid
within the taxable year on policy and annuity
contracts.

(2) Mutual marina insurance conpanfc.
In the case of mutual marine insurane com-
panies, in addition to the deductions allowed
in paragraph (1) of thts subsction, unless
otherwise allowed, amounts repaid to policy-
holders on account of premiums previou:ly'
paid by them, and interest paid upon cuch
amounts between. the acertainment and the
payment thereof;

(3) Mutual irrsuranca crnparims othzer
than life and marirc. In the case of mutual
insurance companile (including Interinsurers
and reciprocal unde2rwdters-, but not includ-
In, mutual life or mutual marine insurance
companies) requlring their members ta ra.,ke
premium deposits to provide for Icses and
e.spen=, the amount of premium depcsfts
returned to their policyholders and the
amount of premium deposits retained for the
payment of loce, expenses, and renisurance

S=c. 205. TAx On =u=AL ns'un=iscx co=-
PAZ-.r On=I THMN LU'.(= vuu AcT o7'
1939.)

Scctlon 207 (a) of the Internal Revenue
Ccde (relating to the tax on mutual insnuance
companIes other than lfe) I- amended to
read as folows:

"(a) Impocsition of tax.
"(1) In general. There shall be levied,

collected, and paid for each taxable year upon
the normal-tax net Income of every mutual
Insurance company (other than a life ins=r-
ance company) a tax at the ratcs provided
in rectlon 13 or scLlon 14 (b).

"(2) Foreign corporations. The tax im-
posd by paragraph (1) shall apply to forein
corporations as well as dome-tic corporations;
but fordgn insurance companies not carryin3
on an insiurance business within the United
States shall be-taxable as other foreign cor-
poratlonsa'

S=c. 223. TAxA=r- Yz flS TO vICH A- -
z Ares APP =aS (Evm~rn Acr as- 1939.)

fl-cept the amendments. mada by sections
211, 213, 214, 215, 217, 219, 220, 221, 222, 223,
226, 227, and 223, the amendments made by
this title to the Intarnal Revenue Ccde Faall
be applicable only with respect to taxable
years bcinning after December 31, 1939.

§ 19.207-1 Tax on mutual insura c
companies other than life.

(a) General. All mutual insurance
companles other than life (Including for-
eign Insurance companies carrying on an
insurance business within the United
States) are subject to the tax Imposed by
section 207. The net income of mutual
insurance companies differs from the net
income of other corporations.

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-
elgn corporations. See section 231.

(b) Rate for taxable years beginning
in 1939. For any taxable year beginning
after December 31, 1938, and before
January 1, 1940, the tax shall, under
section 207 (a) (1), prior to its amend-
ment, be at the rate of 165 percent of
the company's special class net income,
and shall be in lieu of the tax Imposed
by sections 13 and 14, prior to their
amendment. For what constitutes spe-
cial cla net income see section 1914-1.

(c) Rate for taxable years beginning
after December 31, 1939. For any tax-
able year beginning after December 31,
1939, the tax slall, under section 207
(a) (1), as amended, be at the rate pre-
scribed in section 13, as amended, if tha
company has a normal-tax net income
of more than $25,000 (see sections
19.13-5 to 19.13-7, inclusive), or at the
rate prescribed in subsection (b) of sec-
tion 14, as amended, if It has a normal-
tax net income of not more than $25,000
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(see section 19.14-2). Such tax is in
lieu of the tax imposed by sections 13
and 14, as amended. For what con-
stitutes normal-tax net income see sec-
tion 19.13-5.*

§ 19.207-2 Gross income of mutual
i~surance companies other than life.
The gross income of mutual insurance
companies (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 In-
ternal Revenue Code. Gross income in-
cludes net premiums (that is, gross pre-
miums less returned premiums on poli--
cies canceled and premiums on policies
not taken), investment income, profits
from the sale of assets, and all gains,
profits, and income reported to the State
Insurance departments, except income
specifically exempt from tax. Premiums
received by mutual marine insurance
companies which are paid out for rein-
surance should be eliminated from gross
income and the payments for reinsur-
ance from disbursements.' Deposit pre-
miums on perpetual risks received and
returned by mutual fire Insurance com-
panies should be treated in the same
manner, as no reserve 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 policfes, must be in-
cluded in the gross income. A net de-
crease 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 decrease in re-
serves shall be added to the gross in-
come, unless the company shall show
that such decrease resulted from the
application of reserves to the purposes
for which they were established.*

§ 19.207-3 Deductions allowed mutua.
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 apnuity contracts. Mutual
insurance companies are not entitled to
the deductions allowed by section 204
(c), but (except in the case of life insur-
ance companies) are entitled-to the de-
ductions allowed by section 23. Relative
to the net operating loss deduction al-
lowed by section 23 (s), see section
19.208-1 (c). "Paid" includes "accrued"
or "incurred" (construed according to
the method of accounting upon the basis
of which the net income is computed)
during the taxable year, but does not
include any estimate for losses incurred
but not reported during the taxable
year.*
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§ 19.207-4 Required addition to re-
serve funds of mutual insurance com-
panies (other than life). Mutual insur-
ance companies, other 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 ad-
ditions to guarantee or reserve funds.
Reserve 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 expense of the
business, such as taxes, salaries, reinsur-
ance, and unpaid brokerage. Only re-
serves 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 section 19.203
(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-
lar fund. In the case of foreign insur-
ance companies the deductions prQvided
for by section 207 shall be allowed to the
extent provided in Supplement I (sec-
tions 231 to 238, inclusive) in th6 case of
a foreign corporation engaged in trade
or business within the United States or
having an office or place of business
theiein.*

§ 19.207-5 Special deductions 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
premiums previously paid by them,.to-
gether -with the interest actually paid
upon such amounts between the date of
ascertainment and the date of payment
thereof. The remainder of the premiums
accordingly forms-part of the net income
of the company, except to the extent
that it is subject to the deductions al-
lowed such insurance companies and
other corporations.*

§ 19.207-6 Special deductions allowed
mutual insurance companies (other than
life or marine). Mutual insurance com-
panies (including interinsurers -and re-
ciprocal underwriters, but not including
mutual life and mutual marine insur-
ance companies), which require their
members to make premium deposits to
provide for losses-and expenses, are al-
rowed to deduct from gross income the
aggregate amount of premium deposits

returned to their policyholders or re-
tained for the payment of losses, ex-
penses, and reinsurance reserves. In
determining the amount of premium de-
posits retained by a mutual fire or mu-
tual casualty insurance company for the
payment of losses, expenses, and rein-
surance 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 tam-
able year to the payment of losses, ex-
penses, or reinsurance reserves, for
which a separate allowance is taken,
then such portion Is not deductible; and
if any portion of such amount for which
an allowance Is taken is subsequently
applied to the payment of expenses,
losses, or reinsurance reserves, then such
payment cannot be separately deducted,
The amount of premium deposits re-
tained for the payment of expenses and
losses, and the amount of such expenses
and losses, may not both be deducted, A
company which Invests part of the pre-
mium deposits so retained by It in Inter-
est-bearing securities may nevertheless
deduct such part, but not the interest re-
ceived on such securities. A mutual fire
insurance company which has a guar-
anty capital is taxed like other mutual
fire insurance companies. A stock fire
insurance company, operated on the mu-
tual plan to the extent of paying divi-
dends to certain classes of policyholders,
may make a return on the same basis as
a mutual fire insurance company with
respect to its business conducted on the
mutual plan.*

§ 19.207-7 Returns o1 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 file
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
Federal, State, and municipal obligations
from which the Interest omitted from
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 Internal Revenue Code
and these regulations not Inconsistent
with the specific provisions of section 207
are applicable to the assessment and
collection of the tax Imposed by section
207, and mutual 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.*

Szc. 211. NET OPERATING LOSSES. (Rnvzun
Aar or 1939.)

(e) Allowance of deduction to insurance
companies.

* * * $ p
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(2) -The Internal Revenue Code is amended

by inserting after zection 207 the follow-
Ing:

"S-c. 208. NEr op=ATvNG LOSSms.
I"The benefit of the deduction for net

operating losses allowed by section 23 (s)
shall be allowed to insurance companies
subject to the taxes Imposed In this sup-
plement under regulations prescribed by the
Commissioner with the approval of the Sec-
retary."

§ 19.203-1 Net operating loss deduc-
tion in the case of insurance companies.
The benefit of the deduction for net
operating losses provided by section
23 (s), computed under section 122, slial
-be allowed to life insurance companies,
insurance companies other than life or
mutual, and mutual insurance companies
other than life, as follows:

(a) Iife insurance companies. In
computing A net operating loss or net
income for the purposes of section 122
in the case of an insurance company
subject to the tax imposed by section
201, "gross income" shall mean gross in-
come as defined in section 202 (a) and
the allowable deductions shall be those
allowed by .section 203, with the fol-
lowing exceptions and limitations:

(1) The deduction for tax-free interest
provided by section 203 (a) shall not be
allowed in excess of the amount of in-
terest paid which is not allowed as a
deduction by section 23 (b), relating
t6 interest on indebtedness incurred or
continued to purchase or carry certain
tax-exempt obligations;

(2) No net operating loss deduction
sbll he allowed; and

(3) The deduction under section 203
(a) (3) on account of the sums held as
a reserve for dividends shall not be
allowed.

In computing the normal-tax net in-
come referred to in section 122 (c), the
net income shall be computed without
reference to the above exceptions and
limitations, except that no net operating'
loss deduction shall be allowed.

(b) Insurance companies other than
life or mutual. -In computing a net op-
erating loss or net income for the pur-
poses of section 122 in the case of an
insurance companysubject to the tax
inposed by section 204, "gross income"
shall mean gross income as defined in
section 204 (b) (1) and the allowable
deductions shall be those allowed by
section 204 (c), with the following ex-
ceptions and limitations:

(1) The deduction for tax-free inter-
est allowed by section 204 (c) (7) shall
not be allowed in excess of the amount
of interest paid or accrued which is not
allowed as a deduction by section 23
(b), relating to interest on indebtedness
incurred or continued to purchase or
carry certain tax-exempt obligations;

(2) The deduction for depletion shall
not exceed the amount which would be
allowable if computed without reference

No. 23--12

to discovery value or to percentaoe de-
pletion under section 114 (b) (2), (3),
-r (4) ;

(3) No net operating loss deduction
shall be allowed; and

(4) The amount deductible on account
of long-term capital losses shall not ex-
ceed the amounts includible on account
of the long-term capital gains, and the
amount deductible on account of short-
term capital losses shall not excecd the
amount includible on account of the
short-term capital gains.

In computing the normal-tax net In-
come referred to in section 122 (c), the
net income shall be computed without
reference to the above esceptions and
limitations, except that no net operating
loss deduction shall be allowed.

(c) Mutual insurance companies other
than life. For the purposes of the com-
putations required by section 122 there
shall be included in the gros income of
a mutual marine insurance company the
gross premiums collected and received
less amounts paid for reinsurance as re-
quired by section 207 (b). In the case
of all insurance companies subject to the
tax imposed by section 207, the excep-
tions and limitations provided by section
122 (d) shll be applied. In addition to
the deductions allowed by section 23, the
deductions provided by section 207 (c)
shall be allowed except that no amounts
shall be deducted on account of pre-
mium deposits retained for the payment
of losses, expenses, and reinsurance re-
serves. This exception shall not apply
in the computation of the normal-tax
net income referred to in section 122
(c) .*

Nonresident Alien lndi duas
Src. 11. TAx o no:1in==r ar M=7r rms-

VDUALS.
(a) No United States busiccs or o-.ci.
(1) General rule.
(A) Imposition of tax. There fhall be

levied, collected, nnd paid for each t1xable
year, in lieu of the tax Impazed by ect.on
11 and 12, upon the amount received, by
every nonresident allen Individual not cn-
gaged in trade or businsz within the United
States and not having an office or place of
business therein, from sources within the
United States as Interest (except nter:st on
deposits with prsons carrying on the ban%-
ing business), dividends, rento calarle.
wages, premiums, annuitles, com=ensatlonz,
remuncrattons, emolument-, or other filxed or
determinable annual or perlcdlal Calnm.
profits, and income, a tax of 10 pcr centurn
of such amount, except that such rate shall
be reduced, In the case of a resident of a
contiguous country, to ouch rate (not less
than 5 per centum) as may be provided by
treaty with such country.

(B) Cross reference. For nclusion In
computation of tax of amount speclelcd In
shareholder's conzent, E:c zcctlon 23.

(2) Aggregate more than S21,600. The
tax imposed by pargraph (1) shall not aop-
ply to any Individual If the ag-Ureate amount
received during the taxable year from the
sources therein sp cified Ls more than 521,-
000.

(3) RIeZidents of contig uou countrs.
Despite the provlsions of paragraph (2). the
provisions of paragraph (1) Ehall apply to a

rc:,snmt of a contiguous country c 13n as;
there Is In cffcct a trcat wi th -uih cuntry
(ratified prior to August 29, 1.37) undr
rhich the ratc of a tax under zsain 211
(aJ of the E:vznua Act of 10-3, 43 Stat.
1'71, prior to it3 amanlinant by s2cton 531
(a) of the Revenue Act of 1537, 50 Stat.
30, was reduced.

(b) Unftcd State3 business or ocr. A
nonresident alien Individual en7aged in trade
or buzines In the United States or barinag
an oMe2 or placa of bu nez therein s
be taxable wIthout regard to the provl-
sons of sub:ction (a). As uzed In ths
setion, s ezton 119, ectIon 143, seation 144,
and cectton 231, the phrs2 "egged In
trade or busincs r.Ithin the United States"
Includes the performance of perzonal Esev-
Iccs vithin the United Stat- at any time
within the taxable year, but does not In-
clude the pfformanc of personal ::roLes
for a nonrcsdent allen individual, foref_
partnershlp, or forclg corporation, not en-
ggcd in trade or busin wit-hin the United

States, by a nonredent lien Indiviual
tcmporarily present In the United Statcs
for a pcrdc:l or perlods not exceeding a
total of ninety days during the t=,ble
year and whose companzatlon for such serv-
ls dcea not =xc: in the aggregate $3.00.
Such phra.e dcs not Include the effecdng
of tronactlon In the United Statez In stoz_ ,
czurities, or commoitIes through a resident
broer, commilon agent, or cu d.crli-n

(c) No United Stateu buiaza. or office
crd 1ro3 trncomne of more than $21, O3. A
nonrcident allen individual not eng gd in
trade or businv thin the United States
and not having an offce 61 place of busi-
nes3 therein who Ias a gross Income for
any taxable year of more than $21,13 from
the source cpecified In cubzseotln (a) (1).

',hil be taxble without regard to the pro-
vios of subsectfon (a) (1), except that-

(1) The grcsse income shall Include only
Income from the courccs specified in sub-
scction (a) (1);

(2) The dcductlons; (other than the so-
called "charitable deduction" providad In
scctlon 213 (c)) cha be allowed only if and
to the extent that they are properly allo-
cable to the gross Income from the sources
Tcelflcd in cubzs&1on (a) (1);

(3) The acgrcgate of the normal and sur-
tax under czetlons 11 and 12 shall, in no
case, be lcs than 10 per centum of the
gros Income from the sources sPecified In
suzectlon (a) (1); and

(4) Ths_ ubsectofn shall not apply to a
resident of a contiguous country so long a--
there I, in effect a treaty with cuch coun-
try (ratified prior to August 26, 1937) under
v.Wch the rate of tax under section 211 (a)
of the erc..nue Act of 1936, prior to it s
amendment by ccation 501 (a) of the nev-
enue Act of 1937, w.s reduced.

i 19.211-1 Taxation of aliens in g -n-
craZ. For the purposes of chapter 1
"len individuals are divided generally
into two claes, namely, rezident aliens
and nonrczldent aliens. Resident alians
are in general taxable the same as citi-
zens of the United States, that is, a resi-
dent alien I- t-_ ble on income derived
from all sources Including sources with-
out the United States. Nonresident
aliens are taxable only on income from
source- within the United States. For
classification of nonresidelnt aliens, see
,ection 19.211-7.*

§ 19.211-2 Definition. A "nonresdent
alien individual" means an individual-

(a) Whose residence is not within the
United States; .and

(b) Who is not a citizen of the United
States.
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The term includes a nonresident alien
fiduciary.

An alien actually present in the
United States who is not a mere tran-
sient or sojourner is a resident of the
United States for purposes of the in-
come tax. Whether he is a transient is
determined by his intentions with regard
to the length and nature of his stay.
A mere floating intention, indefinite as
to time, to return to another country is
not sufficient to constitute him a tran-
sient. 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 pur-
pose 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 neces-
sary for it§ accomplishment, and to that
end the alien makes his home tempo-
rarily in the United States, he becomes a
resident, though it may be his intention
at all times to return to his domicile
abroad when the purpose for which he
came has been consummated or aban-
doned. An alien whose stay in the
United States is limited to a definite
period by the immigration laws is not a
resident of the United States within the
meaning of this section, in the absence
of exceptional circumstances.*

§ 19.211-3 Alien seamen, when to be
regarded as residents. In order to de-
termine whether an alien seaman is a
resident within the meaning of chapter
1, it is necessary to decide whether the
presumption of nonresidence is overcome
by facts showing that he has established
a residence in the United States. Resi-
dence may be established on a vessel
regularly engaged in coastwise trade, but
the mere fact that a sailor makes his
home on a vessel flying the United
States flag and engaged in foreign trade
Is not sufficient to establish residence in
the United States, even though the ves-
sel, while carrying on foreign, trade,
touches at American ports. An alien
seaman may acquire an actual residence
in the United States within the rules laid
down in section 19.211-4, although the
nature of his calling requires him to be
absent for a long period from the place
where his residence is established. An
alien seaman may acquire such a resi-
dence at a sailors' boarding house or
hotel, but such a claim should be care-
fully scrutinized in order to make sure
that such residence is bona fide. The
filing of Form 1078 or taking out first
citizenship papers is proof of residence in
the United States from the time the
form is filed or the papers taken out,
unless rebutted by other evidence show-
ing an intention to be a transient. The
fact that a head tax has been paid on
behalf of an alien seamen entering the
United States is no evidence that he has
acquired residence, because the head tax
is payable unless the alien who is enter-
ing the country is merely in transit
through the country.*

§ 19.211-4 Proof of residence of alien.
The following rules of evidence shall
govern in determining whether or not an
alien within the United States has ac-
quired residence therein within the
meaning of chapter 1. Am 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 six months prior to the date he so
presents himself, has filed a declaration
of his intention to become a citizen of
the United States under the naturaliza-
tion laws, (b) proof that the alien, at
least six months prior to the date he so
presents himself, has filed Form 1078 or
its equivalent, or (c) proof of acts and
statements of the alien showing a deft-
nite intention to acquire residence in the
United States or showing that his stay
in the United States has been .of such an
extended nature as to constitute him a
resident;

(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
laws, (b) proof that the alien has filed
Form 1078 or.its equivalent, or (c) proof
of acts and statements of an alien show-
ing a definite intention to acquire resi-
dence in the United States or showing
that his stay in the United States has
been of such an extended nature as to
constitute him a resident.

In any case in which an alien seeks to
overcome the presumption of nonresi-
dence under (1) (c) or (2) (c), if the
internal-revenue officer who examines
the alien is in doubt as to the facts, such
officer may, to assist him in determining
the facts, require an affidavit or affi-
davits setting forth the facts relied upon,
executed by some credible person or per-,
sons, other than the alien and members
of his family, who have known the alien
at least six months prior to the date of
execution of the affidavit or affidavits.*

§ 19.211-5 Loss of residence by alien.
An alien who has acquired residence in
the United States retains his status as
a resident until he abandons the same
and -actually, departs fiom the United
States. An intention to change his resi-
dence does not change his status as a
resident alien to that of a nonresident
alien. Thus, an alien who has acquired
a residence in the United States is tax-
able as a resident for the remainder of his
stay in the United States.*

§ 19.211-6 Duty of employer to de-
termine status of alien employee. If
wages are paid to aliens without with-
holding the tax, except as permitted in
section 19.143-3, in the case of a resident
of Canada or Mexico, the employer
should be prepared to prove the-status of
the alien as provided in sections 19.211-1
to 19.211-5, inclusive. An employer may

rely upon the evidence of residence af-
forded by the fact that an alien has filed
Form 1078, oran equivalent certificate of
the alien establishing residence. An
employer need not secure Form 1078
from the alien If he Is satisfied that the
alien Is a resident alien. An employer
who seeks to account for failure to with-
hold in the past, If he had not at the
time secured Form 1078 or its equivalent,
is permitted to prove the former status
of the alien by any co'npetent evidence,
The written statement of the alien em-
ployee may ordinarily be relied upon by
the employer as proof that the alien is
a resident of the United States.*

§ 19.211-7 Taxation of nonresident
alien individuals. For the purposes of
this section and sections 19.212-1,
19.213-1, 19.214-1, and 19.217-2, non-
resident alien individuals are divided into
three classes: (1) nonresident alien In-
dividuals not engaged in trade or busi-
ness within the United States and not
-having an office or place of business
therein at any time during the taxable
year, and deriving In the taxable year not
more than $21,600 gross amount of fixed
or determinable annual or periodical In-
come from-sources within the United
States; (2) nonresident alien individuals
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 deriv-
ing in the taxable year more than $21,600
gross amount of fixed or determinable
annual or periodical Income from sources
within the United States; and (3) non-
resident alien Individuals who at any
time during the taxable year are engaged
in trade or business In the United States
or have an office or place of business
therein.
(a) No United States business or

office-General rule. A nonresident
-alien Individual within class (1), re-
ferred to in the preceding paragraph, Is
liable to the tax upon the amount re-
ceived,from sources within the United
States, determined under the provisions
of section 119, which Is fixed or de-
terminable annual or periodical gains,
profits, and Income. For the purposes of
section 211 (a), the term "amount re-
ceived" means "gross Income." Specific
items of fixed or determinable annual or
periodical income are enumerated in the
Internal Revenue Code as interest (ex-
cept Interest on deposits with persons
carrying on the banking business), divi-
dends, rents, salaries, wages, premiums,
annuities, compensation, remunerations,
and emoluments, but other fixed or de-
terminable annual or periodical gains,
profits, and income are also subject to
the tax, as, for Instance, royalties. As
to the determination of fixed or de-
terminable annual or periodical Income,
see section 19.143-2. 'The items of fixed
or determinable annual or periodical In-
come from sources within the United
States received by a citizen of France

I residing in France which are exempt
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from Federal income taxation lunder the
provisions of the tax convention between
the United States and France, signed
April 27, 1932, and effective January 1,
1936 (see paragraph 108 of the Appendix
to these regulations), are described in
section 19.143-3. As to items of such in-
come received' on or after January 1,
1940, by individual residents of Sweden
or by Swedish corporations or other
Swedish entities and exempt from Fed-
eral income taxation, see the tax con-
vention between the United States and
Sweden, effective January 1, 1940, and
regulations to be prescribed thereunder.

The fixed or determinable annual or
'periodical income from sources within
the United States of a nonresident alien
individual not engaged in trade or busi-
ness within the United States and not
having an office or place of business
therein at any tihd during the taxable
year and deriving in the taxable year not
.more than $21,600 gross amount of fixed
or determinable annual or periodical in-
come from sources within the United
States, is taxable at the rate of 10 per-
cent, except that such rate shall be re-
duced, in the case of a resident of a
contiguous country, to such rate (not less
than 5 percent) as may he provided by
treaty with such country. <See also sec-
tion 19.212-1.) Under the terms of the
tax convention between the United States
and Canada, signed December 30, 1936,
and effective January 1, 1936, the tax at
the rate of 10 percent imposed by section
211 (a) is reduced to 5 percent in the
case of a nonresident alien individual
who4s a resident of Canada. (See para-
graph 106 -of the Appendix to these

,iregulations.)
(b) No United States business or of-

lce-Aggregate more than $21,600. A
-nonresident alien individual within class

(2), referred to in the first paragraph of
this section, Is, under the provisions of
section 211 (c), subject to tax only upon
his fixed or determinable annual or pe-
riodical income specified in section
211 (a) determined under the provisions
of section 119, minus (1) the deductions
properly allocable to such income and (2)
the so-called "charitable contributions"
deduction provided in section'213 (c).
Such nonresident alien is entitled to the
credits against net income allowable to
an individual by section 25, subject to the
limitations provided in section 214. How-
ever, the tax thus computed under sec-
tions 11 and 12 shall in no such case be
less than 10 percent of the gross amount
of such fixed or determinable annual or
periodical income from sources within
the United States. Nonresident alien in-
dividuals, 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 section relating
to such aliens.

(c) United States bus-ins or office. A
nonresident alien individual within class
(3), referred to in the first paragraph of
this section, Is not taxable at the rate of
10 percent upon the items of gross in-
come enumerated in section 211 (a).
The net income from sources within the
United States of such a nonresident alien
individual (gross income from sources
within the United States minus the stat-
utory deductions provided in sectons 23
and 213) less the credits against net In-
come allowable to an individual by zsc-
tion 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 119, 143, 144. 211,
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 nonresi-
dent 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 com-
pensation for such services does not e::-
ceed in the aggregate $3,000. Such
phrase does not include the effecting of
transactions in the United States in
stocks, securities, or commodities dln-
eluding hedging transactions) through a
resident broker, commission agent, or
custodian. (See also section 19.212-1.)

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 r Lglar transaction of bus-
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 irrevo-
cable, is deemed to be engaged in trade
or business in the United States or to
have an office or place of business
therein, merely because the trustee Is
engaged in trade or busines in the
United States or has an office or place of
business therein.*

Sec. 212. Gnozs r;co,_-
(a) General rule. In the case of a non-

resident alien individual Cro: income In-
eludes only the grozs Income from courc3,
within the United States.

(b) Ships Under forefgn flag. The income
of a nonresident alien individual which con-
sists exclusively of earnings derived from
the operation of a chip or chip: dccumcntcd
under the laws of a forelg country r, hich
grants. an equivalcnt e zmptlion to cltizna
of the United Statcs and to co'rprattor-
organized In the United States shall not ba
included in grs income and shall be ex-
empt from taxation under this chaptcr.

§ 19.212-1 Gross income of nonrcs-
dent alien individuals. In general, in
the case of nonresident alien individuals
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"gross income" means only the gross-
Income from sources within the United
States, determined under the provisions
of section 119. (See sections 19.119-i to
19.119-14, Inclusive.) The items of gross
income from sources without the United
States and therefore not taxable to non-
resident aliens are described in section
119 (c). As to who are nonresident alien
individuals see sections 19.211-2 to
19.211-6, inclusive.

Income received by a redent alien
from sources without the United States
i. taxable although such person may be-
come a nonresident alien subelquent 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
a7 resident alien subsequent to its re-
ceipt and prior to the close of the taxable
year.

(a) No United States busine or o.fce.
The gross Income of a nonresident alien
Individual not engaged in trade or busi-
nes within the United States and not
having an officer 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 souces 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
stochs, securities, or commodities (in-
cluding hedging transactions) through
a resident broker, comnis-lon agent, or
custodian, or profits derived from the
sale within the United States of personal
property or real property located therein.

(b) United States business or office.
The gross income of a nonresident alien
individual who at any time within the
taxable year was engaged in trade or
business within the United States or had
an office or place of business therein is
not limited to the items of gross income
specfied in section 211 (a), but includes
any item of gross income which is
treated as income from sources within
the United States, except those items
which are exempt from taxation by stat-
ute or treaty or which are not taxable
by the Federal Government under the
Constitution. (Sae sections 22 (b), 112.
116, 119, and 212 (b).)

In general, any nonresident alien Indi-
vidual who performs paronal services
within the United States is considered as
b2eng 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 nonresdent alien
Individual, foreign partnership, or
foreign corporation, not engaged in trada
or busines within the United States, by
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a nonresident alien individual tempo-
rarily present in the United States for a
period or periods not exceeding a total
of 90 days during the taxable year and
whose compensation for such services
does not exceed in the aggregate $3,000.
Such compensation is not income from
sources within the United States. (See
section 119 (a) (3).) As to the exclu-
sion from gross income of the official
compensation received by employees of
foreign governments 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 in-
dividuals engaged in trade or business
within the United States, but if a non-
resident alien individual by reason of
rendering personal services in the United
States, or for other reasons, is classed as
a nonresident alien individual engaged
in trade or business within the United
States or having an office or place of
business therein, he is taxable upon all
income from sources within the United
States, including 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 bersonalproperty, or of
real property located therein.*

§ 19.212-2 Exclusion of earnings of
foreign ships from 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 citizens of the United States nonresi-
dent in such foreign country and to cor-
porations organized in the United States,
shall not be included in gross income.
Foreign countries which either impose no
income tax, or, in imposing such tax,
exempt from taxation so much of the
income of a citizen of the United States
nonresident in such foreign country and
of a corporation organized in the United
States as consists of earnings -derived
from the operation of a ship or ships
Jocumented under the laws of the United
States are considered as granting an
equivalent exemption within the mean-
ing of this section.

A nonresident alien individual not en-
gaged in trade or business within the
United States and not having an office oi
place of business therein 'at any timc
within the taxable year is not requiree
to include in gross income such income
from sources within the United States a.
is derived from the operation of a shii
or ships, whether or not the foreigr

country under the laws of which such
ships are documented meet," the equiva-
lent exemption requirement of the In-
ternal Revenue Code.*

SEC. 213. DEzucTixOs.

(a) General rule. In the case of a non-
resident alien individual the deductions shall
be allowed only If and to the extdnt that
they are connected with income from sources
within the United States; and the proper
apportionment and allocation of the deduc-
tions with respect to sources of income
within 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
Secretary.

(b) Losses.
(1) The deduction, for losses not con-

nected with the trade or business if incurred
in transactions entered into for profit, al-
lowed by section 23 (e) (2) shall be allowed
whether or not connected with income from
sources within the United States, but only
if the profit, if such transaction had resulted
in a .profit, would be taxable under this
chapter.

(2) The deduction for losses of property
not connected with the trade or husineis if
arising from certain casualtie:; or theft, al-
lowed by section 23 (e) (3), shall be allowed
whether or not connected with income from
sources within the United States, but only
if the loss is of property within the United
States.

(c) Charitable, etc., contributions. The
so-called "charitable contribution" deduction
allowed by section 23 (o) shall be allowed
whether or not connected with income from
sources within the United States, but only as
to contributions or gifts made to domestic
corporations, or to community chests, funds,
or foundations, created in the United States,
or to the vocational rehabilitation fund.

§ 19.213-1 Deductions allowed non-
resident alien individuals.

(a) No United States business or
ofice.--

(1) General rule. In general, a non-
resident alien individual not engaged in
trde or business within the United
States and not having ai office or place
of business therein at any time during
the taxable year is not allowed any de-
ductions, the tax being imposed upon the
amount of gross income received.

(2) Aggregate more than $21,600. A
nonresident alien individual (other than
a resident of Canada) not engaged in
trade or business within the lUnited States
and not having an office or place of busi-
ness therein at any time during the tax-

* able year but deriving for such year more
* than $21,600 gross amount of fixed or
I determinable annual or periodical income
; from sources within-the United States is
I allowed for such year only such deduc-

tions as are properly allocable to such
income. He is also allowed the contri-
butions or gifts made within the taxable

- year whether or not connected with in-
come from sources within the United
States but only if made to domestic cor-
porations or to community chests, funds,

L 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

a in section 23 (o).

(b) United States business or ofIce.
In the case of a nonresident alien Indi-
vidual 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 the deduc-
tions allowed by section 23 for business
expenses, interest, taxes, losses in trade,
bad debts, depreciation, and depletion
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 sustained during the taxable year
and not compensated for by Insurance or
otherwise, if incurred in any transaction
entered into for profit, although not con-
nected with the trade or business, are
Of otherwise allowable) deductible only
if and to the extent that the profit, If
such transaction had resulted in a profit,
would have been taxable as Income from
sources within the United States; (2)
losses dustained 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
insurance 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 (0).

Losses embraced under clause (2) of
the preceding paragraph are deductible
in full from Items of gross income speci-
fled 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
section 19.119-12. Losses embraced
under clause (1) are deductible in full
(as provided in section 19.119-10 or sec-
tion 19.119-11) when the profit from the
transaction, if it had resulted in a 1proflt,
would have been taxable In full as Income
from sources within the United States,
but should be deducted under the provi-
sions of section 19.119-12 when the profit
from the transaction, if it had resulted
in profit, would have been taxable only in
part.*
SEc. 214. CRMITS AGAINST Nrr INCOMr.
In the case of a nonresident alien individ-

ual the personal exemption allowed by sec-
tion 25 (b) (1) of this chapter shall bo 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 contiguouo
country.

§ 19.214-1 Credits to nonresident alien
individuals.

(a) No United States business or of-
fice.
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(1) General rule. In general, a non-
resident alien individual not engaged in
trade or business in the United States
and not having an office or place of busi-
ness therein at any time during the tax-
able year is not allowed any credits
under section 25, the tax being imposed
upon the amount of gross income re-
ceived.

(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 non-
xesident alien individuals engaged in
trade or business within the United
States or having 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 alien 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 withifi the taxable year were en-
gaged 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
9f the taxpayer as to dependents changes
during the taxable year, the credit for de-
pendents shall be determined as provided
in section 19.25-7.'.

SEC. 215. ALLOWANCE OP DEDUCTIONS AND
CREDITS.

(a) Retur, to contain information. A
nonresident allen individual shall receive
the benefit of the deductions and credits al-
lowed to him ;n this chapter only by filing
or cdusng to be filed with the collector a
true and accurate return of his total Income
received from all sources in the United States,
in themanner prescribed In this chapter; In-
cluding therein all the information which the
Commissioner -may deem necessary for the
calculation of such deductions and credits.
(b) Tax withheld at source. The 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 en-
titled thereto, by filing a claim therefor with
the withholding agent.

§ 19.215-1- Allowance of deductions and
credits to nonresident alien individuals.

(a) No United States business or of-
fice.

(1) General rule. In general, a non-
resident 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 annual or
periodical income in a gross amount of
more than $21,600, shall file or cause to
be filed with the collector a true and ac-
curate return of his total fixed or deter-
minable annual or periodical income
from sources within the United States
as required by paragraph (a) (2) of sec-
tion 19.217-2, the tax shall be collccted
on the basis of gross amount of such
fixed or determinable annual or period-
ical income. Where such nonresident
allen has various sources of fixed or de-
terminable annual or periodical income
from within the United States, as, for In-
stance, from an estate or trust, from
stocks or bonds held directly by him, or
from securities held for him by a custo-
dian resident in the United States, so
that his total gross fixed or determinable
annual or periodical Income from United
States sources is In excess of $21,600 and
a return of income is not filed by him or
on his behalf, the Commistdoner will
cause a return of Income to be made and
include therein the fixed or determinable
annual or periodical income from all
sources within the United States con-
cerning which he has information with-
out allowance for deductions and credits,
and will assess the tax and collect it from
one or more of the sources of income
within the United States. Such nonresi-
dent alien shall make or have made a
full and accurate return on Form
104ONB-a of all his fixed or determinable
annual or periodical income from sources
within the United States. As to the duty
of the representative or agent of such
alien to file the return and pay the tax,
see paragraph (b) of section 19.217-2,
which is hereby made equally applicable
in the case of a nonresident alien In-
dividual coming within the provisions of
this paragraph.

(b) United States business or offlce.
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 In-
come from sources within the United
States, as required by paragraph (b) of
section 19.217-2, the tax shall be col-
lected 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 asess-
ment 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 concerning which he
has information, without allowance for
deductions or credits, and will a,.Ws the
tax and collect It from one or more of
the sources of Income of such nonresi-
dent alien within the United States.*

Sm. 210. CnzT5 AraINsr TAx.
A nonrecident allen individual shall not be

allorwed the credits a-airst the tax for taxes
of foreign countries and poz ons of the
United States allowed by section 131.

Sce. 217. Rum:ns.
(a) Rcqufrement. In the c-,e of a non-

resident alien individual the return, in lieu
of the time pref ribcd in ccctiou 53 (a) (1),
,hall be made on or bafoze the fifteenth day
of the sixth month following the cloe of
the flscal year, or, If the return i mde on
the bads of the calendar year, then on or
before the fIfteenth day of June.

(b) Exempffor. from requirement. Subject
to cuch conditlons, limitations, and excep-
tions and under such regulations as may be
prcezribed by the Commizsioner, with the
approval of the Secretary, nonresident alien
Individuals cubjczt to the tax impozsd by
czcttan 211 (a) may be exempted from the
requirement of iling returns- of such tax.

§ 19.217-1 Time and Place for filing
returns of nonresident alien indivdualh.
The return in the case of a nonresident
allen 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 re-
turn 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
Statcs, 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 sea
section 291. For cases In which no re-
turn Is required see paragraph (a) of
section 19.217-2.*

9 19.217-2 Return of income.

(a) Aro -United States business o
olco.

(1) General rule. If the tax liability
of a nonresident alien individual, no-
engaged 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 satis-
fled at the source a return of income
Is not required. A nonresident alien
individual not engaged in trade or bus-
ness 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 income received from
sources within the United States con-
sisting of interest on so-call-d tax-free
covenant bonds on which a tax of only 2
percent was withheld at the source, and
with respect to any other fixed or deter-
minable annual or periodical income
upon which the tax was not fully safts-
fled at the source, including dividends
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received from a foreign corporation
which are treated as income from
sources within the United States under
section 119 (a) (2) (B), and 'hall pay
the balance of the tax shown to be due.

(2) Aggregate more than $21,600. A
nonresident alien individual (other than
a resident ofCanada) 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 $21,606i 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 rettrn on Form 104ONB-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, commission agent, or
custodian, or profits derived from the
sale within the United States of personal
property or real property located therein.
As to the duty of the representative or
agent of such alien to file the iFeturn and
pay the tax, see paragraph (b) of this
section, which is hereby made equally ap-
plicable in the case of a nonresident
alien coming within the provisions of
this paragraph.

(b) United States business or oflice.
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 responsible representative or
agent within the United States of a non-
resident alien individual whd at any time
within the taxable year was engaged in
trade or business within the United
States or had an office or place of busi-
ness therein, shall make in behalf of his
nonresident alien principal, a return of,
and. shall pay the tax on, all income
from sources within the United States
coming within his control as representaf
tive or agent. The agency appointment
will determine how completely the agent
is substituted for the principal for tax
purposes. See section 19.51-2. Any per-
son who collects interest or dividends on
deposited securities of such a nonresident
alien, executes 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 alien.
Where upon filing a return of income it
appears that such a nonresident alien
is not liable for tax, but nevertheless a
tax shall have been withheld at the
source, in order to obtain a refund on
the basis of the 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 with-
holding agents. (See section 19.143-4.)*

SEc. 218. PAYvaEsT OF TAX.
(a) Time of payment. In the case of a

nonresident alien individual the total
amount of tax imposed by this chapter
shall be paid, in lieu of the time prescribed
In section 56 (a), on the fifteenth day of
June following the close of the calendar
year, or, if the return should be made on
the basis of a fiscal year, then on the fif-
teenth day of the sixth month following
the close of the fiscal year.

(b) Witlhoding at source. For with-
holding at source of tax on income of non-
resident allens, see section 143.

§ 19.218-1 Date on which tax shall
be paid by nonresident alien indivi'dual.
In the case of a nonresident alien indi-
vidual the tax is to be paid on or before
the 15th day of June following the close
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
fiscal year. As to payment of the tax
in installments, see section 19.56-1.*

SEc. 219. PARTNERsHIFS.
For the purpose of this chapter, a non-

resident alien individual shall be consid-
ered as being engaged in a trade or business
within the United States if the partnership
of which he is a member is so engaged and
as having an office or place of business
within the United States if the partnership
'of which he is a member has such an office
or place of business.

§19.219-1 Partnerships. Whether a
nonresident alien individual who is a
member of a partnership is taxable
under the provisions of (A) section 211
(a) or 211 (c) or (B) section 211 (b)
may 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-
ject to the provisions of 'section 211 (a)
or 211 (c), as the case may be, depend-
Ing on whether in the taxable year he
iderives 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), Vor
definition of what the term "partner-
ship" Includes see section 3797 (a) (2).
The test of whether a partnership is
engaged 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 indl-
vidual. (See section 19.211-7,) *

Foreign Corporations
SEc. 231. TAX oN ronmax consoAxOToNa.
(a) Nonresident corporations.
(1) Imposition of tax. There shall be

levied, collected, and paid for each taxable
year, in lieu of the tax imposed by sections
13 and 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 buslness
therein, from sources within the United
States as interest (except Interest on depos-
its with persons carrying on the banking
business), dividends, rents, salaries, wages,
premiums, anhultles, compensations, remu-
nerations, emoluments, or other fixed or de-
terminable annual or periodical gains, prof-
its, 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 provided by treaty with such coun-
try.

(2) Cross reference. For inclusion In com-
putation of tax of amount specified In share-
holder's consent, see section 28.

(b) Resident corporations. 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). Iee amend-
ment of subsection (b) by section 200 of
Revenue Act of 1939, set forth below.]

(c) 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 flag. The Income
of a foreign corporation, which consists ex-
clusively of earnings derived from the oper-
ation 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 chapter.

SEc. 206. TAX ON aESIDENT rOazOxN CORPO-
nsoNs. (Rzvzuru AcT or 1930.)

Section 231 (b) of the Internal Revenue
Cede (relating to the tax on resident for-
eign corporations) is amended to read as fol-
lows:

'(b) Resident corporations. A foreign
corporation 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 (o) (1)."

SEc. 229. TAXABLE YEaRs TO wsncn AMEND-
rENTs APPLicABLE. (Rvnuz Aar or 1930.)

Except the amendments made by sections
211, 213, 214, 215, 217, 219, 220, 221, 222, 223,
226, 227, and 228, the amendments made by
this title to the Internal Revenue Code shall
be applicable only with respect to taxable
years beginning after December 31, 1039.

§ 19.231-1 Taxation o1 foreign corpo-
rations. For the purposes of this section
and sections 19.231-2, 19.232-1, 19,235-1,
19.235-2, and 19.236-1, foreign corpora-
tions are divided Into two classCs: (a)
Foreign corporations not engaged in
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trade or business 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 regu-
lations as nonresident foreign corpora-
tions (see section 19.3797-8); and (b)
foreign corporations which 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-
ness therein, referred to in the regula-
tions as resident foreign corporations
(see section 19.3797-8).

(a) Nonresident foreign corporations.
A nonresident foreign corporation is li-
able to the tax upon the amount received
from sources within the United States,
determined under the provisions of sec-
tion 119, which is fixed or determinable
annual or periodical gains, profits, and
income. For the purposes of section 231
fa), the term "amount received" means
"gross income." Specific items of fixed
,or determinable annual or periodical in-
come are enumerated in the Internal
Revenue Cede as interest (except inter-
est on deposits 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 definition
of fixed or determinable annual or pe-
riodical income see section 19.143-2.
The items of fixed or determinable an-
nual or periodical income from sources
within the United States received by a
corporation organized under the laws of
France, which are exempt from Federal
income tax under the provisions of the
convention and protocol between the
United States and France, signed April
27, 1932, and effective January 1, 1936
(see paragraph 108 of the Appendix to
these regulations), are described in sec-
tion 19.143-3. As to items of such in-
come received on or after January 1,
1940, by Swedish corporations and ex-
empt from Federal income taxation, see
the tax convention between the United
States and Sweden, effective January 1,
1940, and regulations to be prescribed
thereunder.

The fixed or determinable annual or
periodical income from sources within
the United States, including royalties,
but excluding dividends, of a nonresi-
dent foreign corporation is taxable at
the rate of 15 percent. .Dividends which
are treated as income from sources with-
in the United States are taxable at the
rate of 10 percent, except that in the
case of a nonresident foreign corporation
organized under the laws of a contigu-
ous 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) R sident foreign corporations. A
resident foreign corporation is not tax-
able at the rate of 15 percent upon the
items of fixed or determinable annual or
periodical income enumerated in section

231 (a). For any taxable year beginning
after December 31, 1938, and bafore Jan-
uary 1, 1940, a resident foreign corpora-
tion is, under subsection (e) (1) of sec-
tion 14, prior to Its amendment, liable to
a tax of 19 percent of Its special class net
income (regardless of the amount there-
of), that is, its net income from sources
within the United States (gro-s income
from sources within the United States
minus the statutory deductions provided
in sections 23 and 232) les the credits
allowed against net income by section
26 (a) and (b). (See subsection (a) of
section 14, prior to its amendment.) For
any taxable year begimaing after Decem-
ber 31, 1939, a resident foreign corpora-
tion is, under subsection (c) (1) of sec-
tion 14, as amended, liable to a tax of 18
percent of Its normal-tax net income (re-
gardless of the amount thereof), that Is,
its net income from sources within the
United States (gross income from sources
within the United States minus the stat-
utory deductions provided in sections 23
and 232) less the credits allowed against
net income by section 26 (a) and (b).
(See subsection (a) of section 13, as
amended.)

As used in sections 119, 143, 144, 211,
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. Such phrase
does not include the effecting of trans-
actions in the United States in stccks,
securities, or commodities (including
hedging transactions) through a resident
broker, commission 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 "office 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.*

§ 19.231-2 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 Insurance
business within the United States (see
section 207 (a)), the term "gross In-
come" means gross income from sources
within the United States as defined and
described in section 119. (See sections
19.119-1 to 19.119-14, inclusive.) The
items of gross income from sources with-
out the United States and therefore not
taxable to foreign corporations are de-
scribed in section 119 (c). As to the defi-
nition of a foreign corporation see section
3797 (a) (3) and (5). As to forelgnlife
insurance companies, see section 19201

(b)-2. As to forei- corporations formed
or availed of to avoid surtax see section
19.102-4. As to personal holding com-
panies organized under the laws of for-
dgn countries, see section 19.505-1. As
to foreign personal holding companies,
se sections 331 to 340, inclusive, and sec-
tions 19.331-1 to 19.339-3, inclusive.

(a) Nonresident foreign corporations.
A nonresident foreign corporation is tax-
able under section 231 (a) only on fixed
or determinable annual or periodical
gross income received from sources within
the United States. Its taxable income
does not include profits derived from the
effecting of transactions in the United
States in stocks, securities, or commodi-
ties (including hedng transactions)
through a resident broker, commission
agent, or custodian, or profits derived
from the sale within the United States
of personal property or real property
located therein.

(b) Resident foreign corporations.
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 pe-
riodical Income referred to in section 231
(a), but Includes every item of gross in-
come which is treated as income from
sources within the United States, except
those Items which are specifically exempt
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, commizson agent, or
custodian is not mere- by reason of such
transactions considered as being engaged
in trade or business within the United
States which would cause it to be classed
as a resident foreign corporation. How-
ever, 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 transactions, and profits derived
from the sale within the United States
of personal property, or of real property
located therein.*

§ 19231-3 Exclusion of earnings of
foreign shps from gross income. A res-
Ident 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 section 19.212-2
with respect to nonresident alien indi-
viduals.
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A nonresident foreign corporation is
not required to include in gross income
such income from sources within the
United States as is derived from the op-
eration of a ship or ships, whether or not
the foreign country under the laws of
which such ships are documented meets
the equivalent exemption requirements
of the statute.*

SEc. 232. DEDucTioNs.

(a) In general. In the case of a foreign
corporation the deductions shall bd allowed
only if and to the extent that they are con-
nected with income from sources within the
United States; and the proper apportionme'nt
and allocation of the deductions with respect
to sources within and without the United
States shall be determined as provided In
section 119, under rules and regulations pre-
scribed by the Commissioner with the ap-
proval of the Secretary.

(b) Charitable, and so forth, contribu-
tions. The so-called "charitable contribu-
tion" deduction allowed by section 23 (q)
shall be allowed whether or not connected
with income from sources within the United
States.

§ 19.232-1 Deductions allowed for-
eign corporations.

(a) Nonresident foreign corporations.
A nonresident foreign corporation is not
allowed any deductions from gross in-
come from sources within the United
States, the tax being imposed upon the
amount-of gross income received. (See
section 19.231-1.)

(b) Resident foreign corporations. A
resident foreign corporation is allowed
the same deductions from its gross in-
come arising from sources within the
United States as are allowed a domestic
corporation under section 23 ,to the ex-
tent that such deductions are' connected
with such gross income, except that the
so-called charitable contribution deduc-
tion allowed by section 23 (q) is allowed
whether or not connected with income
from sources within the United States.
The proper apportionment. and alloca-
tion of the deductions with respect to
sources within and without the United
States shall be determined as provided
in section 119. As to foreign life Insur-
ance companies, see section 19.201 (b)-2.
As to foreign corporations formed or
availed of to avoid surtax, see section
19.102-4. As to personal holding com-,
panies organized under the laws of for-
eign countries, see section 19:505-1. As
to foreign personal holding companies,
see sections 331 to 340, inclusive, and
sections 19.331-1 to 19.339-3, inclusive.*

SC. 233. ALZLowANCE Or DEDUcTiONs -ND
CREDITS.

A foreign corporation shall receive the
benefit of the deductions and credits al-
lowed to it in this chapter only by filing or
causing to be filed with the collector a true
and accurate return of its total income re-
ceived from all sources in the United States,
In the manner prescribed in this chapter; in-
cluding therein all the information which
the Commissioner may deem necessary for
the calculation of such deductions and
credits.

§ 19.233-1 Allowance of deductions
and credits. The benefit of the deduc-
tions and credits allowed a resident for-
eign corporation can be had only by fil-

ing 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 sec-
tion 26 (a) and (b). Inasmuch as a
nonresident foreign corporation is tax-
able under section 231 (a) only upon
fixed or determinable annual or peri-
odical gross income received from
sources within the United States, such
foreign corporation may not receive the
benefit of the deductions and credits by
fling a return of income.*

SEC. 234. CREDrrs AGAINST TAX.
Foreign corporations 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. 235. REruRNS.
(a) Time of filing. In the case of a for-

eign corporation not having any office or
place of business in the United States the
return, in lieu of the time prescribed in sec-
tion 53 (a) (1), shall be made pn or before
the fifteenth day of the sixth month follow-
ing the close of the fiscal year, or, if the
return is made on the basis of the calendar
year then on or before the fifteenth day of
June. If any foreign corporation has no
office or place of business in the United
States but has an agent in the United States,
the return shall be made by the agent.

(b) Exemption from requirement. Sub-
ject to such conditions, limitations, and ex-
ceptions and under such regulations as may
be prescribed by the Commissioner, with the
approval of the Secretary, corporations sub-
ject to the tax imposed by section 231 (a)
may be exempted from the requirement of.
filing returns of such tax.

§ 19.235-1 Time and place for filing
returns of foreign corporations.

(a) Nonresident foreign corporations.
The return in the case of a nonresident
foreign corporation must be made on or
before the 15th 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 foreign
corporation has an agent in the United
States, the return shall be made by the
agent. The return must be med with
the collector of internal revenue, Balti-
more, Md. '(See section 53 (b) (2).)
For failure to make- and file a return
within the time prescribed, see section
291. For cases in which no return is
required see paragraph (a) of section
19.235-2.
I (b) Resident foreign corporations.
The return in the case of a resident
foreign corporation, in lieu of the time
prescribed in section 235, shall be made
on or before the 15th day or- the third
month following the close of the fiscal
year, or on or before the 15th day of
March if on the basis of the calehdar
year. (See section 53 (a) (1).) The
return must be fled with thb collector of
internal revenue for the district in which
the resident foreign corporation has its
principal place of business or principal
bfice or. agency in the United States.
:(See section 53 (b) (2).) For failure to
make and file a return within the time
presc-riTed, see section 291.*

§-19.235-2 Return of income.

(a) Nonresident foreign corporations.
If the tax liability of a nonresident for-
eign corporation Is fully satisfied at the
source a return of Income Is not required.
A nonresident foreign corporation shall
make or have made a return on Form
112ONB with respect to that portion of
its income received from sources within
the United States consisting of interest
on so-called tax-free covenant bonds on
which a tax of only 2 percent was with-
held at the source, and with respect to
any other fixed or determinable annual
or periodical income upon which the tax
was not fully satisfied at the source, in-
cluding dividends received from a for-
eign corporation which are treated as
income from sources within the United
States under section 119 (a) (2) (B),
and shall pay the balance of the tax
shown to be due.

