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The President

EXECUTIVE ORDER 9393

POSSESSION AND OPERATION OF COAL MINES

WHEREAS widespread stoppages have
occurred in the coal Industry and strikes
are threatened which wilt obstruct the
effective prosecution of the war by cur-
tailing vitally needed production in the
coal mines directly affecting the count-
less war industries and transportation
systems dependent upon such mines; and

-. WHEREAS it hasbicome necessary for
the effective prosecution of the war that
the coal mines in which stoppages or
strikes have occurred, or are threatened,
be takef over by the Government of the
Vnited States in order to protect the in-
terests of the nation at war and the
rights of workers to continue at work:

NOW, TBEREFORE, by virtue of the
authority vested-in me by the Constitu-
tion and laws of the United States par-
ticularly the War Labor Disputes Act,
(Public Law 89, 78th Congress), as Presi-
dent of the United States and Com-
mander-in-Chief of the Army and Navy,
It is hereby ordered as follows:

The Secretary Qf the Interior is au-
thorized and directed to take immediate
possession, so far as may be necessary or
desirable, of any and all mines produc-
ing coal in which a strike or stoppage
has occurred or is threatened, together
with any and all real and personal prop-
erty, franchises, rights, facilities, funds,
and other assets used in connection with
the operation of such mines, and to oper-
ate or arrange for the operation of such
mines in such manner as he deems neces-
sary for the successful prosecution of
the war, and to do all things necessary
for or incidental to the production, sale
and aistribution of coal.

In carrying out this order, the Secre-
tary of the Interior shall act through or
with the aid of such public or private
instrumentalities or persons as he may
designate. He shall permit the man-
agement to continue its managerial
functions to the maximum degree pos-
sible consistent with the aims of this
order.

The Secretary of the Interior shall
make employment available and provide
protection to all employees resuming
work at such mines and to all persons
seeking employment so far as they may
be needed; and upon the request of the
Secretary of the Interior, the Secretary
of War shall take such action, if any,
as he may deem necessary or desirable
to provide protection to all such persons
and.mines.

The Secretary of the Interior is au-
thorized and directed to maintain cus-
tomary working conditions In thb mines
and customary procedure for the ad-
Justment of workers' grievances. He
shall recognize the right of the workers
to continue their membership In any
labor organization, to bargain collectively
through representatives of their own
choosing, and to engage in concerted
activities for the purpose of collective
bargaining or other mutual aid or pro-
tection, provided that such concerted
.Activities do not interfere with the op-
erations of the mines.

The Secret&ry of the Interior s further
authorized and directed to offer to the
duly constituted representatives of the
workers' own choosing a contract or con-
tracts governing the terms and condi-
tions of employment for the period of
the operation of the mines by the Gov-
ernment, in accordance with the opinion
of the National War Labor Board In the
matter of Illinois Coal Operators Amo-
clation and United Mine Workers of
-America of October 26, 1943, and with
such further directives as may be given
by the War Labor Board. When any
such contract has been agreed upon, the
Secretary of the Interior shall apply un-
der section 5 of the War Tabor Disputes
Act to the National War Labor Board for
the approval of such contract and such
changes in the terms and conditions of
employment as may be authorized
therein.

Possession and operation of any mine
or mines hereunder shall be terminated
by the Secretary of the Interior as coon
as he determines that possession and'
operation hereunder are no longer re-
quired for the furtherance of the war
program, but in no event more than sixty
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TITLE 26-INTERNAL REVENUE

Chapter I-Bureau of Internal Revenue
Subehapter A-Income and Excess-Profits Taxes

[Regulations 1111

PART 29-INcoME TAX; TAXABLE YEARS
'BEGINNING AFTER DECEMBER 31, 1941

Explanation of Regulations--Scope.
The main body of these regulations deals
with the income taxes imposed by chap-
ter 1 (sections 1 to 476, inclusive) and
subchapter A of chapter 2 (sections 500
to 511, inclusive) of the Internal Reve-
nue Code, and with sections 3797 (defi-
nitions) and 3801 (mitigation of effect
of limitation and other provisions)
thereof. The regulations are applicable
only with respect to taxable years be-
ginning after December 31, 1941.

Arrangement and numbering.- Each
section, subsection, or paragraph of the
Internal Revenue Code set forth in the
regulations is followed by the section or
sections (if any) of the regulations in-
terpreting it. Sections of the Code may
readily be distinguished from sections of
the regulations, since each of the latter
appears in largei type and bears a num-
ber commencing with 29 and a decimal
point.

Each section of the regulations hag
been given a key number corresponding
to the number of the section, subsection,
or paragraph of the Internal Revenue
COde which the regulations section in-
terprets. Inasmuch as the regulations
constitute Part 29 of Title 26 of the
Code of Federal Regulations, each key
number Is preceded by the number 29
and a decimal point. The key num-
ber is followed by a dash (-) and the
identifying number of the regulations
section. By use of these key num-
bers one can readily ascertain how a
given section, subsection, or paragraph
of the Internal Revenue Code hds been
Interpreted by the Bureau. Thus, one
desiring to learn what interpretation
has been placed on section 23 (d) of the
Code should turn to § 29.23 (d)-1 of the
regulations. In some cases several reg-
ulations sections are necessary in the
interpretation of different phases of one

section, subsection, or paragraph of the
Code. For example, section 23 (m) of
the Code, dealing with "Depletion," re-
quires many regulations sections. Each
of them, however, is designated by the
key § 29.23 (m), for example, § 29.23
(m)-1, § 29.23 (m)-2, etc.

SUBPART A-INTRODUC'ORY PROVISIONS

Sec.
29.1-1 Scope and applicability of

regulations.
29.3-1 D]Ivision of regulations.
29.4-1 Application of regulations

to special classes of tax-
payers.

SUBPART B-GENERAL PROVISIONS

RATES OF TAX

29.11-1 Income tax on individuals.
29.11-2 Citizens or residents of the

United States liable to
tax.

29.11-3 Who Is a citizen.

See.
29.12-1 Surtax.
29.12-2 Computation of surtax.
29.13-1 Tax on corporations in

general.
29.14-1 Tax on special. corpora-

tions.
29.15-1 Surtax on corporations.

COMPUTATION OF NET INCOME

29.21-1 Meaning of net income.
29.22(a)-i What included In gross in-

come.
29.22(a)-2 Compensation for personal

services.
29.22(a)-3 Compensation paid other

than in cash.
29.22(a)-4 Compensation paid in

notes.
29.22(a)-5 Gross income from busi-

ness.
29.22(a)-6 State contracts.
29.22(a)-7 Gross income of,farmers.
29.22(a)-8 Sale of stock and rights.
2Q.22(a)-9 Sale of patents and copy-

rights.
29.22(a)-10 Sale of good will.
29.22(a)-l Sale of real property in lots.

29.22 (a) -12 Annuities and insurance
policies.

29.22(a)-13 Cancellation of ndebted-
ness.

29.22(a)-14 Creation of sinking fund by
corporation.

29.22(a)-15 Acquisition or disposition
by a corporation of its
own capital stock.

29.22(a)-16 Contributions to corpora-
tion by shareholders.

29.22(a)-17 Sale and purchase by cor-
poration of its bonds.

29.22(a)-18 Sale of capital- assets by
corporation.

29,22(a)-19 Income to lessor corpora-
tion from leased prop-
erty.

29.22(a)-20 Gross income of corpora-
tion in liquidation.

29.22(b)-i Exemptions; exclusions
from gross income.

29.22(b) (1)-1 Life insurance; amounts
paid by reason of the
death of the insured.

29.22(b) (2)-i L I f e insurance-Endow-
ment contracts-
Amounts paid other than
by reason of the death
of the insured.

29.22(b) (2)-2 Annuities.
29.22(b) (2)-3 Transfers of life insurance,

endowment, or annuity
contracts,

29.22(b) (2)-4 Annuity, etc., payments in
discharge of alimony ob-
ligations.

29.22(b) (2)-5 Employees' annuities.
29.22(b) (3)-1 Gifts and bequests.
29.22(b) (4)-i Interest updon State obliga-

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

stock of Federal agencies
or instrumentalities.

29.22(b) (4)-3 Interest upon notes se-
cured by mortgages exe-
cuted to Federal agencies
or instrumentalities.

29.22(b) (4)-4 Interest upon United
States obligations.

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

29.22(b) (4)-6 Interest upon United
States obligations In the
case of -nonresident
aliens and foreign corpo-
rations, not engaged in
business in the United
States.

29

29

29.

99.2

29

29

a

Sec.
.22(b) (9)-I Income from discharge of

indebtedness.
.22(b) (9)-2 Making and filing of con-

sent.
22(b) (10)-i Income from discharge of

indebtedness of railroad
corpotations.

22(b)(11)-i Exclusion from gross in-
come of lessor of real
property of value of Im-
provements erected by
lessee.

22(b)(12)-i Recovery of bad, debts,
prior taxes, and delin-
quency amounts.

22(b) (13)-i Compensation of military
and naval forces.

29.22(c)-1 Need of inventories.
29.22(c)-2 Valuation of Inventories.
29.22(c)-3 Inventories at cost.
29.22(c) -4 Inventories at cost or mar-

ket, whichever is lower.
29.22(c)-5 Inventories by dealers in

securities.
29.22(c)-6 Inventories of livestock

raisers and other farm-
era.

29.22(c)-7 Inventories of miners and
manufacturers.

29.22(c)-8 Inventories of retail mer-
chants,

29.22(d)-1 InVentories under elective
method.

29.22(d)-2 Requirements Incident to
adoption and use of
elective method.

29.22(d)-3 Time and manner of mak-
ing election,

29.22(d)-4 Adjustments to be made
by taxpayer.

29.22(d)-5 Revocation of election.
29.22(d)-6 Change from elective In-

ventory method.
29.22(d)-7 Involuntary liquidation

and replacement.
29.22(k)-i Alinony and separate

maintenance pay-
ments; income to former
wife.

29.23(a)-1 Business expenses.
29.23(a)-2 Traveling expenses.
29.23(a)-3 Cost of materials.
29.23(a)-4 Repairs.
29.23(a)-5 Professional expenses.
29.23(a)-6 Compensation for personal

services.
29.23 (a)-7 Treatment of excessive

compensation.
29.23(a)-8 Bonuses to employees.
29.23(a)-9 Pensions; compensation for

injuries.
29.23 (a)-10 Rentals.
29.23(a)-1l Expenses of farmers.
29.23(a)-12 Depositors guaranty fund.
29.23(a)-13 Corporate contributions.
29.23(a)-14 Expenditures for advortis.

Ing or promotion of good
will.

29.23(a)-15 Nontrade or nonbusiness
expenses.

29.23(a)-16 Wage and salary payments
in contravention of wags
and salary limitations
not deductible.

29.23 (b)-i Interest.
29.23 (c)-i Taxes.
29.23(c)-2 Federal duties and excise

taxes.
29.23(c)-3 Taxes for local benefits.
29.23(d)-i Tax on bank or other stock.
29.23(e)-i Losses by individuals.
29.23(e)-2 Voluntary removal of build-

ings.
29.23(e)-3 Loss of useful value.
29.23(e)-4 Shrinkage in value of

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

29.23(f)-i Losses by corporations.
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Sec.
29.23(g)-1 Capital losses.
29.23(g)-2 Loss on stock of affiliate.
2923(h)-i Wagering losses.
29.23(i)-i Basis for determining loss.

29.23(k)-41 Bad debts.
29.23(k)-2 Examples of bad debts.
2923(k)-3 Uncollectible deficiency up-

on sale of mortgaged or
pledged property.

29.23 (k)-4 Wortbless bonds and simi-
lar obligations.

2,.9M(k)-5 Reserve for bad debts.
29.3(k)-6 Non-business bad debts.
2923(l)-i Depreciation.
2923(1)-2 Depreciable property.
2923(1)-3 Depreciation of Intangible

property.
29.23(1)-4 Capital sum recoverable

through depreciation al-
lowances.