(b) Resident foreign corporations. If
a foreign corporation at any time within
the- taxable year is a resident corpora-
tion it shall make a full and accurate
return on Form 1120 of Its Income re-
ceived from sources within the United
States.*

SEC. 236. PAYMENT OF TAX.

(a) Time of payment. In the case of a
foreign corporation not having any oido or
place of business in the United States the
total amount of tax imposed by this chapter
shall be paid, in lieu of the time prescribed
in section 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) Withholding at source. For withhold-
ing at source of tax on income of foreign
corporations, see section 144.

§ 19.236-1 Dates on which tax shall be
paid by foreign corporations.

(a) Nonresident foreign corporations,
In the case of a nonresident foreign cor-
poration the total amount of tax im-
posed by section 231 (a) shall be paid
on the 15th day of June following the
close of the calendar year, or If the re-
turn 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 installments, see section 19.56-1.

(b) Resident foreign corporations, In
the case of a resident foreign corpora-
tion the total amount of tax provided
by section 231 (b) and subsection (e)
(1) of section 14, prior to their amend-
ment (for taxable years beginning after
December 31, 1938, and before Janu-
ary 1, 1940), and by section 231 (b) and
ubsection (c) (1) of section 14, as

amended (for taxable years beginning
after December 31, 1639), shall bo paid,
in lieu of the time prescribed in section
236 (a), on the 15th day of March fol-
lowing the close Of the calenda 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
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fiscal year. As to payment of the tax
in installments, see section 19.56-1.*

SEC. 237. FOREGN INSURANCE COLPANIES.
For special provisions relating to foreign

insurance companies, see Supplement G.
SEC. 238. APLIA= ON.
A foreign corporation shall not be deemed

to be affiliated with any other corporation
within the meaning of section 141.

- Possessions of the United States

SEc. 251. INcoE FRom SOV ECS vWTmN
POsS sSIONS OF UNITED STATES.

(a) General rule. In the case of citizens
of the United States or domestic corpora-
tions, 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 corpo-
ration (computed without the benefit of
this section), for the three-year period im-
mediately preceding the close of the taxable
year (or for such part of such period. inme-
diately preceding the close of such taxable
year as may be applicable) was derived from
sources within a possession of the United

SStates; and -
(2) If, in the case of such corporation, 50

per centum or more of its gross income (com-
puted without the benefit of this section)
for such period or such part thereof was
derived from the active conduct of a trade
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 de-
rived 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 United States.
Notwithstanding the provisions of subsec-
tion (a) there shall be included in gross
income all amounts received by such citizens
or corporations within the United States,
whether derived from sources within or with-
out the United States.

(c) Taz in case of corporations.
(1) Sedtion imposing tax. A domestic

corporation entitled to.the benefits of this
section shall be taxable as provided in sec-
tion 14 (d). [See amendment of paragraph
(1) by section 207 of Revenue Act of 1939,
set forth below.]

(2) Cross reference. For inclusion in
computation of tax of amount specified in
shareholder'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 Supple-
ment 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 1
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.

(f) Credits against net income. A citizen
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) 4lowance of deductions and credits.
Citizens of the United States and domestic
corporations entitled to the benefits of this
section shall receive the benefit of the deduc-
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tions and credits allowed to them in this
chapter only by filing or causing to be filed
with the collector a true and accurate re-
turn of their total income recelved from all
sources In the United State., in the manner
prescribed in this chapter, including therein
all the Information which the CommL-ioner
may deem neces-ary for the calculation of
such deductions and credits.

(h) Credits against tax. Perzons entitled
to the benefits of this section shall not b3
allowed thc credits against the tax for t3a"es
of foreign countries and pozsszslons of the
United States allowed by cection 131.

(1) Affil ation. A corporation entitled to
the benefits of this section hnll not be
deemed to be offillntcd with any other cor-
poration within the meaning of ccetion 141.

Sro. 207. TAx on coaroa.-mzos E:-,rrrLD To
TH smNriv or encrion 2s1. (RLv-vrmn Acr
or 1939.)

Section 251 (c) (1) of the Internal Rev-
enue Code (relating to tax on corporations
deriving a large part of their Income from
sources within a posssson) is amended to
read as follom:

"(1) Corporation tax. A domestic corpora-
tion entitled to the benefits of this sectlon
shall be subject to tax under section 13 or
section 14 (b)."

SEc. 229. TAxxS ixLEAas To wmcu AzEm-
znsrrs APrLIcAs=. (R o=E AcT or 1939,)

Except the amendments made by cctions
211, 213, 214, 215, 217, 219, 220, 221, 222, 223,
226, 227, and 228, the amendments made by
this title to the Internal Revenue Code shall
be appicable only with respect to taxable
years beginning after December 31. 1939.

§ 19.251-1 Citiszens of the United
States and domestic corporations deriv-
ing income from sources within a Vosses-
sion of the United States. In the case
of a citizen of the United States or a do-
mestic corporation satisfying the fol-
lowing conditions, gross income means
only gross income from cources within
the United States-

(1) If 80 percent or more of the gross
income of such citizen or domestic cor-
poration (computed without the benefit
of section 251) for the 3-year period im-
mediately preceding the close of the tax-
able year (or for such part of such
period immediately preceding the close
of such taxable year as may be appi-
cable) was derived from sources within
a possession of the United States, and

(2) if 50 percent or more of the gross
income of such citizen or domestic cor-
poration (computed without the benefit
of section 251) for such period or such
part thereof was derived from the active
conduct of a trade or business within a
possession of the United States. In the
case of a citizen, the trade or business
may be conducted on his own account or
as an employee or agent of another. The
salary or other compensation paid by the
United States to the members of its civil,
military, or naval personnel for serices
rendered within a possession of the
United States represents income derived
from the active conduct of a trade or
business within a possession of the
United States. 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 own 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
Internal Revenue Code, but who receives
earned income from sources within a paa-
sesion of the United States is not de-
prived of the benefits of the provisions
of section 116 (a), provided he is away
from the 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 con-
stitutes earned income see section 25
(a) (4).

For a determination of the income
from sources within the United States,
ree section 119. A citizen entitled to
the benefits of section 251 is required
to file with his individual return Form
1040 or 1040A, the schedule on Form
1040E. If a citizen entitled to the bene-
fits of section 251 has no income from
sources within the United States or does
not receive within the United States any
income whether derived from sources
within or without the United States, he
Is not required to file a return or the
schedule on Form 1040E.

Example: On July 1, 1939, 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. His
gross income from the business during
such period was $20,000. In addition, he
made a profit of $12,000 from the sale
during the latter part of 1939 of some
Puerto Rican real estate not connected
with his trade or business. In the first
six months of 1939 he also derived
$8,000 cross income from rental prop-
erty located in the United States. He
derived a like amount of gross income
from such property during the last six
months of 1939. Inasmuch as for the
applicable part (July 1, 1939, to Decem-
ber 31, 1939) of the 3-year period im-
mediately preceding the close of the tax-
able year (the calendar year 1939), 80
percent of A's gross income ($32,000, or
80 percent of $40,000) was derived from
sources within a possession of the United
States and as 50 percent or more of his
gross income ($20,000, or 50 percent of
$40,000) for such part of the 3-year pe-
riod was derived from the active conduct
of a trade or business within a posses-
sion of the United States, he is required
to report in gross Income in his return
for 1939 only the gross income derived
by him from sources within the United
States ($16,000 from the rental property
located in the United States).*

§ 10.251-2 Income received within the
United States. Notwithstanding the pro-
visions of section 251 (a), there shall be
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Included in the gross income of citizens
and domestic corporations therein speci-
fied all amounts, whether derived from
sources within or without the United
States, which are received by such citi-
zens or corporations within the United
States. From the amounts so included
In gross income there shall be deducted
only the expenses properly apportioned
or allocated thereto. For instance, if in
the example given in section 19.125-1,
the taxpayer during the latter -part of
1939 returned to the United States for
a 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, however, would
not deprive the taxpayer of the benefits
of section 251 with respect to other items
of gross income -excluded by that
section.*

§ 19.251-3 Tax in case of corpora-
tions. For any taxable year beginning
after December 31,1938, and before Jan-
uary 1, 1940, a domestid corporation en-
titled to the benefits of section 251 is,
under subsection (d) of section 14, prior
to its amendment, liable to a tax of 16Y2
percent of its special class net income,
regardless of the amount thereof (see
section 19.14-1).

For any taxable year beginning after
December 31, 1939, a domestic corpora-
tion entitled to the benefits of section
251 Is, under section 251 (c) (1), as
amended, liable to the tax imposed by
section 13, as amended, if it has a nor-
mal-tax net income of more than $25,000
(see sections 19.13-5 to 19.13-7, inclu-
sive), or to the tax provided by subsec-
tion (b) of section 14, as amended, if" it
has a normal-tax net income of not
more than $25,000 (see section 19.14-2) .*

§ 19.251-4 Definition. The term
"United States" as used herein includes
only the States, the Territories of Alaska
and Hawaii, and the District of Colum-
bia. The term "possession of the United
States," as used in sections 251 and 252
and section 19.251-1, this section, and
section 19.252-1, includes Puerto Rico,
the Philippine Islands, the Panama Canal
Zone, Guam, American Samoa, Wake,
Palmyra, and the Midway Islands; it
does not include the Virgin Islands. The
Philippine 1slsnds come within the clas-
sification of "possessions of the United
States" for Federal income-tax purposes,
notwithstanding the establishment of
the Commonwealth of the Philippines
under the Act of March 24, 1934 (48
Stat. 456).*

§ 19.251-5 Deductions allowed citizens
and domestic corporations entitled to the
benefits of section 251. In the case of a
citizen entitled to the benefits of section
251, the deductions allowed by section 23
for business expenses, interest, taxes,
losses in trade, bad debts, depreciation,
and depletion are allowed only if and to

the extent that they are connected with
income from sources within the United
States. The provisions of section 19.213-
1 relating to the allowance 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,
of the deductions provided in section 23
(e) (2) and (3) for losses not connected
with the trade or business are applicable
in the case of citizens entitled to the
benefits of section 251. The provisions of
section 19.213-1 pertaining to the allow-
ance to such nonresident alien indi-
viduals of deductions for, contributions
provided in section 23 (o) are als. ap-
plicable in the -case of such citizens.
Corporations entitled to the benefits of
section 251 are allowed the same deduc-
tions from their gross income arising
from sources within the United States as
are allo~ved to domestic corporations to
the extent that such deductions are con-
nected with such gross income, except
that the so-called charitable 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 deductions with Tespect
to sources within and without the United
States shall be determined as provided
in section 119.*

§ 19.251-6 Allowance of deductions
and credits to citizens and domestic cor-
porations entitled to the benefits of sec-
tion 251. Unless a citizen, of the United
States or a domestic corporation entitled
to the benefits of section 251 ,hall file
or cause to be filed with the collector a
true and accurate return of total income
from sources within the United States,
the tax shall be collected on the basis of
the gross income (not the net income)
fr6m sources within the United States.
Where such a citizen or corporation has
various sources of income within the
tnited States so that the total income
calls for the assessmenb of a tax, and
a return of income was not fled by or
on behalf of the citizen or corporation,
the Commissioner will cause a return of
income to be made and include therein
the income of such citizen pr corpora-
tion 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
\orporation within the United States
without allowance for deductions or
credits.*

SEc. 252. CrrnzNs OP POSSESSIO1S Or
UNITED STATES.

(a) Any individual who is a citizen of any
possession of the United States (but not
otherwise a citizen of the United States)
and who is not a resident of the United
States, shall be subject to taxation under
this chapter only as to income derived from
sources within the United :tates, and in
such case the tax shall be computed and paid
in the same manner and subject to the
same conditions as In the case of other

persons who are taxable only as to Income
derived from such sources.

(b) Nothing In this section shall bo con-
strued to alter or arnend the provisions of
the Act entitled "An Act malng appro-
priations for the naval service for the fiscal
year ending June 30, 1922, and for other
purposes", approved July 12, 1921, c, 44,
42 Stat. 123 (U. S. C., Title 48, § 1397), re-
lating to the Imposition of Income taxes in
the Virgin Islands of the United States,

- § 19.252-1 Status of citizens ol United
States possession. A citizen of R pos-
session of the United States (except the
Virgin I6lands), who is not otherwise a
citizen or resident of the United States,
including only the States, the Terri-
tories of Alaska and Hawaii, and the
District of Columbia, Is treated for the
purpose of the tax as if he were a non-
resident alien individual. (See sections.
211 to 219, inclusive.) For Federal in-
come tax purposes a citizen of a posses-
sion of the United States who Is not
otherwise a citizen of the United States,
is a citizen of a possession of the United
States who has not become a citizen of
the .United States by naturalization.
The fixed or determinable annual br
periodical income from sources within
the United States of a citizen of a posses-
sion of the United States who Is treated
as if he were a nonresident alien Indi-
vidual is subject to withholding. (See
section 143.)

For the purpose of this section citizens
of the possessions of the United States
who are not otherwise citizens of the
United States are divided into two
classes: (1) citizens of possessions of the
United States who at any time within
the taxable year are not engaged In
trade or business within the United
States and have no office or place of
business therein and (2) citizens of pos-
sessions of the United States who at any
time within the taxable year are en-
gaged in trade or business within the
United States or have an office or place
,of business therein. The provisions of
sections 19.211-7 to 19.219-1, inclusive,
applicable to nonresident alien individu-
als not engaged in trade or business
within the United States and not having
an office or place of business therein are
applicable to the citizens of possessions
falling-within'the first class, while the
provisions of such sections applicable to
nonresident alien Individuals who at any
time within the taxable year are en-
gaged in trade or business' within the
United States or have an office or place
of business therein are applicable to citi-
zens of possessions falling within the sec-
ond class.

-The Act referred to in section 252 (b)
provides that income tax laws then or
thereafter in force in the United States
shall apply to the Virgin Islands, but
that the taxes shall be paid into the
treasury of the Virgin Islands. Accord-
ingly, persons are taxed there under the
income tax provisions of the Internal
Revenue Code.*
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China Trade Act Corporations
SEC. 261. TAXATIoN IN GENERAL.

(a) Imposition of tax.
A corporation organized under the China

Trade Act, 1922, 42 Stat. 849 (US.C., Title 15,
c. 4), shall be taxable as provided in section
14 (d).

(b) Cross reference. For inclusion in com-
putation of tax of amount specified in shale-
holder's consent, see section 28.

SEc. 208. TAx ON CHINA TRADE ACT Conro-
RAT'Iozs. (Rsv_ uo AcT OF 1939.)

Section 261 (a) of the Internal Revenue
Code (relating to the tax on China Trade
Act corporations) is amended to read as
follows:

"(a) Corporation tax. A corporation or-
ganized under tht China Trade Act, 1922,
42 Stat. 849 (U.S.C., 1934 ed., title 15, chap.
4), shall be subject to tax under section 13
or section 14 (b)."

SEC. 229. TAxABLE YEARS TO vanCH AmEND-
=wm PPLicAaL. (RzvEs= u AcT Or 1939.)

Except the amendments made by sections
211, 213, 214, 215, 217, 219, 220, 221. 222, 223,
226, 227, and 228, the amendments made by
this title to the Internal Revenue Code shall
be applicable only with respect to taxable
years beginning after December 31, 1939.

§ 19.261-1 Tax on China Trade Act
corp orations. For the taxable year 1939
a corporation organized under the China
Trade Act, 1922, is, under subsection (d)
of section 14, prior to its amendment
liable to a tax of 161 percent of its
special class net income, regardless of the
amount thereof (see section 19.14-1).

For the taxable year 1940 and subse-
quent years a China Trade Act corpora-
tion is, under section 261 (a), as
amended, liable to the tax imposed by
section 13, as amended, if it has a nor-
mal-tax net income of more than $25,000
(see sections 19.13-5 to 19.13-7, inclu-
sive), or to the tax provided by subsec-
tion (b) of section 14, as amended, if
it has a normal-tax net income of not
more than $25,000 (see section 19.14-2).*

SEc. 262. CEmT AGAmnST NE INcol.

(a) Allowance of credit. For the purpose
only of the taxes imposed by sections 14
and'600 of this title and section 106 of the
Revenue Act of 1935 there shall be allowed,
in the case of a corporation organized under
the Chini 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 ,derlved from
sources within China (determined in a slmi-
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 corporation
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 regard to this
section) exceed the amount of the special
dividend certified under subsection (b) of
this section; and in no case shall the dim-
inution, by reason of such credit, of the
tax imposed by such section 106 or 6o
(computed without regard to this section)
exceed the amount by which such s peclk
dividend exceeds the diminution permitted
by this section in the tax imposed by such
section 14. [See amendment of subsection

(a) by section 210 (c) of Revenue Act of
1939, set forth below.]

(b) Spscial dividend. Such grdit zhall
not be allowed unlcs the S.cretary of Com-
merce has certified to the CommLioncr-

(1) The amount which, during the year
ending on the date fixed by law for filing the
return, the corporation has distributed as a
special dividend to or for the bcnefit of such
persons as on the last day of the taxable
year were resident in China, the United
States, or posescsions of the United States,
or were individual citizens of the United
States or China, and owned shares of rtock
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 bene-
fit, by reason of their interest In the cor-
poration; and

(3) That such distribution has been made
to or for the benefit of such perzons In pro-
portion to the par value of the shares of
stock of the corporation owned by each; ex-
cept that if the corporation has more thun
one class of stock, the certilicate- shall con-
tain a statement that the article- of incor-
poration provide a method for the appor-
tionment of such special dividend among
such persons, and that the amount certificd
has been distributed in accordance with the
method so provided.

(c) Ownership of stock. For the pur-
poses of this section shares of stock of a cor-
poration 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) Definition of China. -As used in this
section the term "China" shall have the came
meaning as when ued In the China Trdo
Act, 1922.

SEc. 210. TEcmar AwsENDL.-s nns
NECESSARY Br CHACE nT coapoaAnor TAx.
(REvE AcT oF 193D.)

(c) Section 262 of the Internal Revenue
Code (relating to additional credits of China
Trade Act corporations) is amended by
striking out "sections 14 and COO" and in-
serting in lieu thereof "sections 13, 14, and
600"; and by striking out "section 14" wher-
ever It appears and inserting in lieu thereof
"section 13 or 14",

SEc. 229. T-AnzL YEAnS TO waCH Az'D-
IEN APPLicADm (R.vmuE Ace oP 1939.)
Except the amendments made by rections

211, 213. 214, 215, 217 219. 220. 21, 222. 223,
226, 227, and 228, the amendments made by
this title to the Internal Revenue Ceda thall
be applicable only with rcpcct to taxable
years beginning after December 31, 1939.

§ 19.262-1 Income of China Trade Act
corporations. The Items of gross income
to be included in the return of a corpora-
tion organized under the China Trade
Act and the deductions allowable are the
same as In the case of other domestic
corporations.*

§19.262-2 Credits a IZow d Cina
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 (1) for the tax-
able year 1939, by subsection (d) of sec-
tion 14, prior to Its amendment, and by
section 600, and (2) for the taxable year
1940 and subsequent years by section 13
or 14, as amended, and by section 600.
This credit Is an amount equal to the
proportion of the net Income derived
from sources within China (determined

in a similar manner to that provided in
section 119) which the par value of the
shares of stock of the corporation, owned
on the last day of the taxable year by (1)
persons resident In China, the United
States, or possessions of the United
States, and (2) individual citizens of the
United States or China wherever resi-
dent, bears to the par value of the whole
number of shares of stock of the corpora-
tion outstanding- on that date. The de-
crease in the tax imposed for 1939 by
subsection (d) of section 14, prior to its
amendment, or for 1940 and subsequent
years by section 13 or 14, as amended, by
reason of such credit must not, however,
exceed the amount of the special divi-
dend referred to in section 262 (b), and
Is not allowable unless the special divi-
dend has been certified to the Commis-
sioner by the Secretary of Commerce.
The decrease in the tax imposed by sec-
tion 600 by reason of such credit must
not exceed the amount by which such
s eclal dividend exceeds the decrease
permitted by section 262 in the tax im-
posed for 1939 by subsection (d) of sec-
tion 14, prior to Its amendment, or for
1940 and subsequent years by section 13
or 14, as amended. A China Trade Act
corporation Is not entitled to the credit
for taxes paid to foreign countries and
po=,sions of the United States allowed
to domestic corporations under the pro-
visions of section 131.

The application of this section may be
illustrated by the following examples:

Examp7e (1). The A Company, a
China Trade Act corporation, has a net
income for the calendar year 1939 (be-
fore deducting excess-profits tax) of
$200.000 and receives no dividends from
domestic corporations. All of its stock on
December 31, 1939, 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, 1939, is $1,500,000. It dis-
tributes a spacal dividend amounting to
$36,000 on February 15, 1940, which is
certified by the Secretary of Commerce
as provided In section 262 (b).

For the purpose of the tax imposed by
subsection d) of section 14, prior to its
amendment, it Is necessary in this
example to make two computations, first,
without allowing the special credit
against net income on account of income
derived from sources within China, and,
second, allowing such credit. The com-
putations are as follows:

First Comnputation
WmxouT A=Xow rnrGT Ss'xcrAr CYrxr

Aa=;sT IT= Irco--

Not income subject to tax---_--. $200,000
Special cla net income.. .. 200,000
Tax at 16% parcent -...... 33,000
Total normal tax. .....------------- 33,00
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Second Computation
ALLOWING SP'ECIAL Caxor AANqsT NE'rT

INCOME

Net income -------------------- $200,000
Since the total net income is de-

rived from sources within China
and since the par value of the
shares of stock of the corporation
owned on the last day of the tax-
able year by (1) persons resi-
dent in China, the United States,
or possessions of the United
States, and (2) individual citizens
of the United States or China
wherever resident, Is 100 percent
of the par value of the total
number of shares of stock of the
corporation outstanding on that
day, 100 percent of the net in-
come from sources within China
Is deductible as a special credit
against net income.

Special credit against net income-. 200, 000

Amount of income subject
to tax under section
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 net income,
the entire amount of. the special credit
is allowable and the corporation has no
income tax liability for 1939.

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 ---------------------- $200,000
Less: 10 percent of the value de-

clared In the#capital stock, tax
return for the capital stock tax
year ended June 30, 1939 (10
percent of $1,500,000) ---------- 150,000

- Net income subject to ex-
cess-profits tax -----------------

Less: Amount taxable at 6 per-
cent, portion of net income in
excess of 10 percent and not in
excess of 15 percent of the ad-
justed declared value of the
capital stock ($200,000 minus
$150,000)

50, 000

50,000

Amount taxable at 12 per-
cent --------------------- None

'Excess-profits tax at 6 percent, (6
percent of $50,000) -------------- 3,000

Second Computation
ALLOWING SPEcIAL CREDrr AGAINST NET INcOME

Net income -------------------- $200,000
Since the total net income is de-

rived from sources within China
and since the par value of the
shares of stock of the corporation
owned on the last day of the tax-
able year by (1) persons resident

"in China, 'the United States, or
possessions of -the United States,
and (2) individual citizens of the
United States or China wherever
residelit, is 100 percent of the par
value of the total number of,
shares of stock of the corporation
outstanding on that day, 100 per-.
cent of the net income from
sources within China Is deduct-.
Ible from net income-L-- ----- 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 amount by which the spe-
cial dividend ($36,000) exceeds the dimi-
nution of the income tax ($33,000) on
account of such credit, the entire
amount of the special credit ($200,000)
is allowable and the corporation has no
excess-profits tax liability for 1939.

Exampe (2). Assume that for the
calendar year 1940 the facts are the same
as in example (1) except that a special
dividend of $39,000 is distributed on
February 15, 1941. Since, under section
13, as amended, the rate of income tax
for 1940 and subsequent years is 18 per-
cent, the income tax for 1940 amounts
to $36,000. Since the special dividend
($39,000) exceeds the diminution of the
income tax ($36,000) on account of the
allowance of the special credit against
net income the entire amount of the spe-
cial credit is allowable and the corpora-
tion has no income tax liability for 1940.
Since the special dividend exceeds the
amount of the income tax by the sum of
$3,000, which sum equals the amount of
the diminution of thb excess-profits tax
on account of the allowance of the special
credit against net income, the entire
dmount of the' special credit ($200,000)
'is allowable for excess-profits tax pur-
poses for 1940 and hence the corpora-
tion has no excess-profits tax liability
for that year. *

§ 19.262-a Meaning of terms used in
connection.with China Trade-Act cor-
porations. A China Trade Act corpora-
tion is one organized under the provi-
sions of the China Trade Act, 1922.

The term "China" means (1) China,
including Manchuria, Tibet, Mongolia,
and any territory leased by China to any
foreign government, (2) the Crown Col-
ony of Hongkong, and (3) the Province
of Macao.

The term "special dividend" means the
amount which during the year ending
on March 15 succeeding the close of the
corporation's taxable year is distributed
as a special dividend to or for the ben-
efit of such persons as on the last day of
the taxable year were resident in China,
the United States, or possessions of the
United States, or were individual citi-
zens of the United States or China 'and
owned shares of stock of the corpora-
tion. Such special dividend does not in-
clude any other amounts.payable or to
be payable to, such persons or for their
benefit by reason of their interest in the
corporation and must be made in propor-
tion 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 Avhom 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 fron sources wholly within China
and that portion of the net income from

sources partly within and partly with.
out China which may be allocated to
sources within China. The method of
computing this Income is similar to that
described in section 119.*

§ 19.262-4 Withholding by a China
Trade Act corporation. Dividends dis-
tributed by a corporation organized
under the China Trade Act, 1922, Which
are treated as income from sources
within the United States under the pro-
visions of section 119 of the Internal
Revenue Code are subject to withholding
at the rate of 10 percent when paid to
persons (other than residents of China)
who are (1) nonresident aliens, (2) non-
resident partnerships composed In whole
or in part of nonresident aliens, or (3)
nonresident foreign corporations. The
10 percent rate of withholding specified
in this section with respect to dividends
shall be reduced in the case of share-
holders Who are (a) nonresident aliens
residents of a contiguous country or (b)
nonresident foreign corporations organ..
ized under the laws of a contiguous
country, to such rate (not less than 5
percent), as may be provided by treaty
with such country. As to reduction in
rate of withholding (a) in the case of
nonresident alien Individuals, residents
of Canada, see section 19.143-1; (b) in
the case of nonresident foreign corpora-
,tions organized under the laws of Can-
Ada, see section 19.144-1.*

SEC. 263., Cnmrrs AGAINST TIM TAX.
A corporation organized under the China

Trade Act, 1922, shall not be allowed the
credits against the tax for taxes of foreign
countries and possessions of the United
.States allowed by section 131.

SEc. 264. AFFILIATiON.
A corporation organized 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. INdOME oF SnEHOLDrnmS:
For exclusion of dividends from gross in-

come, see section 116.

Assessment and Collection o1 Deficiencies

SEC. 271. DEFINTo OF, DEFICIEOT.
As used in this chapter in respect of a

tax imposed by this chapter 'tdelclency"
means-

(a) The amount by which the tax impoged
by this chapter exceeds the amount shown
as the tax by the taxpayer upon his return;
but the amount so shown on the return
shall first be increased by the amounts previ-
ously assessed (or collected without assess-
ment) as a deficiency, and -lccreased by the
amounts previously abated, credited, re-
funded, or otherwise repaid in respect of
such tax; or

(b) If no amount is shown as the tax by
the taxpayer upon his return, or if no
return is made by the taxpayer, then the
-amount by which the tax exceeds the
amounts previously assessed (or collected
without assessment) as a deficiency but
such amounts previously assessed, or col-
lected without assessment, shall first be de-
creased by the amounts previously abated,
credited, refunded, or. otherwise repaid In
respect to such tax.

§ 19.271-1 Deficiency deftned. Sec-
tion 271 by its definition of the word
"deficiency" provides a term which will
apply to any amount of tax determined
to be due in respect o any taxable year
beginning after December 31, 1938, in
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excess of the amount of tax reported by
the taxpayer for such year; or in excess
of the amount reported by the taxpayer
as adjusted by way of prior assessments,
abatements, credits, refunds, or collec-
tions without assessment. In defining
the term "deficiency" section 271 recog-
nizes two classes of cases-one, where
the taxpayer makes a return showing
some tax liability; the other, where the
taxpayer makes a return showing no tax
liability, or where the taxpayer fails to
make a- return. Additional tax shown
on an "amended return," so-called, is a
deficiency within the meaning of the
Internal Revenue Code. -

When a case is considered for the first
time, the deficiency is the excess of the
amount determined to be the correct
amount of the tax over the amount shown
as the tax by the taxpayer on his return,
or, if it is a case where no tax was re-
ported by the. taxpayer, the deficiency is
the amount determined to be the-correct
amount of the tax. Subsequent infor-
mation sometimes discloses that the
amount previously determined to be the
correct amount of the tax is less than the
correct amount, and that a redetermina-
tion of the tax is necessary. In such a
case the deficiency on redetermination is
the excess of the amount determined to
be the correct amount of the tax over the
sum of the amount of tax reported by
the taxpayer and the deficiency assessed
in connection with the previous deter-
mination. If it is a case where no tax
was reported by the taxpayer, the de-
ficiency is the excess of the amount de-
termined to be the correct amount of
the tax over the amount of the deficiency
disclosed by the previous determination.
If the previous determination resulted in
a credit or refund to the taxpayer, the
deficiency upon the second determination
is the excess of the amount determined
to be the correct amount of the tax over
the amount of tax reported by the tax-
payer decreased by the amount of the
credit or refund.*

SEC. 272. PROCEDURE Ws GENERAL.

(a) (1) Petition to Board of Tax Appeals.
If in the case of any taxpayer, the Commis-
sioner determines that there is a deficiency
in respect of the tax imposed by this chap-
ter, the Commissioner is authorized to send
notice of such deficiency to the taxpayer
by registered mail. Within ninety days
after such notice is mailed (not counting
Sunday or a legal holiday in the District
of Columbia as the ninetieth day), the tax-
payer may file a petition with the Board of
Tax Appeals for a redetermination of the
deficiency. No assessment of a deficiency in
respect of the tax imposed by this chapter
and no distraint or proceeding in court for
its collection shall be made, begun, or prose-
cuted until such notice has been mailed to
the taxpayer, nor until the expiration of
such ninety-day period, nor, if a petition
has been filed with the Board, until the
decision of the Board has become final. Not-
withstanding the provisions of section 3653
(a) the making of such assessment or the
beginning of such proceeding or distraint
during the time such prohibition is in force
may be enjoined by a proceeding in the
proper court. In the case of a joint return
filed by husband and wife such notice of de-

ficlency may be a single joint notice, except
that If the Commissioner has been notified
by" either spouse that Eeparate resIdencc
have been established. then, in lieu of the
single joint notice, duplicate originals of the
joint notice must be Fent by registered mail
to each spouse at his lost known address.

(2) Cross references. For exceptions to
the restrictions Imposed by this zub:ctlon,
See-

Subsection (d) of thbs section, relating to
waivers by the taxpayer;

Subsection (f) of this section, relatIng to
notifications of mathematical errors appear-
ing upon the face of the return:

Section 273, relating to jeopardy a=z7-
ments;

Section 274. relating to baruptcy and
receiverships: and

Section 1145, relating to as=sment or col-
lection of the amount of the deficiency de-
termined by the Board pending court
review.

(b) Collection of defcencJ found "bJ
Board. If the taxpayer file3 a petition with
the Board, the entire amount redetermined
as the deficiency by the decision of the
Board which has become final shall be as-
Fessed and shall be paid upon notice and
demand from the collector. No part of the
amount determined as a deficiency by the
Commissioner but disallowed as -uch by the
decision of the Board which has become
final shall be assssed or be collected by dis-
traint or by proceeding In court with or
without assessment.

(c) Failure to fle petition. If the tax-
payer does not file a petition with the Board
within the time prescribed in subsectlon (a)
of this section, the deficiency, notice of
which has been mailed to the taxpayer, shall
be assessed, &ad shall be paid upon notice
and demand from the collector.

(d) Wairer of restrlctions. If the taxpayer
shall at any time have the right, by a
signed notice in writing filed with the Com-
missioner, to waive the reztrictions provided
in subsection (a) of this section on the
assessment and collection of the whole or
any part of the deficiency.

(e) Increase of deflciency after notice
*mfmled. The Board shall have jurLdiction
to redetermine the correct amount of the
deficiency even If the amount so redeter-
mined is greater than the amount of the
deficiency, notice of which has been mailed
to the taxpayer, and to determine whether
any penalty, additional amount or addition
to the tax should be assessed-if claim
therefor is asserted by the Commissioner at
or before the hearing or a rehearing.

(f) Further deficfenwj letters restricted.
If the Commissioner has mailed to the tax-
payer notice of a deficiency as provided in
subsection (a) of this section, and the tax-
payer files a petition with the Board within
the time prescribed in such subsection, the
Commissioner shall have no right to de-
termine any additional deficiency In rf--pect
of the same taxable year, except in the cx-
of fraud, and except as provided in ubcec-
tion (e) of this section, relating to a=',er-
tion of greater deficiencies before the
Board, or in section 273 (c), relating to the
making of jeopardy a-essments. If the tax-
payer is notified that, on account of a
mathematical error appearing upon the face
of the return, an amount of tax in excess
of that shown upon the return I- due, and
that an asse-ment of the tax has been or
will be made on the bacFis of what would
have been the correct amount of tax but
for the mathematical error, such notice shall
not be considered (for the purpzses of this
subsection, or of subzctlon (a) of this ec-
tion, prohibiting as-ssment and collection
until notice of deficiency has been mailed.
or of section 322 (c), prohibiting credits or
refunds after petition to the Board of Tax
Appeals) as a notice of a deficiency, and the
taxpayer shall have no rlght to file a peti-
tion with the Board bazed on such notice,
nor shall such asesent or collection b3

prohibited by the provilions of subsection (a)
of this section.

(g) Juriction orer other taxable years.
The Board in rcdetermining a deficiency in
respect of any taxable year shall consider
such facts with relation to the taxes for
other taxable years as may be necessa-ry
correctly to redetermine the amount of such
deficiency, but in ro doing shall have no
Jurisdiction to determine whether or not the
tax for any other taxable year has been
overpaid or underpaid.

(h) Final decislona of Board. For tha
purpose of this chapter the date on which
a decilon of the Board becomes final shall
be detirmined according to the provisions of
sectlon 1140.

(1) Prorating of dcfcfenc to instalments.
If the taxpayer has elected to pay the tax
in in2tallments and a deficiency has bean
-a="-d, the deficiency shall be prorated to

the four Installmento. Except as provided
In sectlon 273 (relating to jeopardy aszess-
mento), that part of the deficiency so
prorated to any Installment the date for pay-
ment of which has not arrived, shall be col-
lected at the same time as and as part of
such inmtallment. That part of the da-
fciency s3 prorated to any Installment the
date for payment of which has arrived, shall
be paid upon notice and demand from the
collector.

(j) £xTteniOn Of time for Payment O! de-
17 fencles. Where It Is shown to the sati-
faction of the Commis--ioner that , the
payment of a deficiency upon the date pre-
ccribed for the payment thereof will result
in undue hardship to the taxpayer the-Com-
mitloner, under regulations prescribed by
the Commissioner, with the approval of the
Secretary, may grant an extension for the
payment of such deficiency for a period not
n exc- of eighteen months, and, in ex-
ceptional cases, for a further period not In
excess of twelve months. If an extension is
granted, the Commimloner may require the
taxpayer to furnLh a bond in such amount,
not ezc-ding double the amount of the de-
ficiency, and with such suretes, as the Com-
miss oner deems necessary, conditioned upon
the payment of the deficiency in accordance
with the termns of the extension. No ex-
tension chall be granted If the deficiency is
due to negligence, to Intentional disregard
of ruleo and re-ulations, or to fraud with
Intent to evade tax.

(1) Address for notice of deficiency. In
the absence of notice to the ComL-slioner
under section 312 (a) of the existence of a
fiduciary relationship, notice of a deficiency
in respect of a tax Imposed by this chapter,
If mailed to the taxpayer at his Last known
addre=, shall be sufficient for the purposes
of thia chapter even If such taxpayer is de-
ceased, or I- under a legal disability, or, in
the ca! of a corporation, has terminated its
exisence.

§ 19,272-1 Assessment of a deficiency.
If the Commissioner determines that
there is a deficiency in respect of the
income tax imposed by chapter I (see
sections 57 and 271), the Commisoner
is authorized to notify the taxpayer of
'the deficiency by-registered mail. If a
Joint return has been filed by husband
and wife the Commissioner may, unless
he has been notified by either spouse
that a separate residence has been es-
tablished, send either a joint or separate
notice of deficiency. If, however, the
Commf-oner has been so notified, a
separate notice of deficiency, that is, a
duplicate original of the joint notice,
must be sent by registered mail to each
spouse at his or her Last known address.
The notice to the Commissioner pro-
vided for in section 272 (a), relating to
separate residences, should be addressed
to the Commissioner of Internal Reve-
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nue, Washington, D. C., for the atten-
tion of the Income Tax Unit, Records
Division. Within 90 days after notice of
the deficiency is mailed, as provided in
section 272 (a), a petition may be filed
with the Board of Tax Appeals for a re-
determination of the deficiency. In de-
termining such 90-day period, Sunday or
a legal holiday in the District of Colum-
bia Is not to be counted as -the ninetieth
day. Except as stated in paragraphs
(1), (2), (3), (4), and (5) of this sec-
tion, no assessment of a deficiency in
rdspect of a tax imposed by chapter 1
shall be made until such notice has been
mailed to the taxpayer, nor until the ex-
piration of such 90-day period, nor, if a
petition has been fled with the Board,
until the decision of the Board has be-
come final. As to the date on which a
decision of the Board becomes final, see
section 1140 (paragraph 39 of the Ap-
pendix to these regulations).

(1) If a taxpayer is notified of an
additional amount of tax due on account
of a mathematical error appearing upon
the face of the return, such notice is not
to be considered as a notice of deficiency,
and the taxpayer has no right to file a
petition with the Board upon the basis
of such notice, nor is the assessment of
such additional tax prohibited - by the
provisions of section 272 (a).
1 (2) If the Commissioner believes that-
the assessment or collection of a defi-
ciency will be jeoparilized by delay, such
deficiency shall be assessed immediately,
as provided In section 273. (See section
19.273-1.)

(3) Upon the adjudication of bank-
ruptcy of any taxpayer or the appoint-
ment of a receiver for any taxpayer in
any. receivership proceeding before any
court of the United States or of any
State or Territory or of the District of
Columbia, any deficiency determined by
the Commissioner in respect of the tax
shall be assessed immediately, irrespec-
tive of the provisions of section 272 (a),
if such deficiency has not been assessed
in accordance with law prior to the ad-
judication of bankruptcy or the appoint-
ment of a receiver. (See sections 274
and 298 and sections 19.274-1 and
19.274-2.)

(4) (a) If the Board renders a deci-
sion and determines that there is a defi-
ciency, and, if the taxpayer duly files a
petition for review of the decision by a
circuit court of appeals (or the United
States Court of Appeals for the District
of Columbia), the filing of the petition
will not operate as a stay of the assess-
ment of any portion of the deficiency de-
termined by the Board unless he has
filed a bond with the Board as provided
in section 1145 (paragraph 44 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 immedi-
ately after the filing of such petition.

(b) If the Commissioner 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 section
1145 has not been filed with the Board
on or before the time. his petition for
review is filed, the amount determined
by the Board as the deficiency will be
assessed in the case of (1), immediately
after the expiration of the 3-month pe-
riod, and in the case of (2) immediately
after the filing of the petition 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 In-
ternal Revenue Code. After such waiver
has been acted up-on by the Commissioner
and the astessment has been made in ac-
cordance with its terms, the waiver can-
not 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 assesknent by the
Commissioner of the amount determined
to b6 the deficiency. If no petition is
filed with the Board within the. period
prescribed, the Commissioner shall assess
the amount determined by him as the
deficiency and of which he hag notified
the taxpayer by registered mail. In such
case the Commissioner will not be pre-
cluded from determining a further de-
ficiency 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 be-
comb final shall be assessed by the Com-
missioner. If the Commissioner mails to
the taxpayer notice of a deficiency, and
the taxpayer ifies a petition with the
Board within the prescribed period, the
Commissioner is barred from determin-
ing 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 assesments.*

§ 19.272-2 Collection of a deficiency.
Where a deficiency as redetermined by a
decision of the Board which has become
final is assessed, or where the taxpayer
has not filed a petition and the deft-
6iency as dctermined by the Commis-
sioner 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 section
19.272-1, see sections 273 (i) and 298 and
section 1145 (paragrap h 44 of the Ap-
pendix to these regulations)'. As to
interest on. deficiencies, see section 292.*

§ 19.272-3 Extension o1 time for pay-
ment of a dcficiency. If It is shown to
the satisfaction of the Commissioner that
the payment of a deficiency upon the
date or dates prescribed for the payment
thereof will result in undue hardship to
the taxpayer, the Commissioner may
grant an extension of time for the pay-
ment 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 extenslcn will not be granted upon'
a general statement of hardship. The
term "undue hardship" means more than
an inconvenience to the taxpayer. It'
must appear that substantial financial
loss, for example, due to the sale of prop-
erty-at a sacrifice price, will result to the
taxpayer from making payment of the
deficiency at the due date. If a market
exists, the sale of property at the current
market price Is not ordinarily considered
as resulting ifi an undue hardship. The
Internal Revenue Code provides that no
extension will be granted where the do-
ficiengy is due to negligence or inten-
tional disregard of rules and regulationd
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 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 month In which
falls the date prescribed for the payment
of the deficiency are required and should
accompany the application. The appli-
cation, with the evidence, must be filed
with the collector, who will transmit It
to the Commissioner with his recommern-
dations as to the extension, When it is
received by the Commissioner, It will be
examined and, if possible, within 30 days
will be denied, granted, or tentatively
granted subject to certain' conditions of
which the taxpayer will be notified. The
Commissioner will not consider an appli-
cation 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 Commissioner will
usually require the taxpayer to furnish
a bond on Form 1127B In an amount not
exceeding double the amount of the
deficiency or to furnish other security
satisfactory to the Commissioner for the
payment of the liability on or before the
date or dates prescribed for payment in
the extension, so that the risk of loss to
the Government will not be greater at
the end of the extension period than It
was at the beginning of the period. If a
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bond is required it shall be conditioned
upon the payment of the deficiency, in-
terest, and additional amounts assessed
in connection therewith in accordance
with the terms of the extension granted,
and shall be executed by a surety com-
pany holding a certificate of authority
from the Secretary of the Treasury as an
acceptable surety on Federal bonds, and
shall be subject to the approval of the
Commissioner. In lieu of such a bond,
the taxpayer may file a bond secured by
deposit of bonds or notes of the United
States as provided in section 1126 of the
Revenue Act of 1926 (paragraph 63 of
the Appendix to these regulations). The
amount of the deficiency and additions
thereto shall be paid on or before the
expiration of the period of the extension
without the necessity of notice and de-
mand from the collector. Payment of
the deficiency and additions thereto be-
fore the expiration of the extension will
not relieve the taxpayer from paying the
entire amount of interest provided for in
the extension. (See section 296.) *

Sc. 273. JoPAtny Assssmrrs.

(a)-7Xuthority for making. If the Commis-
sioner believes that the assessment or col-
lection of a deficiency will be jeopardized by
delay, he shall immediately assess such de-
ficiency (together with all interest, additional
amounts, or additions to the tax provided
for by law) and notice and demand shall be
made by the collector for the payment
thereof.

(b) Deficiency letters. If the jeopardy
assessment is made before any notice in re-
spect of the tax to which the jeopardy assess-
ment relates has been mailed under section
272 (a), then the Commissioner shall mall
a notice under such subsection within sixty
days after the making of the assessment.

(c) Amount assessable before decision of
Board. The jeoplrdy assessment may be
made .in respect of a deficiency greater or
less than that notice of which has been
mailed to the taxpayer, daspite the pro-
visions of section 272 (f) prohibiting the de-
termination of additional deficiencies, and
whether or not the taxpayer has theretofore
filed a petition with the Board of Tax Ap-
peals. The Commisslpner may, at any time
before the decision of the Board is rendered,
abate such assessment, or any unpaid por-
tion thereof, to the extent that he believes
the assessment to be excessive n amount.
The Commissioner shall notify the Board of
the amount of such assessment, or abate-
ment, if the petition is filed with the Board
before the making of the assessment or Is
subsequently led, and the Board shall have
jurisdiction to redetermine the entire
amount of the deficiency and of all amounts
assessed at the same time in connection
therewith.

(d) Amount assessable after decision of
Board. If the jeopardy assessment Is made
after the decision of the Board is iendered
such assessment may be made only in re-
spect of the deficiency determined by the
Board in its decision.

(e) Expiration of right to assess. A
jeopardy assessment may not be made after
the decision of the Board has become final
or after the taxpayer has filed a petition for
review of the decision of the Board.

(f) Bond to stay collection. When a
jeopardy assessment has been made the tax-
payer, within 10 days after notice and de-
mand from the collector for the payment of
the amount of the assessment, may obtain a
stay of collection of the whole or any part
of the amount of the assessment by Sling
with the collector a bond in such amount,
not exceeding double the amount as to which
the stay is desired, and with such sureties,

as the collector deems necessary, conditionecd If notice of a deficiency was maned
upon the payment of so much of the to th
amount, the collection of which is ,tayed by e taxpaye (see section 272 (a)) be-
the bond. as Is not abated by a decislon of fore it was discovered that delay -would
the Board which has become final, tcZether jeopardize the assessment or collection
with interest thereon as provided In section Of the tax, a jeopardy assessment may be
297. If any portion of the Jeopardy as- mad--=-
ment is abated by the Commisloner b e In an amount greater or less than
the decision of the Board Is rendered, the that included in the deficiency notice.
bond shall, at the rcquest of the taxpayer, On the other hand if the assessment on
be proportionately reduced. account of Jeopardy was made without

(g) Same-Further conditions. If the acont om opired by etion
bqnd is given before the taxpayer has filed . the notice required by section
his petition with the Board under fctlon 272 (a), the Commissioner must within
272 (a). the bond shall contain a further 60 days after the madng of the assess-
condition, that if a petition -Is not iled ment send the taxpayer notice of the de-
within the period provided In uch subec- f'clency by regisered maiL The tax-
tion, then the amount the collection of
which Is stayed by the bond will be paid on payer may file a petition with the Board
notice and demand at any time after the for a redetermination of the amount of
expiration of such period, toZether with the deficiency within 90 days (not count-
interest thereon at the rate of G per centum
per annum from the date of the jcopardy Ing Sunday or a legal holiday m the Dis-
notice and demand to the date of notice and trIct of Columbia as the ninetieth day)
demand under this subsection, after such notice Is mailed. The Com-

(h) Wairer of stay. Upon the fling of miL-soner may, at any time before the
the bond the collection of co much of the decision of the Board is rendered, abate
amount assesed as Is covered by the bond
shall be stayed. The taxpayer shall have such assessment, or any unpaid portion
the right to waive such stay at any time n thereof, to the extent that he believes the
respect of the whole or any part of the assessment to be excessive in amount. If
amount covered by the bond, and if as the petition of the taxayer is fled with
result of such waiver any part of the amount
covered by the bond Is paid. then the bond the Board, either before or after the mak-
shall, at the request of the taxpayer, be pro- Ing of the jeopardy assessment, the Com-
portionately reduced. If the Board deter- missioner is required to notify the Board
mines that the amount assesed Is greater
than the amount which should have been of such assessment or abatement, and the
assessed, then when the decLiion of the Board has jurisdiction to redetermine
Board Is rendered the bond shall, at the the amount of the deficiency together
request of the taxpayer, be proportionately with all other amounts assessed at the
reduced.

(1) Collection of unpaid amounts. WhMen ame time in conction therewith. (Se
the petition has been filed with the Board section 273 (c).)
and when the amount which thould have After a jeopardy assessment has bo.i
been a .sed has been determined by a made, the is showing such assessment
decision of the Board which 1"- bccome i el
final, then any unpaid portion, the collec- be immediately transmitted to the
tion of which has been ctayed by the bond. collector. Upon receipt of the list con-
shall be collected as part of the tax upon taining the assessment, the collector is
notice and demand from the collector, and rcquired to send notice and demand to
any remaining portion of the as=sment
shall be abated. If the amount already col- the taxpayer for the amount of the
lected exceeds the amount determined as Jeopardy as.ssment. Regardless of
the amount which should have been as- whether the taxpayer has filed a petition
sessed, such excs shall be credited or re- with the Board, he is required to make
funded to the taxpayer as provide-d In cec-
tion 322, without the filing of claim there- payment of the amount of such assess-
for. If the amount determined as the mEnt (to the extent that it has not been
amount which should have been a-sessd abated) within 10 days after the seid-
Is greater than the amount actually as- ing of notice and demand by the colle-
sessed, then the difference rhall be a- l o athecllc
and shall be collected as part of the tax tor, unlz- bafore the expiration of such
upon notice and demand from the collector. 10-day period he files with the collector

(J) Claims in abatement. 1O claim n a bond on Form 1129 of the character
abatement shall be filed in respect of any hereinafter prescribed. The bond must
assessment In respect of any tax Impozed
by this chapter. be in such amount, not 6xceeding double

the amount for which the stay is desired,§ 19.273-1 Jeopardy assessments. If as the collector deems necessary and
the Commissioner believes that the as- must be executed by sureties satisfactory
sessment or collection of a deficiency to the collector. It must be conditioned
will be jeopardized by delay, he is re- upon the payment of so much of the
quired to aess such deficiency Imme- amount included therein as is not abated
diately, together with the Interest and by a decision of the Board which has
other additional amounts provided by become flnal; together with the interest
law. If a deficiency s assessed on c- on such amount provided for in section
count of jeopardy after the decison of 297. If the bond is given before the tax-
the Board of Tax Appeals is rendered, payer has filed his petition with the
the Jeopardy assement may be made Board, It must contain a further condi-
only with respect to the deficiency de- tion that if a petition is not filed before
termined by the Board. The Commis- the expiration of the 90-day period pro-
sioner is prohibited from making a vided for the filing of such petition, the
jeopardy assessment after a decision of amount stayed by the bond will be paid
the Board has become final (see cre- upon notice and demand at any time
tion 1140, set forth in paragraph 39 of after the expiration of such period, to-
the Appendix to these regulations) or gethEr with interest thereon at the rate
after the taxpayer has filed a petition of 6 percent per annum from the date of
for review of the decision of the Board. the Jeopardy notice and demand to the
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date of the notice and demand made
after the expiration ofthe 90-day'period.
If a petition is not fied with the Board
within the 90-day period the collector
will be so advised, and if collection of
the deficiency has been stayed by the
filing of a bond within 10 days after the
date of jeopardy notice and demand, he
should then. give notice and make de-
mand for payment of the amount at-
sessed plus'nterest. Any bond filed after
the expiration of 10 days from the date
of the jeopardy notice and demand is not
such a bond as is contemplated by sec-
tion 273 (f), and, while the collector may
in his discretion accept the bond and
stay collection of the deficiency, the tax-
payer will not be relieved from payment
of interest on the amount of the defi-
ciency at the rate of 6 percent per an-
num from the date of the jeopardy
notice and demand to the date of pay-
ment.

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 paid, or if any por-
tion of th' 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 proportionately
reduced at the request of the taxpayer
after the Board renders its decision.

After the Board has rendered its de-
cision 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 re-
quired to include in the notice and de-
mand for the" unpaid portion, interest at
the rate of 6 percent per annum from
the date of the jeopardy notice and de-
mand to the date of the notice and de-
mand referred to in this paragraph. If
the amount of the jeopardy assessment
is less than the amount determined by
the Board, the difference, -together with'
interest as provided in section 292, will
be assessed, and collected as part of the
tax upon notice and demand from the
collector. If the amount included in the
notice and demand made after the de-
cision of the Board is not paid within 10
days after such notice and demand,
there shall be collected as part of the
tax, interest as provided in section 294
(b). If the amount of the jeopardy as-
sessment is in excess of the amount de-
termined by the Board, the unpaid por-
tion of such excess will be abated. If

any part of the excess amount has been
paid, it will be credited or refunded to
the taxpayer as provided in section 322.