29.23(l)-5 iethod of computing de-
preciation. allowance.

293(l)-6 Obsolescence.
A.23(i)-7 Depreciation of patent or

copyright.
2-9.23(1)-B Depreciation of drawings

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

property.
923(1)-10 Depreciation n case of

farmers.
29.23(m)-I Depletion of mines, oil and

gas wells, other natural
deposits, and timber; de-
preciation of improve-
ments.

29.23(m)-2 Computation of depletion
of mines, oil and gas
wells, and other natural
deposits without refer-
ence to, discovery value
or percentage depletion.

9.23(m)-S Computation of depletion
of mines (other than
metal, coal, fluorspar,
ball and sagger clay,
rock asphalt, or sulphur
mines) on )3asis of dis-
covery value.

2923 (m)-4 Computation of depletion
based on a percentage of
income In case of oil and
gas wells.

39M3 (m)-5 Computation of depletion
based on percentage of
income in case of coal
mines, metal mines,
fluorspar mines, ball and
sagger clay mines, rock
asphalt mines, and sul-
_phur mines or deposits.

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

2923 (m)-7 Determination of fair mar-
ket value of mineral
properties, including oil
and gas properties.

29.23 (m)-8 Revaluation of mineral de-
posits not allowed.

2923 (m)-9 Determination of mineral
contents of mines and of
oil or gas wells

2923 (m)-10 Depletion; adjustments of
accounts based on bonus
or advanced royalty.

1923 (m)-l1 Depletion and depreciation
accounts on books.

29.3 (m)-12 Statement to be attached to
return when valuation,
depletion, or deprecia-
tion of mineral property
is claimed.

29.23 (m)-13 Statement to be attached to
return when depletloii is
claimed on percentage
basis.

Sec.
29.23 (m)-14 Discovery Of minCS othEr

than coal, metal. fluor-
spar, bail and cagger clay,
rock asphat, or sulphur
minea.

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

29.2 (m)-16 Charges to capital and to
expenze in case of oil and
gas wells.

29.23 (m)-17 Depreclation in cace of
mines.

29.23 (m)-18 DprecLation of Improve-
ments In cace of oil end
gas wells.

29.23 (m)-19 Depletion end depreilation
of oil and gas wvells In
years before 1916.

29.23 (m)-2D Capital recoverable through
depletion allowance In
case of tmber.

29.23 (m)-21 Computation of allowance
for depletion of timber
for given year.

29.23 (m)-22 Revaluation of timber not
allowed.

29m.3 (m)-23 Depreciation of Improve-
ments In case of timber.

29.3 (m)-24 Information to be furnished
by taxpayer claiming de-
pletion of timber.

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

2923 (m)-26 Determination of quantity
of timber.

29.23 (m)-27 Aggregating timber and
land for purpozes of val-
uatlon and accounting.

29.23 (m)-28 Timber depletion and de-
preclation accounts on
bools.

29.23 (o)-i Contributions or gits by
Individuals.

29.23(p)-I Contributions of an em-
ployer to an employee,
trust or annuity plan
and compensation under
a deferred payment plan;
in general.

29M23(p)-2 informatIon to be furnlhed
by employer claiming de-
ductions.

2923(p)-3 Amounts deductible under -
a plan In effect on or be-
fore September 1. 1942.
for a taxable year begin-
ning In 1942.

29.3(p)-4 Contributions of an em-
ployer to an employees'

- pension trust, in gen-
eral (cection 23 (p) (1)
(A)).

29.23(p)-5 Contributions of an em-
ployer to an employees'
pensIon trust; amounts
-deductible under section
23 (p) (1) (A) (I).

2923(p)-- Contributions of en em-
ployer to an employees'
pension trust; amounts
deductible under rectlon
23(p) (1) (A) (1i).

29.23(p)-7 Contributions of an em-
ployer to an employees'
peslion trust; amounts
deductible under rection
23(p) (1) (A) (1l1).

29.3(p)-8 Contributions of an em-
ployer to an employees!
pension trust; deduction*
of exce:sive amounts
paid In a taxable year
(rection 23 (p) (1) (A)
(Iv)).

Sec.
23.3(p)-9 Contributions of'an em-

ployer toward the pus-
chaca of retirement an-
nuitls (scection 23 (p)
(1) (B)).

29.23(p)-l0 Contributions of an era-
ployer to a stock bonus
or profit-sharing trust
(section 23(p) (1) (C)).

29.23(p)-li Contributions of an em-
ployer under a plan tbt
docs not meet the re-
quirements o secton
165(a) (section 23(p) (1)
(D)).2 9 23(p)-12 Contributions of an em-
ployer to two or more
erployee trusts or an-
nuity plans (section 23
(p) (1) M )).

293(q)-i Contributions or gift by
corporations.

29.3(u)-i Periodic alimony payments.
29.23()-i Meadical, dental, etc.; ex-

panses.
29-23(z)-i Amounts representing

taxes and Interest paid
to cooperative apartment
corporation.

2924-1 Personal and family ex-
penzes.

292.4-2 Capital expenditures.
29.-2-3 Premiums on business In-

surance.
29-24-4 Amounts allocable to ex-

erupt income, other than
interest.

2324-5 Taxes and carrying charges
chargeable to capital ac-
count and treated as
capital items.

29-24-6 Iosses from sales or ex-
changes tefteen certain
misses of parsons.

29 4-7 Disallowance of deductions
for unpaid expenses and
Interest.

29.24-8 Life or terminable in-
terests.

2924-9 Single premium, life in-
- surance or endowment

contracts.
29.25-1 Credits of individual

against net income.
2925-2 Earned income credit.
2925-3 Amount of personal ex-

emptlon allowable.
2925-4 Personal exemption of head

f famnly.
2925-5 Personal exemption of

married person.
292--6 Credit for dependents.
292 -7 Personal exemption and

credit for dependents
where status changes.

1926-i Credit of corporation for
Interest on obligations of
the United States and its
Instrumentalities.

2926-2 Credit of corporation for
net operating loss of pre-
ceding year.

299-6-3 Bank afliates.
29.2- Credit for income subject;

to excess profits tax.
29.26-5 Credit for dividends paid

on preferred stock of
public utilities.

29.2(a)-i Dividends paid credit.
29.27(a)-2 Deflcit credit.
29.27(a)-3 Amounts used or irrevz-

cably set aside to pay or
to retire ndebtcdne-e.

2927(b)-i Basie surtax credit.
29.27(b)-2 Dividends paid.
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Sec.
29.27(c)-1 Dividend carry-over.
29.27(d)-i Dividends in kind.
29.27(e)-1 Dividends in obligations of

the corporation .
29.27(f)-i Taxable stock dividends.
29.27(g)-i Dividends paid credit for

distributions in liquida-
tion.

29.27(h)-1 Preferential distributions.
29.27()-i Nontaxable distributions.

29.28(a) (1)-1 Consent stock. .
29.28(a) (2)-i Preferred dividends.
29.28(a) (3)-i Consent dividends day.
29.28(a) (4)-1 Consent distribution.
29.28(a) (5)-i Partial distribution.
29.28(a) (6)-i Preferential distributions.

29.28(b)-i Payment of preferred divi-
dends.

29.28(b)-2 Liquidation of consent
stock.

29.28(c)-1 Amount of consent divi-
dends credit.

29.28(d)-i Making and filing of con-
sents.

29.28(d)-2 Consent distribution must
be nonpreferential.

29.28(d)-3 Overpayments and deficien-
cies.

29.28(e)-i Consent and partial distri-
butions to be considered
thgether.

29.28(f)-i Taxability of amounts spec-
ified in consents.

29.28(g)-i Treatment of amount spec-
ified in consent of cor-
porate shareholder.

29.28 ()-i Effect on basis of stock in
hands of shareholders
and capital account of
corporation.

ACCOUNTING PERIODS AND METHODS OF
ACCOUNTING

29.41-1 Computation of net In-
come.,

29.41-2 Bases of computation and
changes n accounting
methods.

29.4i-3 Methods of accounting.
29.41-4 Accounting period.
29.42-1 When included, in gross

income.
29.42-2 Income not reduced to

possession.
29.42-3 Examples of constructive

receipt.
29.42-4 Long-term contracts.
29.42-5 Subtraction for redemp-

tion of trading stamps.
29.42-6 Noninterest-bearing obliga-

tions issued at discount.
29.42-7 Short-term obligations is-

sued on discount basis.
29.43-1 "Paid or incurred" and

"paid or accrued".
29.43-2 When charges deductible.
29.44-1 Sale of p~ersonal property

on installment plan.
29.44-2 Sale of rel property in-

volving deferred pay-
ments.

29.44-3 Sale of real property on in-
stallment plan.

29.44-4 Deferred-payment sale of
real property not on in-
stallment plan.

29.44-5 Gain or loss upon disposi-
tion of installment ob-
ligations.

29.45-1 Determination of the tax-
able net income of a con'
trolled taxpayer.

29.45-1 Change of accounting
period.

29.47-1 Returns for periods of less
than 12 months.

24.47-2 Returns for period of less
than 12 months on ac-
count of a change in ac-
counting period.

RERoNS AND PAYTENT OF TAX

Sec.
29.51-1 Individual returns.
29.51-2 Forni of return.
29.51-3 Return of income of minor.
29.51-4 Verification of returns.
29.51-5 Use of prescribed forms.
29.52-1 Corporation returns.
29.52-2 Returns by receivers.
29.53-1 Time for filing returns.
29.53-2 Extensions of time for fil-

ing returns.
29.53-3 Extensions of time in the

case of foreign organiza-
tions, certain domestic
corporations, citizens of
United States residing
or traveling abroad, and
nontaxable returns of
fiduciaries for estates or
trusts.

29.53-4 Due date -of return.
29.53-5 Place for filing individual

returns.
29.54-1. Records and income tax

forms.
29.55(b)-i Inspection of returns.

29.561 Date on which tax shall be
paid.

29.56-2 Extension of time for pay-
ment of the tax or in-
stalment thereof.

29.56-3 When fractional part of
cent may be disregarded.

29.56-4 Receipts for tax payments.
29.57-1 Examination of return

and determination of
tax by the Commissioner.

SUBPART C-SUPPLM2TAL PROVISIONS

RATES OF TAX

29.101-1 Proof of exemption.
29.101(1)-i Labor, agricultural, and

horticultural organiza-
tions,

29.101(2)-i Mutual savings banks.
29.101(3)-i P1aternal beneficiary so-

cieties.
29.101(4)-i Building and loan associa-

tions and cooperative
banks.

29.101(5)-i Cemetery companies.
99.101(6)-i Religious, charitable, sci-

entific, literary, and edu-
cational organizations
and community chests.

20,101(7)-i Business leagues, chambers
of commerce, real estate
boards, and boards of
trade.

29.101(8)-i Civic leagues and locAl as-
sociations of employees.

29.101(9)-i Social clubs.
29.101(10)-i Local benevolent life insur-

ance associations, mu-
tual irrigation and tele-
phone companies, and
like organizations.

29.101(11)-i Mutual insurance com-
panies or associations.

29.101(12)-i Farmers' cooperative mar-
keting and purchasing
associations.

29.101(13)-i Corporations organized to
finance crop operations.

29.101(18)-i Religious or apostolic asso-
ciations or corporations.

29.102-1 Taxation of corporation
formed or r ilized for
avoidance of surtax.

29.1,02-2 Purpose to avoid surtax;
evidence; burden of
proof; definition of hold-
ing or investment com-
pany.

29.102-3 Unreasonable accumula-
tion of profits.

See.
29.102-4 Computation of undistrib-

uted section 102 not in-
come.

29.104-1 Tax on banks.
29.105-1 Surtax on sale of oil or gas

properties.
29.105-1 Surtax on certain amounts

received from the United
States.