As to bankruptcy, proceedings Tor
the relief of debtors and receivership
cases, see sections 274 and 298 and sec-
tions 19.274-1 and 19.274-2.*

SEC. 274. BANKRupTCy AxD nEcIvmsuHps.

(a)-Immediate assessment. Upon thead-
judication of bankruptey of any taxpayr'in
any bankruptcy proceeding or the appoint-
ment of a receiver for any taxpayer in any
receivership 'proceeding before any court of
the United States or of any State or Territory
or of the District of Columbia, any deficiency
(together with all interest, additional
amounts, or additions to the tax provided for

-by law) determined by the Commissioner in
respect of a tax imposed by this chapter upon
such taxpayer shall, despite the restrictions
imposed by section 272 (a) upon assessments
be immediately assessed if such deficiency has
not 'theretofore been assessed in accordance
with law. In such cases the trtutee in bank-
ruptcy or receiver shall give notice in writing
to the Commissioner of the adjudication of
bankruptcy or the appointment of the re-
ceiver, and the running of the statute of
limitations on the making of assessments
shall be suspended for the period from the
date of adjudication In bankruptcy or the
appointment of the receiver to a date 30 days
after the date upon which the notice from
the trustee or receiver Is received by the
Commissioner; but the suspension under this
sentence shall in no case be for a period in
excess of two years. Claims for the deficiency
and such interest, additional amounts and
additions to the tax may- be presented, for
adjudication in accordance with law, to the
court before which the bankruptcy or receiv-
ership proceeding -is pending, despite the
pendency of proceedings for the xedetermina-
tion of the deficiency in pursuance of a peti-
tion to the Board; but no petition for any
such redetermination shall be filed with the
Board after the adjudication of bankruptcy
or the appointment of the receiver.

(b) Unpaid claims. Any portion of the
claim allowed in such bankruptcy or receiver-
ship prpce~ding which Is unpaid shall be paid
by the taxpayer -upon notice and. demand
from the collector after the termination of
such proceeding, and may be collected by
distraint or proceeding in court within 6
years after termination of such proceeding.
Extensions of time for such payment may be
had in the same manner and subject to the
same provisions and limitations as are pro-
vided in section 272 (j) and section 296 in
the case of a deficiency in a tax imposed by
this chapter.

§ 19.274-1 Bankruptcy and receiver-
ship procgedings. During a bankruptcy
proceeding, or an equity receivership
proceeding in either a Federal Or a State
court, the assets of the taxpayer -are in
general under the control of the court in
which such proceeding is pending, -and
the collection of taxes cannot be made by
distraining upon such assets. However,
any assets which under applicable pro-
visions of law are not under the control
of the-court may be subject to distraint.

As used in these regulations the term
"bankruptcy proceeding" includes pro-
ceedings under Chapters I to VII of the
Bankruptcy Act, as amended, or under
section 74, 75, 77, or 77B,, or Chapters X
to XIII, or Chapter XV, of such Act, as
amended; and the term "adjudication of
bankruptcy" includes, in addition to an
adjudication in a proceeding under Cap-
,ters I to VII, the approval of a petition
as properly filed under sectiog 77 or 77B

or Chapter X by a court of competent
jurisdiction or the filing of a petition
under section 74 or 75 or Chapters XT
to XIII or Chapter XV with a court of
competent jurisdiction.

A trustee in bankruptcy (including a
trustee, receiver, debtor in possession, or
other person designated as In control of
the assets of a debtor In any bank-
ruptcy proceeding by order of the court
in which such proceeding Is pending)
or a receiver in any receivership proceed-
ing is required to give notice in writing
to the Commissioner of Internal RevenUe
in Washington, D. C., of the adjudica-
tion of bankruptcy or the appointment
of a receiver. (See section 274 (a) and
section 19.275-1.)

Collectors should, promptly after no-
tice of outstanding liability against a
taxpayer ill any bankruptcy or receiver-
ship proceeding, and in any event within
the time limited by the appropriate pro-
visions of the Bankruptcy Act, as
amended, and the orders of the court in
which such proceeding is pending, file
claim covering such liability in the court
in which such proceedhlig is pending.
Such claim should be filed whether the
unpaid taxes involved have been assessed
or not, except in cases where the depart.
mental instructions direct otherwise;
for example, where the payment of the
taxes is secured by a sufficient bond.
Such claims should cover the amount
represented by the assessment, plus In-
terest at the rate of 6 percent per an-
num for the period from the date of fil-
ing claim by the collector to the date of
termination of the bankruptcy or receiv-
ership proceeding or to the date of pay-
ment if payment Is made in full prior to
such termination. At the same time
claim is filed with the bankruptcy or re-
ceivership court, the collector will send
notice and demand for payment to the
taxpayer together with a copy of such
claim. I

Under section 3466 of the Revised
Statutes and section 3467 of the Revised
Statutes, as amended (paragraphs 80
and 81, respectively, of the Appendix to
these regulations), and section 64 of the
Bankruptcy Act, as amended, taxes are
entitled to the priority over other claims
therein stated and the trustee, receiver,
debtor in possession, or other person des-
ignated as In control of the assets of the
debtor by the court in which bank-
ruptcy or receivership proceeding is
pending, may be held personally liable
for failure on his part to protect the
priority of. the Government respecting
taxes of which he has notice. Bank-
ruptcy courts have jurisdiction under the
Bankruptcy Act, as amended, to deter-
mine all disputes regarding the amount
and validity of taxes of a bankrupt or of
a debtor in a proceeding under the
Bankruptcy Act, as amended. A bank-
ruptcy or receivership proceeding does
not discharge any portion of a claim Of
the United States for taxes except in
the case of a proceeding under Chapter
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X of the Bankruptcy Act, as amended,
and except to the extent which may be
provided in a plan. or arrangement duly
effectuated in a bankruptcy proceeding;
and any portion of a claim of the United
States for taxes which has been allowed
by the court in which the bankruptcy or
receivership proceeding is pending and
which remains unsatisfied after the ter-
mination of the bankruptcy or receiver-
ship proceeding shall be collected with
interest as provided in section 298.*

§ 19.274-2 Immediate assessments 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 peti-
tion with the Board of Tax Appeals prior
to the adjudication of bankruptcy or the
appointment of a receiver, the trustee,
receiver, debtor in possession, or other
person designated as in control of the
assets of the debtor by the court in
which the bankruptcy or receivership
proceeding is pending, may prosecute
the taxpayer's appeal before the Board
as to that particular determination. No
petition shall be filed with the Board for
a redetermination of the deficiency after
the adjudication of bankruptcy or the
appointment of alreceiver.

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
case of final decision of the Board be-
fore 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
assessment of any deficiency, such as-
sessment is not made as a jeopardy as-
sessment within the meaning of section
273, and consequently the provisions of
that section do not apply to any assess-
ment made under section 274. There-
fore, the notice of the deficiency pro-
vided for in section 273 (b) will not be
mailed. Although such notice will not
be issued, nevertheless a letter will be
sent to the taxpayer, or to the trustee,
receiver, debtor in possession, or other
person designated by the court in which
the bankruptcy or receivership proceed-
ing is pending as in.control of the assets
of the debtor, notifying him in detail
how the deficiency was computed, that
he may furnish evidence showing where-
in the deficiency is incorrect, and that
upon request he will be granted a hear-
ing with respect to such deficiency. If
after such evidence is submitted and
hearing held any adjustment appears
necessary in the deficiency, appropriate
action will be taken. A copy of the
notification letter will be attached to the
assessment list as the collector's au-
thority for filing claim in any bank-
ruptcy or receivership proceeding.

No.23-14

If any portion of the claim allowed by
the court in a bankruptcy or receiver-
ship proceeding remains unpaid after
the termination of such proceeding, the
collector will send notice and demand
for payment thereof to the taxpayer.
Such unpaid portion with interest as
provided In section 298 may be collected
from the taxpayer by distraint or pro-
ceeding in court within six years after
the termination 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 caine provi-
sions and limitations as provided In sec-
tions 272 (j) and 297. (See section
19.272-3.)

This section deals only with Immediate
assessments provided for in section 274
and the procedure in connection with
such assessments.*

Snc. 275. Pn xoD or LflTATorT Uor r Ao=5ss-
5Z=T AIrD COLL-ON.

Except as provided in section 276-

(a) General rule. The amount of Income
taxes imposed by this chapter ohall be as-
sessed within three years after the return
was filed, and no proceeding in court without
assessment for the collection of such taxca
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 estato during
the period of administration, or by a cor-
poration, the tax shall be asesed, and any
proceeding In court without a===ment for
the collection of such tax oball he beaun,
within eighteen months after written re-
quest therefor (filed after the return Is
made) by the executor, administrator or
other fiduciary representing the estate of
such decedent, or by the corporation, but
not after the expiration of three years after
the return was filed. This subsection rhnl
not apply in the case of a corporation un-
less-

(1) Such written request notifies the Com-
missioner that the corporation contemplates
dissolution at or before the expiration of
such 18 months' period; and

(2) The dissolution is In good faith begun
before the expiration of such 18 months'
period; and

(3) The dissolution Is completed.
(c) Omission from gross income. If the

taxpayer omits from grom income an
amount properly includible therein which is
in excess of 25 per centum of the amount
of gross income stated in the return, the
tax may be as_-esed, or a proceeding in
court for the collection of such tax may be
begun without assessment, at any tim
within 5 years after the return was filed.

(d) Shardolwders of foreign pcrsonal Ilwd-
ing companies. If the taxpayer omit- from
gross income an amount properly Includible
therein under section 337 (b) (relating to
the Inclusion In the gros3 income of United
States shareholders of their distributive
shares of the undistributed Supplement P
net Income of a foreign perzonal holding
(company) the tax may ba a=c=ed, or a
proceeding in court for the collection of
such tax may be begun without a=emnent,
at any time within coven years after ,thc
return was illed.

(e) Dis.tributons fi liquidation to sharc-
howders. If the taxpayer omits from gro-s
Income an amount properly Includible
therein under section 115 (a) as an amount
distributed in liquidation of a corporation,
other than a foreign) personal holding com-
pany, the tax may be a-essed, or a pro-
ceeding in court for the collection of such

tax may be bagun without ass-moent, at
any time within four years after the return
wa filed.

(f) ror the purpizes of subzctions- (a),
(b), (c), (d), and (e), a return filed be-
fore the last day prescribed by law for the
filing thereof nhall be considered as flied
on such last day.

(g) CorpOration and shareho7der. If a
corporation makes no return of the tax im-
po ed by this chapter, but each of the
chareholders Includes in his return hs di:-
tributive share of the net Income of the
corporation, then the tax of the corpora-
tion shall be aszsed within four years
after the l-t date on which any such share-
holder's return wnas fied.

S-=. 276. S, asz-Excrnozss.

(a) False return or no return. In the ewea
of a falsa or fraudulent return with intent;
to evade tax or of a failure to file a return
the tax may be a==ed, or a proceeding in
court for the collection of such tax may be
he-un without assesament, at any time.

(b) Wafter. Where before the expiration
of the time prescribed in Eection 275 for the
ase-,ment of the tax, both the Commrs-
s oner and the taxpayer have conmented in
writing to its azzsment after such timz.
the tax may be a-essed at any time prior
to the expiration of the period agreed upon.
The period ro agreed upon may be extended
by subzquent agr emnts in writing made
beore the expiration of the perlod previously
agreed upon.

(c) Co!1cction after assessment. Where
the a=esment of any income tax imposed
by this chapter has been made within the
period of limitation properly applicable
thereto, such tax may be collected by dis-
tratit or by a procceding in court, but only
if beg3un (1) within six years after the as-
sescnt of the tax, or (2) prior to the ex-
piration of any period for collection agreed
upon in writing by the Commiiloner an:
the taxpayer before the expiration of such
slx-year period. The palod co agreed upon
may be extended by subsequent agreements
in writing made bafore the expiration of the
p riod previously agreed upon.

Ssc. 277. Svur=sir o7 s mnnra o-'
STATS.

The runnin- of the statute of limitations
provlded in section 275 or 276 on the malk-
Ing of a,ssmz2ents and the beginning of dis-
traint or a proceeding in court for collec-
tion. in res-pect of any deficlency, shall (after
the mailing of a notice under section 272
(a)) be sucanded for the period durlig
which the Commlssioner Is prohibited from
making the ase==ment or beginning dis-
traint or a proceeding in court (and in any
event, If a proceeding in respect of the de-
ficiency is placed on the docket of the
Board, untll the decision of the Board be-
comes final), and for sixty days thereafter.

§ 19.275-1 Period of limitation upon
assessment of tax. The amount of in-
come tax imposed by the Internal Rev-
enue Code must be assessed within three
years after the return was flied. For the
purposes of subsections (a), (b), (c),
(d), and (e) of section 275, a return fied
before the last day prescribed by law
for the filing thereof shall be considered
as filed on such last day. Exceptions
to the period of limitation stated in this
paragraph (other than those provided
for elsewhere in the Code) 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 contem-
plating dissolution, the tax shall be as-
sessed within 18 months after written
request therefor by the fiduciary or legal
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representative of the estate of the de-
cedent or by the corporation, but not
after the expiration of three years after
the return was filed. The effect of this
provision is to limit the period in which
the Commissioner may assess the tax in
such cases to a period of 18 months from
the date the request is filed, even though
more than 18 months still remain'of the
regular 3-year period in which the as-
sessment may under ordinary circum-
stances be made. The request, in order
tQ be effective, must be made after the
return is filed and must be in such lan-
guage as to make, it clear to the Com-
missioner that it is desired to take ad-
vantage of the provisions of section
275 (b). In the case of a corporation the
18-month period of limitation shall not
apply unless-

(a) The written request notifies the
Commissioner that-the corporation con-
templates dissolution at or before the.ex-
piration of such period,

(b) The dissolution is in good faith be-
gun before the expiration of such period,
and

(c) The dissolution so begun is com-
pleted either before or after the expira-
tion of such 18-month period.

Such a request does not have the effect
of extending the regular period of limi-
tation even though the request is made
less than 18 months before the expiration
of the regular period of limitation.

(2) If a corporation makes no income
tax return under the Internal Revenue
Code, but each of the shareholders in-
cludes in his personal return his distribu-
tive share of the net income of the cor-
poratiqn, the tax of the corporation shall
be assessed within four years after the
last date on which any such sharehold-
er's return was filed.

(3) In the case of a false or fraudulent
return with intent to evade tax, the tax
may be assessed at any time after such
false or fraudulent return is filed.

(4) If there is omitted from the gross
income stated in the return an amount
properly includible therein which is in
excess of 25 percent of the gross income

-so stated, the tax may be assessed at any
time within five years after the return
was filed.

(5) In the event the taxpayer fails to
file a return, the amount of tax due may
be assessed at any time after the date
prescribed for filing the return. (But see
paragraph (2) .of this section.)

(6) If the taxpayer omits from gross
income an amount properly includible
therein under section 337 (b) as his dis-
tributive share of the undistributed Sup-
plement P net income of a foreign per-
sonal holding company (see sections 331
to 340, inclusive), the tax may be as-
sessed at any time within seven years
after the return was filed:

(7) If the taxpayer omits from gross
income an amount properly includible
therein under section 115 (c) as an-
amount distributed in liquidation- of a

corporation, other than a foreign per-
sonal holding company, the tax may be
assessed at any time within four years
after the return was filed.

(8) If before the expiration of the
time prescribed in section 275 for the
assessment of the tax the Commissioner
and the taxpayer have consented in
writing to the assessment Qf the tax
after such time, the tax may be as-
sessed at any time prior to the expira-
tion of the period agreed upon. The
period agreed upon may be extended by
subsequent agreements in writing made
before 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
makihg 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 assess-
ment for the purpose of any additional
deficiency shown to be due in a subse-
quent 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 ad-
judication 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 in no case shall the suspen-
sion be for a period in excess of two
years. See section 274 (a) and sections
19.274--1 and 19.274--2.

With respect to the period of limi-
tation for assessing the amount of the
liability of a transfeee of property, or
for assessing the amount of the liability
of a fiduciary under section 3467 of the
Revised Statutes, as amended (para-
graph 81 of the Appendix to these regu-
lations), See'section 311.*

§ 19.275-2 Period of limitati n upon
collection of tax. In the case of the
income taxes imposed by the Internal
Revenue Code, a proceeding in court
without assessment for the collection of
such tax must bo 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 pro-
ceeding in court for the collection of
the tax without assessment must be
begun within 18 months after a written
request therefor by the executor, ad-
ministrator, or other fiduciary repre-
senting the estate of the decedent, or
by the corporation, but not after the
expiration of three years after the re-
turn was filed. Such a request does not
have the effect of extending the regular
period of limitation within which a pro-
ceeding In court without assessment may
be begun, even though the request is
made less -than 18 months before the
expiration of the regular period of lim-
itation, nor is It of any effect If made
before the return is filed. In the case
of a corporation the conditions stated
In (a), (b), and (c) of paragraph (1)
of section 19.275-1 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 return 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
personal holding company (see sections
331 to 340, Inclusive), 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 gross
income an amount properly includible
therein unddr section 115 (c) as an
amount distributed In liquidation of a
corporation, other than a foreign ,per-
sonal holding company, a proceeding in
court' for the collection of the tax may
be begun without assessment at any time
within four years after the return was
filed.

In any case In which the tax has been
assessed within the statutory period of
limitation properly applicable thereto, a
proceeding in court or distraint for the
collection of such tax may be begun
within six years after the assessment
thereof, or prior to the expiration of
any period for collection agreed upon
in writing by the Commissioner and
the taxpayer before the expiration of
such 6-year period. The period so
agreed upon may be extended by, sub-
sequent agreements in writing made be-
fore the expiration of the period pre-
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viously agreed upon. In determining
the running of the statute of limitations
in respect of distraint, the distraint
shall be held to have been begun, in
the case of personal property, on the
date on which the levy upon such prop-
erty is made, or, in the case of real

_property, on the date on which notice
of the time and place of sale is given to
the person whose estate it is proposed
to sell.

- If a notice of a deficiency has been
mailed to the taxpayer under the pro-
visions of section 272 (a) (see section
19.272-1), then the running of the
statute of limitations on the beginning
of distraint after assessment, or on the
beginning of a proceeding in court after
assessment or without assessment, In
respect of any deficiency, shall be sus-
pended for the period during which the
Commissioner is prohibited from be-
ginning such distraint or proceeding in
court (and in any event, if a proceed-
ing 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 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
section 19.274-2.*

Interest and Additions to the Tax

SEc. -291. FAmuax To rnux nEruax.
In case of any failure to make and file re-

turn required by this chapter, within the
time prescribed by law or prescribed by the
Commissioner in pursuance of law, unles
it is shown that such failure is due to rea-
sonable cause and not due to willful neglect,
there shall be added to the tax: 5 per centum
if the -failure is for not more than thirty
days with an additional 5 per centum for
each additional thirty days or fraction there-
of during which such failure continues, not
exceeding 25 per centum in the aggregate.
The amount so added to any tax shall be
collected at the same time and in the same
manner and as a part of the tax unless the
tax has been paid before the discovery of
the neglect, in which case the amounts so
added shall be collected in the same manner
as the tax. The amount added to the tax
under this section shall be in lieu of the 25
per centum addition to the tax provided in
section 3612 (d) (1).

§ 19.291-1 Addition to the tax in case
of failure to file return. In case of fail-
ure to make and Me a return required by
chapter 1 within the prescrilfed 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 return
within the prescribed time is shown to
the satisfaction of the Commissioner to
be due to reasonable cause and not to
willful neglect. The amount to be added
to the tax is 5 percent if the failure is for
not more than 30 days, with an addi-
tional 5 percent for each additional 30
days or fraction thereof during which
failure continues, not to exceed 25 per-
cent 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 reasonable cause for
the delay.

A taxpayer who files a tardy reurn
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
return on time in the form of an affidavit
which should be attached to the return.
If such an affidavit is furnished with the
return or upon the collector's demand,
the collector, unless otherwise directed
by the Commissioner, will forward the
affidavit with the return, and, if the
Commissioner determines that the de-
linquency was due to a reasonable cause,
and not to willful neglect, the addition to
the tax will not be assessed. If the tax-
payer exercised ordinary business care
and prudence and was nevertheless un-
able to file the return within the pre-
scribed 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 maner as the tax.

For addition to the tax in case of a
deficiency due to fraud with intent to
evade tax, see section 293. As to the
making of returns for taxpayers by col-
lectors or the Commisioner in the case
of delinquency in filing a return, or in
the case of a false or fraudulent return,
see section 3612 (paragraph 97 of the
Appendix to these regulations).*

Sm. 292. IrnT sT Oi n=rcrsuc1Z.
Interest upon the amount determined as

a deficiency shall be azsd at the srn
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 defi-
clency is assessed, or. in the c= of a waiver
under Fection 272 (d), to the thirtieth day
after the filing of such waivcr or to the date
the deficiency is ass=cd whichever 13 the
earlier.

Sm. 293. ADDrToNS TO run TAX nT osa OF
DErscl=c c.

(a) Negligenc. If any part of any de-
ficiency is due to negligence, or Intentional
disregard of rules and regulations but with-
out Intent to defraud, 5 per centum of the
total amount of the deficiency (in addition
to such deficiency) shall be -=_eed, col-
lected, and paid In the same manner as If
it were a deficiency, except that the provi-
sions of cectlon 272 (1), relating to the pro-
rating of a deficiency, and of section 292,
relating to interest on deficlencles, shall not
br applicable.

(b) Fraud. If any part of any deficlency
Is due to fraud with intent to evade tax. then
50 per centum of the total amount of the de-
ficiency (in addition to such deficiency) shall
be so assessed, collected, and paid, in lieu
of the 50 per centum addition to the tax
provided In section 3612 (d) (2).

Sc. 294. ADDnor0ss To THim vx is csA OF
NONPAYMENT.

(a) Tax hown on return.

(1) General rule. Where the amount de-
termined by the taxpayer as the tax Imp:s d

by this chapter. or any Installment thereof.
or any part of smch amount or Intalment
Is not paid on or b:fore the date prescribed
for Its Payment. there rbal be collected as
a part of the tax. Interest upon such unpaid
amount at the rate of 6 per centum per an-
num from the date prescribed for its pay-
ment until It is paid.

(2) If extenclon granted. Where an exten-
clan of time for Payment of the amount so
determincd as the tan by the taxpayer, or
any Installment thereof, has been granted.
and the amount the time for payment of
which bh,2 b2en extended, and the interest
theion determined under section 295, is not
paid in full prior to the expiration of the
pcd of the extension, then, in lieu of the
ntcrest provided for in paragraph (1) of this
subzectlon. Interest at the rate of 6 per
centum par annum hall be collected on such
unpaid amount from the date of the expira-
tion of the period of the extension until it
13 paid. I

(b) Deflency. Where a deficiency, or any
Intc=t or additlonal amounts assessed in
connection therewith under sect-on 292, or
und r cectlon 233, or any addition to the ta
in c 2s of delinquency provided for in swe-
tlan 291. is not paid in full within ten days
from the date of notice and demand from the
collector, there Lhall be collected as part o
the tax, Inter t upon the unpaid amount at
the rate of 6 per centurn per annum from the
date of such notice and demand until it Is
paid. If any part of a deficiency prorated to
any unpaid Installment under section 22 (i)
L3 not paid in full on or before the date pre-
ccribed for the payment of such Installment.
there shall be collectcd as part of the tax In-
terest upon the unpaid amount at the rate
of 6 per centum per annum from such date
until It is paid.

(c) Filing of Jeopardy bond. If a bond is
flcd, as provided in sction 273, the provisions
of sub:sctlon (b) of this saction shall not
apply to the amount covered by the bond.

S&.-. 2935. Tnizaranmm roa- PAYm-rr c-
TAx siow; o.; aou~r.

If the time for payment of the amount
determined as the tax by the taxpayer, or
any Installment thereof, Is extended under
the authority of nectIon 56 (c), there shall
be collected as a part of such amount, inter-
est thereon at the rate of 6 per centum per
annum from the date when such payment
should have been made If no extension bad
been granted. until the expiration of the
period of the extension.

Szac. 238. Tzmr Exammem roa PAurmar a-.
nss'zam;cr.

If the time for the payment of any part
of a deficiency is extended, there shall be
collected, a a part of the tax, interest on
the part of the deficiency the time for pay-
ment of which fa ca extended, at the rate
of 6 per centum par nnum for the period
of the extenaion, and no other Interest 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 extend-
cd is not paid in accordance with the terms
of the extens on, there shall b3 collected,
as a part of the t=x, interest on such unpai3d
amount at the rate of 6 per centum per
nnum for the period from the time fixed
by the terms of the extension for Its pay-
ment until It Is paid, and no other nterest
shall be collected on such unpaid amount
for such period.

Sm. 237. Irmar n casE7iomo s

In the case of the amount collected under
section M (i) there sall be collected at
the sama time as such amount, and as a part
of the tax, interest at the rate of 6 per cen-
tum p r annum upon such amount from the
date of the jeopardy notice and demand to
the date of notice and demand under sec-
tion M (1), or in the coae of the amount
colccted in exce- of the amount of the
jeopardy assze-ment, Interest as provided in
cection 232. If the amount Included in the
notice and demand from the collector under
cection 273 (1) is not paid in full within
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ten days after such notice and demand, then
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.

Swc. 298. BAxaRupTry AND cEwsanps.
If the unpaid portion of the claim allowed

in a bankruptcy or receivership proceeding,
as provided In section 274, is not paid in
full within ten days from the date of notice
and demand from the collector, then there
shall be collected as a part of such amount
Interest upon the unpaid portion thereo at
the rate of 6 per centum per annum from
the date of such notice and demand until
payment.

Sc. 299. REMovAL OF PROPERTY on DEPAR-
TUE FROm UzTED STATES.

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 146.

Claims Against Transferees andi
Fiduciaries

SEc. 311. TRNsr ma AssEs.

(a) Metlod of collection. The amounts
of the following liabilities:zshall, except as
hereinafter In this section provided, be as-
sessed, collected, and paid, in the same man-
ner and subject to the same provisions and
limitations as in the case of a deficiency in
a tax imposed by this chapter (including
the provisions In case of delinquency in
payment after notice and demand, the provi-
sions authorizing distraint and proceedings
in court for collection, and the provisions
prohibiting claims and suits for refunds) :'

(1) Transfcrees. The liability, at law or
in equity, of a transferee of property of a
taxpayer, In respect of the tax (including
Interest, additional amounts, and additions
to the tax provided by law) imposed upon
the taxpayer by this chapter.

(2) Fiduciaries. The liability of a fidu-
ciary under section 3467 of the Revised
Statutes, as amended, (U.S.C., Title 31, § 192)
ia 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 limitation. The period of
limitation for assessment of any such lia-
bility of a transferee or fiduciary shall be as
follows:

(1) In the case of the liability of an initial
transferee of the property of the taxpayer-
within one year after the- expiration of the
period of limitation for assessment against
the taxpayer;

(2) In the case of the liability of a trans-
feree of a transferee of the property of the
taxpayer-within one year after the expira-
tion of the period of limitation for assessment
against the Preceding transferee, but 'nly if
within three years after the expiration of the
perloaI of limitation for assessment against
the taxpayer:--except that if before the ex-
piration of the period of limitation for the
assessment of the liability of the transferee, a
court proceeding for the collection of the tax
or liability in respect thereof has been begun
against the taxpayer or last preceding trans-
feree, respectively-then the period of limi-
tation for assessment of the liability of the
transferee shall expire one year after the re-
turn of execution in the court proceeding.

(3) In the case of the liability of a fidu-
ciary-not later than one year after the lia-
bility arises or not later than the expiration
of the period for collection of the tax In re-
spect 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 Com-
missioner and the transferee or fiduciary have
consented In writing to its assessment after

such time, the liability may be assessed at
any time prior to the expiration of the period
agreed upon. The period so agreed upon may
be extended by subsequent agreements In
writing made before the expiration of the
period previously agreed upon.

(c) Period for assessment against tax-
payer. For the purposes of this section, if
the taxpayer Is deceased, or in the case of
a corporation, has terminated its existence,
the period of limitation for assessment
against the taxpayer shall be the oeriod that
would be in effect had death or termination
of existence not occurred.

(d) Suspension of running of statute of
limitations. The running of the statute of
limitations upon the assessment of the lia-
blity of a transferee or fiduciary shall, after
the mailing to the transferee or fiduciary of
the notice provided for in section 272 (a),
be suspended- for the period during which
the Commissioner is prohibited from making
the assessment in respect of the liability
of the transferee or fiduciary (and in any
event, if a proceeding in respect of the lia-
bility Is'placed on the docket of the Board,
until the" decision of the Board -becomes
final), and for slxty,days thereafter.

(e) Address for nbtlce of liability. In the
absence of notice to the Commissioner under
section 312 (b) of the existence of a fidu-
clary relationship, notice of liability enforce-
able under this section in respect of a tax
imposed by this chapter, if mailed to the
person subject to the liability at his last
known address, shall be sufficient for the
purposes of this chapter even if such person
is deceased, or is -under a legal disability, or,
in the-case of a corporation, has terminated
its existence.

(f) Definition of "transferee". As used in
this section, tile term "transferee" includes
heir, legatee, devisee, and distributee.

§ 19.311-1 Claims in cases of trans-
ferred" 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 chapter
1 (paragraph- 81 of the Appendix ;to
these regulations), whether shown on the
return of the taxpayer or I determined
as a deficiency in the tax, shall be as-
sessed against such transferee or such
fiduciary, as the case may be, and col-
lected and paid in the same manner and
subject to the same provisions and lim-
itations as in the case of a deficiency in
a tax imposed by chapter 1, except as
hereinafter provided: The provisions re-
lating to delinquency, in payment after
notice and demand and the amount of
interest attaching because of such de-
linquency, the authorization of distraint
and proceedings in court for collection,
the prohibition of claims for abatement
and claims and 'suits for refund, the
filing of a petition with the Board of Tax
Appeals, and the filing of a petition for
review of the Board's decision, are, in-
cluded in the sections of 'the Internal
Revenue Code (and regulations pertain-
ing thereto) relating to deficiencies in
tax imposed by chapter 1.

The term "transferee" as used in this
section 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

insblvent person, the successor of a cor-
poration, a party to a reorganization a"
defined In section 112, and all other
classes of distributees.

The period of limitation for assesmint
of the liability of a transferee or of ai
fiduciary, referred to In the first para-
graph of this section, Is as follows:

(1) In the case of the liability of an
initial transferee of the property of the
taxpayer one year after the expiration of
the period of limitation for assessment
against the taxpayer (see sections 275
to 277, inclusive);

(2) In the case of the liability of a
transferee of 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 assessment
against the taxpayer, whichever of the
two periods (the 1-year period or the 3-
year period) first expires;

(3) If a court proceeding against the
taxpayer or last preceding transferee for
the collection of the tax or liability in
respect thereof, respectively, has been
begun within the period of limitation for
the bringing of such proceeding, then
within one year after the return of execu-
tion 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, which'ever is the later.

(5) If before the expiration of the time
prescribed In section 311 (b) (1), (2), or
(3) for the assessment of the liability of
a transferee or fiduciary, both the Com-
missioner and the transferee or fiduciary
have consented in writing to the assess-
ment of the liability after such time, the
liability may be assessed at any time prior
to the expiration of the period agreed
upon. The period so agreed upon may be
extended by subsequent agreements in,
writing made before the expiration of
the period previously agreed upon.

For' the purpose of determining the
period of limitation for assessment
against a transferee or a fiduciary, if the
taxpayer is deceased, or, in the case of a
corporation, has terminated Its existence,
the period of limitation for assessment
against the taxpayer shall be the period
that would be in effect had the death or
termination of existence not occurred.

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 Commissioner
is prohibited from making the assess-
ment in respect of the liability of the
transferee or fiduciary (and in any event,
if a proceeding in respect of the liability
js placed on the docket of the Board,
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until the decision of the Board becomes
-final), and for 60 days thereafter.*

SEC. 312. NoTicE Or nimUCIAmr nELATION-
SHIP.

(a) Fiduciary of taxpayer. Upon notice
to the Commissioner that any person is act-
ing in a fiduciary capacity such fiduciary
shall assume the powers, rights, duties, and
privileges of the taxpayer in respect of a
tax imposed by this chapter (except as oth-
erwise specifically provided and except that
the tax shall be collected from the estate
of the taxpayer), until notice is given that
the fiduciary capacity has terminated.

(b) Fiduciary of transferee. Upon notice
to the Commissioner that any person is act-
ing in a fiduciary capacity for a person sub-
ject to the liability specified In section 311,
the fiduciary shall assume, on behalf of such
person, the powers, rights, duties, and priv-
ileges of such person under such section
(except that the liability shall be collected
from the estate of such person), until notice
is given that the fiduciary capacity has
terminated.

(c) Manner of notice. Notice under sub-
section (a) or (b) shall be given n accord-
ance with regulations prescribed by the Com-
missioner with the approval of the Secretary.

§ 19.312-1 Fiduciaries. As soon as the
Commissioner receives notice that a per-
son is acting in a fiduciary capacity, such
fiduciary must, except as otherwise spe-
cifically provided, assume the powers,
rights, duties, and privileges of the tax-
payer with respect to income tax imposed
by chapter 1. If the person is acting as
a fiduciary for a transferee or other per-
son subject to the liability specified in
section 311, such fiduciary is required to
assume the powers, rights, duties, and
privileges of the transferee or other per-
son under that section. The amount of
the tax or liability is ordinarily not col-
ledtible from the personal estate of the
fiduciary but is collectible from the estate
of the taxpayer or from the estate of the
transferee or other person subject to the
liability specified in section 311. The
"notice to the Commissioner" provided
for in section 312 shall be a written no-
tice signed by the fiduciary and filed with
the Commissioner. The notice must state
the name and address of the person for
whom the fiduciary is acting, and the
nature of the liability of such person;
that is, whether it is a liability for tax,
and, if so, the year or years involved, or
a liability at law or in equity of a trans-
feree of property of a taxpayer, or a lia-
bility of a fiduciary under section 3467 of
the Revised Statutes, as amended (para-
graph 81 of the Appendix to these regula-
tions) ,in respect of the payment of any
tax from the estate of the taxpayer. Any
such written notice which has been filed
with the Commissioner since the enact-
ment of the Revenue Act of 1926 shall
be considered as sufficient notice to the
Commissioner within the meaning of sec-
tion 312. Unless there is already on file
with the Commissioner satisfactory evi-
dence of the authority of the fiduciary to
act for such person in a fiduciary ca-
pacity, such evidence must be filed with
and made a part of the notice. If the
fiduciary capacity exists by order of court,
a certified copy of the order may be re-
garded as such satisfactory evidence.
When the fiduciary capacity has termi-

nated, the fiduciary in order to be relieved
of any further duty or liability as such,
must file with the Commissioner written
notice that the fiduciary capacity has ter-
minated as to him, accompanied by sat-
isfactory evidence of the termination of
the fiduciary capacity. The notice of
termination should state the name and
address of the person, if any, who has
been substituted as fiduciary.

If the notice of the fiduciary capacity
described in the preceding paragraph is
not filed with the Commissioner prior
to the sending of notice of a deficiency
by registered mail to the last known ad-
dress of the taxpayer (see section 272
(a)), or the last known addr"ss of the
transferee or other person subject to lia-
bility (see section 311), no notice of the
deficiency will be sent to the fiduciary.
In such a case the sending of the notice
to the last known address of the tax-
payer, transferee, or other person, as the
case may be, will be a sufficlent complil-
ance with the requirements of the In-
ternal Revenue Code, even though such
taxpayer, transferee, or other person is
deceased, or is under a legal disability,
or in the case of a corporation, has
ternminated its existence. Under such
circumstances if no petition Is filed with
the Board of Tax Appeals before the
expiration of 90 days from the sending
of the notice to the taxpayer, transferee,
or other person, the tax, or liability un-
der section 311, will be aesed immedi-
ately upon the expiration of such 90-day
period, and demand for payment will be
made by the collector. The term "fidu-
ciary" is defined in section 3797 (a) (6)
to mean a guardian, trustee, executor,
administrator, receiver, conservator, or
any person acting In any fiduciary ca-
pacity for any persop.

This seclion, relating to the provisions
of section 312, shall not be taken to
abridge in any way the powers and
duties of fiduciaries provided for in other
sections of the Internal Revenue Code.*

Sec. 313. Caoss nr:race.
For prohibition of suits to r=traln en-

forcement of liability of transferee or fidu-
clary, see section 3653 (b).

Ovepayments

SEc. 321. OVEnFAYzM=I Tr' norsTAr=:s-r.
If the taxpayer has paid as an Installment

of the tax more than the amount determined
to be the correct amount of such Installment,
the overpayment shall be credited aalst
the unpaid Installments, If any. If the
amount already paid, whether or not on
the basis of Installments, excceds the amount
determined to be the correct amount of the
tax. the overpayment shall be credited or
refunded as provided In section 322.

Sec. 322. Reems Arm CmnDers.

(a) Authoriation. Where there has been
an overpayment of any tax imposed by this
chapter, the amount of such overpayment
shall be credited against any income. var-
profits, or exees'-profits tax or Installment
thereof then due from the taxpayer, and any
balance shall be refunded immediately to
the taxpayer.

(b) Limitation on azlowance.
(1) Period of limitation. Unless a Claim

for credit or refund Is filed by the taxpayer
within three years from the time the return
was filed by the taxpayer or within two years

from the time the tax was paid, no crellt
or refund shall be allo-ed or made after the
expiration of whichever of such periods en-
pires the later. If no return is fled by the
tax:payer, then no credit or refund shall be
allow d or made aftcr two yea-s from the
time the tax N-o paid, unles3 before the
espiration of such pcrled a claim tharefor
Is filed by the taxpayer.

(2) Limit or. a uont of credit or refuxt.
The amount of the credit or refund sball not
exceed the portion of the tax paid durn the
thrce yeara lmm:dlatcly prccedln the filing
of the claim. or, if no claim w-s filed, than
durn the thrc yeam Immediately preced-
In, the allowance of the credit or refund.

(c) Effect of petiticn to Bcard. If the
Comrmsloner has maled to the taxpayer a-
notice of deficiency under section 272 (a)
and if the taxpayer filLn a petition with the
Board of Tax App.al within the time pre-
scribcd In uch subzection, no credit or re-
fund in respect of the tax for the taxable year
In respect of which the Commilioner h
determincd the defolency shall be allowed or
made and no sult by the taxpayer for the
recovery of any part of such tax shall be
instituted in any court except-

(1) As to overpayments determined by a
decision of the Board which has become final;
and

(2) As to any amount collected In exces
of an amount computed In accordance with
the decision of the Board which has become
final; and

(3) As to any amount collected after the
period of limitation upon the beginning of
distraint or a proceeding in court for collec-
tion ba- expird: but In any such claim for
credit or refund or n any such suit for re-
fund the declson of the Board 'which has
become final. a3 to whether such pariod has
expired before the notice of deficiency was
malled, shall be conclusive.

(d) Orerpryment found by Boardf. If the
Board finds that there Is no deficiency and
further find- that the taxpayer has made an
overpayment of tax in respect of the taxable
year in respect of which the Commissioner
determined the deficiency, the Board Shal
have jurisdiction to determine the amount
of -uch overpayment, and such amount shall.
when the decisilon of the Board has become
final, b credited or refunded to the taxpayer.
lo such credit or refund shall be made of
any portion of the tax unles the Board de-
termine3 as part of its dcclston that slueh
portion was pafd (1) within three years
before the filing of the claim or the filing of
the petition, whichever Is ear lIer, or (2)
after the mailing of the notice of deficlency.

(e) T= i'ithheld at scurcc. For refund
or credit In c=e of excEssive withholding at
the cource, cee cection 143 (f).

§ 19.322-1 Authority for abatement,

credit, and refund of tax. Authority for
the credit and refund of any overpay-
ment of any income tax imposed by
chapter 1 is contained in section 322.

Section 273 (j) prohibits the filing of
claims for abatement by taxpayers with
respect to azszsments of income tax m-
posed by chapter 1.*

§ 19.322-2 Credit and refund adjust-
ments. Overassessments and overpay-
ments of Income taxes will be adjusted
by means of certificates of overassess-
ment. Credits or refunds of overpay-
ments on the basis of such certificates of
overaszezzment may not be allowed or
made, however, after the expiration of
the statutory period of limitation proper-
ly 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
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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 af such ex-
cess amount shall be made to the with-
holding agent unless the amount of such
tax was actually withheld by the with-
holding agent. - (See section 143 (M).)
As to Interest in case of credits or re-
funds, see section 3771 (paragraph 69 of
the Appendix to these regulations), and
section 177, United States Judicial Code,
as amended by section 615 of the Rev-
enue Act of 1928 and section 808 of the
Revenue Act of 1936 (paragraph .71 of the
Appendix to these regulations) .*

§ 19.322-3 Claims for refund by 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 p, claim fled prior to the expira-
tion 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 limitations
upon the refunding or crediting of taxes,
see section 19.322-7.

If a return is fled by an individual
and a refund claim is thereafter filed
by a legal representative of the deceased,
certified copies of the letters testamen-
tary, letters of administration, or other
similar evidence must be annexed to the
claim, to show the authority of the ex-
ecutor, administrator, or other fiduciary
by whom the claim is filed. If an ex-
ecutor, administrator, guardian, trustee,
receiver, or other fiduciary files a return
and thereafter a refund claim is filed by
the same fiduciary, documentary evi-
dence to establish the legal authority of
the fiduciary need not accompany the
claim, provided a statement is made in
the claim showing that the return was
filed by the fiduciary and that the latter
Is still acting. In such cases, if a refund
or Interest is to be paid, letters testa-
mentary, letters of administration, or
other evidence may be required, but
should be submitted only' upon the re-
ceipt of a specific request therefor. If
a claim is fled by a fiduciary other than
the one by whom the return was filed,
the necessary documentary evidence
should accorhpany 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 nay be

sent to such persons in care of an attor-
ney or agent who has filed a power of
attorney specifically authorizing him to
receive such checks. The Commissioner
may, however, send any such check di-
rect to the claimant. In this connection,
see section 3477 of the Revised Statutes
(paragraph 93 of the Appendix to these
regulations).

The Commissioner has no authority
to refund on equitable grounds penalties
or other amounts legally collected. As
to claims for refund of stuns ;ecovered
by suit, see-sections 19.322-4 to 19.322-6,
inclusive.*

119.322-4 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, pen-
alties, or other sums should be made
under oath, on Form 843, and filed di-
rectly with the Commissioner of Internal
Revenue, Washington, D. C. Two cer-
tified copies of the final judgment and
a certificate of probable cause should
be attached to the claim. If the pay-
ment of court costs is claimed, an item-
ized bill of the court costs paid,- re-
ceipted by the clerk of the court, should
also a'ccomliany the claim. With respect
to the certificate of probable cause, sec-
tion 989 of the- Revised Statutes
provides:

S c. 989. When a recovery Is had In any
suit or proceeding against i 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 th3r performance
of Is official duty, and, the- court certifies
that there was probable caue 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 of-
ficer of the Government, no execution shall
issue against such collector or other officer,
but the amount so recovered shall, upon
final Judgment, be provided for and paid
out of the proper appropriation from the
Treasury.

If the case was appealed, two certified
copies of the mandate of the appellate
court should also be attached to the
claim. A judgment will not be paid until
the period for appeal has expired unless
a stipulation, signed by both parties to
the suit, waiving the right to appeal, has
been filed with the clerk of the court,
and two certified copies of such waiver
are furnished to the Commissioner.

(b) If the judgment debtor shall have
already paid the amount recovered
against him, the claim should be made
in his name, accompanied by two certi-
fied 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 peld in its sat-
isfaction, should accompany the claim.
(See further section 19:322-3.)*

§19322-5 'Claim for payment of
-judgment obtained in Unit&d 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 representing
taxes, penalties, or other sums should We
made under oath, on Form 843, In dupU-
cate, and filed directly with the Commis-
sioner of Internal Revenue, Washington,
D. C. Two certified copies of the final
judgment should be attached to the
claim. If the judgment specifically pro-
vides for the recovery of costs, an Item-
ized bill of such court costs paid, recelpted
by the clerk of the court, shbuld also ac-
company the claim. If the case was ap-
pealed, two certified copies of the man-,
date 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 stipulatlon,
signed by both parties to the suit, waiv-
ing the right to appeal, has been filed
with the clerk of the court, and two cer-
tified copies of such waiver are furnished
to the Commissioner.*

§ 19.322-6 Claim for payment of jizdg-
ment obtained in the Court o1 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, representing
taxes, penalties, or other sums should
be made under oath, on Form 843, in
duplicate, and fled' 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 opin-
ion 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 Com-
missioner.*

§ 19.322-7 Limitations upon the cred-
iting and refunding of taxes paid.

(a) Unless 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 prohibited
from allowing or making a credit or reT-
fund of income tax imposed by chapter
1 after both periods have expired, If
no return is filed by the taxpayer, the
Commissioner 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 peilod 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 during 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 por-
tion of the tax paid during the 3-year
period Immediately preceding the date
of filing such claim. The provisions of
this paragraph are subject to the excep-
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tions provided in paragraph (b) of this
section.

(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
chapter 1 files such petition within the
prescribed time, no credit or refund of
the tax for the year to which the defi-
ciency relates shall 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
1140, set forth in paragraph 39 of the
Appendix to these regulations), the
overpayment shall be credited or re-
funded, but no such credit or refund
shall be made of any portion of the tax
unless 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 fied, 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 assessed
as determined by a decision of the Board
which has become final is less than the
amount already collected, the excess
payment shall be credited or refunded
subject to a determination being made
by the Board with respect to the time of
payment as stated in (b) (1) of this
section.

(3) If thi 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
being made by the Board with respect
to the time of payment as stated in (b)
(1) of this section. (See section 1146,
set forth in paragraph 45 of the Ap-
pendix 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
within the period of limitation provided
in section 322 (b).

(5) Where an amount is collected
after the statutory period of limitation
upon the beginning of distraint or a pro-
ceeding in court for collection has ex-
pired (see section 19.275-2), 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 con-
clusAve.*

§ 19.322- Crediting of accounts of
collectors in cases of assessments against
several persons covering same liability.
If assessments have been made against
several persons covering the same tax
liability, and payment of such liability
by one or more of such persons has been
duly certified to the Commissioner, the
Commissioner, for the purpose of tem-
porarily relieving the collector from lla-
bility under section 3950, may authorize
him to take credit temporarily with
respect to the assessments not specif -
cally paid. Such action, however, shall
not constitute an abatement and .hall
not discharge the liability of the per-
sons concerned.*

Foreign Personal Holding Companies

Src. 331. D r'n.mozi or rosozrz IznSo0-AL
HOLDING COMPANY.

(a) Gencral rule. For the purposes of
this chapter the term "foreign personal hold-
iag company" means any foreign corporation
If-

(1) Gross income requirement. At least
60 per centum of its gro:s Income (as deiined
in section 334 (a)) for the taxable year Is
foreign personal holding company income as
defined in Eection 332; but If the corporation
Is a foreign personal holding company with
respect to any taxable year endin- after
August 26. 1937. then, for each vubzsquent
taxable year, the minimum percent3ae fball
be 50 per centum in lieu of GO per centum.
until a taxable year during the whole of
which the stoch ownerhip requtrd by para-
graph (2) does not exist, or until the expira-
tion of three consccutive taxable years in
each of which less than GO par centum of
the gross Income Is foreign per-onal holding
company Income. For the purpose of this
paragraph there chall be included in the
gross income the amount ncludible thcrein
as a dividend by reason of the application of
section 334 (c) (2); and1 (2) Stock ownerzhip rcquirement. At any
time during the taxable year more than GO
per centum In value of Its outstanding rtcck
is owned, directly or indirectly, by or for not
more than five individuals who are cItizens
or residents of the United States, hereinafter
called "United Stat(s group".

(b) Exceptions. The term "foreign per-
sonal holding company" does not include a
corporation exempt from taxation under scc-
tion 101.

§ 19.331-1 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 requirement specified in
section 19.331-2, and (b) the stock own-
ership requirement specified in section
19.331-3. 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 ta.-
able year beginning after December 31,
1938, is not subject to taxation for such
taxable year either under section 102 or
section 500 but may be subject to taxa-
tion 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
eorpomtlon from liability for the taxes
impozed generally under section 231 up-
on foreign corporations, since sach taxes
apply regardless of the classification of
the foreign corporation as a foreign per-
sonal holding company.*

r 19.331-2 Gros income requirement.
To meet the gros income requirement,
It is necessary that either of the follow-
ing percentages of gross income of the
corporation for the taxable year (in-
cluding the additions to gross income
provided In section 334 (b) as required
by section 334 (c) (2)) be foreign per-
sonal holding company income as de-
fined in section 332:

(a) 6 percent or more; or
(b) 50 percent or more if the foreign

corporation has been classified as a
foreign personal holding company for
any taxable year ending after Au.ust
26, 1937, unles-

(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
specified in section 331 (a) (2) exists; or

(2) three consecutive years have in-
tervened since the last taxable year for
which it was so classified, during each of
which its foreign personal holding com-
pany income was less than 50 parcent of
its gro2 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
gros s receipts, since gross income is not
symonymous with gross receipts. For a
further discussion of what constitutes
"gross income," see section 22 (a) and
sections 19.22 (a)-1 to 19.22 (a)-21, in-
clusive."

§ 19.331-3 Stool: owpership require-
ment. To meet the stock ownership re-
qirement, It Is necessary that at some
time in the taxable year more than 50
percent in valu& of the outstanding
stock of the foreign corporation be
owned, directly or indirectly, by or foc
not more than five individuals who are
citizens or residents of the United
States, hereinafter referred to as
"United States group." For such pur-
pose, the ownership of the stock must
be determined as provided in section
333 and sections 19.333 (a)-1 to 19.333
(a)-7, inclusive, and section 19.333 (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
ownership thereof, the conditions exist-
ing immediately prior and subsequent
to each change must be taken into con-
sideration, since a corporation comes
within the classification if the statutory
conditions with respect to stock owner-
chip are present at any time during the
taxable year.
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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" sh6ll,
in the light of all the circumstances, be
deemed the value of the corporate stock
outstanding at such time (not including
treasury stock). This value may be de-
termined upon the basis of the company's
net wcrth, earning and dividend paying
capacity, appreciation of assets, together
with such other factbrs as have a bear-
ing upon the value of the stock. If the
value of the stock which is used is greatly
at variance with that reflected by the
corporate books, the evidence of such
value should be filed with the return.
In any case where there are two or more
classes of stock outstanding, the total
value of all the stock should -be allocated
among the different classes according to
the relative value of each class therein.*

SEC. 332. FOPMGN PEnSONAL HOLDING COM-
PANY INCOLE. -

For the purposes of this chapter the term
"foreign personal holding company income"
means the portion, of the gross income de-
termined for the purposes of section 331 (a)
(1), which consists of:

(b) Dividends, interest,* royalties, annul-'
ties.

(b) Stock and securities transactions. Ex-
cept in the case of-regular dealers in stock
or securities, gains from the sale or exchange
of stock or securities.

(c) Commodfites transations. G a I n s
from futures transactions in any commodity
on or subject to the rules of a board of trade
or commodity exchange. This subsection
shall not apply to gains by a producer, proc-
essor, merchant, or handler of the com-
modity which arise out of bona ilde hedging
transactions reasonably necessary to the
conduct of its business in the manner in
which such business is customarily and usu-
ally conducted by others.

(d) Estates and trusts. Amounts includ-
ible in computing the net Income of the cor-
poration under Supplement ; and gains
from the sale or other disposition of any
interest in an estate -or trust.

(e) Personal service contracts. (1) Amounts
received under a contract under which the
corporation is to furnish personal services; if
some person other than the corporation has
the right to designate (by name or by de-
scription) the Individual who is to perform
the services, or if the individual who is to per-
form the services is designated (by name or
by description) in thefcontract; and (2)
amounts received from the sale or other dis-
position of such a contract. This subsection
shal apply with respect to amounts received
for services under a particular contract only
if at some time during the taxable year 25
per centum or more in value of the outstand-
ing stock of the corporation is owned, directly
or indirectly, by or for the individual who has
performed, -is to perform, or may be desig-
nated (by name or by description) as the one
to perform, such services.

(f) Use of corporation jroperty by shard-
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 outstanding
stock of the corporation is owned, directly
or indirectly, by or for an individual entitled
to the use of the property; whether such right

-is obtained directly from the corporation or
by means of a sublease or other arrangement.

(g) Rents. Rents, unless constituting 50
per centum or more of the gross income. For
the purposes of this subsection the terni

"rents" means compensation, however desig-
nated, for the use of, or right to use, property;
but does not include amount; constituting
foreign personal holding company income un-
der'subsection (f).

§ 19.332-1 Foreign personal holding
company- income. For the purposes of
Supplement P (sections 331 to 340, inclu-
sive) and these regulations the term
"foreign personal holding company in-
come" means the portion of the gross
income determined for the purposes of
section 331 (a) (1) and section 19.331-2
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
334 (b). It does not include stock divi-
dends (to the extent they do not consti-
tute income to the shareholders within
the meaning of the sixteenth amend-
ment to the Constitution), liquidating
dividends, or other capital distributions
referred to in section 115 () 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 privi-
lege of using patents, copyrights, secret
processes and formulas, good will, trade
marki 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 securi-
ties" as used in section 332 (b) applies to
all- gains (including gains from liquidat-
ing dividends and other distributions
from capital) from the sale -or exchange
of stock'or seburities includible in gross
income. The term "stock or securities" as
used in section 332 (b) includes shares
or certificates of stock, or inteiest in any
corporation (including any joint-stock
company, insurance company, associa-
tion, or other organization classified as a
corporation by the Internal Revenue
Code), certificates of interest or partici-
pation in any broflt-sharing agreement,
or in any oil, gas, or other mineral roy-
alty, or'lease, collateral trust certificates,
voting trust c tiflcates, stock'rights or
wa~ants, 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 stool,
or securities" the term does not includo
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 corporations with
an established place of business regularly
engaged in the purchase of stock or se-
curities and their resale to custoners, 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
transactions in commodities include
gains from futures transactions in any
commodity on or subject to the rules of
a board of trade or commodity exchange,
but do not inclUde gains from cash
transactions or gains by a producer,
processor, merchant, or handler of the
commodity, which arise out of bona fide
hedging transactions reasonably neces-
sary to the conduct of its business In
the manner in which such business 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 representing
true hedges against price fluctuations In
spot goods are not speculative transac-
tions, though not concurrent with spot
transactions. Futures contracts which
are not'hedges against spot transactiots
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, Inclusive, together
with the gains derived by the corpora-
tion from the sale or other disposition
of any Interest in an estate or trust,

(8) Amounts received under personal
service contracts. Amounts includible
in foreign personal holding company In-
come as amounts received under per-
son a 1 service contracts consist of
amounts received pursuant to a contract
under which the corporation Is to fur-
'nish personal services, and amounts re-
ceived from a sale or other disposition
of such a contract, if-

(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 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
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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 sections 19.333
(a)-1 to 19.333 (a)-7, inclusive, and sec-
tion 19.333 (b)-L

The application of section 332 (e) may
be illustrated by the following examples:

Example (1). A, whose profession is
that of an actor, owns all of the outstand-
ing capital stock of the M Corporation, a
foreign corporation. The M Corporation
entered into a contract with A under
which A was to perform personal services
for the person or persons which the AT
Corporation might designate, in consid-
eration of which A was to receive $10,000
a year from the M Corporation. The M
Corporation entered into a contract with
the 0 Corporation in which A was desig-
nated 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 for-
eign personal holding company income.

Example (2). The N Corporation, a
foreign corporation, the entire outstand-
ing capital stock of which is owned 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 had the right to designate (by
O Corporation was to pay the N 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 property.
The compensation for the use of, or the
right to use, property of the corporation
which is to be included in foreign per-
soial holding company income consists
of amounts received as Compensation
(however designated and from whomso-
ever received) for the use of, or the
right to use, property of the corporation
in any case in which, at any time during
the taxable year, 25 percent or more in
value of the outstanding stock of the
corporation is owned, directly or indi-
rectly, by or for an individual entitled to
the use of the property, whether such
ight is obtained directly from the cor-
poration 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 sections 331 -(a) (2) and
333 and sections 19.333 (a)-1 to 19.333
(a)-7, inclusive, and section 19.333 (b)-1.

(10) Rnts. The rents which are to
be included in foreign personal holding

No. 23- 15

company income consist of compena-
tion, however designated, including char-
ter fees, etc., for the uze of, or the right.
to use, real property, or any other kind
of property, but do not include amounts
constituting foreign personal holding
company income under section 332 (f)
and paragraph (9) of this section. How-
ever, rents do not constitute foreign per-
sonal holding company income if con-
stituting 50 percent or more of the groz
income of the corporation.*

Soc. 333. Srocz owz nssw.
(a) Constructire otwner-hip. For the pur-

pose of determining whether a foreign corp3-
ration is a foreign perconal holding com-
pany, insofar as such determination 1z barLed
on stock ownership under sectlon 331 (a)
(2), srection 332 (c), or ccction 332 (f)-

(1) Stoc: nmot owdne by indfriual.
Stock owned, directly or Indirectly, by or for
a corporation, partnerhip, cztate, or trust
shall be considered as being owncd propor-
tionately by Its sharcholders, partners, or
beneficlaries.

(2) Family and ptnersldp ownerrhip.
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 decndants.

(3) Option.. If any person ha- an option
to acquire stock such ctock shall b conid-
ered as owned by such pcron. For the pur-
poses of this paragraph an option to acquire
such an option, and each one of a srle of
such options, shall be considered as an op-
tion to acquire such -tck.

(4) Application of family-partne-n-hip and
option rules. Paragraphs (2) and (3) hiall
be applied-

(A) For the purposes of the stcch o.n er-
ship requirement provided In sction 331 (a)
(2), if. but only If. the effect I- to make the
corporation a foreign personal holding com-
pany;

(B) For the purpozes of section 332 (e)
(relating to personal service contracto), or
of section 332 (f) (relating to the use of prop-
erty by shareholders), if, but only If. the
effect is to make the amounts therein re-
ferred to includible under such subsection
as foreign personal holding company income.

(5) Constructir ownership as actual otn-
erhip. Stock constructively owned by a
person by reason of the application of par-
agraph (1) or (3) shall. for the purpz:
of applying paragraph (1) or (2). bo treated
as actually owned by such person: but -tck
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 anoLher the con-
structive owner of such stock.

(6) Option rule in lieu of family and part-
nership rule. If stock may be considercd as
owned by an individual under either para-
graph (2) or (3) it shall te con-Odered as
owned by him under paragraph (3).

§ 19.333 (a)-1 Stoci ozwnship. For
the purpose of determining whether-

(a) A foreign corporation Is a forelgA
personal holding company, in Eo far
as such determination is based on the
stock ownership requirement specified
in section 331 (a) (2) and section
19.331-3, or

(b) Amounts received under a per-
sonal service contract or from the sale
of such a contract constitute foreign

personal holding company income in sa
far as such determination is based on
the stock ownership requirement specl-
flcr in section 332 (e) and paragraph
(8) of section 19.332-1, or

(c) Compensation for the use of prop-
erty constitutes foreign personal hold-
ing company income in so far as such
determination is based on the stock
ownership requirement specified in sec-
tion 332 (f) and paragraph (9) of sec-
t-.on 19.332-1;

stock owned by an individual includes
stock 1constructively owned by him as
provided in section 333. For such pur-
pose constructive ownership of stock
shall be determined and applied in ac-
cordance with the rules provided in sec-
tion 333 and sections 19.333 (a)-2 to
19.333(a)-7, Inclusive, and section
19.333 (b)-I. All forms and classes of
stock, however denominated, which rep-
resent the interests of shareholders,
members, or beneficiaries in the corpo-
ration Shall be taken into consideration-*

§ 19333 (a)-2 Stock not oned by
individual. In determining the owner-
ship of stock for any of the purposes
set forth in section 19.333 (a)-1, stock
owned, directly or indirectly, by or for a
corporation, partnership, estate, ortrust
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
owm 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 section 19.333 (a)-6.*

§ 19.333 (0)-3 Family and partner-
sldp ownrshfp. In determining the
ownership of stock for.any of the pur-
poses set forth in section 19.333 (a)-!, an
Individual shall be considered as owning
the stock owned, directly or indirecty,
by or for his family or by or for his part-
ner. For the purposes of such determi-
nation the family of an individual in-
cludes 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 own-
ereip of stock for the purpose set forth
In (a) of section 19.333 (a)-1 is illus-
trated by the following example:

Example. The 24 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:
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Relationships Share Shares Shares Shares Shares

An individual -----------.------------- A 100 B 20 0 20 D 20 E 20
ills father ------------------------------ AF 10 BF 10 CF 10 DF 10 EF 10

His wife -------------------------------- AW 10 BW 40 OW 40 DW 40 EW 40
His brother ------ - ---------- AB 10 BB 10 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
His brother'swife------------------ABW 10 BBW 10 CBW 10 DBW 160 EBW 10
His wife's father ....-------------- AWF 10 BWF '10 CWF 110 WF 10 EWF 10
His wife's brother -------................. AWB 10" BWB 10 OWB 10 DWB 10 EWB 10
His wife's brother's wife -------------- AWBW 10 BWBW 10 CWBW 10 DWBW 10 EWBW 110
Individual's partner -------------------- A P 10 ...........................................................

By applying the statutory rule pro-
vided in section 333 (a) (2) five iMdivid-
uals own more than 50 percent of the
outstanding stock as follows:
A (including AF, AW, AB, AS, ASHS,

AP) ------------------------------ 16
B (including BF, BW, BB, BS, BSHS) = 160
CW (including C. CS, CVF, 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. In-
dividual 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 de-
termining the ownership .of stock for the
purposes stated in (b) and (c) of sec-
tion 19.333 (a)-1.*

§ 19.333 (a) -4 Options. In determin-
ing the ownership of stock for any of the
purposes set forth in section 19.333 (a)-1,
if any person has an option to acquire
stock, such stock may be considered as
owned by such person. The term "op-
tion" as used in this section includes an
option to acquire such-an option and
each one of a series of such options, so
that the person who has an option on
an option to acquire stock may be con-
sidei'ed as the owner of the stock.*

§ 19.333 (a)-5- Application of family-
partnership and option rules. The fam-
ily and partnership rule provided in sec-
tion 333 (a) (2) and section 19.333 (a)-3
and the option rule provided in section
333 (a) (3) and section 19.333 (a)-4
shall be applied-

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
section 19.333 (a)-1, if, but only if, the
effect of such application is to make the
compensation for the use of property
foreign personal holding company in-
come.

The family and partnership rule and the
option rule must be applied independ-
ently for each of the purposes stated in
section 19.333 (a)-.*

§ 19.333 (a)-6 Constructive ownership
as actual ownership. In determining the
ownership of stock for any of the pur-
poses set forth in section 19.333 (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 in-
dividual (see section.19.333 (a)-2) shall
be considered as actually owned by-such
person for the purpose of again apply-
ing such rule or of applying the family
and partnership rule provided in section
333 (a) (2) (see section 19.333 (a)-3) in
order to make another person the con-
structive owner of such stock, and

(b) stock constructively owned by a
person by reasofi of the application of
the option rule provided in secti6n 333
(a) (3) (see section 19.333 (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 in-
dividual, 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 in-
dividual for the purpose of again apply-
ing such rule in order to make another
individual the constructive owner of such
stock.
- The application of this section may be
.u srated oy vne uilowing examples:

(a) For the purpose stated in (a) of Example (1). A is a United States
section 19.333 (a)-1, if, but only if, the citizen, whose wife, AW, owns all of the
effect of such application is to make the stock of the M Corporation, which in
foreign corporation a foreign personal turn owns all the stock of the 0 Cor-!
holding company, or poration. The 0 Corporation in turn

(b) For the purpose stated in (b) of owns all the stock in the P Corporation.
section 19.333 (a)-1, if, but only if, the Under the rule provided in section
effect of such application is to make the .333 (a) (1), relating to stock not owned
amounts received under a personal serv- 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 shareholder
of the 0 Corporation. Such constructive
ownership of the stock by the M Cor-
poration is considered as actual owner-
ship 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. Similarly, the construc-
tive ownership of the stock by AW is
considered as actual ownership for the
purpose of applying the family and part-
nership rule provided in section 333 (a)
(2) In order to make A the constructivo
owner of the stock of the P Corporation,
if such application is necessary for any
of the purposes set forth in section 19.333
(a)-1. 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 anQther member of A's
family, for example A's father, the con-
structive owner of the stock of the P
Corporation.

Example (2). B is a United States
citizen who owns all the stock of the R
Corporation which has an option to ac-
quire all the stock of the S Corporation,
a foreign corporation, owned by C, an
individual, who is not related to B.

Under the option rule provided in 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 section 333
(a) (1), relating to stock not owned by
an individual, in order to make B, the
sole shareholder of the R Corporation,
the constructive owner of the stock of the
S Corporation. The stock thus construc-
tively owned by B by reason of the appli-
cation of the rule provided in section 333

-(a) (1) likewise is considered as actual
ownership for the purpose, if necessary,
of applying the family and partnership
rule provided in section 333 '(a) (2), in
order to make another member of B's
family, for example, B's wife, BW, the
constructive owner of the stock of the
S Corporation. However, the family and
partnership rule Could not agtin be ap-
plied so as to make still another indi-
vidual 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 construc-
tive owner of such stock by a second ap-
plication of the family and partnership
rule.*

§ 19.333 (a)-7 Option rule in lieu of
family and-partnership rule. If, in de-
termining the ownership of stock for any
of the purposes set forth in section 19.333
(a)-1, stock may be considered as con-
structively owned by an individual by an
application of both the family-partner-
ship rule provided in section 333 (a) (2)
(see section 19.333 (a)-3) and the option

HeinOnline -- 5 Fed. Reg. 542 1940



FEDERAL REGISTER, Friday, February 2, 1940

rule provided in section 333 (a) (3) (see
section 19.333 (a)-4) such stock shall be
considered as owned constructively by the
individual by reason of the application
of the option rule.

The application of this section may be
illustrated by the following example:

Example: Two brothers, A and B,
each own 10 percent of the stock of
the M Coriporation, a foreign corpora-
tion, 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 section 19.333
(a)-, to determine the stock ownership
bf 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 Mf Corporation, hamely, his own
stock plus the stock owned by his brother.
In that event, B could not be con-
sidered as owning the stock held by AW
since (1) AW is not a member ofB's
family and (2) the constructive owner-
ship of such stock by A through the
application of the family and partner-
ship rule in his case is not considered
as actual" ownership so as to make B the
constructive owner by a second applica-
tion of the same rule with respect to the
ownership of the stock. (See section
19.339 (a)-6.)

However, there is more than the fam-
ily and partnership rule involved in this
example. As the holder of an option
upon the stock, A may be considered
the constructive owner of his wife's stock
by the application of the option rule and
without reference to the family relation-
ship between A and AW. If A is con-
sidered as owning the stock of his wife
by application of the option rule, then
under section 19.333 (a)-6, such con-
structive ownership by A is regarded as
actual ownership for the purpose of ap-
plying 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-partner-
ship rule and the option rule, the provi-
sions of section 333 (a) (6) apply and
accordingly A must be considered the
constructive owner of his wife's stock
under the option rule rather than the
family-partnership rule. B thus 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.*

[SEC. 333. STocz owNmsmp.]
(b) Convertible securities. Outstanding

securities convertible into stock Xwhether or
not convertible during the taxable year)
shall be considered as outstanding stock-

(1) For the purpose of the stock owner-
ship requirement provided in section 331
(a) (2), but only if the effect of the inclusion

of all such securities is to make the car-
portation a foreign personal holding company;

(2) For the purpose of section 332 (e) (re-
lating to personal service contracts). but
only If the effect of the inclusion of all such
securities is to make the amounts therein
referred to includible under such subection
as foreign personal holding company Income;
and

(3) For the purpose of Fcctlon 332 (f) (re-
lating to the use of property by shareholdcrs),
but only If the effect of the ncluzIon of all
such securities is to make the amounts
therein referred to includible under such sub-
section as forel fperonal holding company
Income.
The requirement In paragraphs (1). (2), and
(3) that all convertible securities must be
included If any are to ba Included chall be
subject to the exception that, whcre come of
the outstanding securities are convertible
only after a later date then in the c-s.e of
others, the cla having the earlier converion
date may be included although the others
are not included, but no convertible recurItles
shall be included unless all outctandlng cc-
curities having a prior conversion date ato
also included.

§ 19.333 (b)-1 Convertible ccuritets.
Under section 333 (b), out-standing secu-
rities 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 cec-
tion 331 (a) (2), but only if the effect
of such consideration is to make the
corporation a foreign personal holding
company. Such convertible securities
shall be considered as outstanding stoek
for the purpose of section 332 (e), re-
lating to amounts received under per-
sonal service contracts, or of section 332
(f), relating to compensation for the use
of property, but only If the effect of
such consideration is to make the
amounts therein referred to includible
under such sections as foreign personal
holding company income. The consld-
eration of convertible securities as out-
standing stock is subJect to the excep-
tion that, if some of the outstanding se-
curities 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 consld-
ered, but no convertible securities shall
be considered as outstanding stock un-
less all outstanding securities having a
prior conversion date are also so consid-
ered. For example, f outstanding se-
curities are convertible in 1939, 1940,
and 1941, those convertible in 1939 can
*be properly considered as outstanding
stock without so considering those con-
vertible in 1940 or 1941, and those con-
vertible in 1939 and 1940 can be prop-
erly considered as outstanding stock
without so considering those convertible
in 1941. However, the securities con-
qertible in 1940 cduld not be properly
considered as outstanding stock without
so considering those convertible in 1939
and the securities convertible in 1941
could not be properly considered as out-

standing stock without so considerinz
those convertible in 1939 and 1940.*

Src. 334. Gzczs nscom o7 rozam ;za-
SOSSAL nos n;G co3M&.n' .

(a) Gen~cl rule. As used in this Supple-
ment with respect to a foreign corporation
the term "gross Income" means gross income
computed (without regard to the provisions
of Supplement I) as If the foreign corpora-
tion were a domestic corporation.

(b) Additions to gro.s income. In the
cae of a foreign personal holding company
(whether or not a United States group, as
defined In scetion 331 (a) (2), exis ted with
rcepect to such company on the last day
of its taxable year) which was a shareholder
in another foreign personal holding com-
pany on the day in the taxable year
(whether binning before, on. or after
January 1, 1939) of the second company
which w- the last day on which a United
State: group existed with respect to the sec-
ond company, there rhall 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 szcond
company cnd, the amaunt the first com-
pany would have received a- a dividend
if on such last day thsre had bhen distrib-
uted by the cccond company, and received
by the sbareholders, an amount which hears
the same ratio to the undistributed Sup-
plcmcnt P net Income of the second com-
pany for Its taxable year as the portion of
cuch taxable year up to and Including such
last day bears to the entire taxable year.

(e) Appyication of subccctfon (b). Tne
rule provided in subscection (b)-

(1) shall ha applied in the case of a for-
clgn personal ho:dng company for tha
purpose of determining Its undistributed
Supp!ement P net incom -Which, or a part
of which. Is to be included In the gross
income of its shareholders, whether United
States shareholders or other foreign per-
rnnal holding companies:

(2) shal be applied in the case of every
foreign cozr'oratlon with respect to which a
United States group exist5 on come day of
Its ta able year. for the purpose of deter-
mining whether such corporation meets. the
gross income requirements of section 331
(a) (1).

rj 19.334 -1 Gro3 income in generaZ
for purpo3es of Supplement P. For all
purpoze3 of Supplement P (sections 331
to 340, inclusive) and the regulations
pertaining thereto, the grsm income of
a foreign corporation shall be computed
as If the corporation were a domestic
corporation and without regard to the
provisions of Supplement I (sections 231
to 238, Inclusive) and the regulations
pertaining thereto, relating to the taxa-
tion of foreign corporations generally.
Hence, for such purposes, the gross in-
come includes income from all sources,
whether within or without the United
States, which Is not excluded from gross
income by section 22 (b) and the regu-
lations pertaining to that section. The
gro:z income thus includes the interest
on bonds, notes, and certificates of in-
debtednezs 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 provided for
in cection 3 of the Fourth Iberty Bond
Act of July 9, 1918, as amended by see-
t!on 4 of the Victory Liberty Loan Act of
March 3, 1919.-
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§ 19.334-2 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 section 19.331-3, regardless of what-
ever day in its taxable year is the last
day on which the required United States
group exists, and

(b) Such foreign corporation is a
shareholder in a foreign personal hold-
ing company on any day of a taxable
year (whether beginning before, on, or
after January 1,. 1939) 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 tith re-
spect to the second company,

then for the purpose of-

(c) Determining whether the first
company meets the gross income require-
ment specified in section 19.331-2, so as
to come within the classification of a
foreign personal holding company, and

(d) Determining the undistributed
Supplement P net income of the first
company which (in the event the first
company Is a foreign personal holding
company) is to be included, in whole or
in part, in the gross income of its share-
holders, whether United States share-
holders or other foreign personal holding
companies,
there shall be included as a dividend in
the gross income of the first company for
the taxable year In which or with which
the taxable year of the second company
ends, the amount the first company
would have received as a dividend, 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 portion of such taxable year
up to and including such last day bears
to the entire taxable year. The forego-
ing rules apply to any chain of foreign
corporations regardless of the number of
corporations included in the chain.

The application of this section may be
illustrated by the following examples:

Example (1). The X Corporation is a
foreign corporation whose stock is owned
by A, a United States citizen. The X
Corporation owns the entire stock of the
Y Corporation, another foreign corpora-
tion. The taxable year of the X Corpo-
ration is the calendar year and the tax-
able year of the Y Corporation is the fis-
cal year ending June 30. For the fiscal
year ending June 30, 1940, more than the
required percentage. of the Y Corpora-
tion's gross Income consists of foreign
personal holding company income and no
part of the earnings for such year is dis-
tributed as dividends. On the basis of
these facts the Y Corporation is a for-
eign personal holding company for the
fiscal year ending June 30, 1940. The X

Corporation meets the stock ownership
requirement and constitutes" a foreign
personal holding company for 1940, if it
also meets the gross income requirement.

For the purpose of determining wheth-
er the X Corporation meets the gross
income requirement, the entire undis-
tributed Supplement P net income of
the Y Corporation for the fiscal year
ending June 30, 1940, must be included
as a dividend in the gross income of
the X Corporation for 1940, since-

(a) The X Corporation was a share-
holder in the Y Corporation on a day
(June 30, 1940) in the taxable year of
the Y Corporation ending with or within
the taxable year of the X Corporation,

'which day was the last day in the taxable
year of the Y Corporation on which the
United States group required with respect
to the Y Corporation existed.

. (b) Such last day was also th-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 includible 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 1940, 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 hold-
ing company for 1940, then the undis-
tributed Supplement P net income of the
Y Corporation must also be included as
a dividend in the gross income of the
X Corporation in determining its undis-
tributed Supplement P net income which
is to be included in the gross income of
A; the sole shareholder in the X Corpo-
ration. On the other hand, if, after
including such presumptive dividend,
the X Corporation does not constitute a
foreign personal holding company, the
undistributed Supplement P net income
of the Y Corpbration is not includible
in the gross income of the X Corpora-
tion.

Example (2). The X Corporation re-
ferred to in example (1) sold 'the stock
in the Y Corporation to other interests
on September 30, 1940, so that after that
date 'no United States group existed with
respect to the Y Coiporation. For the
fiscal year ending June 30, 1941, more
than the required percentage of the
gross -income of the Y Corporation con-
sists of foreign personal holding com-
pany income. The net income of the Y
Corporation for such fiscal year amounts.
'to $1,000,000, of which $900,000 is dis-
tributed in dividends after September
30, 1940. The undistributed Supplement
P net income of the Y Corporation for
such fiscal year amounts to $100,000.

Upon thebasis of these facts the Y Cor-
poration is a foreign personal holding
company for the fiscal year ending Juno
30, 1941, since at one time in such fiscal
year, or from July 1 to and including
September 30, 1940, It meets the stock
ownership requirement, and the gross
income requirement Is also satisfied.

In determining whether the X Cor-
poration constitutes a foreign personal
holding company for 1941, a portion of
the undistributed Supplement P net In-
come of the Y Corporation for the fiscal
year ending June 30, 1941 (G 2 of $100,
000, or $25,000), must be included as a
dividend In the gross Income of the X
Corporation, since-

(a) The X Corporation was a share:
holder in the Y Corporation on Septem-
ber 30, 1940, or on a day In the taxable
year of the Y Corporation ending with
or within the taxable year of the X Cor-
poration 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 ex-
isted,

(b) The portion of the taxable year of
the Y Corporation up to and including
such day Is three-twelfths of the entire
taxable year of the Y Corporation and,
therefore, the portion of the undis-
tributed Supplement P net income of the
Y Corporation Includible In the gross in-
come of Its shareholders also is equal to
three-twelfths, and

(c) The X Corporation, being the sole
shareholder of the Y Corporation at the
time the United States group with re-
spect to the Y Corporation last existed,
must Include all of such portion in its
gross income for 1941, 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 en-
tire taxable year and not the earnings
realized by the Y Corporation up to and
including September 30, 1940, the last
day on which the United States group
with respect to the Y Corporation ex-
isted, must be Included In the gross in-
come 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, 1940, so that after that
date a different United States group
existed with respect to the Y Corpora-
tion. Assuming that the Y Corporation
is a foreign personal holding company
for the fiscal year ending June 30, 1941,
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 1941, 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 in-
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come of the other foreign personal hold-
ing companies, if any, and of the United
States shareholders who are shareholders
in the Y Corporation the day after Sep-
tember 30, 1940, which was the last day
in the taxable year of the Y Corporation
on which the United States group with
respect to the Y Corporation existed.

If, however, the X Corporation sells 90
percent of its stock in the Y Corporation
and thus is a minority shareholder in
the Y Corporation on the last day of the
taxable year of the Y Corporation on
which the United States group with re-
spect to the Y Corporation exists, the
portion of the undistributed Supplement
P net income allocable 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 States group is not the
same 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-
suming that the Z Corporation is a for-
eign personal holding company for a tax-
able 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 Corporation
for the purpose of determining whether
the Y Corporation comes within the clas-
sification of a foreign personal holding
company. If, after the inclusion of such
presumptive dividend, the Y Corporation
is a foreign personal holding company,
the undistributed Supplement P net in-
come 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
gross income of its shareholder, tht X
Corporation. The same process would be
repeated with respect to determining
whether the X Corporation. is a foreign
personal holding company and in deter-
mining its undistributed Supplement P
net income. If all three corporations are
foreign personal holding companies, 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 personal holding
company, then no part of the income of
either the Z Corporation or the Y Cor-
poration would be includible 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 in-
come, would be determined independently
of the income of the Y Corporation and
the Z Corporation.*

Sec. 335. Urmsraxurs zvrFL==mT r msr:nrcossnE.

For the purposes of this chapter the term
"undistributed Supplement P nct income"
means the Supplement P not Income (as dL-
fined In sectIon 336) minus the amount of
the basic surtax credit provided In section
27 (b) (computed without Ito reduction,
under section 27 (b) (1), by the amount of
the credit provided In section 20 (a). relat-
ing to Interest on certain obligations of the
United States and Government corporations).

Sc.336. SurP=L :sr P =ET ircosse,
For the purposes of this chapter the term

"Supplement P net Income" means the net
incomewith the follow n ; adjustments:

(a) Additional deductions. Thc shell ha3
allowed as deduction-

(1) Federal income, war-profltz, and ex-
ccss-profits taxes paid or accrued during the
taxable year to the extent not allowed as"
a deduction under section 23; but not In-
cluding the tax imposzsd by cectIon 102, sec-
tion 500, or a section of a prior ncome-tx
law corresponding to either of such s:ctlons.

(2) In lieu of the deduction allowed by
section 23 (q), contributiona or gifts pa.y-
ment of which is made within the taxable
year to or for the use of donees de-cribed In
section 23 (q) for the purposss therein spe-
cifled, to an amount which doe, not exccd
15 per centum of the company's net Income.
computed without the benefit of this para-
graph and section 23 (q). and without the
deduction of the amount dLsallowcd under
subsection (b) of this sectlon. and without
the Inclusion in gross Income of the amounts
Includible therein as dividends, by rea'on of
the application of the proviions of ec-tlon
334 (b) (relating to the incluIon In the gross
income of a foreign pcrsonal holding com-
pany of its distributive dhare of the undiz-
tributed Supplement P net ncome of an-
other foreign prsonal holding company In
which it Is a shareholdcr).

(b) Deductions not allowcd.
(1)- Taxes and V-nsfon truLsts. The deduc-

tions provided in section 23 (d), relating to
taxes of a shareholder paid by the corpora-
tion, and in section 23 (p), relatlng to pen-
sion trusts, zhall not be allowed.

(2) ExpcCs and d&prc-cetiOn. The ag-
gregate of the deductions allowed under
section 23 (a). relating to expenss, and
section 23 (1), relating to depreciation.
which are allocable to the operation and
maintenance of property owned or operatcd
by the company. chall be allowed only In
an amount equal to the rent or other om-
pensatIon received for the use or right to
use the property, unless It Is etablishcd (un-
der regulations prescribed by the Commis-
sloner with the approval of the Secretary)
to the satisfaction of the Commlsloner:

(A) That the rent or other compznsation
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 busine:s carried on bona fide
for profit; and

(C) Either that there was reaeonable ex-
pectation that the operation of the property
would result n a profit, or that the prop-
erty was necessary to the conduct of the
business.

Ssc. 211. N- or-m= .n Lo=-s. (Rnvrzuon
Acr op 1939.)

(g) Denfar of deduction to foreign pr-
zonal holding companies. Section 336 (b)
of the Internal Revenue Cede (relating to
disallowed deductions In computing net n-
come of foreign personal holding companies)
Is amended by Iserting at the end thereof
the following:

11(3) Net loss cary-orer df-allaw d. The
deduction for net operating lo=s provided
In section 23 (a) shall not be allowcd."

* 0 0 0 0

Ssc. 212. Con, Pon rzo CAFlAL tOS.
r:vs ACr o7- 2:3.

(c) Capital lo=sz of frcrjn Verconal ho-
fn7 cor:.anies. Sction ME; of the- Intpernal

Revenue Co2d (relating to dinitlon of Sup-
plement P net Income) I- anme-ded by in-
c-.rting at the end thereof.the following new
ub:cction:

"(c) Capffa? losses. The net income P1i-pf
be computed without regard to -action 117
(d) and (e),* and losszes frozn sales or ex-
chanc3 of capital ass2ts sall be allowed
only to the extent of $2,00a plus the gains
from such sales or excb=-s.h--

Src. 223. TAxa Twzz5 To =.ca A=Nn-
S..Ar ,s " ,r5LXC. . (R=an,= AcT o 1939.)

-cept the amndments made by sectfons
211, 213, 214. 215, 217, 219, 22., 221, 222, 223,
220, 227. and 223, the am ndments made by
this title to the Internal Revenue Ccde
chall be applicable only with respect to tax-
ab!e years beZinning after Decamber 31,1933.

0 19.336-1 Supplement P net income.
The term "Supplement P net income"
means the gross income as defined in
-ection 334 less the deductions provided
In section 23 (computed without regard
to the provisions of Supplement I (sec-
tions 231 to 238, Inclusive)), subject to
the qualifications, limitations, and ex-
ceptions provided in section 336. In
addition to the qualifications, limita-
tions, and exceptions provided in sec-
tions 336 (a) and 336 (b) (1), a foreign
pzronal holding company is subject to
the provisions of sections 336 (b) (2),
336 (b) (3), and 336 (c), in the com-
putation of Its Supplement P net in-
come. Section 336 (b) (3) provides that
the net operating lozs deduction provided
by section 23 (s) for taxable years be-
ginning after December 31, 1939, shall
not be allowed. Section 336 (c) limits
the deduction for capital losses to $2,000
plus capital gains, for taxable years be-
ginning after December 31. 1939, not-
withstanding the provisions of section
117 (d) and (e), as amended, thus con-
tinuing for the purposes of Supplement
P (sections 331 to 340, Inclusive) the rule
contained in section 117 (d) (1), prior
to It- amendment. Under section 336
(b) (2) the aggregate of the deductions
allowed under section 23 (a), relating
to expenses, and section 23 (1), relating
to depreciation, which are alIocable to
the qperatfon and maintenance of prop-
erty owned or operated by the company
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, unlez3 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 profits; 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 conduct
of the business.
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The burden of proof will rest upon
the taxpayer to sustairl 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 section 19.337-1), claims deductions
for expenses and depreciation allocable to
the operation and maintenance of prop-
erty owned or operated by the company,
In an aggregate amount in excess of the
rent or other compensation received for
the use of, or the right to use, the prop-
erty, he shall attach to his income tax
return a statement setting forth his claim
for allowance of the additional deductions
together with a complete statement of
the facts and circumstances 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 cor-

poration and the nature and valie 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 mem-
bers of his family;

(e) The nature and gross amount of
the rent or other compensation re-
ceived 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 de-
preciation sustained on, the property for
such years;

(f) 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 trom
the conduct of such business for the
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

(k) Any other information pertinent
to the taxpayer's claim.*

§ 19.336-2 Illustration of computa-
tion o1 Supplement P net income and
undistributed Supplement P net income.
The method of computation of the Sup-
plement P net income and undistrib-
uted 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 1939:

The gross income of the corporation
as defined in section 334 amounts to
$309,000, of which $85,000 represents its
distributive Ahare 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, $16,000 consists of in-
terest, and the remainder ($5,000) con-
sists of rent received from the principal
shareholder of the corporation for the use
of pr6perty 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 yeaily 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
capital 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 income
of the corporation (including the dis-
tributive share of the undistributed Sup-
plement P net income of the other
foreign personal holding company) is
$180,000, computed as follows (assum-
ing fbr the purposes of this example
only that the expenses of, and depreci-
ation onl, the rented property are de-.
ductible under section 23):

Income (Section 22)

Dividends ----------- -------- $200,000
Interest ---------------------- 10,000
Rent------------------------- 5,000

Gross income as defined in sec-
tion 22 ------------------- 215,000

Add:
Distributive share of undistrib-

uted Supplement P net in-
,come of the other foreign
,personal holding company
(considered as a dividend)--- 85,000

Gross income as defined in
section 334 ------------- 300, 000

Deductions (Section 23)
Expenses allocable to op-

eration of the rented
property ------------ $75, 000

Depreciation of the rented
property ------------- 30, 000

Ordinary a n d necessary
expenses (office) ------- 8,000

Losses see sections 117
and 336 (c) ----------- 2,000

Contributions (w I t h i n
the 5 percent lim-
Itation specified In sec-
tion 23 (q)) ----------- 5, 000

$120,000

Net income f or 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 $247,150 and
$197,750, respectively, computed as fol-
lows:
Net income for purposes of com-

puting Supplement P net in-
come ------------------------ 0180, 000

Add (see section 336 (b)):
Contributions deducti-

ble in computing net
income under section
21 ----------------- $5,000

Excess property expenses
and depreciation over
amount of rent re-
ceived for use of prop-
erty ($105,000-
$5,000) .------------ 100, 000

106,000
Deduct (see section 330 (a)):

Federal income
taxes ------- $22,250

Contributions /

(within the 15
percent limi-
tation speci-
fied in section
336 (a)(2)).. 15,000

& 37,260

Net additions under section 336... 07, 760

Supplement P net income ------- 247,750
Less: Basic surtax credit for divi-

dends paid (see section 335)_.. 50,000

Undistributed Supplement P
net income ------------ 197, 750

SEc. 337. ConroPATo x comn TAXED To
UsNm STAES s5UARMEOLDES,

(a) General rule. The undistributed Sup-
plement P net Income of a foreign personal
holding company shall be Included In the
gross income of the citizens or residents of
the United States, domestic corporations, do-
mestic partnerships, and estates or trusts
(other than estates or trusts the gross in-
come of which under this chapter 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 Supple-
ment.

(b) Amount included in gross income.
Each United States shareholder, who was a
shareholder on the day In the taxable year
of the company which was the last day on
which a United States group (as defined in
section 331 (a) (2)) existed with respect to
the company, shall include, in his gross in-
come, as a dividend, for the taxable year in
which or with which the taxable year of
the company ends, the amount he would
have received as a dividend if on such last
day there had been distributed by the com-
pany, and received by the shareholders, an
amount which bears the same ratio to the
undistributed Supplement P net income of
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the company for the taxable year as the
portion of such taxable year up to and in-
cluding such last day bears to the entire
taxable year.

(c) Credit for obligations of United States
and its in.strumentalities. Each United
States shareholder shall be allowed a credit
against net income, for the purpose of the
tax imposed by section 11, 13, 14, 201, 204.
207, or 362, of his proportionate share of
the interest specified in section 25 (a) (1)
or (2) which is included in the gross income
of the company otherwise than by the ap-
plication of the provisions of section 334 (b)
(relating fo the inclusion in the gross In-
coma of a foreign personal holding company
of its distributive share of the uthdlstributed
Supplement P net income of another foreign
'personal holding company in which it is a
shareholder).

(d) Information in retu-n. Every United
States shareholder who is required under
subsection (b) to include in his gross in-
come any amount with respect to the undis-
tributed Supplement P net income of a for-
eign personal holding company and who, on
the last day on which a United States group
existed with respect to the company, owned
5 per centum or more in value of the out-
standing stock of such company, shall set
forth in his return in complete detail the
gross income, deductions and credits, nec
income, Supplement P net income, ad un-

'distributed Supplement P net income of
such company.
(e) Effect on capital account of foreign

personal holding company. An amount
which bears the same ratin to the undis-
tributed Supplement P net Income of the
foreign personal holding company for its
taxable year as the portion of such taxable
year up to and including the last day on
which a United States group existed with
respect to the company bears to the entire
taxable year, shall, for the purpose of deter-
mining the effect of distributions in sub-
sequent taxable years by the corporation,
be 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 re-
duced, if such amount or any~portion there-
of 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 shareholders.
The amount required to be Included in the
gross income of a United States shareholder
under subsection (b) shall, for the purpose
of adjusting the basis of his stock with
respect to which the distribution would have
been made (if it-had been made), be treated
as having been reinvested by the share-
holder as a contribution to the capital of
the corporation; but only to the extent to
which such amount Is included in his gross
income in his return, increased or decreased
by any adjustment of such amount in the
last determination of the shareholder's tax
liability, made before the expiration of
seven years after the date prescribed by
law for filing the return.

(g) Basis of stock in case of death. For
basis of stock or securities in a. foreign per-
sonal holding company acquired from a
decedent, see section 113 (a) (5)..
(h) Liquidation. For amount of gain

taken into account on liquidation of foreign
personal holding company, see section
115 (c).

(i) Period of limitation on assessment and
olction. For period of limitation on as-
sessment and collection without assessment
in case of failure to. include in gross in-
come the amount properly includible therein
under subsection (b), see section 275 (d).

§ 19.337-1 Income of foreign personal
holding companies taxed to United States
shareholders.

(a) General rule. Supplement P (sec-
tions 331 to 340, inclusive) does not im-
pose a tax on foreign personal holding
companies. The undistributed Supple-

ment P net income of such companies.
however, must be Included in the man-
ner and to the extent cet forth in this
section, in the gross income of their
"United States zhareholders," that is,
the shareholders who are individual citi-
zens or residents of the United Statez,
domestic corporations, domestic partner-
ships (see section 3797 (a)), and estates
or trusts other than estates or trusts
the gross income of which under chapter
1 includes only income from sources
within the United States.

(b) Amount includible in gro3s in-
come. Each United States shareholder,
who was a shareholder on the day In the
taxable year of the foreignperonal
holding company which waa the lat day
on which a United States group (see
section 331 (a) (2) and section 19.331-3)
existed with respect to the company,
shall include in his grozs income, as a
dividend, for the taxable year In which
or with which the taxable year of the
company ends, the amount he would
have received as a dividend If on such
last day there had been distributed by
the company and received by the share-
holders an amount which bears the
same ratio to the undistributed Supple-
ment 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 undistributed Supplement P net
income of the foreign personal holding
company is includible only in the gros
income of the United States share-
holders who were shareholders in the
company on the last day of its tax-
able year on which the United States
group existed with respect to the
company. Such United States share-
holders, accordingly, are determined by
the stock holdings as of such specified
time. This rule applies to every United
States shareholder who was a share-
holder in the company at the specified
time regardless of whether the United
States shareholder is Included within the
United States group. For example, a
domestic corporation which is a United
States shareholder at the specified time
must return its distributive share In the
undistributed Supplement P net income
even though the domestic corporation
cannot be included within the United
States group since, under section 333
(a) (1) and, section 19.333 (a)-2, the
stock it owns in the foreign corporation
is considered as being owned proportion-
ately by Its shareholders for the purpoze
of determining whether the foreign cor-
poration is a foreign personal holding
company.

The United States shareholders must
include in their gross Income their dis-
tributive hares 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 in-
cluding the last day on which the United
States group with respect to the com-
pany existed bears to the entire taxable

year. Thus, if the last day in the taxable
year on which the required United States
group exied ras also the end of the
taxable year. the portion of the taxable
year up to and Including such last day
would be equal to 100 percent and in
such case, the United States shareholders
would be required to return their dis-
tributive shares in the entire undistrib-
uted Supplement P net income. But if
the last day on which the required
United States group existed was Septen-
ber 30, and the taxable year was a cal-
ender year, the portion of the taxable
year up to and Including such last day
would be equal to nine-twelfths and in
that case, the United States shareholders
would be required to return their distrib-
utive shares in only nine-twelfths of the
undistributed 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 sharehold-
era, then the assumed distribution of the
stated portion of the undistributed Sup-
plement P net Income must first be
treated as a payment of the specified div-
idend 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 taxab!e
years in which or with which the taxable
year of the foreign personal holding
company ends. For example, if the 1I
Corporation whcze taxable year is the
calendar year Is a foreign personal hold-
Ing company for 1939, 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 flcal
year ending November 30, A must return
his assumed dividend as income for the
taxable year 1939. and B must return his
dttributive share as income for the fiscal
year ending November 30, 1940. In ap-
Plying this rule, the date as of which the
United States group last eAsted with
respect to the company is immateriaL
Thus, in the foregoing example, if Sep-
tember 30, 1939, was the last day on
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which the United States group with re-
spect to the M Corporation existed, B
would-still be required to return his as-
sumed dividend as inc6me for the fiscal
year ending November 30, 1940, even
though September 30, 1939, the date as of
which the distribution is assumed to
have been made, does not fall within such
.fiscal year.*

§ 19.337-2 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 in-
terest on obligations of the United States
or its instrumentalities (as specified in
section 25 (a) (1) and (2)) may be in-
cluded in the gross income of the-com-
pany 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
section 19.334-2.

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 i
Corporation Would be entitled to a credit
only for their proportionate shares of the
Interest received by that company and
not 'for any part of the interest received
by the N Corporation, regardless of
whether the interest received by the N
Corporation is included in the gross in-
come of the M Corporation, as an actual
,dividend or as a constructive dividend
under section 334 (b).*

§ 19.337-3 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 holding com-
pany for which is computed such corpo-
ration'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 informa-
tion is required. The information shall
be submitted as a part af the income tax
returns required by the Internal Revenue
Code of such persons, In the form of a
statement attached to the return.*

§ 19.337-4 Effect on capital account
of foreign personal holding company and
basis of stock in hands of shareholders.
Sections 337 (e) and 337 (f) are de-
signed to prevent double taxation with
respect to the undistributed Supplement
P net income of foreignj personal holding,
companies. The application of such sec-
tions may be illustrated by the following
examples:

Example (1). The M Corporation is
a foreign personal holding company.
Seventy-five percent in value of its
capital stock is owned by A, a citizen
of the United States, and the remainder,
or 25 percent, of its stock is owned by
B, a nonresident alien individual. For
.the calendar year 1939 the M Corpora-
tion has an undistributed Supplement P
net income of $100,000. A is required to
include $75,000 of such income in gross
income in his return for the calendar
year 1939. 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 closeof the calendar year 1939 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 1939, and if
for the calendar year 1940, the M 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' l Corporation had accumulated
earnings and profits of $100,000 at the
close of 1939, the facts otherwise being
the same, the distributions in 1940 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) assume
the basis of A's stock to be $300,000. If
A includes in gross income in his return
for the calendar year 1939, $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 thQ $75,000 in gross
income in his return as required by the
Internal Revenue Code and his failure
was not discovered until after the 7-year
period of limitations had expired, the
application of the rule would not in-
crease the basis of A's stock. The sub-
sequent tax-free distribution of $75,000
would reduce his basis-to $225,000, thus
tending to compensate for his failure
to include the amount of $75,000 in his
gross income. If the undistributed Sup-
plement P net income of the M Corpora-
tion is readjusted within the statutory
period of limitations, thus increasing
or decreasing the amount A Would have-
to include in his gross income, proper
adjustment is required to be made to
the basis of A's stock on account of such
readjustment.*

SEc. 338. INFoRwATrON BErORS By OFFIcEP
AND DIRECTORS."

(a) Monthly returns. On the fifteenth day
of each month each individual who on such

day is an officer or a director of a foreign
corporation which, with respect to its tax-
able year preceding the taxable year (Whether
beginning on, before, or after January 1,
1939) In which such month occurs, was a
foreign personal holding company, shall file
with the. Commissioner a return setting
forth with respect to the preceding calendar
month the name and address Of each share-
holder, the class and number of shares held
by each, together with. any changes in stock-
holdings during such period, the name and
address of any holder of securities convert-
ible into stock of such corporation, and such
other Information with respect to the stockt
and securities of the corporation as the Com-
missioner with the approval of the Score-
tary shall by regulations prescribe as neces-
sary for carrying out the provisions of this
title. The Commissioner, with the approval
of the Secretary, may by regulations pre-
scribe, as the period with respect to which
returns shall be filed, a longer period than
a month. In such case the return shall be
due on the fifteenth day of the succeeding
period, and shall be filed by the Individuals
who on such day are officers and directors of
the corporation.

(b) Annual returns. On the sixtieth day
after the close of the taxable year of a
foreign personal holding company each in-
dividual who on such sixtieth day is an of-
ficer for director of the corporation shall file
with the Commissioner a return setting
forth--

(1) In complete detail the gross income,
deductions and credits,, net income, Supple-
ment P net income, and undistributed Sup-
plement P net income of such foreign per-
sonal holding company for such taxable
year; and

(2) The same information with respect to
such taxable year as is required in subsec-
tion (a); except that if all the required
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,

§ 19.338-1 Information returns by of-
ficers and directors of certain foreign
corporations.

(a) Requirements for filing returns.-
(1) General. Under section 338 (a), on
the 15th day of each month each In-
dividual who on such day Is an officer or
a director of a foreign corporation which,
with respect to its taxable year, preced-
ing the taxable year (whether beginning
on, before, or after January 1, 1939) in
which such month occurs, was a foreign
personal holding company, is required
to file with the Commissioner a monthly
information return as provided In section
338 (a) and this section.

(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 specified in
paragraph (a) (1) of this section, dis-
tributed to Its shareholders 90 percent
or more of its Supplement P net income
as defined in section 336 of the Revenue
Act of 1936 (as added by section 201
of Title II of the Revenue Act of 1937)
or In section 336 of the Revenue Act of
1938 or in section 336 of the Internal
Revenue Code, or which has no such
net income for such taxable year, the
following periods are prescribed with re-
spect to which information returns on
Form 957 shall be filed during the
following year;
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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 fdllowing the close of
such taxable year and shall be filed on
the 15th day of the first month follow-
ing such period. If any change in the
stock holdings or in the holdings of se-
curities convertible into stock of the
corporation occurs during such periods
or if a resolution or plan (including any
amdndments thereof or supplements
thereto) for the dissolution of the cor-
poration or for the liquidation of the
whole or any part of its capital stock is
adopted during such periods, a monthly
information return must also be filed on
the 15th day of the month following
each month in which the change occurs
or the resolution or plan is adopted. In
any case under this paragraph where
the date for filing a monthly return co-
incides with the date for filing the re-
turn for a 6-month period only the re-
turn for the 6-month period need be
filed.

(3) Returns jointly made. If two or
more officers or directors of a foreign:
corporation are required to file infor-
mation returns for any period under
section 338 (a) and this section, any two
or more of such officers or directors may,
in lieu of filing separate returns for such
period, jointly execute and file one
return.

(b) Form of return. The return
under section 338 (a) and this section
shall be made on Form 957, copies of
which, upon request, may be procured
from any collector Each officer or di-
rector should carefully prepare his re-
turn 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 re-
quirements of the Internal Revenue
Code.

(c) Contents of return. The return
shall, in accordance with the provisions
of this section and the instructions on
the form, set forth with respect to the
preceding period the following infor-
mation:

(1) Name and address of corporation;
(2) Kind of business in which the cor-

poration is engaged;
(3) Date of incorporation;
(4) Th6 country under the laws of

which the crporation is incorporated;
(5) Number of shares and par value

of common stock of the corporation out-
standing as of the beginning and end of
the period;

(6) Number of shares and par value
of preferred stock of the corporation
outstanding as of the beginning and
end of the period, the rate of dividend
on such stock and whether such dividend
is cumulative or noncumulative;

(7) .A description of the convertible
securities-issued by'the corporation, in-

No. 23-16

cluding a statement of the face value of,
and rate of interest on, such securities;

(8) The name and address of each
shareholder, the class and number of
shares held by each, together with any
changes in stock holdings during such
period;

(9) The name and address of each
holder of securities convertible into
stock of the corporation, the class, num-
ber, and face value of the securities held
by each, together with any changes in
the holdings of such securities during
the period;

(10) A certified copy of any resolution
or plan, and any amendments thereof or
supplements thereto, for or in respect of
the dissolution of the corporation or the
liquidation of the whole or any part of
its capital stock; and

(11) Such other information as may
be required by the return form.

If a person Is required to file a return
under section 338 (a) and this section
with respect to more than one foreign
corporation, a separate return must be
filed with respect to each foreign cor-
poration.

(d) VerificatioU of returns. All returns
required by section 333 (a) and this ccc-
tion shall be verified under oath or affir-
mation in the same manner as prezeribad
in section 19.51-4.

(e) Penalties. For criminal penalties
for failure to file the returns required
by section 338 (a) and this section, see
section 340.*

§ 19.338-2 Annual information re-
turns by oflcers and directors of cer-
tain foreign corporations. (a) Require-
ment for filing returns. - (1) General.
Under section 338 (b), on the sLxtieth
day after the close of the taxable year
of a foreign personal holding company
each individual who on such sixtieth day
is an officer or director of the corpora-
tion shall file with the Commissioner an
annual information return as provided
in section 338 (b) and this section.

(2) Returns jointly made. If two or
more officers or directors of a foreign
corporation are required to file annual
information returns under section 33a
(b) and this section, for any taxable
year of the corporation, any two or
more of such officers or directors. may in
lieu of filing separate annual returns
for such taxable year, Jointly execute
and file one annual return.

(b) Form of return. The return un-
der section 338 (b) and this section
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 re-
turn so as to set forth fully and clearly
the information called for therein and
by the applicable regulations. Returns
which have not been so prepared will not
be considered as meeting the require-
ments of the Internal Revenue Code.