29.107-1 Personal services.
29.107-2 Artistic work or invention.
29.109-1 Western Hemisphere trade

corporations,

COMPUTATION OF NET INCOMP-

29.111-1 Computation of gain or
loss.

29.112(a)-i Sales or exchanges.'
29.112(a)-2 Use of term "assumption of

liabilities".
29.112(b) (1)-1 Property held for produc-

tive use In trade or busi-
ness or for investment.

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

29.112(b) (6)-1 Transfer of property to cor-
poration controlled by
transferor.

29.112(b) (6)-2 Treatment of assumptiohii
of liabilities.

29.112(b) (5)-3 Records to be kept and in-
formation to be filed.

29.112(b) (6)-1 Distributions in liquidation
of subsidiary corporation.

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

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

29.112(b) (6)-4 Distributions In liquidation
as affecting minority in-
terests.

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

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

29.112(o)-1 Receipt of other property or
money in tax-free ex-
change not connected
with corporate reorgani-
zation.

29.112(e)-i Nonrecognition of loss.
29.112(f)-i Reinvestment of proceeds

of involuntary conver-
sion.

29.112(f)-2 Replacement funds.
29.112(g)-i Purpose and scope of .ex-

ception of reorganization
exchanges.

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

securities, or property,
solely for stock or securi-
ties, In pursuance of plan
of reorganization.

29.112(g) -4 Exchanges, in reorganiza-
tion for stock or securi-
ties and other property
or money.

29.112(g)-a Receipt of stock or securi-
ties in reorganization
without surrender of
stock by shareholder.

29.112(g)-6 Records to be kept and In-
formation to be filed with
returns.

29.112(h)-i Control of corporation,
29.112(i)-i Reorganization w it h, or

transfer of propertyto or
from, a foreign corpora-
tion.

29.112(k)-i Assumption of liabilities
not to be taken into ac-
count for purpose of rec-
ognizing gain or loss.

29.113(a)-i Scope of basis for dotermin-
Ing gain or loss.

29.113(a)-2 General rule.
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See.
29.113(a) (1)-I PrI

299l(a) (2)-1 Pr

29.113(a) (3)-i TI

29113(a) (4)-i GI

29.113(a) (5)-i B2

29.113(a) (6)-1 Pr

29.113(a) (6)-2 Tr

29.11(a) (7)-1 Pr

29.113(a) (8)-i Pr

29.113(a) (9)-1 Ps

29113(a)(10)-i St

29113(a) (11)-i Bi

29.113(a) (12)-i 33

29113(a) (13)-i1

29.11(a) (13)-2 B

29.113(a) (14)-1 P3

29.113 (a) (15)-i B

29.118(a) (16)-1 B

29.113(a) (18)-1 B

29118(a) (19)-1 B

29.118(a) (19)-2 B
29118(a) (20)-i

29119(a) (21)-1. I

29113(b) (1)-i

29.113 (b) (l)-2

29.113(b) (1)--3 A

Z9113(b) (2)-1 S
9113 (b) (3)-i

29113 (b) (3)-2 A

29.118(c)-i P

29.114-i B

29.115--1 D
29115--2

-29.115-3
29.115-4 -l

No. 218-2

operty Included in inven-
tory.
operty transmitted by
gift after December 31,
1920.
ansfer in trust after De-
cember 31. 1920.
ft or transfer in trust
prior to January 1. 1921.
sis of property acquired
by bequest, devise, or in-
heritance.
operty acquired upon a
tax-free exchange.
eatment of assumption of
liabilities.
operty acquired by cor-
poration in reorganiz-
tion after December 31,
1917.
,operty acquired by a cor-
poration after December
31, 1920.
,operty acquired as a re-
sult of an involuntary
conversion.
ocks or securities ac-
quired in "wash sales".
asis of property acquired
during amillation.
asIs of property estab-
lished by Revenue Act of
1932.
roperty contributed In
kind by a partner to a
partnership.
eadjustment of partner-
ship interests.
roperty acquired prior to
Warch 1, 1913.
asis of property received
by a corporation in com-
plete liquidation of an-
other corporation.
asis of 'property estab-
lished by Revenue Act of
1934.
asis of property received
in certain corporate liq-
uldations.

asis of stock and rights in.
valved in the acquisition
of stock dividends or
stock rights: General
rules.
sceptions to general rules.
roperty acquired by rail-
road corporation in a re-
ceivership or bankruptcy
proceeding.
roperty acquired by elec-
tric railway corporation
in bankruptcy proceed-
Ing.
djusted basis; g en e r a I
rule.
dJusted basis; cancella-
tion of indcbtedness.
dusted basis; cancella-
tion of indebtedness;
special cases.

ubstituted basis.
dJusted basis; discharge
of corporate indebted-
ness; general rule.
dusted basis; discharge
of corporate indebted-
ness; special cases.
troperty on which lessee
has made improvements.
asis for allowance of de-
preciation and depletion.
Ividends.
ources of distributions in
general.

arnings or profits.
Istributions other than a
dividend.

See.
29115-5 Distributions in liqulda-

tion.
29.115-6 Distributions from deple-

tion or depreciation re-
serves.

29.115-7 Stock dividends.
29.115-8 Election of nhareholders as

to medium of payment.
29.115-9 Distribution in redemption

or cancellation of stoci
taxable as a dividend.

29.115-10 Dividends paid In property.
29.115-11 Effect on earnings orprolits

of certain tax-free ex-
chnnges and tax-free dis-
tributlons.

29115-12 Effect on earnings and
proflts of gain or lo--
realized after February
28, 1913.

29.115-13 Effect on earnings and
profits of receipt of tax-
free distributions requir-
ing adjustment or allo-
cation of basis of stoek.

29.115-14 Adjustments to earnings
and profits reflecting in-
crease In value accrued
prior to March 1, 1913.

29.116-1 Earned Income from
sources without. the
United States.

29.116-2 Income of foreign govern-
ments, ambamadors, and
consuls.