(c) Contents of return. The return
shall, in accordance with the provisions

of this section and the instructions on
the form, sat forth with respect to the
taxable year of the foreign personal hold-
ing company the following information:

(1) The gros 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 respect
to such taxable year which is required by
section 333 (a) and paraMraph (c) of sec-
tion 19.33Z-1, except that if all the re-
quired returns with respect to =ch year
have been filed under section 338 (a) and
section 19.338-1, no information under
section 338 (b) (2) and this paragraph
need be set forth n such annual return;
and

(3) Such other Information as may be
required by the return form.
(d) Verification of returns. All returns

required by section 338 (b) and this sec-
tfon shall be verified under oath or affir-
mation in the same manner as prescribed
in section 19.51-4.

(e) Pcnalfies.-For criminal penalties
f9r failure to file the returns required by
section 338 (b) and this section, see sec-
tion 340.0

§ 19.338-3 Time and place of filing
returns. Returns required by section 338
and sections 19.333-1 and 19.338-2 shall
be filed with the Commissioner of Inter-
nal Revenue Washington, D. C., atten-
tion Income Tax Unit, Records Division,
and will b2 considered filed within the
time or times required by law if, within
such time or tims, such returns are made
and placed in the mals in due course,
properly addressed and postage paid, pro-
vided they are actually received in the
offmce of the Commissioner of Internal
Revenue, Washington, D. C., even though
received after such time or times.*

S-r. 339. 1ZFO_1'AT1O2xT M=17=73 BTST .

(a) Monthly refurn3. On the fifteenth
day of each month each United States share-
bolder, by or for whom 50 per centum or
more in value of the cutstnding stock of
a forelgn corporation is owned directly or
indirectly (incluing in the caze of on Indl-
vildu, stock owned by the m.wmbers of his
family as defined in rection 333 (a) (2)), if
such foreign corporation with respect to its
tasab!e year preceding the -taxable year
(whether bc-anning on. before, or after Jan-
uary 1, 1039) in which such month occuri
was a foreign percanal holding company
shall file with the Comml-zsoner a return
ccttlng forth with respect to the preceding
calendar month the name and address of
each shareholdcr, the cl-s and number of
shares held by -ch, together with any
changes in ctcznoldinp during such p=iod,
the name and address of any holder of zsan-
rltles convertible into stce-. of such car-
poration. and such other Information with
r-peczt to the stooL and sEcurit es of the
corporation a- the Commislioner with the
approval of the as=retary shall by regulatlons
prEscribe as nce szary for carrying out the
provi ions of ths title. The Commis-soner,
with the approval of the Searetary, may by
regulations prescribe, as the perliod with re-
spcct to which returns shall he filed, a lozger
period than a month. In suzh caza the re-
turn shall he due on the fifteanth day of
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the succeeding period, and shall be flied 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 subsection
(a) no return shall be required under this
subsection;

§ 19.339-1 Information returns by
shareholders of certain foreign corpora-
tions.

(a) Requirement for filing returns.
(1) General. On the 15th-day of

each month each United States share-
holder, by or for whom 50 percent or more
in value of the outstanding stock of a
foreign corporation is owned, 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 re-
spect to its taxable year preceding the
taxable year (whether beginning on, be-
fore, or after January 1, 1939) in which
such month occurs was a foreign personal
holding company, shall file with the Com-
missioner an information return as pro-
vided in section 339 (a) and this section.

(2) Returns for a period exceeding
one month. In the cast of a foreign
personal holding company which before
the close of its taxable year specified in
paragraph (a) (1) of this section, dis-
tributed to its shareholders 90 percent
or more of its 8upplement P net income,
or which has no such net income for such
taxable year, the periods with respect to
which information returns under section
339 (a) shall be filed shall be the same
as the periods prescribed in paragraph.
(a) (2) of section 19.338-1.

(3) Duplicate returns. If a share-
holder in a foreign corporation files, as an
officer or director in such corporation,
the returns required by section 338 (a)
and section 19.338-1, such returns shall
be considered as* returns filed under sec-
tion 339 (a).

(b) Form of return. The return un-
der section 339 (a) and this section shall
be made on Form 957, copies of which,
upon request, may be procured from any
collector. Each shareholder should care-
fully prepare his return so as to set
forth fully and clearly the information
called for therein and by the applicable
regulations. Returns which have not
been so prepared will not be considered
as meeting the requirements of the In-
ternal Revenue Code.

(c) Contents of return. The return
shall, in accordance with the provisions
of this section and the instructions on
the form, set forth with respect to the
preceding period the same information
as required to be shown on that form by

section 338 (a) and paragraph (c) of
section 19.338-r

If a person is required to file a return
under section 339 (a) and this section
with respect to more than one foreign
corporation, a separate return must be
filed with respect to each foreign cor-
poration.

(d) Verification of returns. All re-
turns required by section 339 (a) and
this section shall be verified under oath
or affirmation in the same manner as
prescribed in section 19.51-4.

(e) Penalties. For criminal penalties
for failure to file the returns required
by section 339 (a) and this section, see
section 340.*

SEC. 19.339-2. Annual information re-
turns by sharholders of certain foreign
corporations.

(a) Requirement for filing returns.

(1) General. Under section 339 (b),
on the sixtieth day after the close of the
taxable year of a foreign personal hold-
ing company, each United States share-
holder, by or for whom on such sixtieth
day 50 percent or more in value of the
outstanding stock of the company is
owned, directly or indirectly (including
in the case of an individual, stock owned'
by members of his family as defined in
section 333 (a) (2)), shall file with the
Commissioner an information return as
provided in section 339 (b) and this
section.

(2) Duplicate returns. If a share-
holder in a foreign corporation files, as
an officer or director in such corpora-
tion, the returns required by section
338 (b) and section 19.338-2, such re-
turns shall be considered as returns filed
under section 339 (b).

(b) Form of return. The return
under section 339 (b) and this section
shall be made on Form 957, copies of
which, upon request, may be procured
from any collector. 'Each shareholder
should carefully prepare his return so
as to set forth fully and clearly the in-
formation- 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 Internal Revenue Code.

(c) Contents of return. The return
shall, ii accordaiice with the provisions
of this section and the instructions on
the form, set forth with respect to the
ta]xable year of the foreign personal
holding company the same information
which is required under section 339 (a),
paragraph (e) of section 19.338-1, and
paragraph (c) 'of section 19.339-1, except
that if all the required returns with re-
spect to such year have-been filed under
section 339 (a) and section 19.339-1,
no return under section 339 (b) and this
section is required.

If a person is required to fie an
annual return under section 339 (b)
and'this section with respect to more
than one foreign personal holding com-

pany, a separate return must be filed
with respect to each foreign personal
holding company.

(d) Verification o1 returns. All re-
turns required by section 339 (b) and
this section shall be verified under oath
or affirmation In the same manner as
prescribed In section 19.51-4.

(e) Penalties. For criminal penalties
for failure to file the returns required
by section 339 (b) and this section, see
section 340,*

§ 19.339-3 Time add place of filing
returns. Returns required by section
339 and sections 19.339-1 and 19.339-2
shall be filed with the Commissioner of
Internal Revenue, Washington, D. C,, at-
tention Income Tax Unit, Records Di-
vision, and will be considered filed with-
in the time or times required by law if,
within such time or timeS, such returns
are made and placed In the malls in due
course, properly addressed and postage
pat d provided they are actually received
in the office of the Commissioner of In-
ternal Revenue, Washington, D. C., even
though received after such time or
times.*

BEC. 340. PENALTzEs.
Any person required under section 338 or

339 to file a return, or to supply any in-
formation, who willfully falls to file such
return, or supply such Information, at the
time or times required by law or regulations,
shall, In lieu of the penalties provided In
section 145 (a) for such offense, be guilty of
a misdemeanor and, upon conviction thereof,
be fined not more than $2,000, or imprison-
ment for not more than one year, or both,

Mutual Investment Companies

SEc. 361. DrnEITMoN.

(a) Zn general. For the purposes of this
chapter the term "mutual investment com-
pany" means any domestic corporation
(whether chartered or created as an invest-
ment trust, or otherwise), Other than a por-
sonal holding company as defilned'in section
501, if--"

(1) It Is organized for the purpose of, and
substantially all Its business consists of,
holding, investing, or reinvesting In stock
or securities; and

(2) At least 05 per centum of Its gross
income Is derived from dividends, Interest,
and gains from sales or other disposition of
stock or securities; and

(3) Less than 30 per centum of its gross
income is derived from the sale or other dis-
position of stock or securities held for less
than six months; and

(4) An amount not less than 00 per
centum of its net Income Is distributed to
its shareholders as taxable dividends during
the taxable year; and

(5) Its shareholders are, upon reasonable
notice, entitled to redemption of their stool,
for their proportionate interests in the cor-
poration's properties, or the casft equivalent
thereof less a discount not in excess of 3
per centum thereof.

(b) Limitations. Despite the provisions
of paragraph (1) a corporation shall not be
considered as a mutual Investment company
if at any time during the taxable year-

(1) More than 5 per contum of the gross
assets of the corporation, taken at cost, was
invested In stock or securities, or both, of
any one corporation, government, or poltical
subdivision thereof, but this limitation shall
not apply to investments in obligations of
the United States or in obligations of any
corporation organized under general Act of
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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 securities, or
both, of any one corporation; or

(3) It had any outstanding bonds or In-
debtedness in excess of 10 per centum of its
gross assets taken at cost; or

(4) It fails to comply with any rule or
regulation prescribed by the Commissioner,
with the approval of the Secretary, for the
purpose of ascertaining the actual owner-
ship of its outstanding stock.

§ 19-361-1 Defynition. of a mutual in-
vestment company. The term "mutual
investment company" means a domestic
corporation whether chartered or incor-
porated, or created under a trust instru-
ment or otherwise, as an. investment
trust, and whether of the fixed or gen-
eral management type (other than a per-
sonal holding company as defined in sec-
tion 501), which complies with all the
conditions prescribed by section 361. As
to definition of a corporation see section
3797 (a) (3).*

§ 19.361-2 Proof of status of a mutual
investment company.

(a) The Internal Revenue Code 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 e.i-
gaged in holding, investing or reinvesting
in, stock or securities. It must have-been
organized for that purpose, and, through-
out the taxable year operated primarily
as a medium through which contribut-
ing shareholders are offered centralized
management and diversity of invest-
ments. If its predominant purpose is to
hold, invest or reinvest in, stock or se-
curities, 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- a mutual investment company.
A finance corporation, or a corporation
engaged in the business of a dealer in
stock or securities, or of a trader in
stock or securities for its own account,
is not a mutual investment company.

(b) The Internal Revenue Code pro-
vides that at least 95 percent of the cor-
poration's gross income for the taxable
year must be derived from dividends, in-
terest, and gains from sales or other dis-
position of stock or securities, and that
less than 30 percent of the corporation's
gross income for the taxable year must
have been derived from the sale or other
disposition of stock or securities held for
less than six months. (See section 361
(a) (2) and (3).) In determining the
percentage of the corporation's gross
income which has been derived from such
sources, a loss from the sale or other dis-
position of stock or securities does not
enter into the computation. The deter-
mination of the period for which stock
orsecurities have been held shall be gov-"

erned by the provisions of section
117 (h) in so far as applicable.

(c) The Internal Revenue Code pro-
vides that an amount not lzs than 90
percent of the corporation's net income
for the taxable year must have been dis-
tributed to Its shareholders as taxable
dividends during the taxable year. The
term "taxable dividends" means divi-
dends (as defined in section 115) whIch
are taxable in the hands of such share-
holders as- are subject to taxation under
chapter 1, and includes, for the pur-
pose of section 361 (a) (4), the propor-
tionate share of the net earnings of the
current year to the date of redemption
distributed to the shareholder upon re-
demption. A taxable dividend Is not dis-
tributed to Its shareholders during the
taxable year within the meaning of sec-
tion 361 (a) (4), unless the dividend is
received by the shareholders during the
taxable year of the company. Sea szc-
tion 19.27 (b)-2, relating to when divi-
dends are considered paid.

(d) The Internal Revenue Code re-
quires that shareholders must,upon rea-
sonable notice, be entitled at all times
during the taxable year to redemption
or purchase of their stock for their pro-
portionate interests in the corporation's
properties, or the cash equivalent thereof,
less a discount not in excess of 3 percent
thereof. Redemption within CO days of
written notice Is redemption upon rea-
sonable notice, even though cubject to
exception in case of extraordinary
crlsEi.*

§ 19.361-3 .Records to be kept for
purpose of ascertaining actual owner-
ship of outstanding stock of mutual in-
vestment companies. Every mutual in-
vestment company shall maintain in the
collection district in which it Is required
to file its income tax return permanent
records showing the information rela-
tive to the actual owners of Its stock
contained in the written statements re-
quired by these regulations to be de-
manded from the shareholders. The
term "actual owner of stock," as used In
these regulations, includes the person
who is required to include in gro, in-
come in his return the dividends re-
ceived on the stock. Such records s;hall
be kept at all times available for inspec-
tion, by any authorized ofilcer or em-
ployee of the Bureau of Internal Reve-
nue, and shall be retained as long as the
contents thereof may become material
in the administration of any internal-
revenue law.

A mutual investment company hal
demand of each of its shareholders (or
in the case of a company all or substan-
tially all of the capital stock of which Is
held by trustees for the purpose of exer-
cising voting rights, such company shall
demand of each of the registered hold-
ers of certificates of beneficial Interest
in the company) on or before the pay-
ment of any dividend a written statement
giving (1) the name and address of the

actual owner, as of the date the shara-
holder becomes entitled to the dividend,
whether payable then or later, of the
stcck with rEspect to which the dividend
Is p3yable, (2) the name and address
of the person who executes the state-
ment, and (3) the number of shares to
which the statement pertains, or If the
statement Is made by the actual owner,
the total number 6f shares actually
owned by such parson.

At the time the first demand is mad,
as required by this section, a like state-
ment shal be demanded with respect to
any prior dividends paid within the
taxable year, unless at the time such
dividends were paid ownership state-
men!s were dmnanded as required by
article 361-3 of Regulations 101 [sec-
tion 9.361-3, Title 26, Code of Federal
Re-,ulatlonsl'.

§19.361-4 Records to bz kept for
purpaxos of determining whether a oar-
poration claiming to be a mutual in-
vestment company is a personal hold-
ing company. For the purpose of de-
termining whether a domestic corpora-
tion claiming to be a mutual investment
company Is a prsonal holding company
as defined in section 501, the permanent
records of the corporation shalI show, to
the bzs of the knowledge and belief of
the actual owners of its stock, the max-
imum 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
actually 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 tamable year, as provided
in section 503. Statements giving such
additional information shal be de-
mandgd 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 corpo-
ration as provided In section 19.361-3,
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 lezs than 2,000 and more than 200
actual owners of its stock as so dis-
clozed, 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 stockI

§ 19a31-5 Additional information re-
quircd in return3 of shareholders. Any
peron who falls or refuses to comply
with the demand of a mutual investment,
company for the written statements
which sections 19.361-3 and 19.361-4 re-
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quire the company to demand from its Nothing in these regulations shall be
shareholders shall submit as a part of construed to relieve mutual investment
the income tax return required by the companies or their shareholders from the
Internal Revenue Code of such person duty of filing information returns re-
a statement showing, to the best of his quired by regulations prescribed under
knowledge and belief- sections 147 and 148.*

(1) the number of shares actually SEC. 362. "TAX ON muTuAL n 5TV i5NT

owned by him at any and all times dur- coZIPAzn'E.
ing the period for.which the return is (a) Supplement Q net income. For the

f purposes of this chapter the term "Supple-fled in any company claiming to be a ment Q net income" means the adjusted net
mutual investment company; income minus the basic surtax credit corn-

(2) the dates of acquisition of any puted under section 27 (b) without the ap-
such stock during such period and the plication of paragraphs (2) and (3).

(b) Imposition of tax. There shall benames and addresses of persons from levied, collected, and paid for each taxable
whom it was acquired; year upon the Supplement Q net income of

(3) the dates of disposition of any every mutual investment company a taxequal. to 16Y2 per centum of the amount
such stock during such period and the the1eof. -
names and addresses of the transferees SEC. 211. NET 0PJ.TWO LOSSE. (R-us
thereof; AcT or 1939.)

(4) the names and addresses of the
members of his family, (as defined in (h) DeialI of aeduction to mutual invest-
section 503 (a) (2)); the names and ad- ment companies. Section 362 (a) of-the In-

a fternal Revenue Code (relating to definition
dresses of his partners, if any, in any of Supplement Q net income) is amended to
partnership; and the maximum number read as follows:
of shares, if any, actually owned by each "(a) Supplement Q net income. For the
in any corporation claiming to be a mu- purposes of this chapter the term 'Supple-
tual investment company, at any time ment Q net income' means the adjusted net
during the last half of the taxable year Income, computed without the net operating
-dofungch coana loss deduction provided in section 23 (s),of such company; minus the basic surtax credit computed under

(5) the names and addresses of any section 27 (b) without the application of

corporation, partnership, association, or paragraphs (2) and (3)."
trust in which he had a beneficial inter-
est to the extent of at least 10 percent SzEc209. TAX ON mvmAL Nv'ETM COM-

PAmrEs. (Rzvmq-oE AcT oF 1939.)
at any time during the period for which Section 362 (b) of the Internal Revenue
such return is made, and the number Code (relating to the tax on mutual invest-
dT shares of any corporation claiming ment companies) is amended to read as fol-
to be a mutual investment company lows:
actually owned by each; "(b) Imposition of tax. There shall be

levied, collected, and paid for each taxable
(6) the maximum number of shares year upon the Supplement Q net income of

(including the number and face value of every mutual investment company a tax
securities convertible into stock of the equal to 18 per centum of the amountthereof."
corporation) in any domestic corporation
claiming to be a mutual investment com- SEc.-229. TAXABLE YEARS TO W CHc AMEND-

MENTS APPLICABLE. (REvznu ACT oF 1939.)pany to be considered as constructively Except the amendments made by sections
owned by such individual at any time 211, 213, 214, 215, 217, 219, 220, 221, 222, 223,
during the last half of the corporation's 226, 227, and 228, the amendments made by

this title to the Internal Revenue Code shalltaxable year, as provided in section 503 be applicable only with respect to taxable
and sections 19.503 (a)-1 to 19.503 (a)-7, years beginning after December 31, 1939.
inclusive, and section 19.503 (b)-1; and § 19.362-1 Tax on mutual investment

(7) the amount and date of receipt of companies, If a corporation, as defined
each dividend received during such period .in section 3797 (a) (3), shows to the
from every corporation claiming to be a satisfaction of the Commissioner that it
mutual investment company, is entitled to the status of a mutual in-

When making demand for the written Vestment company, as defined in -section
statements required of each shareholder 361, it is taxable (1) for any taxable
under these regulations, the company year beginning after December 31, 1938,
shall inform each of the shareholders of and before January 1, 1940, upon its
his duty to submit as a part of his income 'Supplement Q net income, as defined in
tax return the statements which are re- section 362 (a), prior toits amendment,
quired by this section if he fails or refuses at the rate of 16Y percent, and (2) for
to comply with such demand. A list of 'any taxable year beginning after De-
the persons failing or refusing to comply cember 31, 1939, upon its Supplement Q
in whole or in part with a company's de- net income, as defined in section 362 (a),
mand shall be maintained as a part of as amended, at the rate of 18 percent.
its records required by these regulations. A mutual investment company is not al-
A company which'fails to keep such rec- lowed, under section 362 (a), the credit
ords to show the actual ownership of its for dividends received provided in sec-
outstanding stock as are requIred by tion 26 (b) or the net operating loss de-
these regulations, or which may be re- duction provided in section 23 (W). In
quired from time to time by any rule or all other respects, a mutual investment

k regulation prescribed by the Commis- company is treated, for purposes of tax-
sioner, with the approval of the Secretary, ation, as any other corporation subject
for such purpose, shall not be taxable as to taxation under the Internal Revenue
a mutual investment company. Code.*

Exchanges and Distributions in Obedi-
ence to Orders of Securities and Ex-
change Commission

SEc. 371. NONuECONITION OF CAIN On LOSS,

(a) Exchanges of stock or scouritics only.
No gain or loss ahall be recognized to the
transferor If stock or securities in a corpo-
ration which Is a registered holding company
or a majority-owned subsidiary company are
transferred to such corporation or to an
associate company thereof which is a regis-
tered holding company or a majority-owned
subsidiary company solely In exchange for
stock or securities (other than stock or scu-
rities which are nonexempt property), and
the exchange is made by the transfere cor-
poration in obedience to an order of the
Securities and Exchange Commission,

(b) Exchanges of property for property 6y
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 obdience to an order
of the Securities and Exchange Commispion
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 simpli-
fication 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, stool
or securities (other than stock or securities
which are nonexempt property), without
the surrender by such shareholder of stock
or securities in such corporation, no gain to
the distrlbutee 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 1S
a member of the same system group in
exchange for other property, and the ex-
change by each corporation Is made in
obedience to an order of the Securities and
Exchange Commission, or (B) If there Is
distributed to such corporation as a share-
holder in a corporation which is a member
of the same system group, property, without
the surrender by such shareholder of stook
or securitieS in the corporation making the
distribution, and the distribution is made
and received in obedience to an order of the
Securities and Exchange Commission. If tn
exchange by or a distribution to a corpora-
.tion with respect to which no gain or loss
is recognized under any of the provsions
of this paragraph may also be considered
to be within the provisions of subsection
(a), (b), or (c), then the provisions of
this paragraph only shall apply.

(2) If the property received upon an
exchange which is within any of the pro-
visions 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 securi-
ties (other than stock which is not pre-
ferred as to both dividends and assets)
are sold and the proceeds derived there-
from are applied in whole or In part in the
retirement or cancellation of stock or of
securities of the recipient corporation out-
standing at the time of such exchange, no
gain or loss shall be recognized to the re-
ciplent corporation upon the sale of the stock
or, securities with respect to which such
order was made; except that if any part of
the proceeds derived from the sale of such
stock or securities is not so applied, or it
the amount of such proceeds Is in excess of
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the fair market value of such stock or se-
curities at the time of such exchange. the
gain, if any, shall be recognized, 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 pro-
ceeds derived from such sale exceeds such
fair market value, whichever is the greater.

-(e) Exchanges not solely in kind.
(1) If an exchange (not teithiu any of

.the provisions of subsection (d) would be
within the provisions of subsection (a) or
(b) if it were not for the fact that prop-
erty received in exchange consists not only
of property permitted by such subsection
to be received without the recognition of
gain or loss, but also of other property or
money, then the gain, if any, to the recipi-
ent shal be recognized, but in an amount
not in excess of the sum of such money
and the fair market value of such other
property, and the loss, if any, to the recipl-
ent shall not be recognized.

(2) If an exchange is within the pro-
visions of paragraph (1) of this subsection
and if it includes a distribution which 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 such
paragraph (1) as is not in excess of his
ratable share of the undistributed earnings
and profit 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) Application of section. The provisions
of this section shall not apply to an ex-
change or distribution unless (1) the ord'er
of the Securities and Exchange Commission
in obedience to which such exchange or dis-
tribution was made recites that such ex-
change or distribution is necessary or ap-
propriate to effectuate the provisions of sec-
tion 11 (b) of the Public Utility Holding
Company Act of 1935, 49 Stat. 820, (U.S.C.
Sup. 3I Title 15, § 79 (b)), (2) such order

N specifies and itemizes the stock and securi-
ties and other property which are ordered
to be transferred and received upon such
exchange or distribution, and (3) such ex-
change or distribution was made in obedi-
ence to such order and was completed with-
in the time prescribed therefor in such order.

(g) Non-applcation of other provisions.
If an exchange or distribution made in
obedience to an order of the Securities and
Exchange Commission is within any of the
provisions of this section and may also be
considered to be within any of the pro-
visions of section 112 (other than the pro-
visions of paragraph (8) of subsection (b)).
then the provisions of this section only
shall apply.

§ 19.371-0 Terms used The follow-
ing terms are defined in section 373 and
when used in this section and sections
19.371-1 to 19.373-1, inclusive, shall have
the meanings therein assigned to them:
"Order of the Securities and Exchange
Commission"; "registered holding com-
pany"; "holding-company system"; "as-
sociate company"; "majority-owned sub-
sidiary company"; "system group";
"nonexempt property"; and "stock or
securities2' Any other term used in this
section and sections 19.371-1 to 19.373-1,
inclusive, which is defined in the In-
ternal Revenue Code, shall be given the
respective definition contained in the
Code.*

§ 19.371-1 Purpose and scope of ex-
ception. The general rule is that the
entire amount of gain or loss from the
sale or exchange of property is to be
recognized (see section 112 (a) and that
the entire amount received as a dividend

is to be included in gross income (see
sections 22 (a) and 115). Exccpttons
to the general rule are provided in sec-
tion 112, one of which is that made by
section 112 (b) (8) with respect to ex-
changes, sales, and distributions specifi-
cally described in section 371. Section
371 provides the extent to which gain or
loss is not to be recog-nized on an ex-
change or sale, or the receipt of a distri-
bution, made in obedience to an order
of the Securities and Exchange Commis-
sion, which is issued to effectuate the
provisions of section 11 (b) of the Public
Utility Holding Company Act of 1935.
Section 115 (c) provides that a distri-
bution in liquidation of a corporation
shall be treated as an exchange, and such
a distribution is to be so treated under
.the provisions of Supplement R (sections
371 to 373, inclusive). The order of the
Securities and Exchange Commnision
must be one requiring or approving ac-
tion which the Commission finds to be
necessary or appropriate to effect a sim-
plIfication or geographical inte--ration
of a particular public utility holding-
company system. For sepecific require-
ments with respect to an order of the
Securities -and Exchange Commission,
see section 371 Wf).

The requirements for nonrecoanition
of gain or loss as provided in section 371
are precisely stated with respect to the
following four ganeral types of trans-
actions:

(1) The exchange that Is provided for
in section 371 (a), in which stock or
securities in a registered holding com-
pany or a majority-owned subsidiary
company are exchanged for stock or
securities.

(2) The exchange that is provided for
in section 371 (b), in which a registered
holding company or an associate com-
pany of a registered holding company
exchanges property for property.

(3) The distribution that is provided
for in section 371 (c), in which stock or
securities are distributed to a shareholder
in a corporation which is a registered
holding company or a majority-owned
subsidiary company;.

(4) The transfer that is provided for
in section 371 (d), In which a corpora-
tion which is a member of a sy-tenl group
transfers property to another member
of the same system group.
Certain rules with respect to the receipt
of nonexempt property on an exchange
described in section 371 (a) or (b) are
prescribed in section 371 Ce).

These new exceptions to the general
rule are to be strictly construed as in the
case of the other exceptions in section
112. Unless both the purpose and the
specific requirements of Supplement R
(sections 371 to 373, inclusive) are clearly
met, the recognition of gain or loss upon
the exchange, sale, or distribution will
not be postponed under Supplement R.
Moreover, even though a taxable trans-
action occurs in connection or simultane-
ously with a realization of gain or loss to

which nonreco-nition is accorded, never-
thelesz, 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
directly attributable to a disposition of
property as such. or the receipt of a cor-
porate distribution as such, in an ex-
change, sale, or distribution specifically
described in section 371.

The application of the provisions of
Supplement R (sections 371 to 373, in-
clusive) is intended to result only in
P03tponing the recognition of gain or
loss until a disposition of property is
made which Is not covered by such pro-
visons, and the continuation of the
basis as provided In section 372 is de-
signed to effect this result. Although
the time of recognition may be shifted,
there must be a true reflection of in-
come 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.*

§ 19.371-2 Exchzanges of stock or se-
cutris co!ely for stock or securities.
The exchange, without the recognition
of gain or loss, that is provided for in
section 371 (a) must be one in which
stock or securities in a corporation
which is a registered holding company
or a majority-owned subsidiary com-
pany are exchanged solely for stock or
securities other than stock or securi-
ties which constitute nonexempt prop-
erty. An exchange is not within the
provisions of section 371 (a), unless the
stock or securities transferred and
those received are stock or securities as
defined by section 373 Wf. 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 pro-
visions of section 371 (a) may be a
transaction between the holder of stock
or securities and the corporation which
Issued the stack or securities. Also the
exchange may be made by a holder of
stock or securities with an associate
company (i. e., a corporation n the same
holding-company system with the is-
suing corporation) which is a registered
holding company or a majority-owned
subsidlary company. In either case,
the nonrecognition provisions of section
371 (a) apply only to the holder of the
stock or securlties. However, the trans-
feree corporation must be acting ia
obedience to an order of the Securities
and Exchange Commison directed to
such corporation, if no gain or loss is
to be recognized to the holder of the
stock or securities who makes the ex-
change with such corporation. See also
section 371 (b), in case the holder of
the stock or securities is a registered
holdina. company or an associate com-
pany of a registered holding company.
An exchange Is not within the provisions
of section 371 (a) if it is within thE
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provisions of section 371 (d), relating'
to transfers within a system group.
For further limitations, see section
371 (f).*

§ 19.371-3 Exchanges of property for
ropertj by corporations. The nonrecog-

nition of gain or loss provided for in sec-
tion 371 (b) is limited to an exchange by
a transferor corporation which is (1) a
registered holding company or (2) an as-
sociate company of a registered holding
company. No restriction is imposed with
respect to the class of property which
may be transferred by the transferor cor-
poration, 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 non-
exempt property, though the receipt, in
part, of nonexempt property by the trans-
feror corporation does not prevent non-
recognition of all of its loss from the ex-
change under section 371 (e). It is es-
sential to the nonrecognition either of
gain or loss that in makifig the exchange
the transferor corporation shall be acting
in obedience to an order of the Securities
and Exchange Commission reciting that
such exchange by the transferor corpo-
ration is necessary or appropriate to the
Integration or simplification of the hold-
ing company system of which such cor-
poration is a member. -An exchange is
not within the provisions of section 371
(b) if it is within the provisions of sec-
tion 371 (d), relating to transfers within
a system group. For further limitations,
see section 371 f).

Example: The A Corporation, a reg-
istered 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 Corpoiation with trans-
mission lines in region Y. The trans-
mission lines of the B Corporation have
an adjusted basis of $300,000 and a fair
market value of $325,000. The C Cor-
poration, a registered holding company,
is a member of holding-company sys-
tem 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 Cor-
poration, an operating company with a
generating plant and transmission 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 appropriate order of the
Securities and Exchange Commission
relative to the integration of holding-
company system No. 1, the B Corpora-
tion transfers its transmission lines in
region Y to the D Corporation in ex-
change 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. However, the pro-
visions of section 371 (b) do not apply
to the disposition by the D Corporation

of its generating plant and transmis-
sion lines in region X unless such dis-
position'is made in obedienca to an ap-
propriate 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.*

§ 19.371-4 Distribution solely of stock
or securities. If, without any surrender
of his stock or securities as defined in
section 373 f), a shareholder in a cor-
poration "which is a registered holding
company or a majority-owned subsidiary
company receives stock or securities in
such corporation or owned by such cor-
poration, nao gain to the shareholder will
be recognized with respect to the stock
or securities received by such shareholder
which do not constitute nonexempt prop-
erty, if the distribution to such share-
holder is made by the distributing corpo-
ration in obedience to an order of the
Securities and Exchange Commission di-
rected to such corporation. A distribu-
tion Is not within the provisions of sec-
tion 371 c) if it is within the provisions
of section 371 (d), relating to transfers
within a system group. A distribution is
also not within 'the provisions of section
37-1 (c) if it involves a surrender by the
shareholder of stock or securities or a
transfer by the shareholder of property
in exchange for the stock or securities
received by the shareholder. For further
limitations, see section 371 (f).*

§ 19.371-5 Transfers within system
group. The nonrecognition of gain or
loss provided for in section 37Jr (d) (1)
is applicable to an exchange of property
for other property (including money and
other nonexempt property). In order
for any exchange to come within such
section, all the parties to the exchange
must be corporations which are members
of the same system group. The term
"system group" is defined in section
373 d).

Section 371 Cd) (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) is distributed to such
corporation as a shareholder in a cor-
poratien 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 section 19.371-1, nonrecog-
nition of gain.or loss will not be accorded
to a transaction not clearly provided for
in Supplement R (sections 371 to 373, in-
clusive), even though such transaction
occurs simultaneously or in connection
with an exchange, sale, or distribution to
which nonrecognition is specifically ac-
corded. Therefore, nonrecognition will
not be accorded to any gain or loss real-
ized from the discharge, or the removal
of the burden, of the pecuniary obliga-
tions of a member of a system group,
even though such obligations are acquired
upon a'transfer or distribution specifi-
calW described dn section 371 (d) (1);

but the fact that the acquisition of such
obligations was upon a transfer or dis-
tribution specifically described in section
371 (d) (1) will, because of the basis
provisions of section 372 (d), affect the
cost to the member of such discharge or
its equivalent. Thus, section 371 (d) (1)
does not provide for the nonrecognition
of any gain or loss realized from the dis-
charge of the Indebtedness of a member
of a system group as the result of the
acquisition in exchange, sale, or distribu-
tion of iti own bonds, notes, or other evi-
dences of Indebtedness which were
acquired by another member of the same
system group for a consideration less or
more than the Issuing price thereof (with
proper adjustments for amortization of
premiums or discounts).

Example. Suppose that the A Cor-
poration 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
something other than its own securities
(see section 19.372-4) will, in this type
of transaction, reflect the cost to the 13
Corporation of effecting a retirement of
its own $1,000 bond. The $100 gain of
the B Corporation reflected in the retire-
ment 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 distribu-
tion are acting in obedience to an order
of the Securities and Exchange Comnis-
sion. If an exchange or distribution is
within the provisions of section 371 d)
(1) and also may be considered to be
within some other provision of section
371, it shall be consilered that only the
provisions of section 371 (d) (1) apply
and that the nonrecognition Of gain or
loss upon such exchange or distribution
is -by virtue of that section.*

§ 19.371-6. Sale of stock or securities
received upon exchange by members of
system group. Section 371 Cd) (2) pro-
vides that to the extent that property re-
ceived upon an exchange by corporations
which are members of the same system
group consists of stock or securities Is-
sued by the corporation from which such
property was received, such stock or se-
curities 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 nonrec-
ognition of gain or loss is limited, In the
case of stock, to a sale of stock which
is preferred as to both dividends and as-
sets. The stock or securities must, have
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been -received upon an exchange with
respect to which section 371 (d) (1) op-
erated to prevent recognition of gain oi
loss to any party to the exchange. Non-
recognition of gain or loss upon the sale
.of such stock or securities is permitted
jonly if the proceeds derived from the sale
are applied in retirement or cancellation
of stock or securities of the selling cor-
poration which were outstanding at the
time the exchange was made. It is also
essential to nonrecognition of gain or
loss upon the sale that both the sale of
the stock or securities and the applica-
tion of the pToceeds derived therefrom be
made in obedience to an order of the Se-
curities and Exchange Commission. If
any part of the proceeds derived from the
sale is not applied in making the required
retirement or cancellation of stock or se-
curities and if the sale is otherwise with-
in 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 pro-
ceeds derived from the sale of the stock
or securitie_ 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
recognized to the extent of such excess.
Section 371 (d) (2) does not provide
for the nonrecognition of any gain re-
suiting from the retirement of bonds,
notes, or other evidences of indebtedness
for 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 securities 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, 1939, issues to
the X Corporation 1,000 shares of class
A stock, preferred as to both dividends
and assets. The fair market value of
su h stock at the time of issuance is
$90,000 and its basis to the X Corpora-
tion is $75,000. On December 1, 1939,
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 ap-
plies $95,000 of this amount to the retire-
ment of its own bonds, which were out-
standing on June 1, 1939. The remain-
ing $5,000 is not used to retire any of
the X Corporation's stock or securities.
Of the total gain of $25,000 realized on
the disposition of the - Corporation
stock only $10,000 is recognized, being
the difference between the fair market
value of the stock when acquired and
the amount for which it was sold, since
such amount is greater than the portion
($5,000) of the proceeds not applied to
the retirement of the X Corporation's
stock or securities.

L If in-the above example the stock ac.
quired by the X Corporation had nol
been stock of the Y Corporation issuet

- to the X Corporation or if It had beer
stock not preferred as to both dividend.

I and assets, the full amount of the gair
($25,000) realized upon its dispostion
would have been recognlzed, regardlez:
of what was done'wlth the proceeds.*

* § 19.371-7 Exchange- in which. m'one
or other nonexempt property is recelvd
lUnder section 371 (e) (1), if In any ex-
change (not within any of the provis on
of section 371 (d)) in which (a) stock or
securities in a corporation which is a
registered holding company or a major-
ity-owned subsidiary are exchanged fox
stock or securities as provided for In
section 371 (a). or (b) property of a
corporation which is a registered holding
company or an associate company of a
registered holding company 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 per-
mitted to be received without recognition
of gain), then-

(1) The gain, if any, to the taxpayer
is to be recognized in an amount not In
excess of the sum of the money and the
fair market value of the other non-
exempt property, but

(2) The loss, If any, to the taxpayer
from such an exchange is not to b2
recognized to any extent.

If money or ,other nonexempt prop-
erty Is received from a corporation in
an exchange described in this sectionIand 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 distributee
(1) as a dividend, such an amount of the
gain recognized on the exchange as is
not in excess of the distrlbutee's ratable
share of the undistributed earnings and
profits of the corporation accumulated
after February 28, 1913, and (2) the re-
mainder of the gain so recognized shall
be taxed as a gain from the exchange of
property.*

§ 19.371-8 Requirements with respect
to order of Securities and Exchange
Commission. The term "order of the
Securities and Exchange Comminslon" is
defined in section 373 (a). In addition
to the requirements specified in that
definition, section 371 (f) provides that
the provisions of section 371 shall not
apply to an exchange or distribution un-
less 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 oZ 1935.

(2) The order shall specify and item-
ize the stock and securities and other
property (including money) which are

-'ordered to be transferred and received
upon the exchange or distribution, so as

L clearly to identify such proparty.
L (3) The exchange or distribution shall
; be made in obedience to the order and

shall be completed within the time pra-
k scribed in such order.
; Theze requirements were not designed
F 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
e sence, and must be met if gain or
loss is not to be recognized upon the

* transaction.*
§ 19.371-9 Nonarplication of other

provisions of the Internal Revenue
Code. The effect of section 371 (g) is
that an exchange, sale, or distribution
which Is within section 371 shall, with
respect to the nonrecognition of gain or
lo-s and the determination of basis,
be governed only by Supplement R (ssc-
tionz 371 to 373, Inclusive), the purpose
baing to prevent overlapping of the
promisons of such supplement and other
provisions of the Internal Revenue Coda.
In other words, if by virtue of section
371 any portion of a person's gain or
leos on any particular exchange, sale,
or distribution s not to be recognizmd,
then the gain or loss of such person
shall be nonreco nized only to the ex-
tent provided in section 371, regardles
of what the result might have been
under section 112 if Supplement R had
not ben enactsd; and similarly, the
basis in the hands of such person of the
property received by him in such trans-
action shall be the basis provided by
section 372, regardlezs of what the basis
cf such property might have been under
zection 113 if Supplement P. had not
bEen enacted. On the other hand, if
section 371 does not provide for the
nonrecoonltion of any portion of a per-
son's gain or los (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
reconized or nonrecognized to the ex-
tent provided for by other provisions
of the Code as if Supplement R had
not been enacted; and similarly, the
basi in his hands of the property re-
ceived by him in such transaction shall
be the basis provided by other provisions
of the Code as f Supplement R had
not been enacted.0

§ 19.371-10 Records to be kept and
informaton to b filed witth returns. -

(a) Every holder of stock or seu-rities
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 x-
change CommsLion, 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 perti-
nent to the nonrecognition of gain or
lo. upon such exchange, including-
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(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 aild address of the cor-
poration from which. the stock or secu-
rities were received in the exchange.

(3) A statement of the amount of
stock or securities and other property
(including nioney) received from the ex-
change. The amount of each kind of
stock or securities and other property
received shall be set forth upon the basis
of the fair market value thereof at the
date of the exchange.

(b) Each corporation which is a pary
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
exchange, including-

(1) A copy of the order of the Secu-
rities and Exchange Commission directed
to such corporation, in obedience to
which the exchange was made.

(2), A certified copy of the corporate
resolution authorizing the exchange.

(3) A clear description of all property,
including all stock or securities, trans-
ferred in the exchange, together -with a
complete statement of the cost or other
basis of each class of property.

(4) The date of acquisition of any
stock or securities transferred in the
exchange, and, if any of such stock or
securities were acquired by the corpora-
tion 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.
1 (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 ta the other corporation, in
obedience to which the exchange was
made by such other corporation.-

(7) If the corporation transfers any
nonexempt property, the amount of the
undistributed earnings and profits of the
corporation accumulated after February
28, 1913, to the time of the exchange.

(8) A statement of the amount of
stock or securities and other property
(including 'money) received upon the
exchange, including a statement of all
distributions or other disposition made
thereof. The amount of each kind of
stock or securities arid other property
received shall be stated on the basis of
the fair market value thereof at the
date of the exchange.

(9) A statement showing as to each
class of its stock the number, of shares
and percentage owned by any other cor-
poration, the voting rights and voting
power, and the preference (if any). as to
both dividends and assets.

(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 fle as a part of his income tax
return for the taxable year in which such
distribution is received a complete state-
ment of all facts periinent to, the nion-
recognition of- gain upon such distribu-
tion, 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 corporation) a state-
ment of all distributions or other dispo-
sition 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 distril~ution.

(3) 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.

(d) Every corporation making a dis-
-tribution in obedience to an order of the
Securities and Exchange Commission
shall file as a part of its -income tax re-
turn for its taxable year in which the
distribution is made a complete state-
ment of all facts pertinent to the non-
recognition of gain to the distributee
upon such distribution, including~

(1) A copy of the order of the Securi-
ties and Exchange Commission, in obed-
ence to which the distribution was made.

(2) A certified copy of the corporate
resolution authorizing the distribution.

(3) A statement of the amount of stock
or securities or other property (including
money) distributed to each shareholder.
The amount of each kind of stock or
securities or other "property 'shall be
stated on the basis of the fair market
value thereof at the date of the dis-
tribution.

(4) The date of acquisition of the stock
or securities distributed, and,, if any of
such stock or securities were acquired by
the distributing corporation in obedience
to an order of the Securities and Ex-
change Commission, a copy of such
order,

(5) The amount of the undistributed
earnings and profits of the corporation
accumulated after February 28, 1913, to
the time of the distribution.

(6) A -statement showing as to each
class of- its stock the number of shares
and percentage owned by any.other cor-
poration, the voting rights and voting
power, and the preference (if any) as to
both dividends and assets.

(e) Each corporation which is a mem-
ber of a system group and which In obe-
dience to an order of the Securities and
Exchange Commisilon sells stock or se-
curities received upon an exchange (mado
in obedience to an order of the Securi-
ties and Exchange Commission) and ap-
plies the proceeds derived therefrom in
retirement or cancellation of Its own
stock or securities shall file as a part of
its Income tax return for the taxable
year In which the sale Is made a com-
plete statement of all facts pertaining
to the nonrecognition of gain or loss
upon such sale, Including-

(1) A copy of the order of the Securi-
ties apd 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 of
such sale which was applied In retire
ment or cancellation of its stock or se-
curities, together with a statement
showing how long such stock or securi-
ties were outstanding prior to retirement
or cancellation.

(8) The issuing price of Its stock or
securities which were retired or can-
celed.

(f) Permanent records In substantial
form shall be kept by every taxpayer who
participates In an exchange or distribu-
tion made in obedience to an order of
the Securities and Exchange Commis-
sion, showing the cost or other basis of
the property transferred and the amount
of stock or securities and other property
(including money) received, in order to
facilitate the determination of gain or
loss from a subsequent disposition of
such stock or securities and other prop.
erty received on the exchange or dis-
tribution.*

SEc. 372. BAsiS FOR DrERn1n40 0A on

LOSS.

(a) Ezchanges getierally. If tho property
was acquired upon an exchango subject to
the provisions of section 371 (a), (b), or (o),
the basis shall be the same as in the case
of the property exchanged, decreased in the
amount of any money received by the tax-
payer and Increased In the amount of gain
or decreased in the amount of lozs to the
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taxpayer that was recognized upon such ex-
change under the law applicable to the year
in which the exchange was made. If the
property so acquired consisted in part of the
tpe of property permitted by section 371
(a) or (b) to be received without the recog-
nition of gain or loss, and in part of non-
exempt property, the basis provided in this
subsection shali be allocated between the
properties (other than money) received, and
for the purpose of the allocation there shall
be assigned to such nonexempt property
(other than money) an amount equivalent
to Its fair market value at the date of the
exchange. This subsection shall not apply
to property acquired by a corporation by the
issuance of its stock or securities as the con-
sideration In whole or in part for the trans-
fer of the property to it.

(b) Transfers to corporations. If, in con-
nection with a transfer subject to the pro-
visions of section 371 (a), (b), or (e), the
property was acquired by a corporation,
either as paid-in surplus or as a contribution
to capital, or in consideration for stock or
securities issued by the corporation receiving
the property (including cases where part of
the consideration for the transfer of such
property to the corporation consisted of
property or money in addition to such stock
or -securities), then the basis sball be the
same as it would be in the hands of the
transferor, increased in the amount of gain
or decreased in the amount of loss recog-
nized to the transferor upon such transfer
under the law applicable to the year in
whIch the transfer was made.

(c) Distributions of stock or securities. If
the stock or securities were received In a
distribution subject to the provisions of sec-
tion 371 (c), then the basis in the case of
the stock in respect of which the distribution
was made shall be apportioned, under rules
and regulations prescribed by the Commis-
sioner with the approval of the Secretary,
between such stock and the stock or securities
distributed.

(d) Transfers within system group. If the
property was acquired by a corporation which
is a member of a system group upon a trans-
fer or distribution described in section 371
(d) (1), then the basis shall be the same as
it would be in the hands of the transferor;
except that if such property is stock or se-
curities issued by the corporation from which
such stock or securities were received and
they were issued (1) as the sole consideration
for the property transferred to such corpora-
tion, then the basis of such stock or securities
shall be either (A) the same as in the case of
the property transferred therefor, or (B) the
fair market value of such stock or securities
at the time of their receipt, whichever is the
lower; or (2) as part consideration for the
property transferred to such corporation, then
the basis of such stock or securities shall be
either (A) an amount which bears the same
ratio to the basis of the property transferred
as the fair mrket value of such stock or
securities ,t the time of their receipt bears
tothe total fair market value of the entire
consideration received, or (B) the fair market
value of such stock or securities at the time
of their receipt, whichever is the lower.

§ 19.372-0 Basis for determining gain
or loss. Section 113 (a) (17) provides
that if property is acquired in any man-'
ner described in section 372, the basis
shall be that prescribed in such section
with respect to such property. Section
372 therefore expands section 113 (a) in
order to make adequate provisions with
respect to the basis of property acquired
in a transfer made in obedience to an
order of the Securities and Exchange
Commission in connection with which
the recognition of gain or loss is pro-
hibited by the provisions of section 112
(b) (8) and section 371 with respect to
the whole or any part of the property re-

-celved. In general, It Is intended that
the basis for determining gain or loss
pertaining to the property prior to its
transfer, as-well as the basis for deter-
mining the amount of depreciation or
deplefion deductible and the amount of
earnings or profits available for dlstribu-.
tion, shall continue notwithstanding the
nontaxable conversion of the asset in
form or its change in ownership. The
continuance of the basis may be reflected
in a shift thereof from one asset to an-
other in the hands of the sami owner,
or in its transfer with the property from
one owner into the hands of another.
See also section 19.371-1.*

§ 19.372-1 Basis of Property acquired
upon 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 described in section 371 (b), if
no part of the gain or loss upon such ex-
change was recognized under section 371,
the bafis of the property acquired Is the
same as the basis of the property trans-
ferred by the taxpayer with proper ad-
justments to the date of the exchange.

If, in an exchange of stock or securities
as described in section 371 (a), or in an
exchange of property for property as
described In section 371 (b), gain to the
taxpayer was recognized under section
371 (e), on account of the receipt of
money, the basis of the property acquired
is the basis of the property transferred
(adjusted to the date of the exchange),
decreased by the amount of money re-
ceived and increased by the amount of
gain recognized upon the exchange. If,
upon such exchange, there were received
by the taxpayer money and other non-
exempt property (not permitted to be
received without the recognition of gain),
and gain from the transaction was reco_-
nized under section 371 (e), the basis
(adjusted to the date of the exchange)
of the property transferred by the tax-
payer, decreased by the amount of
money received and increased by the
amount of gain recognized, mut be ap-
portioned to and is the basis of the prop-
erties (other than money) received on
the exchange. For the purpose of the
allocation of such basis to the properties
received, there must be assigned to the
nonexempt property (other than money)
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
thhan 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 th3 exchange.

Section 372 (a) does not apply in as-
certainlng the basis of property acquired
by a corparation by the Isuance 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).*

C 19.372-2 Basis of Proprty acquired
by corporation under section 371 (a),
371 (b), or 371 (e) as contribution of
capital or ,urplus, or in consideration for
its oum stool. or securities. If, in con-
nection with an exchange of stock or
securities for stock or securities as de-
scribed in sectlon 371 (a), or an exchange
of property for property as described in
section 371 (b), or an exchange as da-
scribed in section 371 (e), property is
acquired by a corporation by the issu-
ance of Its stock or securities, the basis
of such property shall be determined
under section 372 (b). If the corpora-
tion Issued Its stock or securities as pat
or sole consideration for the property
acquired, the bash of the property in the
hands of the acquiring corporation is
the basis (adjusted to the date of the
exchange) which the property would
have had in the hands of the transferor
If the transfer had not been made, in-
creased in the amount of gain or de-
creased in the amount of loss recognized
under section 371 to the transferor upon
the transfer. If any property is acquired
by a corporation from a shareholder as
paid-in surplus, or from any person as
a contribution to capital, the basis of
the property to the cdrporation is the
bacis (adjusted to the date of acquisi-
tion) of the proparty in the hands of
the transferor.'
. § 19.372-3. Basis of stock or securities

acquired by shareholder upon tax-frce
distribution under section 371 (c). Un-
der section 372 (c), if there was distrib-
uted to a shareholder in a corporation
which is a registered holding company
or a majority-owned subsidiary company
stock or securities (other than stock or
securities which are nonexempt prop-
erty), and if by virtue of section 371 (c)
no gain was recognized to the share-
holder upon such distribution, then the
basis of the stock in respect of which
the distribution was made must be ap-
portioned between such steca and the
stock or securities so distributed to the
shareholder. The basis of the old shares
and the stock or securities received upon
the dis-ribution shall be determined in
accord=ice 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 distri-
bution is made, the basis of each share-
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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 distribu-
tion is made, or if the distribution con-
sists in whiole or in part of securities
other than stock, the cost or other basis
of the stock in respect of which the dis-
tribution is made shall be apportioned
between such stock and the stock or
securities distributed in proportion, as
nearly as may be, to the respective
values of each class of stock or security,
old and new, at the time of such distri-
bution, 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 foregoing
provisions stocks or securities in one cor-
poration 'are different- in class from
stocks or securities in another corpora-
tion, and, in general, any material dif-
ference in character or. preference or
terms sufficient to distinguish one stock
or security from another stock or secur-
ity so that different values may properly
be assigned thereto, will constitute a
difference in class. As td 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).*

§ 19.372-4 Basis of property acquired
under sectoonr 371 (d) in transactionT be-
tween corporations o1 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,
tipon 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
section, this rule will apply equally to-
cases in which the consideration for the
property acquired consists of stock or
securities, money, and other property, or
any of- them, but it is contemplated that
an ultimate true reflection of income will
be obtained in all cases, notwithstanding
any peculiarities in form which thevari-
ous transactions may assume. See the
example In sectionM .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 se-
curities, then the basis of the stock or
securities shall be (I) 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 consti-
tuted 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 fafr 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 th6 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 property
'having a fair market value of $400,bo
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 a 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 property received by
it is $600,000, which. is the adjusted basis
of such property in the hands of the A
Corporation. The basis, to the A Corpo-
ration 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, $300,00.0, an
amount equal to 500,000/1,00,00ths 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 preced-
ing paragraph remain the same. In
such case the basis to the A Corporation
of the stock or securities in the B Corpo-
ration 4s $500,000, which was the fair
market value of such stock or securities
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.