29.116-3 Bridges to be acquired by
State or political subdi-
visions.

29117-1 Meaning of terms.
29.117-2 Percentage of capital gain

or lo= taken into ac-
count: Net los carry-
over.

29,117-3 Alternative tax in cwe of
net long-term capital
gain or los.

29117-4 Determination of period for
which capital accets ar
held.

29.117-5 Application pf ceetion 117
In the case of husband
and wife.

99.117-6 Gains and lo-ses from short

29.117-7 Gains and lo=e from
involuntary conversions
and from the sale or ex-
change pf certain prop.
erty used in the trade or
bucine-.

29.118-1 Lo=e from wash sales of
stock or cecurities.

2911-i Income from sources with-
in the United States.

29.119-2 Interest
29.119-3 Dividends.
29.119-4 Compensation for labor or

personal cervces.
29.110-5 Rentals and royalties.
29119-6 Sale of real property.
29.119-7 Income from cources with-

out the United States.
29119-8 Sale of perronal property.
29119-9 Deductions In general.

29.119-10 Apportionment of deduc-
tions.

29.119-11 Other income from sourccs
within the United States.

29.119-12 [ncomo from the sale of
personal property derived
from sources partly with-
In and partly without the
United States.

29.119-13 Tranrportation rervice.
29.119-14 Telegraph and cable serv-

ice.
2911G-15 Computation of income.

Sec.
29.120-1 Unlimited deduction for

charitable and other con-
tributions.

29.M2-1 Net; operating loss deduc-
tion.

29.122-2 Computation of net op-
erating loaz in case of
corporation.

29.2-3 Computation of net op-
erating los in case of a
taxpayer other than a
corporation.

29.122-4 Computation of net op-
erating lass carry-overs
and net operating Ioss
carry-backs.

23A2-5 Conversion of net Operating
loss carry-over into net
operating loz deduction.

29.123-1 Election to include loans in
income.

29.123-2 Effect of election on ad-
Justments for other tax-
able years.

29.124-0 Deflnitions. -
29.124-1 Certificate of necessity.
29.124-2 Amortization deduction;

general rule.
29.124-3 Election of amortization.
29.12--4 Election to discontinue

amortization.
29.124-5 Termination of amortiza-

tion perild.
29.124-6 Adjusted basis of emer-

gency facility.
29124-7 Depreciation of portion of

emergency facility not
subject to amortization.

29124-8 Payment by United States
of unmortized cost of
facility.

29.124-9 Life tenant and remainder-
man.

29125-1 In general.
29.125-2 Bond premium and amor-

tlzable bond premium.
2925 -3 Uethcds of amortization.
29125-4 Election.
291254 Callable and convertible

bonds. ,
29.125-6 Capitalized expenses.
29.5-7 Taxable years In which In-

terest not received or
accruable.

29.125-8 Bonds owned by decedents.
C3.125-9 Partially tax-exempt bonds

owmed by estatqs, trusts,
partnerships, etc.

29.126-1 Inclusion in grass income
of income In respect of a
decedent.

29126-2 Allowance of deductions
and eredit In respect of
decedent.

29126-S Deduction for estate tax
attributable to Income in
respect of decedent.

29128-4 Income In respect of de-
cedent dying n taxable
year beginning before
1943; tax of decedent.

29.127 (a)-1 Description of war Ioses.
2912 (a)-2 Property destroyed or seized

after the outbreak of wr.
23.127 (a)-3 Property In enemy co-n-

tries and enemy con-
trolled areas.

29.127 (a)-4 Investments referable to
destroyed or seized prop-
erty.

29127 (b)-1 Determination of amount
of war Io."

29.127 (o)-1 RecoveriesIncludedn gross
Income.

291 (d)-l Basis of recovered property.
2927 ()-1 Cases in which Ilqudation

of corporation causes war
locs.
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Sec.
29.127 (f)-1 Determination of tax bene-

fits from allowable de-
ductions.

29.128-1 Recovery of unconstitu-
tional taxes.

CREDITS AGAINST TAX
29.131-1 Analysis of credit for taxes.
29.131-2 Meaning of terms.
29.131-3 Conditions of allowance of

credit.
29.131-4 Redetermination of tax

when credit proves in-
correct.

29.131-5 Countries which do or do
not satisfy the similar
credit requirement.

29.131-0. When credit for taxes may
be taken.

29.131-7 Taxes of subsidiary corpo-
ration.

29.131-8 Limitations on credit for
foreign taxes.

29.131-9 Joint return by husband
and wife.

RETURNS AND PAYMENT OF TAX

29.141-1 Consolidated income and
excess profits tax returns
of affiliated corporations.

29.142-1 Fiduciary returns.
29.142-2 Return by guardian or

committee.
29.142-3 Returns in case of two

trusts.
29.142-4 Return by receiver.
29.142-5 Return for nonresident

alien beneficiary.
29.142-6 Time for filing upon death,

or termination of trust.
29.143-1 Withholding tax at source.
29.143-2 Fixed or determinable qn-

nual or periodical income.
29.143-3 Exemption from withhold-

ing.
29.143-4 Ownership certificates for

bond interest.
29.143-5 Form of certificate for citi-

zens or residents.
29.143-6 v Form of certificate for non-

resident aliens, nonresi-
dent foreign corpora-
tions, and unknown
owners.

29.143;7 Return and payment of tax
withheld.

29.143-8 Ownership certificates in
the case of fiduciaries and
joint owners.

29.143-9 Return of income from
which tax was withheld.

29.144-1 Withholding in the case of
nonresident foreign cor-
porations.

29.144-2 Aids to withholding agents
in determining liability
for withholding of tax.

29.145-1 Penalties.
29.146-1 Termination of the taxable

period by Commissioner.
29.147-1 Return of information as to

payments of $500.
29.147-2 Return of information as

to payments to em-
ployees.

29.147-3 Cases where no return of
information required.

29.147-4 Return of information as to
certain interest.

29.147-5 Return of information as to
payments to other than
citizens or residents.

29.147-6 Foreign items.
29.147-7 Return of information as to

foreign items.
29.147-8 Information as to actualowner.
29.148-1 Return of information as to

payments of dividends.

See.
29.148-2 Return of information re-

specting contemplated
dissolution or liquida-
tion.

29.148-3 Return of information re-
,specting distributions in
liquidation.,

29.148-4 Information respecting
compensation of officers
and employees in excess
of $75,000.

29.150-1 License to collect foreign
items.

ESTATES AND TRUSTS

29.161-1 Imposition of the tax.
29.162-1 Income of estates and

trusts.
29.162-2 Allocation of estate and

trust income to legatees
and beneficiaries.

29.163-1 Credits to estate, trust, or
beneficiary.

29.165-1 Employees' trusts.
29.165-2 Impossibility of diversion

under trust instrument.
29.165-3 Requirements as to cover-

age.
29.165-4 Discrimination as to con-

- tributions or benefits.
29.165-5 Effect of amendments to

section 165 (a) on old
and new stock bonus,
pension, profit-sharing,
and annuity plans.

29.165-6 Taxability of beneficiary
under a trust which
meets the requirements
of section 165 (a).

29.165-7 Treatment of beneficiary of
a trust not exempt under
section 165 (a).

29.166-1 Trusts with respect to the
corpus of which the
grantor is regarded as re-
maining in substance the
owner.

29.167-1 Trusts in the income of
which the grantor retains
an interest.

29.169-1 Common trust fund de-
fined.

29.169-2 Income of participants in
common trust fund. ,

29.169-3 Computation of common
trust fund income.

29.169-4 Admission and withdrawal
of participants from the
common trust fund.

29.169-5 Returns of common trust
funds.

29.170-1 Net operating loss deduc-
tion in the case of estates,
trusts, and common trust
funds.

29.171-1 Income of trust in case of
divorce, etc.

'29.171-2 Application of trust rules to
alimony payments.

29.172-1 Amortization of emergency
facility of estate or trust.

PARTNERSHIPS

29.181-1 Partnerships.
29.182-1 Distributive share of part-

ners.
29.183-1 Computation of partner-

ship income.
29.184-1 Credits allowed partners.
29.185-1 Earned income credit of

partners.
29.187-1 Partnership returns.
29.189-1 Net operating loss deduc-

tion in the case of part-
ners.

29.190-1 Amortization of emergency
facility of partnership.

INSURANCE COMPANIES

Sec.
29.201-1 Tax on life insurance com-

panies.
29.201-2 Foreign lifo insurance com-

panies.
20.201-3 Life insurance companies:

definition.
29.201-4 Life insurance reserves.
29.201-5 Interest paid.
29.201-6 Adjusted reserves.
29.201-7 Net income and deductions,
29.201-8 Real estate owned and oc-

cupied.
29.201-9 Amortization of premium

and accrual of discount.
29.202-1 Reserve and other policy li-

ability credit for adjusted
normal-tax not income.

29.202-2 Adjustment for certain re-
serves.

29.203-1 Reserve and other policy lI-
ability credit for adjusted
corporation surtax not in-
comO.

29.204-1 Tax on insuranco com-
panies other than life or
mutual and mutual ma-
rine insurance companies,

29.204-2 Gross Income of insurance
companies o t h e r than
life or mutual and mutu-
al marine insurance com-
panies.

29.204-3 Deductions allowed insur-
ance companies o t h o V
than life or mutual and
mutual marine insurance
companies.

29.207-1 Tax on mutual Insurance
companies other than life
or marine.

29.207-2 Not premiums.
29.207-3 Dividends to policyholders.
29.207-4 Net income and deductions
29.207-5 Real estate owned and oc-

cupied.
29.207-6 Amortization of premium

and accrual of discount.

NONRESmENT ALIEN INDIVIDUALS

29.211-1 Taxation of aliens in gen-
eral.

29.211-2 Definition.
29.211-3 Alien seamen, when to be

regarded as residents.
29.211-4 Proof of residence of alien.
29.211-5 Loss of residence by alien.
29.211-6 Duty of employer to de-

termine status of alien
employee.

29.211-7 Taxation of nonresident
alien individuals.

29.212-1 Gross income of nonresi-
dent alien individuals,

29.212-2 Exclusion of earnings of
foreign ships from gross
income.

29.213-1 Deductions allowed non-
resident alien individuals.

29.214-1 Credits to nonresident alien
individuals.

29.215-1 Allowance of deductions
and credits to nonresi-
dent alien individuals.

29.217-1 Time and place for filing
returns of nonresident
alien individuals.

29.217-2 Return of income.
29.218-1 Date on which tax shall bo

paid by nonresident alien
individual.

29.219-1 Partnerships.

FOREIGN CORPORATIONS

29.231-1 Taxation of foreign corpo-
rations.

29.231-2 Gross income of foreign
corporations.
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Sec.
29.231-3 *Exclusion of earnings of

foreign ships from gross
income.

29.232-1 Deductions allowed.foreign
corporations.

29.2M3-1 Allowance of deductions
and credits. -

29.235-1 Time and place for filing
- - returns of foreign corpo-

rations.
29.25-2 Return of income.
29.23-1 Dates on which tax shall be

paid by foreign coipora-
tions.

POSESSIONS Or = UNITED STATES

29251-1 Citizens of the United
.States and domestic cor-
porations deriving in-
come from sources with-.
-in a possession of the
United States.

29.251-2 Income received within the
- United States.

29.251-3 Tax In case of corporations.
29.251-4 Definition.
29251-5 Deductions allowed citi-

zens and domestic corpo-
rations entitled to the
benefits of section 251.

29.251-6 Allowance of deductions
and credits to citizens
and domestio corpora-
tions entitled to the bn-
efits°of section 251.

29.252-1 Status of citizens of United
States possession.

oMNA TRADE ACT CORPORATIONS

29.261-1 Tax on China Trade Act
corporations. .

29.262-1 Income of China Trade Act
corporations.

29.262-2 Credits all-owed China
Trade Act corporations.