SEC. 373. DEsn ITqOs.
As used in this supplement-
(a) The term. "order of the Securities and

Exchange Commission" means rn order (1)
Issued after May 28, 1938, and prior to
January 1, 1940, by- the Securi ies and Ex-
change Commission to effectuate the provi-
sions of section 11 (b) of the Public Utility
Holding Company Act of 1935, 49 Stat. 820
(UZ..C., Supp. Ifl, Title 15, § 79 (b)), or
(2) issued by the Commission subsequent to
December 31, 1939, in Which it is expressly
stated that an order of the character speci-
fied in clause (1) Is amended or 'supple-

mented, and (3) which baa become final
in accordance with law. [See amendment
of this subsection by section 221 of Revenue
Act of 1939, set forth below.]

(b) The terms "registered holding corn-,
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 1035,
49 Stat. 804 (US.C., Supp. II, Title 15,
79 (b), (c)).
(c) The term "majority-owned subsldiary

company" of a registered holding company
means a corporation, stock of which, repro-
senting in the aggregate more than 50 per
centum of the total combined voting power
or all classes of- stock of such corporation
entitled to vote (not including stock whih,
is entitled to vote only upon default or non-
payment of dividends or other special cir-
cumstances) Is owned wholly by, such reg-
istered holding company, or partly by such
registered holding company and partly by
one or mora majority-owned subsidiary
companies thereof, or by one or more ma-
jority-owned subsidiary companies of such'
registered holding company.

(d) The term "system group" means Ono
or more chains 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
preferred as to both dividends and assets)
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 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; anq.

(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 It
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 sub-
division 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 (2y 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).

(f) The term "Stock or securities" means
shares of stock n any corporation, cer-
tificates of stock or interest In any cOrpora-
tion, notes, bonds, debentures, and evidences
of indebtedness (including any evidence of
an interest in or right to subscribe to or
purchase any of the foregoing).

Sir- 221. EXrENSXON O TMiS O OnmnI Or
SFcUrrFSx AND EXOsHANo V COMMISSION.
'(RLmvEN Acr oF 1939.)

(a) Section 373 (a) of the Internal Reve-
nue Code (relating to the definition of orders
bf the Securities and Exchange Commission
with respect to which Supplement 1 applies)
is amended to read as follows:

"(a) The term 'order of the Securities and
Exchange Commission' means an order (1)
issued after May 28, 1938, and prior to Janu-
ary 1, 1941, by the Sedurities and Exchange
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Commission to effectuate the provisions of
section 11 (b) of the Public Utility Rolding
Company Act of 1935, 49 Stat. 820 (U.S.C.,
Supp. If, Title 15, § 79 (b)), or (2) issued
by the Commission subsequent to December
31, 1940, 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 amendment made by subsection
(a) shall be applicable to taxable years begin-
ning after December 31, 1938.

§ 19.373-1 Definitions.-
(a) "Order of the Securifies and Ex-

change Commission." An order of the
Securities and Exchange Commission as
defined in section 373 (a) must be issued
after Aay 28, 1938 (the date of the en-
actment of the Revenue Act of 1938),
and must be issued under the authority
of section 11 (b) or 11 (e) of the Public
Utility Holding Company Act of 1935 to
effectuate the provisions of section 11 (b)
of such Act (or must amend or supple-
ment 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 (f).
Section 11 (b) of the Public Utility Hold-
ing Company Act of 1935 provides:

(b) It shall be the duty of the Commis-
sion, as soon as practicable after January
1, 1938:

(1) To require by order, after notice and
opportunity for hearing, that each registered
holding company, and each subsidiary com-
pany thereof, shall take such action as the
Commission shall find necessary to limit the
operations of the holding-company system
of which such company is a part to a single
integrated public-utility system, and to such
other businesses as are reasonably incidental,
or economically necessary or appropriate to

'the operations of such )ntegrated public-
utility system: Provided, however, That the
Commission shall permit a registered -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 systems can-
not be operated as an independent system
without the loss of substantial cconomies
which can be secured by the retention of
control by such holding company of such
system;

(B) Al of such additional systems are
located ii one State, or In adjoining States,
or in a contiguous foreign country; and

(C) The continued combination of such
systems under-the control of such holding
compdny is not so large (considering the
state of the art and the area or region af-
fected) as to impair the advantages of local-
ized management, efficient operation, or the
effectiveness of regulation.
The Commission may permit as reasonably
incidental, or economically necessary or ap-
propriate to the operations of one or more
integrated public-utility systems the reten-
tion of an interest in any business (other
than the business of a public-utility 'com-
pany as such) which the Commission shall
find necessary or appropriate in the public
interest or for the protection of investors
or consumers and not detrimental to the
proper functioning of such system or sys-
tems.

(2y To require by order, aftr notice and
opportunity for hearing; that each registered
holding company, and each subsidiary com-
pany thereof, shall take such steps as the
Commission shall find necessary to ensure

that the corporate structure or continued cx-
Istence of any company In the holding-com-
pany system does not unduly or unnemcesarily
complicate the structure, or unfairly or In-
equitably distribute voting power among c-
curity holders, of such holding-company c.,-
tem. In carrying out the provislon of thLs
paragraph the Commis-on rhall require each
registered holding company (and any com-
pany in the came holding-company cyztem
with such holding company) to tale such
action as the Comm'Iion shall find necc=ary
in order that such holding company chall
cease to be a holding company with respect
to each of Its subsidiary companle3 which
Itself has a subsidiary company which i- a
holding company. Except for the purpose of
fairly and equitably distrlbuting voting power
among the security holdera of such company,
nothing in this paragraph shall authorize the
Commission to require any change In the
corporate structure or existence of any com-
pany which is not a holding company, or of
any company whose principal busines is
that of a public-utility company.

The Commission may by order revoie or
modify any order previously made under this
subsection, if. after notice and opportunity
for hearing, It finds that the conditions upon
which the order was predicated do not exist.
Any order made under this sub:cction chall
be subject to judicial review as provldcd In
section 24.

Section 11 (e) of the Public Utility
Holding Company Act of 1935 provides:

(e) In accordance with such rule, and reg-
ulations or order as the Commission may
deem necessary or appropriate In the public
interest or for the protection of investors or
consumers, any registered holdn g company
or any subsidiary company of a rer4teretl
holding company may, at any time after Jan-
uary 1, 1936, submit a plan to the Comm,-
sion for the divestment of control, securl-
ties, or other a=ets, or for other action
by such company or any subcidlary com-
pany thereof for the purpose of enabling
such company or any subsldlary company
thereof to comply with the provisions of
subsection (b). If, after notice and op-
portunity for hearing, the Commlz ion sha2ll
find such plan, as submitted or as modi-
fled, necessary to effectuate the provisions
of subsection (b) and fair and equitable
to the persons affected by such plan, the
Commission shall mal*e an order approving
such plan; and the Comm',sion, at the re-
quest of the company, may apply to a caurt,
In accordance 'ith the provisions of subsec-
tion (f) of section 18, to enforce and carry
out the terms and provilons of such plan.
If, upon any such application, the court, after
notice and opportunity for hearing, shall ap-
prove such plan as flair and equitable and as
appropriate to effectuate the provslions of
section. 11, the court as a court of equity may,
to such extent as It deems ncce ry for the
purpose of carrying out the terms and provi-
sions of such plan, take excludive jursdiction
and posseslon of the company or companl-
and the assets thereof, wherever located; and
the court shall have jurisdiction to appoint a
trustee, and the court may constitute and
appoint the Commission as sole trutee, to
hold or administer, under the direction of
the court and In accordance with the pln
theretofore approved by the court and the
Commision, the assets so possessd.

(b) "Registered holding company,"
"Aolding-comnpany system," and "ssoci-
ate company." 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 Commission a notification of
registration, in such form as the Com-
mission may by rules and regulations
prescribe as necessary or appropriate In
the public interest or for the protection
of investors or consumers. A holding

company shall b2 deemed to ba regis-
tered upon receipt by the Securities and
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 registration has
been so received and whoze 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
(unless It is declared not to be such
by the Securities and Exchange Com-
mLslon), if such corporation directly or
indirectly owns, controls, or holds with
power to vote 10 percent or more of the
outstanding voting securities of a
public-utility company (I. e., an electric
utility company or a gas utility company
as defined by such Act) or of any other
holding company. A corporation is also
a holding company if the Securities and
Fxchange Commission determines, after
notice and opprtunity 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
(. e., an electric utility company or a
gas utility company as defined by such
Act) or holding company as to make it
necLsary 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 com-
pany which owns or operates facilities
used for the generation, transmission,
or distribution of electrical energy for
sale, other than sale to tenants or em-
ployees of the company operating such
facilities for their own use and not for
resale; and a gas utility company is de-
fined by section 2 (a) (4) of such Act
to mean a company which owns or oper-
ates facilities used for the distribution
at retail (other than distribution only
In enclosed portable containers, or dis-
tribution 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 electric 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 Hold-
ing Company Act of 1935, and hence
means any holding company, together
with all its subsidiary companies (i. e.,
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subsidiary companies within the mean-
ing of section 2 (a) (8) of such Act,
which In general include all companies
10 percent of whose outstanding voting
securities is owned directly or indirectly
by such holding company) and all mu-
tual service companies of which such
holding company or any subsidiary com-
pany 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) "Mgjority-owned -subsidiary comn-
panyY" The term "majority-owned sub-
sidiary company" is defined in section
373 (c). Direct ownership by a reg-
istered holding company of more than
50 percent of the specified stock of an-
other corporation. is not necessary to
constitute such corporation a majority-
owned subsidiary company. To illus-
trate, if the H Corporation, a registered
holding company, owns 51 percent of the
common stock of the A Corporation and
31 percent of the common stock of the
B Corporation, and the A Corporation
owns 20 percent of the common stock of
the B Corporation (the common stock in
each case being the only stock entitled
to vote), both the A Corporation and the
B Corporation are majority-owned sub-
sidiary companies.

(d) "System group." The term "sys-
tem group" is defined in section 373 (d)
to mean one or more chains of corpora-
tions connected through stock owner-
ship with a common parent corporation,
If at least- 90 percent of each class of
stock (other than stock preferred as to

'both dividends and assets) of each of
the corporations (except the common
parent corporation) is owned directly
by one or more of the other. corporations
and the common parent, corporation
owns dircctly at least 90 percent of each
class of such stock of at least one of
the other corporations; but no corpora-
tion is a member of a system group if
It is not either a registered holding com-
pany or a majotity-owned subsidiary
company. It is to be observed that while
the type of stock which must be at least
90 percent owned for the purpose of this
definition (I. e., stock not preferred as
to both dividends and assets) may be
different from -the voting stock which
must be more than 50 percent'owned for
the purpose of the definition of a ma-
jority-owned subsidiary company under

sectidn 373 (c), yet as a general rule both
types of ownership tests must be met
under section 373 (d), since a corpora-
tion, in order to be a member of a sys-
tem group, must also be a registered
'holding company or a majority-owned
subsidiary company.

(e) "Nonexempt property!' The term
"nonexempt property" is defined by sec-
tion B73 (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
subject 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 regis-
tered holding company, transfers prop-
erty to the Y Corporation in exchange
for property (not-nonexempt property)
with a fair market value of $500,000, the
X Corporation receives $100,000 of non-
exempt property, if for example,

(A) The Y Corporation cancels $100,000
of indebtedness ovwed 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 sub-
division 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 (a) and are not nonex-
empt property within the meaning of
section 373 (e) (2) or (3).

(5) Ivroney, 'and the right to receive
money not evidenced by a security other
than an obligation described as non-
exempt property in section 373 (e) (2)
or (3). The term ",the right to receive
money" includes, among other Items,
accounts receivable, claims for damages,
and rights to refunds of taxes.

(f) "Stock or securities"., The term
"stock or securities" is defined in sec-
tion 373 (f) for the purposes of sections
371 to 373, inclusive. As therein de-
fined the term includes voting, trust cer-
tificates and stock rights or warrants.*

[Sub parts D, E, and F (Personal Hold-
ing, Companies; Definitions; Mitigation of
Effect of Limitation and Other- Provi-
sions in Income Tax Cases) will appear

'in the issue for Saturday, February 3,
1940.1

[SEAL] Guy T. HEr.LvEza,
Commissioner of Internal Revenue.

Approved, January 29, 1940.
H. MomnrmrA-u, Jr.,

Secretary of the Treasury.

[F. P. Doc. 40-470; Filed, January 30, 1040;
3:48 p. ni.]

TITLE 43-PUBLIC LANDS: INTERIOR
CHAPTER 1--GRAZING SERVICE

REGULATIONS UNDER THE AcT OF JUNE 23,
1938, FOR LEASING or STATE, COUNTr on
PRIVATELY OWNED LANDS IN GRAZING
DISTRICTS
The act of June 23, 1938 (52 Stat.

1033), commonly known as the Pierce
Act, authorizes the Secretary of the In-
terior In his dyscretion to lease, at rates
to be determined by him, any State,
county, or privately owned lands chiefly
valuable for grazing purposes and lylng
within the exterior boundaries of grazing
districts created under the Taylor Graz-
ing Act of June 28, 1934 (48 Stat. 1269),
as aifaended, when, in his judgment, the
leasing of such lands will promote the
orderly-use of the district and aid in con-
serving the forage resources of the public
lands therein. The following regula-
tions are Issued to carry out the purposes
of the Pierce Act.

1. Lands which may be leased. When
it is determined by the regional grazier
that any State, county, or privately
owned lands located within grazing dis-
tricts are chiefly valuable for grazing,
and are necessary to promote the orderly-
use, improvement, and developient of
grazing districts, steps should be taken
to secure offers of leases of such lands
from the owners thereof.

2. Evidence of ownership required,
Parties offering to lease lands to the
United States under the provisions of this
act will be required to furnish evidenco
of ownership as follows:

a. Certificate of ownership for State
or county lands. Where State and
county lands are offered for lease, a
certificate from the proper State or
county official will be required showing
that title to the lands is in the State or
county and that the officer or agency of
the State or county offering them' for
lease is empowered by the laws of such
State to lease such lands.

b. Certificate of ownership fir private
lands. Where privately owned lands are
offered for lease the party offering theni
will be required to file with the local
office of the Grazing Service certificates
from the proper county officials certify-
ing that the records of their offices show
that the party offering the lands for lease
is the record owner thereof, and inelud-
I ing an itemized statement showing the
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Rules, Regulations, Orders

TITLE 7-AGRICULTURE

CHAPTER IX-DIVISION OF MARKET-
ING AND MARKBETNG AGREE-
MENTS

[Order No. 4, as amended.]
PART 904-ORDER MAHING Ee mcrIV OanER

No. 4. AS AzrENDED, REGuLATiNG TnE
HANDLING OF Mux n THE GamTE
BOSTON, MASSACHUSETTS, MAKETIN G
ARrA*

Whereas, L A. Wallace, Secretary of
Agriculture of the United States of
America, pursuant to the powers con-
ferred upon the Secretary by Public Act
No. 10, 73d Congress, as amended and as
reenacted and amended by the Agricul-
tural Marketing Agreement Act of 1937,
issued on January 19, 1940, Order No. 4,
as amended,' regulating the handling of
milk in the Greater Boston, Massa-
chusetts, marketing area, said order, as
amended, to become effective at such
time as the Secretary might subsequently
declare; and

Whereas, the requirements of section
8c (9) of the act have been complied with:

Now, therefore, H. A. Wallace, Secre-
tary of Agriculture of the United States,
pursuant to the powers conferred upon
the Secretary by Public Act No. 10, 73d
Congress, as amended and as reenacted
and amended by the Agricultural Mar-
keting Agreement Act of 1937, hereby
declares- that said Order No. 4, as
amended, regulating the handling of milk
in the Greater Boston, Massachusetts,
marketing area shall be effective on and
after 12:01 a. in., e. a. t., February 4, 1940,
and hereby orders that from said date
such handling of milk produced for sale
in the Greater Boston, Massachusetts,
marketing area as is in the current of

*This order issued under authority con-
tained in 48 Stat. 31 (1933). 7 U.S.C. § 601
et seq. (1934); 49 Stat. 750 (1935); 50 Stat.
246 (1937), 7 U.S.C. § 601 et seq. (Supp. IV,
1938).

15 F.R. 248 DI.

interstate commerce or as directly bur-
dens, obstructs, or affects interstate com-
merce, shall, from such effective date, be
in conformity to and in compliance with
the terms and conditions of Order No. 4,
as amended.

I hereby determine that an emergency
exists which requires a shorter period of
notice than that specified in Article II
Section 300, of the General Regulations,
Series A. No. 1, as amended, of the Agri-
cultural Adjustment AdminLtration,
United States Department of Agricul-
ture, and that the filing of this order
with the Division of the Federal Register
on or before February 3, 1940, will con-
stitute, under the circumstances, reason-
able notice.

In witness whereof, H. A. Wallace,
Secretary of Agriculture of the United
States, has executed this order in dupli-
cate and has hereunto set his hand and
caused the official real of the Depart-
ment 6f Agriculture to be axed hereto
in the city of Washington, District of
Columbia, this 1st day of February 1940.

[SEAL] H. A. WAmL.%cE,
Secretary of Agriculture.

[F. R. Doe. 40-46; F led, February 1, 1940;
2:07 p. m.)

[Order No. 3!---Amendment Tlo. 11

PART 934-Ouum MA=nGu EFrrCTv
Aa mrm No. 1 TO OnDEn No. 34 RE-
"LATING THE HAnDLING OF MIL I"
Tu OWELL-TsvinRc, MAssticHuSETS,
M] unX IG AEEA*

Whereas, H. A. Wallace, Secretary of
Agriculture of the United States of Amer-
ica, pursuant to the powers conferred
upon the Secretary by Public Act No. 10,
73d Congress, as amended and as reen-
acted and 'amended by the Agricultural
Marketing Agreement Act of 1937, Issued,
on January 19, 1940, Amendment No. 1,

*This order Issued purmant to the author-
ity contained In 48 Stat. 31 (1933) . 7 U.S.C.
§ 601 et seq. (1934): 49 Stat. 750 (1035); G0
Stat. 240 (1937), 7 U.S.C. § 601 et ceq. (Supp.
IV 1938).
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tend the time for any filing required by
this rule. The information contained
in registration statements filed pursuant
to this rule shall be kept current in the
manner prescribed by Rule U-14-2 [See.
250.U-14-2].

Effective February 3, 1940.

By the Commission.
[SEAL] FACrS P. BnAssoa,

Secretary.

IF. R. Doe. 40-507; Filed, February 2, 1940;
12:26p.m.]

PUBLIC UTILITY HOLDING COmPANY ACT
OF 1935

ARIENDBIMNT OF RULE U-14-2 AND ADOPTION
OF ALIENDED FORM USS

Acting pursuant to the authority con-
ferred upon it by the Public Utility Hold-
ing Company Act of 1935, particularly
Sections 14 and 20 (a) thereof [M. 687,

-sec. 14, 49 Stat. 827; 15 U.S.C., Sup. III,
79n: C. 687, see. 20, 49 Stat. 833; 15
U.S.C., Sup. TM. 79t], and finding such
action necessary and appropriate in the
public interest and for the protection of
investors and consumers, and to carry
out the provisions of said Act, the Securi-
ties and Exchange Commision hereby
amends Rule U-14-2 [Sec. 250. U-14-2]
to read as follows:

§ 250.U-14-2 (Rule U-14-2) An-
nual supplements to registration state-
nents-Form. and time of filing. Form

USS [Sec. 259.U5S], marked "Adopted
February 1, 1940," is prescribed as the
form for annual supplements to registra-
tion statements to be filed by registered

* holding companies pursuant to Section
-14 [C. 687, sec. 14, 49 Stat. 827; 15 U.S.C.,
Sup. III, 79n] of the Act and for the pur-
pose of keeping current the information
contained in the registration statements
of such companies. Such annual sup-
plement shall be filed on or before the
first day of May in each year and shall be
filed by every companywhich has filed
with the Commission before December
31 of the preceding year a registration
statement on Form U5B [Sec. 259.U5B].
The first annual supplement shall cover
the period since the date of the informa-
tion filed pursuant to the U5B statement
up to the close of the last calendar year.

The Commission, upon a showing of
reasonable cause therefor, may permit
the filing of a supplement on other than
a calendar year basis or extend the time
within which any such supplement is to
be filed,

Effective February 3, 1940.

By the Commission.

[SEAL] FRANCIS P. BRAssO,
Secretary.

[F. R. Doec. 40-505; Filed, February 2, 1940;
12:26 p. n.]

PuBaic UTmI HoLING Co w= AcT
or 1935

AZ EDLIENT OF RULE U-2E-2

The Amendment of Rule U-12E-2 pro-
mulgated by the Commission, to be
effective on January 26, 1940, and pub-
lished on page 316 of the FErERA RErs-

= for Saturday, January 27, 1940,
is corrected insofar as the caption of
that document is concerned. This cap-
tion should read "Amendment of Rule
U-12E.-2" instead of "Amendment of
Rule U-12F-2".

By the Commission.
[SEAL] FaACS P. BruASSon,

Secretary.

[F. R. Doe. 40-606; Filed, February 2, 1940;
12:20 p. m.]

TITLE 26-INTERNAL REVENUE
CHAPTER I-BUREAU OF INTERNAL

REVENUE
[RrgulatIons 1031

INcomrE TAx UNm THE Iran=IA REvraE
CODE*

[The table of contents, Subpart A (In-
trodcuctory Provisions) and Subpart B
(General Provisions) appeared in the is-
sue for Tlursday, February 1, 1940.
Subpart C (Supplemental Provisions)
appeared in the issue for Friday, Feb-
ruary 2, 1940.]

SUBPART D-PEnsoIAL HOLDING COSIPAIZIES

SEc. 500. Su TAx Or; fls!ONAL nrOLDirO oui-
Phrrn:rs.

There shall be levied. collcted, and paid.
for each taxable year beginning ater Detem-
ber 31, 1938, upon the undistributcd ub-
chapter A net Income of every penal
holding company (In addition to the taxe
Imposed by chapter 1) a surtax equal to the
sum of the following:

(1) 65 per centum of the amount thereof
not in excezs of $2,000: plus

(2) 75 per centum of the amount thereof
In excezs of $2,000.

§ 19.500-1 Surtax on personal holding
companies. Section 500 Imposes fnr eacl
taxable year beginning after December
31, 1938 (in addition to the taxes imposed
by chapter 1), a graduated income tax
or surtax upon corporations classified as
personal holding companies and, under
the circumstances specified In section
501 (c), upon an affiliated group of rail-
road corporations. Corporations so
classified are exempt from the surtax on
corporations Improperly accumulating
surplus imposed by section 102, but are
not exempt from the other taxes imposed
by chapter 1. Unlike the surtax imposed
by section 102, the surtax imposed by

*Sections 19.1-19=01 (e)-1 I ued under
the authority contained In cections 62 and
3791 of the Internal Revenue Cede (53 Stat.
32, 467). In such cections the numbers to
the right of the decimal point are leyed to
numbers of Eections 1 to 373. inclusIve, 00 to
511, Inclusive, 3797, and 3801 of the Intrnal
Revenue Code (53 Stat., Part 1).

section 500 applies to all personal holding
companies defined as such in section 501
and section 19.501-1, regardlss of
whether or not they were formed or
availed of to accumulatecearnings or
profits for the purpose of avoiding surtax
upon shaieholders. The surtax imposed
by section 500 is 65 percent of the amount
of the undistributed subchapter A net in-
come not in excess of $2,000, and '75 per-
cent of the amount of the undistributed
cubchapter A 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 501 (not including a foreign per-
sonal holding company as defined in sec-
tion 331) is subject to the tax imposed
by section 500 with respect to its income
from sources within the United States
even though such income is not fixed or
determinable annual or periodical in-
come specified in section 231 (a). (See
section 119.) The term "personal hold-
ng company," as used in subchapter A.
of chapter 2, 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-
egn corporations.*

Sac. 501. D-s'nr-ozr o F :aTSAL HOLDUSO;
cozWMIY.

(a) Gcneral rule. For the purposes of thi
subchapter and chapter 1, the term "personal
holding company" means any corporatfon
If-

(1) Gr0o ihcome reqUfrement. At leas-
EO per centum, of Its grcss Income for the
taxable year is personal holding company
Income as defined In rctjon 502; but if the
corporation Is a personal holding company
with respect to any taxable year beginning
ater December 31, 1936, then, for each sube--
quent taxable year, the minimum percentage
MhaIl be 70 per centumx In lieu of 80 per
c-ntum. until a taxable year during the whole
of the las, half of which the stock owner-
hip required by paragraph (2) does not exist,

or until the expiration of three consecutive
taxable yeM in each Of which ILs than 70
per centum of the gross income Is peron.nl
holding company Income:, and_

(2) Stel: own -, p requirement. At any
time during the last half of the taxable year
more than 60 per centum In value of its out-
standing sLtck I- owned, directly or Indirectly,
by or for not more than five Individuals.

(b) Ezceplio. The term "peronal hed-
Ing company" does not Include a corporation
exempt from taxation under section 101, a
bank on defined In -ection. 104. a life insur-
ance company, a surety company, or a foreign
pcrconal holdLng company as defined n sec-
tion 331,-or a licensed personal finance com-
pany, under State supervision, at least go per
centum of the gross income of which is law-
ful nterent received from Individuals each af
whose indebtednes to such company did not
at any time durin. the taxable year exceed
M80 In principal amount, If such Interest Is

not payable In advance or compounded and
is computed only on unpaid balances.

(c) Corporatfo making conso."ided re-
turn3. If the common parent corporation of

HeinOnline -- 5 Fed. Reg. 569 1940
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an affiliated group of corporations making
consolidated return under the provisions o
section. 141 satisfies the stock ownership re-
quirement provided in section 501 (a) (2)
and the Income of such affiliated group, de-
termined aswovded in section 141, satisflev
the gross income requirement provided ir
section 501 (a) (1), such affiliated group shat
be subject to the surtax Imposed by thb
subchapter.

§ 19.501-1 Definition of personal hold-
ing company. A personal holding com-
pany is any corporation (other than a
corporation specified in section 501 (b))
which for the taxable year meets (a) the
gross income requirement specified in
section 19.501-2, and (b) the stock own-
ership requirement specified in section
19.501-3. Both requirements must be
satisfied and both must be met with re-
spect to each taxable year.*

§ 19.501-2 Gross income requirement.
To meet the gross income requirement, it
is necessary that either of the following
percentages of gross income of the corpo-
ration for the taxable year be personal
holding company income as defined in
section 502:

(a) 80 percent or more; or
(b) 70 percent or more if the corpo-

ration has been classified as a personal
holding company for any taxable year
beginning after December 31, 1936, un-
less-

(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 501 (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 personal holding company
income was less than 70 percent of its
gross income.

In determining whether the 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 dis-
cussion of what constitutes "gross in-
come," see section 22 (a) and sections
19.22 (a)-1 to 19.22 (a)-21, inclusive.*

§ 19.501-3 Stock ownership require-
ment. To meet the stock ownership re-
quirement, it is necessary that at some
time during the last half of the taxable
year more than 50 percent in value of
the outstanding stock of the corporation
be owned, directly or indirectly, by or for
not more than five individuals. For such
purpose, the ownership of the stock must
be determined as provided in section 503
and sections 19.503 (a)-1 to 19.503 (a)-7,
.inclusive, and section 19.503 (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 ownership thereof, the conditions ex-
isting immediately prior and subsequent

to each change must be-taken Into con-sideration.

In determining whether the statutory
conditions with respect to stock owner-
ship are present at any time during the

L last half of the taxable year, the phrase
"in value" shall, in the light of all the
circumstances, be deemed the value of
the:corporate stock outstanding at such
time (not including treasury stock).
This value may be determined upon the
basis of the company's net worth, earn-
ing and dividend paying capacity, appre-
ciation 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 reflected
by the corporate books, the evidence of
such value should be filed with the re-
turn. In any case where there are two
or mnore classes of stock outstanding, the
total value of all the stock should be
allocated axiong 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 502 (e),
relating to personal service contracts,
and in section 502 (f), relating to the
use of corporation property by a share-
holder. The stock ownership require-
ment specified 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.*

Sxc. 502. PzRsoNAL HOLDING COMPANY IN-coas.,

For -the purposes of this subchapter the
term "personal holding company income"
means the portion of the gross income which
consists of:

(a) Dividends, interest (other than-inter-
est constituting rent as defined in subec-
tion (g)), royalties (other than mineral, -oil,
or gas royalties), annuities.

(b) Stock and securities transactions. Ex-
cept in the case of regular dealers in stock,
or securities, gains from the sale or exchange
of stock or securities.

(c) Commodities transactions. Gains from
futures transactions In any commodity on or
subject to the rules of a board of trade or
'commodity exchange. This subsection shall
not apply to gains by a producer, processor,
merchant, or, handler of the conmodity
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-
ductqd by others.

(d) Estates and trusts. Amounts includi-
ble in computing the net income of the
corporation under Supplement E of chapter
1; and gains from the sale or other disposi-
tion of any interest in an estate or trust.(e) Personal service contr'cts. (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 sub-
section shall apply with respect to amounts
received for services under a particular con-,
tract only if at some time during the tax-
able year 25 per centum or more in value of
the outstanding stock of the corporation

0

Is owned, directly or indirectly, by or for the
individual who has performed, Is to perform,
or may be designated (by name or by de-
scription) as the one to perform, such
services.

(f) Use of corporation property by sharc-
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, 26 per
centum or more In value of the outstanding
stock of the corporation Is owned, directly or
Indirectly, by or for an Individual entitled
to the use of the property; whether such
right Is obtained directly from the corpora-
tion or by means of a sublease or other
arrangement.

(g) Rents. Rents, unless constituting 60
per centum or more of the gross Income. For
the purposes of this subsection tho 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 hold
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 uinder sUbbec-
tion. (f).

(h). Mineral, oil, or gas royalties. Mineral,
oil, or' gas royalties, unless (1) constituting
50 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.

§ 19.502-1 Personal holding company
income. The term "personal holding
company incomei' means the portion of
the gross income which consists of the
following:

(1) Dividends. The tern "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 divi-
dends (to the extent they do not consti-
tute income to the shareholders within.
the meaning of the Sixteenth Amend-
ment to the Constitution), liquidating
dividends, or other capital distributions
referred to In section 115 () and (d).

(2) Interest (other than interest con-
stituting rent). The term "Interest"
means any amounts, includible In gross
income, received for the use of money
loaned except thAt It does not include
interest constituting rent (see paragraph
(10)).

(3) Royalties (other than mineral, oil,
or gas royalties). The term "royalties"
includes amounts received for the privi-
lege of using patents, copyrights, secret
processes and formulas, good will, trade
marks, trade brands, franchises, and
other like property. It does not Include
rents, or overriding royalties received by
an operating company. As used In this
paragraph the term "overriding royalties"
means amounts received from the sub-
lessee by the operating company which
originally leased and developed the nat-
ural 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).)
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(5) Gains from the sale or exchange
o4 stocs-or securities. The term "gains
'from the sale or exchange of stock or
securities" as used in section 502 (b)
applies to all gains (including gains from
liquidating dividends and other distribu-
tions from capital) from the sale or ex-
change of stock or securities includible
in gross income. The term "stock or
securities" as used in section 502 (b)
includes shares oi 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 Internal
Revenue Code), certificates of interest or
participition in any profit-sharing agree-
ment, or in any oil, gas, or other mineral
royalty, or lease, collateral trust certifi-
cates, voting trust certificates, stock

..rights .or *arrants, bonds, debentures,
certificates of indebtedness, notes, car
truft certificates, bills of exchange, obli-
gations issued by or on behalf of a Gov-
ernment, State, Territory, or political
subdivision- thereof.. In the case of
"regular dealers in stock.or securities"
the -term does not include gains derived
from the sale or -exchange of stock or
securities made in the normal course of
busine6s. The term 'regular dealer -in
stock or securities" means corporations
with an established place of business reg-
ularly engaged in the purchase of stock
or securities and their resale to custom-
ers, but such corporations are not dealers
with respect to stock or securities held
for -speculation or investment.

(6Gains from futures transactions in
commodities. Gains from futures trans-
actionsin commodities include gains from
futures transactions- in any commodity
on or subject to the rifles of a board of
trade or commodity exchange, but do not
include -gains fron cash transactions or
gains by a producer, processor, merchant,
or handier of the commodity, which arise
out of bona fide hedging transactions
reasonably necessary to the conduct of
its business in the manner in which such
business is customarily and usually con-
ducted by others. In general, personal
holding company income includes gains
on futures contracts which are specula-
tive. Futures contracts representing true
hedges against price fluctuations in spot
goods are not- speculative transactions,
though not concurrent with spot transac-
tions. Futures, contracts which are not
hedges against spot transactions are
speculative unless they are hedgep
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 personal hold-
ing company income consists of the in-
come from estates and trusts which is
required to be included in the gross in-
come of the corporation under sections
161 to 169, inclusive, together with the
gains derived by the corporation from the
sale or other disposition of any interest
in an estate or trust.

(8) Amounts receiret undeor vcrsonal
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 cor-
poration has the right to designate (by
name or by description) the individual
who s to perform the services, or if the
individual who s 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 stgck
ownership must be determined as pro-
vided in section 503 and sections 19.503
(a)-1 to 19.503 (a)-1, Inclusive, section
19.503 (b)-l, and the last paragraph of
section 19.501-3.

The application of section 502 (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 A Corpora-
tion. The AT 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 Id Corporation. The I Cor-
poration entered into a contract with the
0 Corporation in which A was designated
to perform personal services for the 0
Corporation in consideration of which
the 0 Corporation was to pay the M
Corporation $500,000 a year. The
$500,000 received by the AT Corporation
from the 0 Corporation constitutes per-
sonal holding company income.

Exam ple (2). The N Corporation, the
entire outstanding capital stock of which
is owned by four individuals, is engaged
in engineering. The N Corporation en-
tered into a contract with the 0 Cor-
poration 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 in-
dividual The $50,000 received by the N
Corporation from the 0 Corporation does
not constitute personal holding company
income.

(9) Compensation for uie of Property.
The compensation for the use of, or the
right to use, property of the corporation
which is to be included in personal hold-

Ing company income consists of amounts
received as compensation (however des-
Ignated and from whomsoever received)
for the use of, or the right to use, prop-
erty of the corporation in any case in
which, at any time during the taxable
year, 25 percent or more in value of the
outstanding stock of the corporation is
owned, directly or indirectly, by or for an
individual entitled to the use of the prop-
ertn, whether such right is obtained di-
rectly 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 503 and
sections 19.503 (a)-1 to 19.503 (a)-7, in-
clusIve, section 19.503 (b)-1, and the last
paragraph of section 19.501-3.

(10) Rents (including interest consti-
tuting rent). The rents which are to be
included in personal holding company
income consist of compensation, however
designated, including charter fees, etc,
for the use of, or the right to use, real
property, or any other kind of property
and the interest on debts owed to the cor-
poration, to the extent such debts repre-
sent the price for which real property
held primarily for sale to customers in
the ordinary course of its trade or busi-
ness was sold or exchanged by the cor-
poration, but do not include amounts
constituting personal holding company
income under section 502 (f and para-
graph (9) of this section. However, rents
do not constitute personal holding com-
pany income If constituting 50 percent
or more of the gross income of the cor-
poration.

(11) Mineral, ol, or ga,. royalties. The
income from mineral, oil, or gas royalties
Is to be included as personal holding com-
pany income, unless (A) the aggregate
amount of such royalties constitutes 50
percent or more of the gross income of
the corporation for the taxable year and
(B) the aggregate amount of deductions
allowable for expenses under section 23
(a) (other than compensation for per-
sonal services rendered by the share-
holders of the corporation) equals 15
percent or more of the gross income of
the corporation for the taxable year.

The term "mineral, oil, or gas royal-
ties" means all royalties, except overrid-
ing royalties, received from any interest
in mineral, oil, or gas properties. The
term "mineral" includes the ores speci-
fled in paragraph (d) of section 19.23
(m)-l. cAs used In this paragraph the
term "overriding royalties" means
amounts received from the sublessee by
the operating company which originally
leased and developed tha natural resource
property in respect of which such over-
riding royalties are pald.*
&c. Z13. Sroc owiur.M,.

(a) Constructivo ownership. For the pur-
p=3 of determining whether a corporation
is a perconl holding company, Insofar 2s
cuch determination is ba-ed on stock awn-
erohip under section 601 (a) (2), Eection
,02 (o), or zecton 502 ()-
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(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 propor-
tionately 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 fam-
ily of an individual includes only his broth-
ers and sisters (whether by the whole or
half blood), spouse, ancestors, and lineal
descendants.

(3) Options. If any person has an option
to acquire stock such stock shall be con-
sidered as owned by such person. For the
purposes of this paragraph an option to ac-
quire such an option, and each one of a
series of such options, shall be considered as
an option to acquire such stock.

(4) Application of family-partnership and
option rules. Paragraphs (2) and (3) shall
be applied-

(A) For the purposes of the stock owner-
ship requirement provided in section 501
(a) (2), if, but only if, the effect is to make
the corporation a personal holding company;

(B) For the purposes of section 502 (e)
(relating to personal service contracts), or of
section 502 (f) (relating to the use of prop-
erty by shareholders), if, but only if, the
effect is to make the amounts therein re-
ferred to includible under such subsection
as personal holding company income.

(5) Constructive ownership as actual own-
ership. Stock constructively owned by a per-
son by reason of the application of paragraph
(1) or (3) shall, for the purpose of applying
paragraph (1) or (2), be treated as actually
owned by such person; but stock construc-
tively owned by ani 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 rule. If stock may be considered as
owned by an individual under either para-
graph (2) or (3) it shall be considered as
owned by him under paragraph (3).

§ 19.503 (a)-1 Stock 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 501 (a) (2) and
section 19.501-3, 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-
mination Is based on the stock ownership
requirement specified in section 502 (e)
and paragraph (8) of se~tion 19.502-1, or

(c) compensation for the use of prop-
erty constitutes personal holding com-
pany income in so far as such determi-
nation Is based on the stock ownership
requirement specified in section' 502 (f)
and paragraph (9) of section 19.502-1,
stock owned by an individual includes
stock constructively owned by him as
provided in section 503., For such pur-
pose constructive ownership of stock shall
be determined and applied in accordance
with the rules provided in section 503
and sections 19.503 (a)-2 to 19.503 (a)-7,
Inclusive, and section 19.503 (b)-1. 'All
forms and classes of stock, however de-

nominated, whi6h represent the interests
of shareholders, members, or benefici-
aries in the corporation shall be taken
into consideration.*

§ 19.503 (a)-2 Stock not owned by in-
dividual. In determining the ownership
of stock for any of the purposes set forth
in section 19.503 (a)-1, stock owned, di-
rectly or Indirectly, by or for a corpora-
tion, partnership, estate, or trust shall'
be considered as being owned proportion-
ately by its shareholders, partners, or
beneficiaries. For example, if A and B,
two individuals, are the exclusive and
equal beneficiaries of a trust or estate,
and if such trust or estate owns the en-
tire capital stock of the M Corporation,
and if the M Corporation in' turn owns
the entire capital stock of the N Cor-
poration, then the stock of both the M
Corporation and the N Corporation shall
be considered as being owned equally by
A and B as the individuals owning the
benefical' interest therein. See also sec-
tion 19.503 (a)-6.*

§ 19.503 (a)-3 Family and partner-
ship ownership. In determining the
ownership of stock for any of the pur-
poses set forth in section 19.503 (a)-I,
an Individual shall be considered as own-
ing the stock owned, directly or indi-
rectly, by or for his family or by or for
his partner. For the purposes of such
determination the family of an Individual
includes only his brothers and sisters
(whether by the whole or half blood),
spouse, ancestors, and lineal descendants.

The application of the family and part-
nership rule In determining the owner-
ship of stock for the purpose set forth
in (a) of section 19.503 (a)-1 is illus-
trated 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 nond of whom were
partners, and the remaining 1,350 were
held by 51 shareholders as follows:

Relationships Shares Shares Shares Shares o Shares

Anindividual --------------------------- A 100 B 20 C 20 D 20 E 20
His father ------------------------------ AF 10 BF 10 CF 10 DF 10 EF 10
His wife -------------------------------- AW 10 BW 40 CW 40 DW 40 EW 40
His brother ---------------------------- AD 10 BB 10 CB 10 DD 10 El 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 EMS 40
His brother's wife ---------------- ABW 10 BBW 10 OBW 10 D1IW 160 EDIW 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 DWi 10 EW1i 10
His wife's brother's wife ---------------- AWBW 10 BWBW 10 CWBW 10 DWIIW 10 EWlW 110
Individual's partner -------------------- AP 10 .........................................

By applying the statutory rule provided
in section 503 (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
EWB (including EW, EWF, EWBW) ---- 170

Total, or more than 50 percent ---- 910

Individual A represents the obvious case
where the head of the family owns the
bulk of the family stock and naturally
is the head of the group. A's partner
owns 10 shares of the stock. Individual
B represents the case where he is still
head of the group because of the owner-
ship of stock by his immediate family:
Individuals C and D represent cases
where the individuals fall in gr6ups
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 rep-
resents the case where the preponderant
.holdings of others eliminate that indi-
vidual from the group.

The method of applying the family
and partnership rule as illustrated in
the foregoing example also applies- in
determining the ownership of stock for
the purposes stated in (b) and (c) of
section 19.503 (a)-l*

§ 19.503 (a)-4 Options. In deter-
min"ing the ownership of stock for any
of the purposes set forth In section 19.503
(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 section 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.*

§ 19.503 (a)-5 Application of family-
partnership and option rules. The family
and partnership rule provided In section
503 (a) (2) and section 19.503 (a)-3 and
the option rule provided In section 503
(a) (3) and section 19.503 (a)-4 shall
be applied-

(a) for the purpose stated in (a) of
section 19.503 (a)-1, if, but only If, the
effect of such application is to make the
corporation a personal holding company,
or

(b) for the purpose stated in (b) of
section 19.503 (a)-1, if, but only if, the
effect 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

(c) for the purpose stated In (a) of
section 19.503 (a)-1, if, but only if, the
effect of such application Is to make the

572
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compensation for the use of property per-
sonal holding company income.
The family and partnership rule and the
option rule must be applied indeidend-
ently for each of the purposes stated in
section 19.503 (a)-.*

§ 19.503 (a)-6 Constructive ownerslip
as actual ownership. In determining the
ownership of stock for any of the pur-
poses set forth in section 19.503 (a)-1-

(a) stock constructively owned by a
person'by reason of the application of the
rule provided in section 503 (a) (1), re-
lating to stock not owned by an individual
(see section 19.503 (a)-2) shall be con-

-sidered as actually owned by such person
for the purpose of again applying such
rule or of applying the family and part-
nership rule provided in section 503 (a)
(2) (see section 19.503 (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 503
(a) (3) (see section 19.503 (a)-4) shall
be considered as actually owned by such
person for the purpose of applying either
the rule provided in section 503 (a) (1),
relating to stock not owned by an indi-
vidual, or the family and partnership
rule provided in section 503 (a) (2) in
order to make another person the 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 503 (a) (2) shall not be
considered as actually owned by such
individual for the purpose of again ap-
plying such rule in order to make an-
other individual the constructive owner
of such stock.

The application of this section may be
illustrated by the following examples:

Example (1). A's wife, AW, owns all
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 of the P Corporation.

Under the rule provided in section 503
(a) (1), relating to stock not ovined by
an individual, the stock in the P Corpora-
tion owned by the 0 Corporation is con-
sidered to be owned constructively by
the M Corporation, the sole shareholder
of the 0 Corporation. Such constructive
ownership of the stock of the M Corpo-
ration is considered as actual ownership
for the purpose of again applying such
rule in order to make AW, the sole share-
holder of the M Corporation, the con-
structive owner of the stock of the P
Corporation. Similarly, the constructive
ownership of the stock by AW is consid-
ered as actual ownership for the pur-
pose of applying the family and partner-
ship rule provided in section 503 (a) (2)
in order to make A the constructive
owner of the stock of the P Corporation,
if such application is necessary for any
of the purposes set forth in section
19.503 (a)-1. But the stock thus con-

structively owned by A may not be con-
sidered as actual ownership for the pur-
pose 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, 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
individual, who is not related to B.

Under the option rule provided in sec-
tion 503 (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
503 (a) (1), relating to stock not owned
by an individual, in order to make B, the
sole shareholder of the R Corporation,
the constructive owner of the stock of
the S Corporation. The stock thus con-
structively owned by B by reason of the
application of the rule provided in section
503 (a) (1) likewise is considered as ac-
tual ownership for the purpose, if neces-
sary, of applying the family and partner-
ship rule provided in section 503 (a) (2),
in order to make another member of B's
family, for example, B's wife, BW, the
constructive owner of the stock of the S
Corporation. However, the family and
partnership rule could not again be ap-
plied so as to make still another individ-
ual 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 con-
structive owner of such stock by a Eec-
ond application of the family and part-
nership rule.*

§ 19.503 (a)-7 Option rule in lieu of
family and partnership rule. If, in deter-
mining the ownership of stock for any of
the purposes set forth in section 19.503
(a)-1, stock may be considered as con-
structively owned by an individual by an
application of both the family-partner-
ship rule jbrovided in section 503 (a) (2)
(see section 19.503 (a)-3) and the option
rule provided in section 503 (a) (3) (see
section 19.503 (a)-4) such stock shl be
considered as owned constructively by
the individual by reason of the applica-
tion of the option rule.

The application of this section may be
Mustrated by the following example:

Example: Two brothers, A and B,
each own 10 percent of the stock of the
M Corporation, and A's wife, AW, also
owns 10 percent of the stock of such cor-
poration. 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 section
19.503 (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 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 ownership so as to make B the
constructive owner by a second applica-
tion of the same rule with respect to the
ownership of the stock. (See section
19.503 (a)-6.)

However, there is more than the fam-
ily and partnership rule involved in this
example. As the holder of an option
upon the stock, A may be considered the
constructive owner of his wife's stock by
the application of the option rule and
without reference to the family relation-
Jip between A and AW. If A is con-
sidered as owning the stock of his wife by
application of the option rule, then under
section 19.503 (a-6, such constructive
ownership by A is regarded as actual
ownership for the purpose of applying
the family and partnership rule so as to
make another member of A's family, for
example, B, the constructive owner of
the stock. Hence, since A may be con-
sidered as owning his wife's stock by ap-
plying both the family-partnership rule
and the option rule, the provisions of
section 503 (0) (6) apply and accord-
ingly A must be considered the construc-
tive owner of his wife's stock under the
option rule rather than the family-
partnership rule. B thus becomes the
constructive owner of 30 percent of the
stock of the M Corporation, namely, his
own 10 percent, A's 10 percent, and AVI's
10 percent constructively owned by A as
the holder of an option on the stock.*

[6--c. Z03. Sic=omi owuuser.l
(b) Conrert bl cccurit es. Outstanding

cecurltl convertible Into stocel (whether
or not convertible during the taxable year)
shall be con-ldercd as outstanding s+cck-

(1) For the purpeze of the stcc% ovne-
hp requirement provided in section 501
(a) (2), but only If the effect of the inclu-
on of all such securiies is to make the

corpration a per=anal hoIling company;
(2) For the purpoze of ection 502 (e)

(relating to pezonal service contracts), but
only If the effect of the inclusion of all such
cecuritieo Is to make the amounts therein
referred to includible under such subsection
as prsonal holding company income; and

(3) For the purpoza of section 502 (f) (re-
lating to the uco of property by sh.rehold-
em), but only If the effect of the Inclusion
of-all such cecurities Isto ma the amounts
therein referred to Includible under such
subzcction as personal holding company In-
comle.

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 excaption that, where some
of the outstanding securities are convertible
only after a later date than in the case of
others, the c1n- having the earlier conver-
clon date may be included although the
others are not included. but no convertible
s-curitie3 shall be included unles all out-
stadin ccurlties having a prior conversion
date are alco included.

§ 19.03 (b)-1 Convertible securities.
Under section 503 (b), outstanding secu-
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rities of a corporation, such as bonds,
debentures or other corporate obliga-
tions, convertible into stock of the corpo-
ration (whether or not convertible dur-
ing the taxable year) shall be considered
as outstanding stock of the corporation
for the purpose of the stock ownership
requirement provided in section 501 (a)
(2), but only if the effect of such con-
sideration is to make the corporation a
personal holding company. Such con-
vertible securities shall be considered as
outstanding stock for the purpose of
section 502 (e), relating to amounts re-
ceived under personal service contracts,
or of section 502 (f), relating to compei
sation for the use of property, but only
If the effect of such consideration is to
make the amounts therein referred to
includible under such sections as per-
sonal holding company income. The
consideration of convertible securities as
outstanding stock is subject to the excep-
tion that, if some of the outstanding
securities are convertible only after a
later date than in the case of others, the
class having the earlier conversion date
may be considered as outstanding stock
although the others are not so consid-
ered, but no convertible securities shall
be considered as outstanding stock un-
less all, outstanding securities having a
prior conversion date are also so con-
sidered. For example, if outstanding
securities are convertible -in 1939, 1:940,
and 1941, those convertible in 1939 can
be properly considered as outstanding
stock without so considering, those con-
vertible In 1940 or 1941, and those con-
vertible In 1939 and 1940 can be properly
considered as outstanding stock without
so considering those convertible in 1941.
However, the securities convertible in
1940' could not be- properly considered
as outstanding stock without so consid-
ering those convertible in 1939 and the
securities convertible in 1941 could not
be properly considered as outstanding
stock without so considering those con-
vertible in 1939 and 1940.*

SEC. 504. UNDisTRUTED SUBCHAPTER A NET
INCOM6E.

For the purposes of this subchapter the
term "undistributed subchapter A net in-
come" means the subchapter A net income
(as defined in section 505) minus-

(a) The amount of the dividends 'paid
credit provided in section 27 (a) without the
benefit of paragraphs (3) and (4) thereof
(computed without its reduction, under sec-
tion 27 (b) (1), by the amount of the credit
provided in section 26 (a), relating to inter-
est on certain obligations of the United
States and Government corporations); but,
in the coinputation of the dividends paid
credit for the purposes of this subchapter, the
amount allowed under subsectiofi (c) of this
section in the computation of the tax under
this subchapter for any preceding taxable
year shall be considered as a dividend paid
in such preceding taxable year and not in
the year of distribution; [See amendment of
this subsection by section 228 of Revenue
Act of 1939, set forth below.]

(b) Amounts used or irrevocably set aside
to pay or to retire indebtedness of any kind
Incurred prior to January 1, 1934, if such
amounts are reasonable with reference to the
size and terms of such indebtedness.

(c) Dividends paid after the close'of the
taxable year and before the 15th day of

the third month following the close of the
taxable year, if claimed under this subsec-
tion In the return, but only to the extent
to which such dividends are includible, for
the purposes of chapter 1, in the computa-
tion of the basic surtax credit for the year
of distribution; but the amount allowed
under this subsection shall not e:ceed either;

(1) The accumulated earnings and profits
as of the close of the taxable year; or -

(2) The undistributd subchapter A net
income for the taxable year computed with-
out regard to this subsection; 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 subchapter for the taxable
year preceding the taxable year); and

(B) The consent dividends credit for the
taxable year.
SEC. 228. COMPUTATION Or DmDEND CARRY-

OVER FOR PERSONAL-HOLDING COMPANY TAX.
(RlvxE Acr o 1939.)

(a) Section 504 (a) of the Internal Reve-
nue Code is amended by inserting before the
semicolon at the end thereof a comma and
the following: "and, in the computation of
the dividend carry-over for' the purposes of
this subchapter, the term 'adjusted net in-
come' as used in section 27 (c) means the
adjusted net income minus the deduction
allowed for Federal taxes under section 505
(a) (1)".

(b) The amendment made by subsection
(a) shall be applicable to taxable years begin-
ning after December 31, 1938.

§ 19.504-1 Uncistributed subchapter A
net income. The term "undistributed
subehapter A net income" means the sub-
chapter A net income (as defined in sec-
tion 505 and section 19.505-1) minus (A)
the amount of the dividends paid credit
provided in section 27 (a) without the
benefit of paragraph (3), relating to the
deficit credit, and paragraph (4), relat-
ing to the debt credit, thereof '(com-
puted without its reduction, under sec-
tion 27 (b) (1), by the amount of the
credit provided in section 26 (a) relating
to interest on certain obligations of the
United States and Government corpora-
tions), (B) amounts used or irrevocably
set aside to pay or to retire indebtedness
of any kind incurred prior to January 1,
1934, if such amounts are reasonable with
reference to the size and the terms of
such indebtedness (see section 19.504-2)
and (C) dividends paid after the close of
the taxable year and before the fifteenth
day of the third month thereafter, If
claimed under section 504 c) in the re-
turn, but only to the extent and subject
to the limitations contained in that sec-
tioh. In computing the dividends paid
credit for the purposes of subchapter A of
chapter 2, the amount allowed under sec-
tion 504 (c) in the computation of the
tax under subchapter A for any preceding
taxable year is considered a dividend
paid in such preceding taxable year and
not in the year of distribution. In com-
puting the dividend carry-over, for the
purposes of subchapter A of chapter 2,
the term "adjusted net income" as used
in section 27 (W) and section 19.27 (c)-1
means the adjusted net income minus the
deductions allowed under section 505 (a)
(1) for Federal taxes.*

§ 19.504-2 Amounts used or irrevo-
cably set aside to pay or to retire in-

debtedness of any kind incurred prior to
January 1, 1934.

(a) Indebtedness. The term "Indebt-
edness" means an obligation, absolute
and not contingent, to pay, on demand
or within a given time, in cash or other
medium, a fixed amount. The term "In-
debtedness" does not include the obliga-
tion of a corporation on Its capital stock,

The indebtedness must have been in-
curred (or, if incuired by assumption,
assumed) by the taxpayer prior to Janu-
ary 1, 1934. An Indebtedness evidenced
by bonds, notes or other obligations Is-
sued by a corporation is ordinarily in-
curred'as of the date such obligations are
Issued and the amount of such indebted-
ness is the amount represented by the
face value of the obligations, In the case
of renewal or other changes In the form of
an indebtedness, so long as the relation-
ship of debtor and creditor continues be-
tween the taxpayer and his creditor, the
giving of a new promise to pay by the
taxpayer will not have the effect of
changing the date the indebtedness was
incurred.

(b) Amounts used or irrevocably set
aside. The deduction Is allowable, in any
taxable year, only for amounts used or
irrevocably sdt 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 more
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) irrevo-
cably set aside, irrespective of whether
in cash or other medium. Double deduc-
tions 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 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 th9reof will
be considered reasonable, and may be
allowable as a deduction for the year In
which so used, if no adjustment Is re-
quired by reason of an amount set aside
in a prior year for payment or retirement
of the same indebtedness. tJ
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All amounts irievocably set aside for
the payment or retirement of an indebt-
edness in accordance with and pursuant
to the terms of the obligation, for exam-
ple, the annual contribution to trustee
,required by the provisions of a manda-
tory sinking fund agreement, will be con-
sidered as complying with the statutory
Tequirement ok reasonableness. To be
considered reasonable it is not necessary
that the plan of retirement provide for a
retroactive setting aside of amounts for
years prior- to that in which the plan is
adopted. However, if a voluntary plan
was adopted prior to 1934, no adjustment
is allowable in respect of the amounts set
aside in the years prior to 1934.

(d) General. The burden of proof will
rest upon the taxpayer to sustain the
deduction .claimed. Therefore, the tax-
payer must furnish the information re-
quired by the return, and such other
information as the Commissioner may
require in substantiation of the deduction
claimed.*

'SEC: 505. SuBcHAP'm A Z=u necoL.
For the purposes of this subchapter the

term "Subchapter A Net Income" means the
net income with the following adjustments:

(a) Addtionazl deductions. There shall be
allowed as deductions-

(1) Federal income, war-profits, and excess-
profits taxes pid or accrued during the tax-
able year to the extent not allowed as a de-
duction under section 23; but not Including
the tax irhposed by section 102, section 50D.
or a section of a prior income-tax law corre-
sponding to either of such sections.

(2) In lieu of the deduction allowed by sec-
tion 23 (q), contributions or gifts, payment
of which is made within the taxable year to
or for the use of donees described in section
23 (q) for the purposes therein specified, to
an amount which does not exceed 15 per
centum of the taxpayer's net income, com-
puted without the benefit of this paragraph
and section 23 (q), and without the deduc-
tion of the amount- disallowed under sub-
section (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
decedent, amounts paid in liquidation of any
liability of the corporation based on the lia-
bility of the decedent to make contributions
or gifts to or for the use of donees described in
section 23 (o) for the purposes therein speci-
fied, to the extent such -liability of the
decedent existed prior to January 1. 1934. No
deduction shall be allowed under paragraph
(2) of this subsection for a- taxable year
for which a deduction is allowed under this
paragraph.

(b) Deductions not aflowed. The aggre-
gate of the deductions allowed under section
23 (a), relating to expenses, and section 23
(1), relating to depreciation, which are allo-
cable to the operation and maintenance of
property owned or operated by the corpora-
tion, 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
regulations prescribed by the Commissioner
with the approval of the Secretary) to the
satisfaction 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 expec-
tation that the operation of the property
would result in a profit, or that the property
was necessary to the conduct of the business.

No. 24r- 2

Smc. 211. N= or o L (Emmroz
AcT or 1939.)

(1) Dental of deduction to dameatic per-
sonal holdfng companies. Section 505 of the
Internal Revenue Code (relating to definition
of subchapter A net income) IG amended by
Inserting at the end thereof the following:

"(c) Net loss carj-orcr dZlotred. The
deduction for net operating lc= provided
in section (s) shall not be allowed."

SEc. 212. Coronmrou cA=AL LossEs.
(RLxrsr; AcT or 1939.)

(d) Capital losses of domestio pmrona
holding companies. Section 505 of the In-
ternal Revenue Code (relating to definition
of subchapter A net income) In amended by
inserting at the end thereof the following
new subsection:
, "(d) Capital laones. The net Income rball
be computed without regard to rection 117
(d) and (e), and lcss from cales or ex-
changes of capital assets shall be allowed
only to the extent of $2,000 plus the gains,
from such sales or exchanges."

SEc. 229. TAxAS= u Yvs To wxcu ASI=sD-
snaa APPrAr X_ (R vmrwc Acr or 1939.)

Except the amendments made by rectins
211, 213. 214. 215, 217, 219, 220, 221, 222, 223.
226, 227 and 228 the amenrments made by
this title to the Intermnl Revenue Ccda shall
be applicable only with respect to taxable
years beginning after December 31, 1939.

§ 19.505-1 Subchapter A net income.
The term "subchapter A net income"
means, in the case of a domestic corpo-
ration, the gross income as defined In
section 22 less the deductions provided
in section 23 subject to the'quallflcatlons,
limitations, and exceptions provided in
section 505. In the case of a foreign cor-
poration, whether resident or nonresi-
dent, which files or causes a return to be
filed, the "subchapter A net income"
means the net income from sources
within the United States (gross income
from sources within the United States
as defined in section 119 and the regula-
tions thereunder less statutory deduc-
tions) subject to the qualifications, limi-
tations, and exceptions provided in
section 505. In the case of a, foreign
corporation, whether resident or nonresi-
dent, which files no return the "subchap-
ter A net income" means the grocs in-
conle from sources within the United
States as defined in section 119 and the
regulations thereunder less the deduc-
tions enumerated in section 505 (a) but
without the benefit of any deductions
under chapter 1 (see section 233).

The "subchapter A net income" in-
eludes interest upon obligations of the
United States and obligations of a cor-
poration organized under Act of Con-
gress, if such corporation is an Instru-
mentality of the United States, except
as provided in section 22 Mb) (4). The
"subchapter A net income" does not in-
clude Interest on obligations of States or
Territories of the United States or any
political subdivision thereof or of the
District of Columbia or of the possesions
of the United States.

The foreign tax credit permitted by
section 131 with respect to the taxes im-
posed by chapter 1 is not allowed with
respect to the surtax imposed by section
500. However, the deduction of foreign

taxes under section 23 c) Is permitted
for the purposes of the surtax even if
for the purposes of the corporate tax im-
posed by chapter 1 a credit for such taxes
is taken.

In addition to the qualifications, limi-
tations, and exceptions provided in sec-
tion 505 (a), a personal holding com-
pany is subject to the provisions of sec-
tion 505 (b), (c), and (d) in the com-
putation of its subchapter A net income.
Section 505 c) provides that the net op-
erating lo3s deduction provided by sec-
tion 23 (s) for taxable years beginning
after December 31, 1939, shall not be
allowed. Section 505 (d) limits the de-
duction for capital losses to $2,000 plus
capital gains, for taxable years beginning
after December 31, 1939, notwithstand-
ing the provisions of section 117 d) and
(e), as amended, thus continuing for the
purposes of the personal holding com-
pany tax the rule contained in section
117 d) (1), prior to its amendment.
Under section 505 (b) the aggregate of
the deductions allowed under section 23
(a), relating'to expenses, and section 23
(I), -relating to depreciation, which are
allocable to the operation and mainte-
nance of property owned or operated by
the company shall be allowed only in an
amount equal to the rent or other com-
pensation received for the use of, or the
right to use, the property, unless it is es-
tablished to the satisfaction of the Com-
missioner:

(1) That the rent or other compensa-
tion received was the highest obtainable,
or if none was received, that none was ob-
tainable;

(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
claimea. If, in computing its subchap-
ter A net income, a personal holding
company claims deductions for expenses
and depreciation allocable to the opera-
tion and maintenance of property owned
or operated by the company, in an ag-
gregate amount in excess of the rent or
other compensation received for the use
of, or the right to use, the property, it
shall attach to Its income tax return a
statement setting forth Its claim for al-
lowance of the additional deductions to-
gether with a complete statement of the
facts and circumstances pertinent to its
claim and the arguments on which it
relies. Such statement shall set forth:

(a) A description of the property;
(M) 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;
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(d) The name and address of the per-
son to whom leased or rented, or the per-
son permitted to use the property, and
the number of shares of stock, if any,
held by such person and the members of
his fan~ily;
(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
hmount of the expenses incurred with
respect to, and the depreciation sustained
on, the property for such years;

(f) 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;

(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 the tax-
able year and for each of the five pre-
ceding 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

(k) Any other information pertinent
to the taxpayer's claim.*

§ 19.505-2 Illustration of computa-
tion of subchapter A net income, undis-
tributed subchapter A net income, and
surtax. The method of computdtion pf
the subehapter A net income, the undis-
tributed subehapter. A net income, and
the surtax under subchapter A of chap-
ter 2 may be illustrated as follows:

The following facts exist with respect
to the 0 Corporation, a personil holding
company which is on the cash receipts
and disbursements basis, for the calen-
dar year 1939:

-The net, income, as computed under
chapter 1, amounhts to $190,000.

Federal income tax imposed by section
13 of the Revenue Act of 1938 was paid
March 15,1939, in the amount of $17,500.

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 undei chapter 1.

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 exchange
for its capital stock. The expenses of
the corporation allocable to the main-
tenance and operation of the country es-
tate amount to $30,000. The yearly de-
preciation on the depreciable property of
the estate amounts to $5,000. The cor-
poration has not established its right to

"claim the entire amount of the expenses established and all Interest, additional
and depreciation applicable to the estate amounts, and additions to the tax providedby law not paid on or before the date when
as provided in section 505. (b) and section clalm for a deficiency dividend credit Is filed
19.505-1. under subsection (d). The amount of such

Dividends paid by the corporation to credit shall be 65 per centum of the amount
during tetaxable y of deficiency dividends, as defined In 6'Ub-

its shroers durie year section (c), not in excess of $2,000, plus 75 per
which are allowable as a credit under centum of the amount of such dividends in
section 27 (a) amount to $125,000. excess of $2,000; but such credit shall not

The amount used during the year to exceed the portion of the deficiency so estab-
lished which is not paid on or before the datepay indebtedness incurred by the cor- of the closing agreement, or the date the do-

poration prior to January 1, 1934, is cislon of the Board or the judgment becomes
$31,750. final, as the case may be. Such credit shall

On March 1, 1940, the cortion paid be allowed as of the date the claim for de-rpoa ficiency dividend credit is filed. '
its shareholders a taxable dividend of (b) Credit or refund of deficiency paid.
$15,000 and. in its return, on Form When the Commissioner has determined that
1120H, claimed a deduction for that there Is a deficiency with respect to the tax
ass imposed by this subchapter and the corpora-amount under section 504 (c). Its ac- tion has paid any portion of such asserted
cumulated earnings-and profits as of the deficiency and it has been established-
close of the taxable year 1939 were morb (1) by a decision of the Board of Tax Ap-
than $15,000. peals which has become final, or

The subchapter A net income, the un- (2) by a closing agreement made under
distributed subchapter A net Income, and section 3760; or

(3) by a final judgment in a suit against
the surtax areComputed as follows: the 'United States for refund-
Net income under chapter 1 ------- $190,000 (A) if such suit is brought within six
Add: months after the corporation became entitled

Contributions deductible in com- to bring suit, and
puting net income under sec- (B) if claim for refund was filed Within
tion 21 ----- 10, 000 six months after the payment of such

Aggregate of expenses and depre- amount,
clation relating to the country
estate in excess of the income that any portion of the amount so paid was
derived therefrom ..... : ------ 25,000 the whole or a part of a deficiency at the

time when paid, then there shall be credited
Net income computed without the or refunded to the corporation an amount

benefit of a deduction for contri- equal to 65 per centum of the amount of do-
butions and without the benefit ficiency dividends not in excess of $2,000,
of the amount disallowed under plus 75 per centum of the amount of such
section 505 (b)--------------225,000 dividends in excess of $2,000, but such credit

Less: or refund shall not exceed the portion so
Federal income tak -- $17, 500 paid by the corporation. Such credit or
Contributions deductible refund shall be made as provided in section

onder section 505 (a) 322 but without regard to subsection (b) or
(2) (15 percent , of subsection (c) thereof. No interest shall be
$225,000) ----------- 33, 75 allowed on such credit or refund. No credit

_1_250 or refund shall be made under this subsec-
51,250 tion with respect to any amount of tax paid

after the date of the closing agreement, orSubchapter A net income --------- 173,750the date the decision of the Board or theLess: -
Dividends paid credit-- $125,000 judgment becomes final, as the case may be,
Amount used to pay In- (c) Deficiency dividends.

debtedness --------- 31,750 (1) Definition. For the purpose of this
156, 750 subchapter, the term "deficiency dividends"

' - means the amount of the dividends paid, on
Undistributed subchapter A net in- or after the date of the closing agreement

come (before applying section or on or after the date the decision of the
504 (c)) ------------------- 17, 000 Board or the judgment becomes final, as the

Dividends paid March 1; 1940' case may be, and prior to filing claim under
(subject to limitation in see-' subsection (d), which are includible, for
tion 504 (c) (3)) ----------- 12, 500 the purposes of chapter 1, in the computa-

tion of the basic surtax credit for the yearUndistributed subchapter A net of distributon. No dividends shall be con-
income ----------------------- 4,500 sidered as deficiency dividends for the pur-

Amount taxable at 65 percent (not poses of allowance of credit under subsec-
in excess of $2,000)--- -------- 2,000 tion (a) unless (under regulations prescribed

Amount taxable at 75 percent- by the Commissioner with the approval of
($4,500 minus $2,000) ------ - -2,500 the Secretary) the corporation files, within

thirty days after the date of the closing
Surtax on $2,000 at 65 percent .... 1,300 agreement, or the date upon which the deci-
Surtax on $2,500 at 75 percent .... 1, 875 sion of the Board or judgment,becomes final,

Total. - as the case may be, notification (which
Total, surtax---L --- -------- 3,175 specifies the amount of the credit intended

to be claimed) of Its Intention to have the
dividends so considered.

SEc. 506. DErmcucr ifvnrmEDS---C r = (2) Effect on dividends paid credit,
asEUNDS. (A) For taxable year In whichs paid. Doll.

clency dividends paid In any taxable year (to(a) Credit against unpaid deficiency. Xf the extent of the portion thereof with respect
the amount of a deficiency with respect to to which the credit under subsection (a), or
the tax imposed by this subchapter for any the credit or refund under subsection (b),
taxable jear has been established-.- or both, are allowed) shall be subtracted from

(1) by a decision of the Board of Tax Ap- the basic surtax credit for such year, but only
peals which has become final; or for the purpose of computing the tax under

(2) by a closing agreement made under this subchapter for such year and succeeding
section 3760; or years.

(3) by a final judgment in a suit to which (B) or prior taxable year. Deficiency divi-
the United States is a party; dendi paid in any taxable year (to the extent

of the portion thereof with respect to which
then a deficiency dividend credit shall be al- the credit under'subsection (a), or the credit
lowed against the amount of the deficiency so or refund under subsection (b), or both are
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allowed) shall not be allowed under section
504 (c) in the computation of the tax under
this subchapter for any taxable year preced-
Ing the taxable year in which paid.

(d) Clam required. No deficiency divi-
dends credit shall be allowed under subsec-
tion (a) and no -credit or refund shall be

'made under subsection (b) unless (under
regulations prescribed by the Commissioner
with the approval of the Secretary) claim
therefor is 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 base may be.

(e) Suspension of statute of limitations and
stay of collection.

(1) Suspension of running of statute. If
-the corporation files a notification, as pro-
vided in subsection (c), to have dividends
considered as deficiency dividends, the run-
ning of the statute of limitations provided
in section 275 or 276 on the making of assess-
ments and the bringing of distraint or a pro-
ceeding 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. 7(2) Stay bf collection. In the case of any
deficiency with respect to the tax imposed by
this subchapter established as provided in
subsection (a)-

(A) The collection of the deficiency and all
interest, additional amounts, and additions
to the tax provided for by law shall, except in
cases of jeopardy, be stayed until the expira-
tion of thirty days after the date of the clos-
ing agreement, or the date upon which the
decision of the Board or judgment becomes
final, as the case may be.

(B) If notification has been filed, as pro-
vided in subsection (c), the collection of such
part of the deficiency as Is not in excess of
either the credit allowable under subsection
(a) orthe 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, o the
date upon which the decision 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 shiall 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 sub-
paragraph (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 deficJency dividend credit shall be allowed
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 subchapter within the time pre-
scribed by law Vr prescribed by the Commls-
sioner in pursuance of law, unless it is shown
that such failure to Me is due to reasonable
cause and not due to willful neglect.

§ 19.506-1 Purpose and scope of de-
f-iency dividend credit. Section 506
provides a method under which, by vir-
tue of dividend distributions, a corpora-
tion may, under certain conditions (see
section -19.506-3), be relieved from the
payment of a deficiency in the surtax im-
posed by subchapter A of chapter 2 with
respect to any taxable year beginning
after December 31. 1938, or. if any por-

tion of such deficiency has been paid,
may be entitled, under certain conditions
(see section 19.506-4), to a credit or re-
fund of such portion. The deficiency
must be established in the manner speci-
fied in section 506 (a) (1), (2), or (3)
or section 506 (b) (1), (2), or (3) and
the dividends must be paid on the date
so established or within 60 days there-
after. For what constitutes payment of
a dividend, see section 19.27 (b)-2.

The benefit of section 506 is not ex-
tended to the satisfaction of any nter-
et, additional amounts, or additions to
the tax provided by law with respect to
the deficiency and such amounts remain
payable as if that section had not been
enacted. The benefit is denied if the
closing agreement, decision of the Board,
or judgment contains a finding that any
part of the deficiency is due to fraud
with Intent to evade the tax, or to a
failure to file a timely return without
reasonable cause for such failure. See
section 506 (f).*

§ 19-506-2 Date when decision bIj
Board or court bccomes final and date
of closing agrcement. The date upon
which a decision by the Board of Tax
Appeals becomes final is prescribed in
section 1140 (paragraph 39 of the Ap-
pendix to these regulations).

The date upon which a Judgment of a
court becomes final must be determined
upon the basis of the facts in the par-
ticular case. Ordinarlly, 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.

The date of the closing agreement,
made under section 3760 (see paragraph
46 of the Appendix to these regulations),
is the date such agreement is approved
by the Secretary, the Under Secretary,
or an Assistant Secretary.*

§ 19.506-3 Credit against unpaid de-
flclencv.

(a) General. If the amount of a de-
ficiency with respect to the tax imposed
by subhapter A of chapter 2 for any
taxable year beginning after December
31, 1938, has been established as pro-
vided in section 506 (a) (1), (2), or (3),
the corporation, under certain circum-
stances, is entitled to a deficiency divi-
dends 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 pro-
vided by law not paid on or before the
date when the claim for a deficiency
dividends, credit Is filed under section
506 (d). The amount of the deficiency
dividends credit is 65 percent of the
amount of "deficiency dividends" (as de-
fined in section 506 Wc) 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 506 (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 defi-
ciency dividends credit, which notice
shall specify the amount of the credit in-
tended to be claimed;

(2) The corporation Is required under
section 506 (d), within 60 days after the
date of the closing 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 506 c) to be paid
prior to the filing of the claim for a de-
ficiency dividends credit and such divi-
dends must be of such a nature as to con-
stitute taxable dividends in the hands of
such of the shareholders as are subject
to taxation under chapter 1 for the year
in which paid (see section 27 (i)) and
must be nonpreferential (see section 27
(h)); and

(4) Under section 506 (a) the defi-
ciency dividends credit shall not exceed
the portion of the deficiency (not count-
ng the interest, additional amounts, and
additions to the tax, provided by law)
which Is not paid on or before the date
of the cosing agreement, or the date the
decision of the Board or the judgment
becomes final, as the case may be.

(b) Form of notification. The notice
of Intention to have dividends considered
as deficiency dividends for the purposes
of the allowance of credit under section
506 (a) shall be made, under oath or
aflirmation, on Form 975, copies of
which, upon request, may be procured
from any collector.

c) Contents of notification. The no-
tiflcation shall, In accordance with the
provisions of this section and the in-
structions on the form, set forth the
following information:

(1) The name and address of the cor-
poration;

(2) The place and date of incorpora-
tion;

(3) The amount of the unpaid defi-
ciency with respect to the tax imposed
by subchapter A of chapter 2: 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

Cd) Time and place of filing -notifica-
tion. The notification required by sec-
tion 506 (c) (1) and this section shall be
filed with the Commissioner of Internal
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Revenue, Washington, D. C., attention
Income Tax Unit, Records Division, with-
In 30 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.

(e) Claim for deficiency dividends
credit. For claims for deficiency -divi-
dends credits, see section 19.506-5.*

§ 19.506-4 Credit or refund of deft-
ciency paid. If the Commissioner has
determined that there is a deficiency with
respect to the tax imposed by subchapter
A of chapter 2 for any taxable year be-
ginning after December 31, 1938, and the
corporation has paid any portion of such
asserted deficiency, the corporation, un-
der certain circumstances, is entitled to
a credit of refund- of such deficiency.
The amount of the credit or refund is
65 percent of the amount of "deficiency
dividends" (as defined In section,506 (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
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 de-
ficiency at the time when paid, and such
fact must be established as provided in
section 506 (b) (1), (2), or (3);

(2) The corporation is required under
section 506 (d), within 60 days after the
date of the closing agreement or the
date upon which the decision of the
Board or the judgment becomes final, to
file a claim for credit or refund;

(3) The "deficiency dividends" are re-
quired undersection 506 (c) to be paid
prior to the filing of the claimfor credit
or refund and such dividends must be of
such a nature as to constitute taxable
dividends inr the hands of such of the
shareholders as are subject to taxiation
under chapter 1 for the year in which
paid (see section 27- (1)), and muit be
nonpreferential (see section 27 (h)) ;

(4) The credit or refund shall not ex-
ceed the portion of the deficiency (not
counting the interest, additional
amounts, and additions to the tax, pro-
vided by law) which 'was paid by the
corporation;

(5) The credit or refund shall be made
as provided in section 322, but without
regard to section 322 (b) (relating to the
limitations on the allowance of refunds
or credits), or section 322 (c) (relating to
the effect of petitions to 'the Board on
refunds or credits);

(6) No credit or refund shall Be made
under section 506 (b) with respect to any
amount of tax paid after the date of the
closingagreement, 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.*

§ 19.506-5 Claim for defleirncy divi- (7) Such Other information as may
den& credit or credit or refund. be required by the claim form.

(a) General. A claim for a deficiency
dividends credit -under section 506 (a),
relatifig to credit against unpaid de-
ficiency, and under section 506 (b); re-
laling 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) Fofm of claim. The claim for a
deficiency dividends credit, or credit or
refund, shall be made in duplicate, under
oath or affirmation, on Form 976, copies
of which, upon request, may be procured
from any collector.

(c) Contents of claim. There shall be
attached to and made a part of the claim
a certified copy 'of the resolution of the
board of directors, or other authority,
authorizing the payment of the dividend
with respect to which the claim is-filed.
In ddition the claim shall, in accord-
ance with the provisions of this section
and the instructions on the form, set
forth the following information:

(1) The name and address of the cor-
poration; .

(2) The place and date of incorpora-
tion;

(3) The amount of the deficie cy de-
termined with respect to the tax imposed
by subchapter .A of chapter 2 and the
taxable year or years involved; . the
amount of the unpaid deficiency or, if the
deficiency has been paid in whole or in
part, the date of payment and , the
amount thereof; a statement as to how
the deficiency was established, if unpaid,
or if paid in whole or in part, how it was
established that any portion of the
amount paid was a deficiency at the time
when paid and in either case whether
it was by closing agreement, Board de-
cision or court judgment and the date
thereof; if established by a final judg-
ment in a suit against the United States
for rdfund, the date of payment of the
deficiency, the date claim for refund was
filed and the date the suit was brought;
if- established by a 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 with respect to which
the claim for deficiency dividends credit,
or credit or refund, is filed;

(5) A statementsetting forth the va-
rious classes of stock outstanding, the
name and address of each shareholder,
the class and number of shares held by
each on the date of payment of the divi-
dend with respect to which the claim
is filed, and the amount of 'such dividend
paid to eachshareholder;

(6) The amount claimed -as a defi-
ciency dividends credit; and

(d) Time and place of filing ,claim.
The claim required by section 506 (d)
and this section shall be filed with the
Commissioner of . Internal Revenue,
Washington, 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 judgment becomes final, as
the case may be.*

§ 19.506-6 Effect of deflciency divi-
dends on dividends paid credit. No du-
plication of credit allowances with re-
spect to any "deficiency dividends" is
permitted. If a corporation claims and
receives the benefit of the provisions of
section 506 based upon a distribution of
"deficiency dividends," that distribution
does not become a part of the basic
surtax credit for the purposes of sub-
chapter A of chapter 2; nor Is It made
the basis of the 2V/-month carry-back
credit provided for In section 504 (c).*

§ 19.506-7 Suspension of statute of
limitations and stay of collection.

(a) Suspension of running of ,statute.
If a corporation files a notification of its
intent to have certain dividends consid-
ered as "deficiency dividends" as provided
In section 506 (c), then the running of
the statute of limitations upon the assess-
ment and collection of the'established
deficiency and all Interest, additional
amounts, and additions to the tax pro-
vided by law, is suspended for a period of
two years after the date of the filing of
such notification.

(b) Stay of collection. The Internal
Revenue Code provides that, except in
case of jeopardy, the collection of the
established deficiency and all Interest,
additional amounts, and additions to the
tax provided by law, is stayed for a pe-
riod of 30 days subsequent to the final
determination of the amount thereof. If
within such 30-day period the corpora-
tion files with the Commissioner the pro-
scribed notification of intention to seek
the benefit of section 506, the collection
of the established deficiency, to the ex-
tent of the amount of the credit specified
by the corporation in such notification If
not in excess of the amount allowable un-
der section 506 (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 deficiency dividends credit under
section 506 (d) effects a further stay of
collection of that portion of the estab-
lished deficiency covered by the claim if
not In excess of the amount allowable un-
der section 506 (a), until the date the
claim is disallowed (in whole Or in part)
by the Commissioner. The Code further
provides that where collection has been
stayed as above indicated no distraint or
proceeding in court shall be begun for the
collection of the amount stayed during
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the period for which it is stayed. The
Commissioner, notwithstanding the pro-
visions of section 272 (b), may refrain
from assessing the subchapter A defi-
ciency (plus interest, additional amounts,
and additions to the tax) until the claim

• for the deficiency dividends credit is dis-
p6sed of.. After such claim is allowed or
rejected, either in whole or in part, the
entire amount of the deficiency (plus in-
terest, 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. 507. MrwnG or TEMS usED.
The terms used in this subchapter shall

have the same ineaning as when used In
chapter-1.

Sm. 227. Dm rorT Or GROSS InCOLI OF
CERTAIN INSURANCE COMPANI FOR PESONAL
.uOLDInG cozwANTAx. (REvEN E ACT oF
1939.)

(a) Section 507 of the Internal Revenue
Code is amended to read as follows:

"SC. 507. AxmNrInG oF TERm usm.
"(a) General rule. The terms used in this

subchapter shall have the same meaning as
when used in chapter 1.

"(b) Insurance companies other than life
or -mutual. Notwithstanding subsection (a),
the term 'gross income', as used in this sub-
chapter, means, in the case of an insurance
company other than life or mutual, the gross
income, as definedfin section 204 (b) (1), In-
'creased by the amount of losses incurred, as
defined in section 204 (b) (6), and the
amount of expenses incurred, as defined in
section 204 (b) (7), and decreased by the
amount deductible under section 204 (c) (7)
(relating to tax-free interest)."

(b) Taxable years to which applicable. The
amendments made by this section shall be
applicable to taxable years beginning after
December 31, 1938.

SmC. 508. Anmwuasrawv PRovssroNs.
All provisions of law (including penalties)

alplicable in respect of the taxes Imposed by
chapter 1, shall insofar as not Inconsistent
-with this subchapter, be applicable in re-
spect of the tax imposed by this subchapter,
except that the provisions of section 131 shall
not be applicable.

§ 19.508-1 Return and Payment of
tax. A separate return- is required for
the surtax imposed by section 500. Such
returns shall be made on Form 1l20EL
In the case of a personal holding com-
pany which-is a domestic corporation,
the return is tequi ed 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 re-
turn 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 pro-
visions of law relating to the period of
limitations for assessment and collec-
tion which govern the taxes imposed by
chapter 1 also apply to the surtax im-
posed under subehapter A of chapter 2.
However, since the surtax imposed under
subchapter A of chapter 2 is a distinct

-and separate' tax from those imposed

under chapter 1, the making of a return
under chapter 1 will not start the period
of limitations for n.aessment of the sur-
tax imposed under subchapter A of
chapter 2. If the corporation subject
to section 500 fails to file a return the
tax may be asessed at any time. If
the Commisoner finds a deficiency in
respect of the tax imposed by section
500, he is required to follow the same
procedure which applies to deficiencies
in income tax under chapter 1. The
penalties applicable to the income taxes
imposed under chapter 1, as well as the
provisions of chapter 1 relating to inter-
est and additions to the tax, ako apply
to the surtax imposed by section 500.
The administrative provisions applicable
to the surtax imposed by sectlon 500 are
not confined to those contained in chap-
ter I but embrace all administrative pro-
visions of law which have any applica-
tion to income taxes.*

§ 19.508-2 Determination of tax, as-
sessment,. collection. The determlha-
tion, assessment, and collection of the
tax imposed by section 500, and the
examination of returns and claims in
connection therewith, will be made under
such procedure as may be prescribed
from time to time by the Commi $oner. °

Sc. 509. I1WnopFZ ACUXUAONU O PU-
PLUS.

For surtax on corporations which accumu-
late surplus to avoid surtax on shareholders,
see section 102.

Sic. 510. FoREIGN mrs o:aL Honmn.0 COA-
PANXE.

For provisions relating to foreign personal
holding companies and their chareholder,
see Supplement P of chapter 1.

SE. 511. Puacrrr or rru=nns.
For provisions with rcpect to publicity of

returns under this subchapter, ee cubzsction
(a) (2) of section 55.

SUBPART E-DrFX114TIONS

SEC. 3797. DzanuoNs.
(a) When used In this title, whcre not

otherwise distinctly expre=- ed or manifestly
incompatible with the Intent thereof-

(1) Person. The term "pcrzon" [hall be
construed to mean and include an individual,
a trust, estate. partnerdhip, company, or car-
poration.

(2) Partnc hip and partner. The term
"partnership" includes a, syndicate, group.
pool, joint venture, or other unincorporated
organization, through or by means of which
any business, flinancial operation, or venture
is carried on, and which I- not, within the
meaning of this title, a trust or estate or a
corporation; and the term "partner" includes
a member in such a syndicate, group, Pool,
joint venture, or organization.

(3) Corporation. The term "corparation"
includes associations, joint-tock companies.,
and insurance companies.

(4) Domestic. The term "domestlc" when
applied to a corporation or a partncrhlp
means created or organised In the United
States or under the law of the United States
or of -any State or Territory.

(5) Foreign. The term "foreign" when
applied to a corporation or partncrship mins
Q corporation or partnership which Is not
domestic.

(6) Fiduciary. The term "fiduclay" mean-
a guardian, trustee, executor, adminlstrhtor,
receiver, conservator, or any person acting
in any flduciary capacity for any person.

(7) Stock. The term 'tock" includes the
share in an a-c'ociation. joint- tck com-
pany, or insurance company.

(8) reho cr. The term "sharehold=z"
includes a member in an azzcciation, joint-
toci. company, or insuratce company.

(0) Unitcd Statc3. Thn term "United
States" when uz-d In a geSoraphical sense in-
eludes only the States, the Territories of
AlazIm and Hawaii, and the District of CC-
lumbla.

(10) State. The word "State" sha be con-
-trued to Include the Territcries and the
District of Columbia, where, such construc-
tion is necacary to carry out provisions of
this title

(11) Scrtarj. The term "Secretary"
means the Sscretary of the Treasury.

(12) Cammcconcr. The term "Commis-
clonce" means the Commissioner of Internal
Revenue.

(13) Colector. The term "collector" means
collector of Internal revenue.

(14) Taxpayer. The term "taxpayer"
means any person subject to a tax Imp osed
by this title.

(15) Military or naaa forde of the United
States. The term "military or naval forces
of the United States" Includes the Marine
Corps, the Coast Guard, the Army Nurse
Corps, Fermale, and the Navy Nurse Corps,
Female.

(16) Withholding agent. The term "with-
holding agent " means any person required
to deduct and withhold any tax under the
provilsonz of section 143 or 144.

(b) Includes end including. The terms
"ncludes and "Including" when use-d In a
definition contained in this ttle shall not
be deemed to exclude other things otherwise
within the meaning of the term defined.

(c) Cros" refeennes. For other deffnltions,
see the following:

Singular as Including plural, B.S. 1 (U.S.C,
Title 1, ; 1).

Plural as Including singular, ns. 1 (Uz.C.
Title 1, § 1).

Mascullne as including feminine. n.s. I
(U.S.C., Title 1, § 1).

OMfcer, ES. 1 (U.S.C, Title 1. § 1).
Oath as including airmation, .S. I

(U.S.C, Title 1, 2 1).
Company or a=-ccLation as including sc-

ce-om and assiGns, R.S. 5 (US.C., Title
1, §5).

County as Including parish, R. 2 (U.C&,
Title 1. § 2).

Ves=el s Including all means of water
tramsportation, RES. 3 (U.S.C., Title 2, § 3).

Vehicle -a Including all mvens of land
tranIportation, .S. 4 (US.oC, Title 1, g 4.)

§ 19.3797-1 Cassication of taxables.
For the purpose of taxation the Internal
Revenue Code makes its own classifica-
tion and prescribes its own standards of
classification. Local law is of no im-
portance in this connection. Thus, a
trust may be classed as a trum-t or as an
asociation (and, therefore, as a corpo-
ration), depending upon its nature or its
activities. (See section 193797-3.) The
term "partnership" is not limited to the
common law meaning of partnership, but
is broader in Its scope and includes
groups not commonly called partner-
ships. (See section 19.3797-4.) The
term "corporation" is not limited to the
artificial entity usually known as a cor-
poration, but includes also an ass cia-
tion, a trust classed as an association
because of its nature or its activities, a
Joint-stock company, an Insurance com-
pany, and certain lnds of partnerships.
(See sections 19.3797-2 and 19.3797-4.)
The definitions, terms, and classifica-
tions, as set forth in section 3797, shall
have the same respective meaning and
scope in these regulations.*

§ 19.3797-2 Association. The term
"aszociation" Is not used In the Internal
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Revenue Code in any narrow or technical
sense. It includes any organization, cre-
ated for the transaction of designated
affairs, or the attainment of some object,
which, like a corporation, continues not-
withstanding that its members or'partici-
pants change, and the affairs of which,
like corporate affairs, are conducted by
a single individual, a committee, a board,
or some other group, acting in a repre-
sentative capacity. It is immaterial
whether such organization, is created by
an agreement, a declaration of trust, a
statute, or otherwise. It includes a vol-
untary association, a joint-stock associa-
tion or company, a "business" trust, a
"Massachusetts" trust, a "common law"
trust, an "investment" trust (whether of
the fixed or the management type), an in-
terinsurance exchange operating through
an attorney in fact, a partnership asso-
ciation, and any other type of organiza-
tion (by whatever name known) which
is not, within the meaning of the Code,
a trust or an estate, or a partnership.
If the' conduct of the affairs of a: corpo-
ration continues after the expiration of
Its charter, or the termination, of its ex-
istence, it becomes an association.*

§ 19.3797-3 Association distinguished
from trust. The term "trust," as used in
the Internal Revenue Code, refers to an
ordinary trust, namely, one created by
will or by declaration of the trustees or
the grantor, the trustees of which take
title to the property for the purpose of
protecting or conserving it as custom-
arily required under the ordinary rules
applied in chancery and probate courts.
The beneficiaries of such a trust gener-
ally do no more than accept the benefits
thereof and are not the voluntary plan-
ners or creators of the trust arrange-
ment. Even though the beneficiaries do
create such a trust, it is ordinarily done
to conserve the trust property without
undertaking any activity not strictly nec-
essary to the attainment of that object.

As distinguished from the ordinary
trust described in the preceding para-
graph there is an arrangement whereby
the legal title to the property is conveyed
to trustees (or a trustee) who, under a
declaration or agreement of trust, hold
and manage the property with a view to
Income or profit for the benefit of 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 ob-
taining the advantages of those forms of
organization without their disadvantages.
The nature and purpose of a cooperative
undertaking will differentiate it from an
ordinary trust. The purpose will not be
considered narrower than that which is
formally, set forth in the instrument
under which the activities of the trust
are conducted.

If a trust is an undertaking or ar-
rangement conducted for income or
profit, the capital or property of the

trust being supplied by the beneficiaries,
and if the trustees or other designated
persons are, in effect, the managers of
the undertaking or arrangement, whether
the beneficiaries do or do not appoint
or control them, the beneficiaries are to
be treated as voluntarily joining or co-
operating with each other in the trust,
just as do members of an association,
and the undertaking- or arrangement is
deemed to be an association classified by
the Internal Revenue Code as a corpora-
tion. 'However, the fact that the capital
or property of the trust is not supplied by
the beneficiaries is not sufficient reason
in itself for classifying the arrangement
as an ordinary trust rather than as an
association.

By means of such a trust the disadvan-
tages of an ordinary partnership are
avoided, and the trust form affords the
advantages of unity of management and,
continuity of existence which are char-
acteristic of both associations and cor-
porations. This trust form also affords
the advantages of capacity, as a unit, to
acquire, hold, and dispose of property
and the ability to sue and be sued by
strangers or members, which are char-
acteristic of a corporation;, and also fre-
quently affords the limitation of liability
and other advantages characteristic of a
corporation. These advantages which
the trust form provides are frequently re-
ferred to as resemblance to the general
form, mode of procedure, or effectiveness.
in action, of an association or a corpora-
tion, or as "quasi-corporate form." The
effectiveness in action in the case of a
trust or of a corporation does not depend
upon technical arrangements or devices
such as the- appointment or election of a
president, secretary, treasurer, or other
"officer," the use of a "seal," the issuance
of certificates to the beneficiaries, the
holding of meetings by managers or ben-
eficiaries, the use of a "charter" or "by-
laws," the existence of "control" by the
beneficiaries over the affairs of the or-
ganization, or upon other minor elements.
They serve to emphasize the fact that an'
organization possessing them should be
treated as a corporation, but they are not
essential to such classification, for the
fundamental benefits enjoyed by a cor-
poration, as outlined above, are attained,
in the case of a trust, by the use of the
trust form itself. The Internal Revenue
Code disregards the technical distinction
between a trust agreement (or declara-
tion) and ordinary articles of association
or a corporate charter, and all other dif-
ferences of detail. It treats such a trust
according to its essential nature, namely,
as an association. This is true whethe
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.
Soxhetimes 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 apartment,

house; sometimes the activity Is a trade
of business on a much larger scale. The
distinction is that between the activity or
purpose for which an ordinary strict trust
of the traditional type would be created,
and the activity or purpose for which a
corporation for profit might have been,
formed.*

§ 19.3797-4 Partnerships. The Inter-
nal Revenue Code provides Its own con-
cept 6f a partnership. Under thd term
"partnership" It includes not only a part-
nership as known at common law but,
as well, a syndicate, group, pool, joint
venture, or other unincorporated organ-
ization which carries on any business, fi-
nancial operation, or venture, and which
is not, within the meaning of the Code,
a trust, estate, or a corporation. On the
other hand the Code classifies under the
term "corporation" an association or
joint-stock company, the members of
which may be subject to the personal
liability of partners. If an organization
is not interrupted by the death of a
member or by a change In ownership of
a participating interest during the agreed
period of Its existence, and Its manage-
ment is centralized In one or more per-
sons in their representative capacities,
such an organization Is an association,
taxable as a corporation. As to the char-
acteristics of an association, see also sec-
tions 19.3797-2 and 19.3797-3. The fol-
lowing examples wilt 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 is
classified by the Code as a partnership.

(2) A, B, and C contribute $10,000
each for the purpose of buying and sell-
ing real estate. If A, B, C, or D, an out-
side party (or any combination of them
as long as the approval of each partici-
pant is not required for syndicate ac-
tion), takes control of the money, prop-
erty and business of the enterprise, and
the syndicate is not terminated on the
death of any of the participants, the
syndicate is classified as an association.*

§ 19.3797-6 Limited partnerships. A
limited partnership is classified for the
purpose of the Internal Revenue Code as
an ordinary partnership, or, on the other
hand, as an association taxable as a cor-
poration, depending upon Its character In
certain material respects. If the organi-
zation, Is not Interrupted by the death of
a general partner or by a change In the
ownership of his participating interest,
and if the management of Its affairs Is
centralized in one or more persons acting
in a representative capacity, it Is taxable
as a corporation. For want of these es-
sential characteristics, a limited part-
nership is to be considered as an ordi-
nary partnership notwithstanding other
characteristics conferred upon It by local
law.

The Uniform Limited Partnership Act
has been adopted In several States, A
limited partnership organized under the,
provisions of that Act may be either an
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- association or a partnership depending
upon whether or not in the particular
case the essential characteristics of an
association exist.*

§ 19.3797-6 Partnership associations.
A partnership association of the type au-
thorized by the statutes of several States,
such, for instance, as those of the State
of Pennsylvania (Purdon's Penna. Stat.
Ann., (Perm. Ed.), Title 59, ch. 3), having
by virtue of the statutory provisions under
which it was organized, the characteris-
tics essential to an association within the
meaning of the Internal Revenue Code,
is taxable as a corporation.*

§ 19.3797-7 Insurance cothpany. In-
surance companies include both stock and
mutual companies, as well as mutual
benefit insurance companies. A volun-
tary unincorporated association of em-
ployees formed for the purpose of re-
lieving sick and aged members and the
dependents of deceased members is an
insurance -company, whether the fund
for such purpose is created wholly by
membership dues or partly by contribu-
tions from the employer. A corporation
which merely sets aside a fund for the
insurance of its employees is not required
to file a separate return for such fund, but
the income therefrom shall be included in
the return of the corporation.

Though its name, charter powers and
subjection to State insurance laws are
significant in determining the business
which a corporation is authorized and in-
tends to carry on, the character of the
business actually done in the taxable year
determines whether it is taxable as an
insurance company under the Internal
Revenue Code. For example, during the
year 1939 the M Corporation, incorpo-
rated under the insurance laws of the
State of R, carried on the business Of
lending money in addition to guarantee-
ing the payment of principal and inter-
est of mortgage loans. Of its total in-
come for the year one-third was derived
from its insurance business of guaran-
teeing the payment of principal and inter-
et of mortgage loans and two-thirds was
derived from its noninsurance business
of lending money. The M Corporation is
not an insurance company for the year
1939 within the meaning of the Code
and these regulations.*

§ 19.3797-8 Domestic, foreign, resi-
dent; and nonresident persons. A do-
mestic corporation is one organized or
created in the United States, including
only the States, the Territories of Alaska
and Hawaii, and the District of Columbia,
or under the law of the United States
or of any State or Territory, and a for-
eign corporation is one which is not do-
mestic. A domestic corporation is a
resident corporation 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 corpo-
ration, 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 nonresi-
dent foreign corporation. A partnership
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 partnership, 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 partnership.
Whether a partnership is to be regarded
as resident or nonresident Is not deter-
mined by the nationality or residence
of its members or by the place in which
it was created or organized. The term
"nonresident allen," as used in these reg-
ulations, includes a nonresident alien in-
dividual and a nonresident alien fidu-
ciary.*

§ 19.3797-9 Fiduciary. "Fiduciary" is
a term which applies to persons who oc-
cupy positions of peculiar confidence
toward others, such as trustees, execu-
tors, and administrators. A fiduciary
for income tax purposes is a person who
holds in trust an estate to which another
has the beneficial title or in which an-
other 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 in-
competent person is a fiduciary.*

§ 19.3797-10 Fiduciary distinguished
from agent. There may be a fiduciary
relationship between an agent and .a
principal, but the word "agent" does not
denote a fiduciary. An agent having
entire charge of property, with authority
to effect and execute leases with tenants
entirely on his own responsibility and
without consulting his principal, merely
turning over the net profits from the
property periodically to his principal by
virtue of authority conferred upon him
by a power of attorney, is not a fiduciary
within the meaning of the Internal
Revenue Code. In cases where no legal
trust has been created in the estate con-
trolled 'by the agent and attorney, the
liability to make a return rests with the
principaL*

SUBPART F-ITIGATION OF EFFECT OF LIII-
TATION AND OTHER PEOVISIONS nI nicomE
TAX CASES

SEc. 3801. MlI-oMAxo op mc= oP nr-
TIOx AiD OTHDI PimOViiONS n? InCOZE TAX
CASES.

(a) Definitions. For the purposo of this
section-

(1) Determination. The term "determina-
tion under the income tax law"1 mean-

(A) A closing agrcement made under rcc-
tion 3760;

(B) A decision by the Board of Tax Appeals
or a judgment, decree, or other order by any
court of competent Jurizdiction, which ha3
become final; or

(C) A final disposition by the Commis_
sioner of a claim for refund. For the pur-
poses of this section a claim for refund shall
be deemed finally dispos-d of by the Com-
missloner-

(i) as to Items with rcspet to which the
claim was allowed, upon the date of allow-
ance of refund or credit or upon the date of
mJlng notice of dilsalowance (by reacon of

offetting iteams) of the claim for refund.
and

(HI) a to item- with respEct to which the
claim was diallowed. in whole or in part, or
a= to Items applied by the CommissLoner In
rcduction of the refund or credit, upon ex-
piration of the time for instituting suit with
re:;pt thereto (unlcss suit is Instituted prior
to the expiration.of such time).

Such term shall not include any such agree-
ment made, or decision, Judgment, decree, or
order which became final, or clim for refund
finally disposed of, prior to August 27, 1938.

§ 19.3801 (a) (1)-1 Purpose an scope
of section 3801. Section 3801 provides
for correction of the effect of certain
types of errors specified in section 3801
(b) and sections 19.3801 (b)-1 to 19.3801
(b)-5, inclusive, when one br more provi-
sions of the Internal revenue laws, such as
the statute of limitations, would other-
wise prevent such correction. Correc-
tions are buthorized under section 3801
only when the Comms-soner, if the cor-
rection would result in an allowance of a
refund or credit for the year with respect
to which the error was made, or the tax-
payer, if the correction would result in an
additional assessment for such year, has
maintained a position inconsistent with
the error. Ng correction is permissible
unless the Inconsistent position is -dopted
by a determination made on or after
August 27, 1938.*

§ 19.3801 (a) (1)-2 Closing agreement
as a determination. For the purposes
of section 3801, a determination may take
the form of a closing agreement author-
ized by section 3760. (See paragraph 46
of the Appendix to these regulations.)
Such an agreement may relate to the
total tax liability of the taxpayer for a
particular taxable year or years or to
one or more separate items affecting such
liability. If It becomes necessary or de-
sirable to effect a determination in order
to obtain or accelerate an adjustment
authorized by section 3801, a closing
agreement may ba used for such purpose
whtnever a taxpayer and the Govern-
ment have concurred in the disposition
of an Item or Items. A closing agmement
becomes final within the meaning of sec-
tion 3801 on the date of its approval by
the Secretary, the Under Secretary, or
an Asslstant Secretary.*

§ 19.3801 (a) (M)-3 Decision by Board
or court as a determination. A determi-
nation may take the form of a decision
by the Board of Tax Appeals or a judg-
ment, decree, or other order by any court
of competent Jurisdiction, which has be-
come final. a

The date upon (vhich a decision by the
Board of Tax Appeals becomes final is
prescribed in section 1140. (See para-
graph 39 of the Appendix to these re-.u-
lations.)

The date upon which a judgment of a
court becomes final must be determined
upon tl basis of the facts in the par-
ticular case. Ordinarily, a judgment of
a United State! 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
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Court of Claims becomes final upon the
expiration of the time alloWed for filing
a petition for certiorari if no such peti-
,tion is duly fled within such time.*

§ 19.3801 (a) (1)-4 Final disposition
of claim for refun as a determination.
A determination may take the form of a
final disposition of a claim for refund.
Such dispopition may result in a deter-
mination with respect to two classes of
items, i. e., Items included by the tax-
payer in a claim for refund and items ap-
plied by the Commissioner to offset the
alleged overpayment. The time at which
a disposition in respect of a particular
item becomes final may depend not only
upon what action is taken with respect to
that item but also upon whether the claim
for refund is allowed or disallowed.

(a) Items with respect to which the
taxpayer's claim is allowed.

(1) The 'disposition with respect to an
item as to which the taxpayer's conten-
tion in the claim for refund is sustained
becomes final on the date of allowance of
the refund or credit if-

(I) The taxpayer's claim for refund is
unqualifiedly allowed; or b

(ii) The taxpayer's contention with re-
spect to an item is sustained and with
respect to other items is denied, so that
the net result is an allowdnce of refund
or credit; or

(iII) The taxpayer's contention with
respect to an item is sustained, but the
Commissioner applies other items to off-
set the amount of the alleged overpay-
ment and the items so applied do not
completely offset such amount but merely
reduce it so that the net result -is -an
allowance of refund or credit.

" (2) If the taxpayer's contefition in the
claim for refund with respect to an item'
Is sustained but the Commissioner applies
other items to offset the amount of the
alleged overpayment .so that the net-re-
silt is a disallowance of the -claim for
refund, the date of mailing, by registered
mail, of the notice of disallowance (see
section 3772, set forth in paragraph 88
of the Appendix-to these regulations) is
the date of the final disposition as to the
item with respect to which the taxpayer's
"contention is sustained.

(b) Items.with fespect to which the
taxpayer's claim is disallowed. The dis-
position with respect to an item as to
which the taxpayer's contention in the
claim for refind is denied becomes final
upon the expiration of the time allowed
by section 3772 for instituting suit on the.
claim for refund, unless suit is instituted
prior to the expiration of such period,
if-

(i) The taxp.ayer's claim for refund'is
-unqualifiedly disalloived; or

(ii) The taxpayer's conteition,with re-
spect to an item is denied and with
respect to other items is sustained so that
the net result is an allowance of refund
or credit; or

(iii) The-taxpayer's contention with
respect to an item is sustained in part

-and denied in part. For example, if the
taxpayer claims a deductible loss of
$10,000 and a consequent overpayment
of $2,500 and the Cominissioner concedes
that a deductible loss was sustained but
in the anount of $5,000 only, or that a
deductible loss of $10,000 was sustained,
but uder the Commissioner's computa-
tion the consequent overpayment is only
$2,000, the disposition of the claim for
refund with respect to both the allow-
ance of the $5,000 and the disallowance
of the remaining $5,000, or the allow-
ance of the $2,000 overpayment and'the
denial of'the $500, becomes final upon
the expiration of the time for instituting
suit on the claim for refund unless suit
is instituted prior to the expiration of
such period.

(c) Items applied by the Commissioner
in reduction'of the refund or credit. If
the Commissioner applies an item in re-
duction of the overpayment alleged in
the claim for refund, and the net result
is an allowance of refund or credit, the
disposition with respect to the item so
applied by the Commissioner becomes
final upon the expiration of the time al-
lowed by section 3772 for instituting suit
on the claim-for refund,. unless suit is
instituted prior" to the expiration of such
period. If such application of the item
xesults in -the assertion of a deficiency,
such action does not constitute a final
disposition by the Commissioner of a
claim for refund within the meaning of
section 3801 (a) (1) (C) (ii),-but subse-
duent action taken with respect to such
deficiency may result in a determination
under section 3801 (a) (1) (A) or (B).

The necessity of waiting for the ex-
piration of the 2-year-period of limita-
tions provided in section 3772 may-be
avoided in such cases as are described
under (b) or (c) of this section by the
use of a closing agreement to effect a
determination.*

[SEC. 3801. MrrxGATioNr Or ErF=or OP LUnrA-
=TON AND OTHER PROVSIONS IN INCOmE TAx
CAsEs.]

-[(a) Definitions. For the purpose of this
section-]

(2) Taxpayer.' Notwithstanding the pro-
vlsions of section 3797 the term "taxpayer"
means any person subject to a tax under
the applicable Revenue Act.

(3) Related taxpayer. The term "related
taxpayer"' means a taxpayer who, with the
taxpayer with respect to whom a determina-
tionspecified in subsection (b) (1), (2), (3),
or (4) is made, stood, in the taxable year
with respect to which the erroneous in-
'cluslon, exclusion, omission, allowance, or
disallowance therein referred to was made,
in one of the following relationships: (A)
husband sand Vife; (B) grantor and fldu-
ciary; (C) grantor and beneficiary; (D) fidu-
ciary and beneflciaiy, legatee, or heir; (E)
decedent and decedent's estate; or (F)
partner.-

§ 19.3801 (a) (3)-1 Related taxpayer.
An adjustment in the case of the tax-
payer with respect to whom the error was
made may be authorized under - section
3801 although the determination is made
with respect to a different taxpayer, pro-
vided that such taxpayers stand in one
of the relationships specified in section

3801 (a) (3). The concept of "related
taxpayer" has application only to section
3801 (b) (1), (2), (3), or (4) and does not
apply to section 3801 (b) (5). If such
relationship exists, it is not essential that
the error be with respect to a transaction
possible only by reason of the existence
of the relationship. For example, If the
error with respect to which an adjust-
ment Is sought under section 3801 grew
out of an assignment of rents between
taxpayer A and taxpayer B, who are
partners, and the determination is with
respect to taxpayer A, an adjustment with
respect to taxpayer B may be permissible
despite the fact that the assignment had
nothing to do with the business of the
partnership. The relationslhip need not
exist throughout the entire taxable Year
with respect to which the error was made,
.but only at some time during that taxable
year. For example, if a taxpayer on
February 15 assigns to his fiancee the net
rents of a building which the taxpayer
owns, and the two are married before the
end of the taxable year, an adjustment
may be permissible It the determination
relates to such rents despite the fact that
they were not husband and wife at the
time of the assignment. See section
19.3801 (b)-8 for the requirement In cer-
tain cases that the relationship exist at
the time an inconsistent position Is first
maintained.*

[SEC. 3801. MTOAzox 05 rk CT Or LrirrA-
TON AND OTHER PROVISIONS W INCOMIV TAX
CASES.]

(b) Mrcumstances o adjustment, When
a determination under the Income tax laws-

(1) Requires the Inclusion In gross Incomo
of an item which was erroneously Included In
the gross Income of the taxpayer for another
taxable year or In the gross income of a
related taxpayer; or
- (2) Allows a deduction or credit which
was erroneously allowed to the taxpayer for
another taxable year or to a related taxpayor,
or

(3) Requires the exclusion from gross in-
come of an item with respect t0 which ta
was paid and which was erroneously excluded
or omitted from the gross Income of the taX-
payer for another taxable year or from the
gross income of a related taxpayer, or

(4) Allows or disallows any of the addi-
tional deductions allowable in computing
the net income of estates or trusts, or re-
quires or denies any of the Inclusions In the
computation of not Income of beneflclarles,
heirs, or legatees, specified In section 102 (b)
and (c) of -chapter 1, and corresponding sec-
tions of prior revenue Acts, and the correla-
tive inclusion or deduction, as the case may
be, has been erroneously excluded, omitted,
or Included, or disallowed, omitted, or al'
lowed, as the case may be, in respect of the
related taxpayer; or(5) Determines the basis of property for
depletion, exhaustion, wear and tear, or ob-
solescence, or for gain or loss on a sale or
exchange, and in respect of any transaction
upon which such basis depends there was en
erroneous inclusion in or omission from the
gross income of, or an erroneous recognition
or nonrecognition of gain or loss to, the
taxpayer or any person who acquired title
to Ruch property In such transaction and
from whom mediately or immediately the
taxpayer derived title subsequent to such
transaction-
and, on the date the determination becomes
final, correction of the effect of the error is
prevented by the operation (whether beforo,
on, or after May 28, 1938) of any provision of
the internal-revenue laws other than this
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section and other than section 3761 (relating
to compromises), then the effect of the error
shall be corrected by an adjustment made
under this section. Such adjustment shall
be made only if there is adopted in the de-
termination a position maintained by the
Commissioner (in case the amount of the
adjustment would be refunded or credited in
the same manner as ar overpayment under
subsection (c)) or by the taxpayer with re-
spect to whom the determination is made
(in case the amount of the adjustment would
be assessed and collected in the same manner
as a deficiency under subsection (c)), which
position is inconsistent with the erroneous
inclusion, exclusion, omission, allowance, dis-
allowance, recognition, or nonrecognition, as
the case may be. In case the amount of the
adjustment would be assessed and collected in
the same manner as a deficiency, the adjust-
ment shall not be made with respect to a
related taxpayer unless he stands in such re-
lationship to the taxpayer at the time the
latter first maintains the inconsistent position
in a return, claim for refund, or petition (or
amended petition) to the Board of Tax Ap-
peals for the taxable year with respect to
which the determination is made, or if- such
position is not so maintained, then. at the
time of the determination.

§ 19.3801 (b)-O Circumstances of ad-
iustment. Section 3801 may be applied
to correct the effect of an error if, on the
date of the determination, correction
of the effect of .the error is prevented
by the operation, whether before, on, or
after May 28, 1938 (the date of enact-
ment of the Revenue Act of 1938), of any
provision of the internal revenue laws
other than section 3801 and other than
section 3761 of the Internal Revenue
Code and the corresponding provisions of
prior Revenue Acts (relating to compro-
mises-see paragraph 58 of the Appendix
to these regulations). Examples of such
provisions are: Sections 275, 311 (b) and
(c), 322 (b) and (d), 1117 (e), 3746, and
3772 of the Internal Revenue Code and
the corresponding provisions of prior
Revenue Acts (relating to periods of
limitation-see paragraphs 30, 88, and
91 of the Appendix to these regulations);
sections 272 f) and 322 (c) of the In-
ternal Revenue Code and the corre-
sponding provisions of prior Revenue
Acts (relating to effect of petition to
Board of Tax Appeals on further deft-
ciency letters and on credits or refunds);
section 3760 of the Internal Revenue
Code and the corresponding provisions
of prior Revenue Acts (relating to clos-
ing agreements--see paragraph 46 of
the Appendix to these regulations); and
sections 3770 (a) (2), 3774, and 3775 of
the Internal Revenue Code and the cor-
responding provisions of prior Revenue
Acts (relating to payments, refunds or
credits after period of limitation has ex-
pired-see paragraphs 89, 90, and 92 of
the Appendix to these regulations).

If the tax liability for the year with
respect to which the error was made has
been compromised under section 3761
of the Internal Revenue Code or the cor-
responding provisions of prior Revenue
Acts, no adjustment may be made under
section 3801 with respect to that year.

Section 3801 is not applicable if, on the
date of the determination, correction of

No. 2--3

the effect of the error is permissible
without recourse to such section.

The determination may be with re-
spect to the tax imposed by chapter 1 and
subchapters A, B, and D of chapter 2 of
the Internal Revenue Code, by the cor-
responding provisions of any prior Reve-
nue Acts, or by more than one of such
provisions. Section 3801 may be applied
to correct the effect of the error only as
to the tax or taxes for the year with re-
spect to which the error was made which
correspond to the tax or taxes to which
the determination relates. Thus, if the
determination relates to the tax Imposed
by chapter 1 of the Internal Revenue
Code, the adjustment may be only with
respect to the tax imposed by such chap-
ter or by the corresponding provisions of
the Revenue Act applicable to the year
with respect to which the error was made;
if the determination relates to subchap-
ter B of chapter 2 of the Internal Reve-
nue .Code, the adjustment may be only
with respect to the tax Imposed by such
subchapter or by the corresponding pro-
visions of the Revenue Act applicable to
the year with respect to which the error
was made.*

§ 19.3801 (b)-1 Double inclusion of
item of gross income. Section 3801 b)
(1) applies if the determination requires
the inclusion, in a taxpayer's gross in-
come, of an Item which was erroneously
included in the gross income of the same
taxpayer for another taxable year or
of a related taxpayer for the same or an-
other taxable year.

Example (1). A taxpayer who keeps
his books on, the cash basis erroneously
included in his return for 1933 an item of
accrued rent. In 1938, after the period
of limitations on refunds for 1933 has
expired, the Commissioner discovers
that the taxpayer received this rent in
1934 and asserts a deficiency for the year
1934, which is sustained by the Board
of Tax Appeals in 1941. An adjustment
is authorized with respect to the year
1933. If the taxpayer had returned the
rent for both 1933 and 1934 and by a de-
termination was denied a refund claimed
for 1934 on account of the rent Item, a
similar adjustment is authorized.

Example (2). A husband assigned to
his wife salary to be earned by him In
the year 1936. The wife included such
salary in her separate return for that
year and the husband omitted It. The
Commissioner asserted a deficiency
against the wife for 1936 with respect to
a different item and she contested that
deficiency before the Board of Tax Ap-
peals. The wife would therefore be
barred by section 322 (c) of the Revenue
Act of 1936 from filing a claim for refund
for 1936. Thereafter, the Commissioner
asserts a deficiency against the husband
on account of the omission of such salary
from his return for 1936. The husband
unsuccessfully contests the deficiency be-
fore the Board of Tax Appeals. An ad-
justment is authorized with respect to
the wife's tax for 1936,*

§ 19.3801 (b)-2 Double allorance of a
dcduction or credit. Section 3201 (b)
(2) applies if the determination allows
the taxpayer a deduction or credit which
was erroneously allowed the same tax-
payer for another taxable year or a re-
lated taxpayer for the same or another
taxable year.

Example (1). A taxpayer in his re-
turn for 1935 claimed and was allowed a
deduction for destruction of timber by a
forest fire. Subsequently it was discov-
ered that the forest fire occurred in 1936
rather than in 1935. After the expiration
of the period of limitations for the as-
sessment of a deficiency for 1935, the
taxpayer files a claim for refund for 1936
based upon a deduction for the fire loss
in that year. The Commissioner allows
the claim for refund. An adjustment is
authorized with respect to the year 1935.

Example (2). The beneficiary of a
testamentary trust in his return for 1933
claimed, and was allowed, a deduction
for deprecjation of the trust property.
The Commissioner asserted a deficiency
against the beneficiary for 1933 with re-
spect to a different Item and final deci-
sion of the Board of Tax Appeals was
rendered in 1935, so that the Commis-
sioner was thereafter barred by section
272 (W of the Revenue Act of 1932 from
asserting a further deficiency against
the beneficiary for 1933. The trustee
thereafter filed a timely refund claim
contending that under the terms of the
will the trust, and not the beneficiary,
was entitled to the allowance for depreci-
ation. The court in 1939 sustains the
refund claim. An adjustment is author-
Ized with respect to the beneficiary's tax
for 1933.V

§ 19.3801 (W)-3 Erroneo= excluion
of item of gross income with respect to
which tax was paid Section 3801 (b)
(3) applies if the determination requires
the exclusion, from a taxpayer's gross in-
come, of an Item with respect to which
tax was paid and which-was erroneously
excluded or omitted from the gross in-
come of the same taxpayer for another
taxable year or of a related taxpayer for
the zame or another taxable year.

Example (1). A taxpayer received
payments In 1936 under a contract for
the performance of services and included
the payments in his return for that year.
A closing agreement was thereafter made
with respect to the tax liability of the
taxpayer for 1935. The taxpayer sub-
sequently filed a claim for refund for the
year 1936, asserting that he kept his
books on the accrual basis and that, as
the payments had accrued in 1935, they
were properly taxable in that year. The
claim for refund is allowed in 1939. An
adjustment Is authorized with respect to
the year 1935. If the taxpayer had not
included the payments in any return and
the Commiss oner had asserted a deft-
clency for 1936 with respect to the pay-
ments, and the deficiency is not sus-
tained by the Board of Tax Appeals in
Its final decision In 1940, no adjustment
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is authorized with respect to the year
1935. Although the determination re-
quires the exclusion of. the item from
gross income, no tax had been paid with
respect thereto. If the taxpayer, how-
ever, had paid the deficiency and there-
after successfully contested it before the
Board or successfully sued for refund in
court, an adjustment is authorized.

Example (2). A father and son con-
ducted a partnership business, each being
entitled to one-half of the net profits-
The father included -the entire net in-
come of the partnership in his return for
1933 and the son' included no portion of
this income in his return for that year.
Shortly before the expiration of the
period of limitations with respect to de-
ficiency assessments and refund- claims
for both father and son for 193a, the
father filed a claim for refund of that
portion of his 1933 tax attributable to
the half of the partnership income which
should have been included in the son's
return. The court sustains the claim for
refund in 1940. An adjustment is au-
thorized with respect to the son's tax for
1933.*

§ 19.3801 (b)-4 Correlative deductions
and inclusions specifted in section 162 (b)
and (c) and corresponding provisions of
prior Revenue Acts. Section 3801 (b)
(4) applies if the determination relates
to the additional deduction specified in
section 162 (b) and (c) of the Internal
Revenue Code, or the corresponding pro-
visions of a prior Revenue Act, for
amounts distributable tothe beneficiaries,
heirs, or legatees of an estate- 6r trust,
and such determination requires:

(1), The allowance to the estate or trust
of such additional deduction when such
amounts have been erroneously omitted
or excluded from the income of the bene-
ficiaries, heirs, or legatees; -

(2) The inclusion of such amounts in
the income of the beneficiaries, heirs, or
legatees when such additional deduction
has been erroneously disallowed to or
omitted by the estate or trust;

(3) The disallowance to an estate or
trust of such additional deduction when
such amounts have been erroneously in-
cluded in the-income of the beneficiaries,
heirs, or legatees; or

(4) The exclusion of such amounts
from ,the income of the beneficiaries,
heirs, or legatees when such additional

- deduction has been erroneously allowed
to the estate or trust.

The provisions of (1) of this section
may be illustrated as follows:

Example: For the taxable year 1935, a
trustee, directed by the trust instrument
to accumulate the trust income, made no
distribution to thb bneficiary 'and re-
turned the entire net income as taxable
to the trust. Accordingly, the beneficiary
did not include the trust lne-dine in his
return for the year 1935. In 1937 a State
court held Invalid the clause directing
accumulation. In 1939 the trustee, rely-
ing upon the court decision, files a claim
for refund of the tax paid on behalf of

the trust for the year 1935. The claim is
sustained by the court in 1941, after the
expiration of the period of limitations
upon deficiency assessments against the
beneficiary for the year 1935. An ad-
justment Is authorized with respect to
the beneficiary's tax for the year 1935.

The provisions of (2) of this section
may be illustrated as follows: '

Example: Assume the same facts as in
the example under (1), except that, in-
stead of the trustee's filing a refund
claim, the commissioner, relying upon
the decision of the State court, asserts a
deficiency against the beneficiary for
1935. The deficiency is sustained by final
decision of the Board of Tax Appeals in
1941, after the expiration of the period
for filing claim for refund on behalf of
the trust for 1935. An adjustment Is
authorized with respect to the trust for
the year 1935.

The provisions of (3) of this section
may be illustrated as follows:

Example: A-trustee claimed in the re-
turn for 1935 a deduction for income dis-
tributed to the beneficiary. The income
was included by the beneficiary in his
return for 1935. In 1939 the Commis-
sioner asserts a deficiency against the
trust on the ground that the amount dis-
tributed to the beneficiary represented a
charge against the corpus of the trust
and did not constitute a distribution of
income. The deficiency Is sustained by
final decision of the Board of Tax Ap-
peals in 1941, after the expiration of the
period ^for filing claims for refund by the
beneficiary for 1935. An adjustment Is
authorized with respect to the benefi-
ciary's tax for the year 1935.

.,he provisions of (4) of this section
may be illustrated as follows: #

Example: Assume the same facts as
in the example under (3), except that,
instead of the Commissioner's asserting
a deficiency, the beneficiary files a re-
fund claim for 1935 oir the same ground.
The claim is sustained by the court in
1941, after the expiration of the period
of limitations -upon deficiency assess-
ments against the' trust for 1935. An
adjustment is authorized with respect to
the trust' for the year 1935."

§ 19.3801 (b)-5. Determination. of
basis o1 property in case of erroneous
treatment of transaction relating to ac-
quisition thereof. Section 3801 (b) (5)
applies if the determination establishes
the basis of property for income tax pur-
poses and in respect of the transaction
upon which such basis depends there
was an erroneous inclusion in or omis-
sion from gross income or an erroneous
recognitibn or nonrecognition of gain or
loss with respect to (1) the taxpayer
with respect *to whom the determination
is mnade, or (2) any person who acquired
title to such property in such transaction
and the taxpayer with respect to whom
the determination is made mediately or
immediately derived title from isuch per-
son subsequent to such transaction. Sec-
3801 (b) (5) applies with respect to the
person who acquired the property and

any subsequent transferees or donees
who have a substituted basis ascertained
by reference to the basis In the hands of
such person. No adjustment Is author-
ized with respect to the transferor of
the property In the transaction upon
which the basis of the property depends,
when the determination Is with respect
to (1) the original transferee, or (2)
a-subsequent transferee of such original
transferee. •

Example (1). In 1033 taxpayer A
transferred property which had cost him
$5,000 to the X Corporation in exchange

.for an original Issue of shares of Its stOck
having a fair market value of $10,000.
In his return for 1933 taxpayer A treated
the exchange as one In which gain or
loss was not recognizable:

(a) In 1939 the X Corporation claims
that gain should have been recognized on
the exchange In 1933 and therefore the
property it received had a $10,000 basis
for depreciation., Its contention Is con-
firmed by a closing agreement. No ad-
justment is authorized with respect tb
the tax of the X Corporation for. 1933,
as there was no "erroneous inclusion In
or omission from the gross income of, or
an erroneous recognition or nonrecogni-
tion of gain or loss to" the X Corporation
with respect to the exchange in, 1933.
Moreover no adjustment Is authorized
with respect to taxpayer A, as he Is not
the taxpayer with respect to whom the
determination is made, nor does the de-
termination relate to the property which
taxpayer A acquired In the exchange in
1933, but, rather, t6 the property which
he transferred in such exchange.

(b) In 1939 the X Corporation trans-
fers the property to 'the Y Corporation
in a tax-free exchange. In 1940 the Y
Corporation sells the property and com-
putes its profit on the basis of $10,000,
which basis Is sustained by the Board of
Tax Appeals. No adjustment is author-
ized with respect to the Y Corporation
or with respect to taxpayer A, for the
reason stated In (a).

(c) In 1941 taxpayer A sells the stock
'which he had received In 1933 and claims
that, as gain should have been recognized
-on the exchange in 1933, the basis for
computing the profit on the sale is $10,-
000.- His contention is confirmed in a
closing agreement. An adjustment Is
authorized with respect to his tax for the
year 1933, as the basis for computing gain
on the sale depends upon the transac-
tion in 1933 and in respect of that trans-
action there was an erroneous nonrecog-
nition of gain to taxpayer A, "the tax-
payer" with respect to whom the deter-
mination is made.

(d) Taxpayer A does not sell the stock
but makes a gift of It to taxpayer B, who
later sells the stock and claims the
$10,000 basis, which contention Is con-
firmed in a closing agreement. An ad-
justment is authorized with respect to
the tax of taxpayer A for 1933, as the
basis for computing gain on the sale by
taxpayer B depends upon the transac-
tion in 1933 and in respect of that trans-
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action there was erroneous nonrecogni-
tion of gain to taxpayer A, the "person
who acquired title to such property in
such transaction and from whom * * *
immediately" taxpayer B, with respect
to whom the determination is made, "de-

rived title subsequent to such transac-tion."

Example (2). In 1934 taxpayer A sold
property acquired at a cost of $5,000 to
taxpayer B for $10,000. In. his return
for 1934 taxpayer A failed to include
the profit on such sale. In 1939 tax-
payer B sells the property for $12,000 and
in his return for 1939 reports a gain of
$2,000 upon the sale, which is confirmed
in a closing agreement. No adjustment
is authorized with respect to the tax of
taxpayer. A for 1934, as taxpayer A is
not the taxpayer with respect to whom
the determination is made; nor does the
determination relate to property which
taxpayer A acquired in the transaction
in 1934, but rather to property which he
transferred in such transaction.

Example (3). In 1933 a taxpayer re-
ceived as additional compensation shares
of stock in a corporation but did not in-
clude any amount in his return for that
year on account of the receipt of such
stock- In 1939, after the expiration of
the period of limitations on deficiency
assessments for 1933, he sells the stock
f'or $15,000 and reports $5,000 in his re-
turn for 1939 as profit on the sale. A de-
ficiency is asserted by the Commissioner
on the theory that the basis is zero and
the recognized gain is $15,000. The
Board of Tax Appeals sustains the tax-
payer's contention 4that the transaction
was erroneously treated in 1933 in that
the property then had a fair market val-
uation of $10,000. An adjustment is au-
thorized with respect to the year 1933.

Example (4). In 1933 a taxpayer re-
ceived 100 shares of stock of the X
Corporation having a fair market value
of $5,000, in exchange for shares of stock
in the Y Corporation which he had ac-
quired at a cost of $12,000. In his return
for 1933 the taxpayer treated the ex-
change as one in which gain or loss was
not recognizable. The taxpayer sold 50
shares of the X Corporation stock in
1934 and in his return for that year
treaed such shares as having a $6,000
basis. In 1939 the taxpayer sells the re-
maining 50 shares of stock of the X Cor-
poration for $7,500 and reports $1,500
gain in his return for 1939. After the
expiration of the period of limitations on
deficiency assessments and on refund
claims for 1933 and 1934, the Commis-
sioner asserts a deficiency for 1939 on
the ground that the loss realized on the
exchange in 1933 was erroneously treated
as nonrecognizable, and that the basis
for computing gain upon the sale in 1939
is $2,500, resulting in a gain of $5,000.
The deficiency is sustained by the Board
of Tax Appeals in 1934. An adjustment
is authorized with respect to the year 1933
as to the entire $7,000 loss realized on the
exchange. No adjustment is authorized

with respect to the year 1934 as the bad s
for computing gain upon the sale of the
50 shares in 1939 does not depend upon
the transaction in 1934.*

§ 19.3801 (b)-6 Law applicable in de-
termination of error. The question
whether there was an erroneous inclu-
sion, exclusion, omission, allowance,
disallowance, recognition or nonrecog-
nition is determined under the pro-
visions of the internal revenue laws
applicable with respect to the year
as to which the inclusion, exclusion,
omission, allowance, disallowance, recog-
nition, or nonrecognition, as the case
may be, was made. The fact that the
inclusion, exclusion, omission, allowance,
disallowance, recognition, or nonrecog-
nition, as the case may be, was in pur-
suance of an interpretation, either Judi-
cial or administrative, accorded such
provisions of the internal revenue laws
at the time of such action is not neces-
sarily determinative of this question.
For example, if a later judicial decision
authoritatively alters such interpretation
so that such action was contrary to such
provisions of the internal revenue laws as
later interpreted, the inclusion, exclu-
sion, omission, allowance, disallowance,
recognition, or nonrecognition, as the
case may be, is erroneous within the
meaning of section 3801.*

§ 19.3801 (b)-7 Operation depandent
upon maintenance of inconsistent pos-
tion.

(a) Adjustments resulting in addi-
tional assessments. An adjustment
which would result in an additional as-
sessment is authorized only if (1) the
taxpayer, with respect to whom the de-
termination is made, has, in connection
therewith, maintained a position which is
inconsistent with the erroneous inclusion,
exclusion, omission, allowance, disallow-
ance, recognition, or nonrecognition, as
the case may be, and (2) such inconsist-
ent position is adopted in the determina-
tion.

Example (1). A taxpayer in his re-
turn for 1935 claimed and was allowed a
deduction for loss arising from a casu-
alty. "After the taxpayer had filed his re-
turn for 1936 and after the period of
limitations upon the asssment of a de-
ficiency for 1935 had expired, it was dis-
covered that the loss actually occurred in
1936. The taxpayer, therefore, filed a
claim for refund for the year 1936 based
upon the allowance of a deduction for the
loss in that year, and the claim was
allowed by the Commissioner. The tax-
.payer thus has maintained a position in-
consistent with the allowance of the de-
duction for 1935 by filing a claim for
refund for 1936 based upon the same de-
duction. As the determination--the al-
lowantxe by the Commissioner of the
claim for refund-adopts such incon-
sistent position, an adjustment is author-
ized for the year 1935.

An adjustment which would result in
an additional assessment Is not author-

ied if the Commissioner, and not the
taxpayer, has maintained such incon-
sistent position.

Example (2). In example (1) above,
assume that the taxpayer did not file a
claim for refund for 1936 but the Com-
ml ioner Issued a notice of deficiency
for 1936 based upon other items. The
taxpayer filed a petition with the Board
of Tax Appeals and the Commissioner
in his answer voluntarily proposed the
allowance of a deduction for the loss pre-
viously allowed for 1935. The Board took
the deduction into account in its rede-
termination of the tax for the year 1936.
In such case no adjustment would be
authorized for the year 1935 as the Com-
missioner, and not the taxpayer, has
maintained a position inconsistent with
the allowance of a deduction for the Io-s
in that year.

(b) Adjustments resulting fin refund or
credit. An adjustment which would re-
sult in the allowance of a refund or credit
Is authorized only if (1) the Commis-
stoner, in connection with a determina-
tion, has maintained a position which is
Inconsistent with the erroneous inclusion,
exclusion, omisson, allowance, disallow-
ance, recognition, or nonrecognition, as
the case may be, and (2) such incon-
sistent position is adopted in the deter-
rination.

Example (1). A taxpayer who keeps
his books on the cash basis erroneously
included in his return for 1936 an item
of accrued Interest. After the period of
limitations on refunds for 1936 had ex-
pired, the Commissioner asserted a de-
ficiency for the year 1937 on the ground
that the item of interest was received in
1937, and, therefore, was properly in-
cludible in gross income for that year.
The taxpayer appealed to the Board of
Tax Appeals, which sustained the de-
ficiency. By asserting a deficiency for
1937 based upon the inclusion of the
interest item In that year, the Commis-
sioner has maintained a position incon-
sistent with the inclusion of the interest
Item In 1936. As the determination--the
decision of the Board of Tax Appeals
sustaining the deficiency-adopted such
Inconsistent position, an adjustment is
authorized for the year 1936. An adjust-
ment which would result in the allowance
of a refund or credit is not authorized if
the taxpayer with respect to whom the
determination is made, and not the
Commissioner, has maintained such
inconsistent position.

Example (2). In example (1) above,
assume that the Commissoner asserted
a deficiency for 1937 based upon other
Items for that year, but In computing
the net income upon which such defi-
clency was based did not include the
Item of interest. The taxpayer appealed
to the Board of Tax Appeals and in his
petition asserted that the interest item
should be included in gross income for
1937. The Board included the Item of
interest In its redetermination of the tax
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for the year 1937. In such case no
adjustment would be authorized for 1936
as the taxpayer, and not the Commis:-
sioner, has maintained a position incon-
sistent with the erroneous inclusion of
the item of interest in the gross income
of the taxpayer for that year.*

§ 19.3801 (b):8 Existence of status of
related taxpayer at time of the .ftrst
maintenance of an inconsistent position.
No adjustment by way of a deficiency
assessment shall be made with respect
to a related taxpayer unless the relation-
ship existed both in the taxable year.
with respect to which the error was made
and at the time the taxpayer with respect
to whom the determination is made first
maintained, in the manner described in
this section, the inconsistent position
with respect to the taxable year to which
the determination relates.

If the inconsistent position is main-
tained in a return, claim for refund, or
petition (or amended petition) to the
Board of Tax Appeals, for the taxable
year in respect of which the determina-
tion Is made, the requisite relationship
must exist on the date of filing, such
document. If the inconsistent position
is maintained in more than one of such
documents, the requisite date is the date
of filing of the document in-which it was
first maintained. If the inconsistent po-
sition was not thus maintained then the
relationship must exist on the date of
the determinationas, for example, where
at the instance of the taxpayer a deduc-
tion is allowed, the right to which was
not asserted in a return, claim for re-
fund, or petition to the Board, and a de-
termination is effected by means of a
closing agreement.*

[SEc.3801. MrriaATiON OF EFECT oF Limf-
TATION AND OTHER PROVISIONS IN INCOME TAX
CASES.]

(c) Method of adjustment. The adjust-
ment authorized in subsection (b)- shall be
made by assessing and collecting, or refund-
ing or crediting, the amount. thereof, to be
ascertained as provided in subsection (d),
in the same manner as if it were a deficiency
determined by the Commissioner with re-
spect to the taxpayer as to whom the error
was made or an overpayment claimed by
such taxpayer, as the case may.be, for the
taxable year with respect to which the error
was made, and as if on the date of the deter-
mination specified in subsection (b) one
year remained before the expiration of the
periods of limitation upon assessment or fil-
ing claim for refund for such ,taxable year.

§ 19.3801 (c)-1 Method of adjustment.
If the amount of the adjustment ascer-
tained pursuant to section 3801 (d) rep-
resents an increase in tax, it is to be
treated as if it were a deficiency deter-
mined by the Commissioner with respect
to the taxpayer as to whom the error was
made and for the taxable year with re-
spect to which the error was made. The
amount of the adjustment is thus to be
assessed and collected under the law and
regulations applicable to the assessment
and collection of deficiencies, suliject,
however, to the limitations imposed by
section 3801 (e). Notice of deficiency,

unless waived, must be issued with re-
spect to such amount and the taxpayer
may contest the deficiency before the
Board of Tax Appeals or, if he chooses,
may pay the deficiency end later file
claim for refund. If the amount of the
adjustment ascertained pur uant to sec-
tion 3801 (d) represents a decrease in
tax, it is to be treated as if it' were an
overpayment claimed by the taxpayer
with respect to whom the error was made
for the taxable year With respect to which
the error was made. -Such amount may
be recoverdd under the law and regula-
tions applicable to overpayments of tax,
subject, however, to the Thnitations im-
posed by section 3801 (e). The taxpayer
must file a claim for refund thereof, un-
leSs the overpayment is refunded without
such claim, and if the claim is denied or
not acted upon 'by the Commissioner
within the prescribed time, the taxpayer
may then file suit for refund. The
amount of the adjustment treated as if
it were a deficiency or an overpayment,
as the case may be, will bear interest and
be subject to additions to the tax to the
extent provided by the internal revenue
laws applicable to deficiencies and over-
payments for the taxable year with re-
spect to which the error was made.

For the purpose of the adjustment au-
thorized by section 3801, the period of
limitation upon the making of an assess-
ment or upon refund or. credit for the
taxable year with respect to which the
error was made, as the case may be, shall
be considered as if, on the date of the
determination, one year remained before
the expiration of such period, regardless
of whether or not such period had ex-
pired prior to the date of the determina-
tion. 'The Commissioner thus has one
year from the date of the determination
within which to mail a notice of defi-
ciency in respect of the amount of the
adjustment where such amount is treated
as if it were a deficiency. The issuance
of such notice of deficiency, in accord-
ance with the law and regulations ap-
plicable to the assessment of deficiencies,
will suspend the running of the 1-year
period of limitations provided by section
3801 (c). In accordance with the ap-
plicable law and regulations governing
the collection of deficiencles (see section
276 (c) of the Internal Revenue Coda
and the corresponding provisions of prior
Revenue Acts), the period of limitation
for collection of the amount of the ad-
justment will commence to run frbm the
date of assessment, of such amount.
Similarly, -the taxpayer has a. period of
one year from the date of the determina.-
tion within which to file a claim for re-
fund in respect of the amount of the ad-
justment where such adjustment is
treated as if it were an overpayment.
Where the amount of the adjustment is
treated as if it were a deficiency and the
_taxpayer chooses to pay such deficiency
and contest it by way of claim for refund,
theperiod of limitation upon filing claim

for refund will commence to run from
the date of such payment (see section
322 (b) of the Internal Revenue Code
and the corresponding provisions of prior
Revenue Acts).*

[Stc. 3801. MrroATION or EFrtcT Or 3MfI-
TATXON AND OTIIER PROVISIONS IN IVCOr, TAX
CASES.]

(d) Ascertainment of amount of adjust-
ment. In computing the amount of an ad-
justment under this section there shall first
be ascertained the tax previously determined
for the taxable year with respect to which
the error was made. The amount of the tax
previously determined Shall be (1) the tax
shown by the taxpayer, with respect to whom
the error was made, upon his return for such
taxable year, increased by the amounts pre-
viously assessed (or collected without assess-
ment) as deficiencies, and decreased by the
amounts previously abated, credited, re-
funded, or otherwise repaid In respect of
such tax; or (2) if no amount was shown
as the tax by such taxpayer upon his re-
turn, or if no return was made by such tax-n
payer, then the amounts previously assessed
(or collected without assessment) as defi-
ciencies, but such amounts previously as-
sessed, or collected without assessment, shall
be decreased by the amounts provioubly
abated, credited, refunded, or otherwise re-
paid in respect of such tax, There shall
then be ascertained the increase or decrease
in the tax previously determined which re-
sults solely from the correct exclusion, inclu-
sion, allowance, disallowancQ, recognition, or
nonrecognition, of the item, Inclusion, deduc-
tion, credit, gain, or loss, which was the sub-
ject of the error. The amount so ascertained
(together with any amounts wrongfully col-
lected, as additions to the tax or interest, as
a result of such error) shall be the amount
of the adjustment under this sectlon.

§ 19.3861 (d)-1 Ascertainmntt of
amount of adjustment, The amount of
,the adjustment shall be ascertained as
follows:

(1) The tax previously determined for
the taxpayer as to whom the error was
made, for the taxable year with respect
to which the error was made, must first
be ascertained. This may be the amount
of tax shown on the taxpayer's return,
but if any changes in that amount have
been made they must be taken into ac-
count. In such cases the tax previously
determined will be the tax shown on the
return, increased by any amounts previ-
ously assessed (or collected without
assessment) as deficiencies, and de-
creased by any amounts previously
abated, credited, refunded, or otherwise
repaid in respect of such tax. If no
amount was shown as the tax upon the
return, or if no return was made the tax
previously determined will be the sum
of the amounts previously assessed, or
collected without assessment, as defi-
ciencies, decreased by any amounts previ-
ously abated, credited, or otherwise re-
paid in respect of such tax.

The tax previously determined may
consist of tax for any taxable year begin-
ning after December 31, 1931, imposed
by chapter 1 and subchapters A, B, and D
of chapter 2 of the Internal Revenue
Code, by the corresponding provisions of
prior Revenue Acts, or by any one or
more of such provisions.
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(2) After the tax previously determined
has been ascextained a recomputation
mnust then be made to ascertain the in-
crease or decrease in tax, if any, resulting
from the correction of the error. The
difference between the tax previously de-
termined and the tax as recomputed after
correction of the error will be the amount
of the adjustment.

With the exception of the items upon
which the tax previously determined was
based and the item or items with respect
to which the error was made, no other
item shall be considered in computing the
amount of the adjustment. If the treat-
ment of any item upon which the tax
previously determined was based, or if
the application of any provisions of the
internal- revenue laws with respect to
such tax, depends upon the amount of
income (e. g., charitable contributions,
foreign tax credit, earned income credit),
readjustment in these particulars Will be
necessary as part of the recomputation
in conformity with the change in the
amount of the income which results from
the correct treatment of the item or items
in respect of which the error was made.

Any interest or additions to the tax
collected as a result of the error shall
be taken into account in determining the
amount of the adjustment.

Example: For the taxable year 1936
a married man with no dependents, who
kept his books on the cash receipts and
disbursements basis, filed a return dis-
closing gross income of $42,000, deduc-
tions amounting to $12,000, and a net
income of $30,000. Included among
other items in the gross income were
salary in the amount of $15,000 and
rents accrued but not yet paid in the
amount of $5,000. During the taxable
year he donated $10,000 to the American
Red Cross and in his return claimed a
deduction of $5,294.12 on account thereof,
representing the maximum deduction

-allowable under the 15 percent limi-
tation imposed by section 23 (o), Reve-
nue Act of 1936. In computing his net
income he omitted interest income
amounting to $6,000 and neglected to
take a deduction for interest paid in the
amount of $4,500. The return disclosed
a tax liability of $3,565, which was as-
sessed and paid. After the expiration of
the period of limitations upon the assess-
ment of a deficiency or the allowance of
a refund for 1936, the Commissioner in-
cluded the item of rental income amount-
ing to $5,000 in the taxpayer's gross In-
come for the year 1937 and asserted a
deficiency for that year. As a result of
a final decision of the Board of Tax Ap-
peals sustaining the deficiency for 1937,
an adjustment is authorized for the year
1936. The amount of the adjustment is
computed as follows:
Tax previously determined for

1936 ------ ------ -------- 3,565.00
Net income for 1936 upon which

tax previously determined was
based -------------------- 30,000.00

Less: Rents erroneously included- 5,000.00

Balance - ----- 25,000.00

Adjustment for contributions (add
18 percent of $5,000) _ _ $75r0. 00

Net income as adjust.-_ 25,70.00

Tax as recomputed .. ........ 2, C1. GO
Tax previously determined-_ . 3, 55. 00

Difference 918.50
Amount of adjustment to ba re-

funded or credited .-----.-- 918.50

In accordance with the provisions of sec-
tion 3801 (d), the recomputation to de-
termine the amount of the adjustment
does not take into consideration the Item
of $6,000 representing interest received,
which was omitted from gross Income, or
the item of $4,500 representing Interest
paid, for which no deduction was
allowed.*

[SEC. 3801. 1frTIxorON OF E'T= OF WM-
TATION AID OTHM PnOVISIONS x InCOL=l TAX
CASES.]

(e) Adjustmcnt unaflectcd by other its,
etc. The amount to be az=sszd and col-
lected In the mne manner as a dcllclency, or
to be refunded or credited In the came man-
ner as an overpayment, under this rcetlon,
shall not be diminkcd by any credit or c2t-
off based upon any Item, inclusion, deduc-
tion, credit, exemption, gain, or loz3 other
than the one which was the subject of the
error. Such amount, If paid, Ehall not be
recovered by a claim or suit for refund or cult
for erroneous refund based upon any item,
Inclusion, deduction, credit enrenptlon. gain,
or loss other than the one which vwa the
subject of the error.

119.3801 (e)-1 Effect of other items
on amount of adjustment. The amount
of the adjustment ascertained under scc-
tion 3801 d) shall not be diminished by
any credit or set-off based upon any
item, inclusion, deduction, credit, exemp-
tion, or gain or loss with respect to the
year as to which the error was made.

Example (1). In the example set forth
in section 19.3801 (d)-l, if, after the
amount of the adjustment has been as-
certained, the taxpayer filed a refund
claim for the amount thereof, the Com-
missioner could not diminish the amount
of that claim by offsetting against It the
amount of tax which should have been
paid with respect to the $6,000 Interest
Item omitted from gross Income for the
year 1936; nor could the court, if sult
were brought on such claim for refund,
offset against the amount of the adjust-
ment the amount of tax which should
have been paid with respect to such In-
terest.

Example (2). Assume that a taxpayer
included in his gross income for the year
1936 an Item which should have been
included in gross income for the year
1935. After expiration of the period of
limitations upon the assessment of a de-
ficiency or the allowance of a refund for
1935 the taxpayer filed a claim for refund
for the year 1936 on the ground that such
item was not properly includible In gross
income for that year. The claim for re-
fund was allowed by the Commissioner
and as a result of such determination an
adjustment was authorized under section
3801 with respect to the tax for 1935. If,
in such case, the Commissioner Issued a
notice of deficiency for the amount of the
adjustment and the taxpayer contested

the deficiency before the Board of Tax
Appeals, the taxpayer could not in such
proceeding claim an offset based upon
his failure to take an allowable deduction
for the year 1935; nor could the Board
of Tax Appeals in its decision offset
against the amount of the adjustment
any overpayment for the year 1935 re-
sulting from the failure to take such
deduction.

If the Commissioner has refunded the
amount of an adjustment under section
3001, the amount so refunded may not
subsequently be recovered by the Com-
missoner in a suit for erroneous refund
based upon any Item, inclusion, deduc-
tion, credit, exemption, gain, or loss
(other than the one which was the sub-
ject of the error) with respect to the
year as to which the error was made.

Example (3). In the example set forth
In section 19.3801 (d)-1, if the Commis-
aner had refunded the amount of the
adjustment, no part of the amount so
refunded could subsequently be recov-
ered by the Commissioner'by a suit for
erroneous refund based on the ground
that there -was no overpayment for 1936,
as the taxpayer had failed to include In
gross income the $6,000 Item of interest
received in that year.

If the Commissioner has assessed and
collected the amount of an adjustment,
no part thereof may be recovered by the
lxpayer in any suit for refund based
upon any Item, inclusion, deduction,
credit, exemption, gain, or loss (other
than the one which was the subject of the
error) with respect -to the year as to
which the error was made.

Example (4). In example (2) above,
if the taxpayer had paid the amount of
the adjustment, he could not subse-
quently recover any part of such pay-
ment in a suit for refund based upon his
failure to take an allowable deduction
for the year 1935.

If the amount of the adjustment is
considered as an overpayment, it may
be credited, under the applicable law and
regulations thereunder, against any in-
come or excess-profits tax, or install-
ment thereof, due from the taxpayer.
Likewise, if the amount of the adjust-
ment is considered as a deficiency, any
overpayment by the taxpayer of income
or excess-profits tax may be credited
agains the amount of such adjustment
In accordance with the applicable law
and regulations thereunder. (See sec-
tion 322 of the Internal Revenue Code
and the corresponding provisions of prior
Revenue Acts.) Accordingly, it may be
po-zible In one transaction between the
Commissioner and the taxpayer to settle
the taxpayer's tax liability for the year
with respect to which the determination
Is made and to make the adjustment
under section 3801 for the year with re-
spet to which the error was made.*

[S=. 3E01. Zlrnnrx.or o' =7=. o7 ann-
T=TXO.1 AD O7m PnOVISIOs'S INx ixcox TAX

(f) No adjustment for gears pror to 1932.
NO0 adjuztmen& shall be made under this Esac-
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tion in respect of any taxable year beginning imit. The watches shall be kept on duty
prior to january 1, 1932.

In pursuance of the Internal Revenue
Code, applicable to income tax taxable
years beginning after December 31, 1938,
which was approved February 10, 1939,
the foregoing regulations are hereby pre-
scribed and Regulations 101, in so far'as
made applicable to the Internal Revenue
Code by Treasury Decision. 4885, and
Treasury Decisions 4894, 4899, 4903, 4918,
4938, 4939, 4948, 4951, 4954, and 4957, in
so far as they relate to income taxes for
taxable years governed by the Internal
Revenue Code, are hereby superseded.

[SEAL] GuY T. HELVEING,
Commissioner of Internal Revenue.

Approved, January 29, 1940.
H. MORGENTHAU, Jr.,

Secretary of the Treasury.
[P. R. Doc. 40-470; Piled, January 30, 1940;

3:48 p. m.]

TITLE 46-SHIPPING

CHAPTER I-BUREAU OF MARINE
INSPECTION AND NAVIGATION

[Order No. 17]

SUBCHAPTER K--:SEA=
Section 131.1 What vessels affected* is

amended to read as follows: ' "

All of the provisions of section 2 of the
Seamen's Act of-1915, as amended,.46
)U.S.C. Sup. 673, apply to, all merchant
vessels of the United States of more than
one hundred tons gross, excepting those
navigating rivers, harbors, lakes (other
than Great Lakes), bays, sounds, bayous,
and canals, exclusively and also, insofar
as hours of labor on shipboard are con-
cerned, to all tugs documented under the
laws of the United States (except boats
or vessels used exclusively for fishing pur-
poses) navigating the Great Lakes, har-
bors of the Great Lakes and connecting
and tributary waters between Gary, In-
diana; Duluth, Minnesota; Niagara Falls,
New York; and Ogdensburg, New York.
The aforesaid section 2 does not apply
to fishing or whaling vessels, yachts or
to vessels engaged in salvage operations.

Section 131.2' Division into three
watches is amended to read as follows:

On vessels to which all of the provisions
of section 2 of the Seamen's Act of 1915,
as amended, 46 U.S.C. Sup. 673, apply,
the licensed officers, sailors, coal-passers,
firemen, oilers and watertenders shall,
while at sea, be divided into at least
three watches, the number in each watch
to be as nearly equal as the division of
the total number in each class will per-

*The amendment to sec. 2 of the Seamen's
Act, 1915, contained in sec. 2 of the Act of
June 25, 1936, 49 Stat., 1933, 46 U.S.C., Sup.
IV, 673, has no application to fishing or whal-
Ing vessels or yachts. Insofar as Sec. 2, be-
fore amendment applied to fishing or whaling
vessels or yachts It is still effective.

successively. The requirement for di-
vision into watches'applies only to those
classes of the crew specifically named in
the aforesaid section 2.

Section 131A Local inspectors to note
three-watch- sstem in fixing comple-
ment of licensed officers and crew; li-
censed officers and crew of tugs and the
barges engaged in voyages of less than
600 miles is amended to read as follows:

Local inspectors will note that the 3-
watch system extends to all licensed of-
ficers and to the sailors, coalpassers,
firemen, oilers and watertenders of all
vessels to which all of the provisions of
section 2 of the Seamen's Act of 1915, as
amended, 46 U.S.C. Sup. 673, apply and
will be governed accordingly in fixing
the complement of licensed officers and
crew, as authorized by section 4463 R.S.,
as amended. The aforesaid section 2
does not, however, apply to the licensed
officers and crew of tugs and barges
when engaged in voyages of less than
600 miles except with regard to coal-
passers, firemen, oilers, and watertend-
ers. A voyage of less than 600 miles is
construed as meaning the entiie dis-
tance traversed in proceeding from the
initial port of departure to the final port
of destination, stops at intermediate
ports while enroute not being considered
as breaking the continuity of the voy-
age. Where changes in outstanding
certificates of inspection are necessary
they may be made by endorsement./

A new section, "131.5 Eight-Hour
Day," is to be added immediately follow-
ing section 131.4, to-read as follows:

No licensed officer or seaman in the deck
or engine department of vessels to
which all of the provisions of section
2 of the Seamen's Act of 1915, as amend-
ed, 46 U.S.C., Sup. 673, apply shall
be required to be on duty more than
eight hours in any one dai except
under the extraordinary conditions men-
tioned in the aforesaid section 2, nor
shall any licensed officer or seaman in
the deck or engine department of any
tug documented under the laws of the
United States (except boats or vessels
used exclusively for .flshing purposes)
navigating the Great Lakes, harbors of
the Great Lakes, and their connecting
and tributary waters between Gary,
Indiana; Duluth, Minnesota; Niagara
Falls, New York; and Ogdensburg, New
York, be required or permitted to be ori
duty more than eight hours in any one
day, except in case of extraordinary
emergency affecting the safety of the
vessel and/oi life -or property. When
the vessel is in a safe harbor, no seaman
shall be required to do any unnecessary
work on Sundays, New Year's Day, the
Fourth of July, Labor'Day, Thanksgiving
Day, and Christmas Day, but this shall
not prevent the dispatch of a vessel on
regular schedule or when ready to pro-
ceed on her voyage.

A -new section, "131.6 Enforcement
officers," is to be added immediately fol-
lowing section 1,31.5, to read as follows:

In addition to collectors of customs, who
are specifically designated by law as en-
forcement officers, all field officers of the
Bureau of Marine Inspection and Navi-
gation of this Department are designated
as enforcement officers for the purpose
of seeing that the provisions of section 2
of the Seamen's Act of 1915, as amended,
46 U.S.C., Sup. 673, are compiled with,

(Section 7 of the Act of June 25, 1930,
49 Stat. 1936; 46 U.S.C., Sup. 689)

[SEAL] J. M. JOHNSON,
-Acting Secretary of Commerce.

[f. n. Doc. 40-500; Filed, February 2, 1040;
11:48 a. i.]

Notices

DEPARTMENT OF AGRICULTURE.

Division of Marketing and Marketing
Agreements.

DETERIInATION 0OF THE SECRETARY OF
AGRICULTURE, APPROVED BY THE PRESI-
DENT OF THE UNITED STATES, WITH RE-
SPECT TO THE ISSUANCE OF ORDER NO. 4,
AS AMENDED, REGULATING THE HANDLINO
O ILK IN THE GREATER BOSTON, MAS-
SACHUSETTS, MARKETING AREA

Whereas, H. A. Wallace, Secretary of
Agriculture of the United States of
America, pursuant to the powers con-
ferred upon the Secretary by Public Act
No. 10, 73d Congress, as amended, issued,
effective February 9, 1936, Order No, 41
regulating the handling of milk in the
Greater Boston, Massachusetts, market-
ing area, amendments to which order
were Issued pursuant to said act as re-
enacted ind amended by the Agricultural
Marketing Agreement Act of 1937, effec-
tive August 1, 1937, and January 16, 1039;
and

Whereas, the Secretary of Agriculture
executed, effective January 16, 1930, a
marketing agreement regulating the han-
dling of milk in the Greater Boston, Mas-
sachusetts, marketing area; and

Whereas, the Secretary, having reason
to believe that an amendment to said
marketing agreement and to said order,
as amended, would tend to effectuate the
declared policy of the act, gave, on the
30th day of September 1939, noticeI of
a public hearing to be held at Concord,
New Hampshire, on the 9th day of Octo-
ber 1939, and at Boston, Massachusetts,
on the 10th day of October 1939, whch
hearing was held at Concord, New Hamp-
shire, on the 9th day of October 1939,
and at Boston, Massachusetts, on the
10th, l1th, 16th, and 17th days of Octo-
ber 1939, and at said times and places
conducted public hearings at which all
interested parties were afforded an op-

14 P.R. 249 DI.
2 4 P.R. 4126 DI.
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