29.262-3 Meaning of terms used in
connection with China
Trade Act corporations.

29262-4 'Withholding by a China
Trade Act corporation.

ASSEnL rAND hOLLMMON OF DrIEN

29.271-1 Deficiency defined.
29.272-1 Assessment of a deficiency.
29.272-2 Collection of a deficiency.
29.272-8 Extension of time for pay-

ment of a deficiency.
29.273-1 Jeopardy assessments.
29.274 -1 Bankruptcy and receiver-

ship proceedings.
29.274 -2 Immediate assessments In

bankruptcy and receiver-
ship cases.

29.275-1 Period of limitation upon
assessment of ta.

29-675-2 Period of limitation upon
collection of tax.

STESEST AND ADDITIONS TO THE TAX
29.291-1 Addition to the tax in case

of failure t6 file return.

O.LKI" AGAINST T1ANSFEES AN FIDUCIARIES

29211-1 Claims In cases of trans-
ferred assets.

29212-1 Fiduciaries.

OVEHPAYZEIMTS

29.22-1 Authority for abatement,
credit, and refund of tag.

29322-2 Credit and refund adjust-
ments.

29.322-3 Claims for refund by tax-
payers.

29.22-4 Claim for payment of judg-
ment obtained against
collector.

Eec.
29.22-5 Claim for payment of

judgment obtained in
United State- district
court against the United
States.

29.322-0 Claim for payment of
judgment obtained In the
Court of Claims against
the United States.

29222-7 LInltationa upon the cred-
iting and refunding of
taxes paid.

29322-8 Credting of accounts of
collectors In cases of as-
cesuaents against coveral
persons covering same 1i-
ability.

YOnErflO PaOsnAL OLnomfl CO..A2,IE3

2931-i Definition of foreign per-
onal holding company.

29M1-2 Grors Income requirement.
29231-3 Stock ownernh1p require-

ment.
29232-1 Foreign perconal holding

. company income.
292V3(a)-1 Stock ownership.
29.33(a)-2 Stock not owned by indi-

vidual.
29M33(a)-3 Family and partnership

ownership.
29.33(a)-4 Options.
2933(a)-6 Application of family-part-

nerahip and option rules.
29233(a)-S Con.tructive ownership as

actual ownership.
29333(a)-7 Option rule In lieu of fam-

ily and partnerahlp rule.
29=33(b)-4 Convertible ecuritic.

293-1 Gror income In general for
purpozes of Supplempent
P.

29234 -2 Additions to gross income
for purposes of Supple-
ment P.

29236-1 Supplement P net income.
9336-2 Illustration of computation

of Supplement P net In-
come and undistributed
Supplement P net In-
come.

29.337-1 Income of foreign personal
holding companies taxed
to United States share-

o holders.
29237-2 Credit for obligations of the

United States.
29237-3 Information in return.
29237-4 Effect on capital occount of

foreign peronal holding
company ond basis of
stock In handa of share-
holders.

2938-1 Information returns by of-
ricers and directors of
certain forelgn corpora-
tions.

29.338-2 Annual information re-
turns by ofilcera and di-
rectors of certain foreign
corporations.

29238-3 Time and place of filing re-
turns.

29.39-1 Information roturna by
rhrebolders of certain
foreign corporations.

2939-2 Annual information re-
turns by shareholders of
certain foreign corpora-
tions.

20.839-4 Time and place of filing re-
turns.

RZOL&TES DVsTZI= = COZWAzn=E

29.861-1 Definition of a regulated In-
vestment company.

29.62-1 rarnings and profits of a
ko gul at e d Investment
6ompany.

82c.
23262-2 Methcd of taxtion of regu-

lated Investment corn-
panies-

9262-3 Records to b kept for pur-
pose of determining
whether a corporation
clailmngt o be a regulated
nvestjnent company is a
parsonal holding cur-
pany.

Z-062-4 Additional information re-
quired In returns of
shareholders.

2262-5 Method of taxation of
shareholders of regulated
nveztment companies.

XCOHAN E3 Arm D IS m or-0s nr osmruscn To
0==S OF acUmE A2. 11ECI GE CO..-
Z=31021r

29.371-0 Terms used.
29.371-1 Purpoza and &cope of ex-

ception.
29271-2 Exchanges of stock or se-

cuartles &olely for stock
or securities.

23.371-3 Exchanges of property for
Property by corporatons.

29.371-4 Distribution solely of stock
or tecuritles.

29.371-5 Transfers -rithln system
group.

29.71-6 Sale of stock or securities
received upon exchange
by members of system
group.

29.71-7 Exchanges in which money
or other nonexempt prop-
erty Is received.

29371-8 Requirements with respect
to order of Securities and
Exchange Commission.

29371-9 1onappllcation of other
provistons of the Internal
Revenue Code.

29-71-10 Records to be kept and In-
formation to be filed with
returns.

29272-0 Basis for determining gain
or 10:3.

29.372-1 Basis of property acquired
upon exchanged under
section 371 (a), 371 (b)
(prior to amendment by
the Revenue Act of 1942),
or 371 (e).

29.372-2 Reduction of basis of prop-
'ertY by reason of gain not
recognized under section
371 (b).

29.272-3 Basis of property acquired
by corporation under Sec-
tion 371 (a), 371 (b), or
371 (e) as contribution
of capital or surplus, or in
consideration for its own
stock or securities.

29.72-4 Basin of stock or securities
acquired by shareholder
upontax-free distribution
under section 371 (c).

29372--5 Basis of property acquired
under section 371 (d) In
tran actlons between cor-
porations of the same
system group.

29.373-1 Definitions.
TAX IMA Z =he S OF PEMSONAL svCZ

C02POZATION5
29291-1 Applicability of SuppIe-

ment S.
29292-1 Undis ibuted Supplement

S net Income.
29293-1 Supplement S net income.
29.394-1 Taxability of shareholders.
29.394-2 Credit for interest on obl-

gations of the United
States ano- its Instru-
mentalities.
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Sec.
29.394-3 Effect on capital account

of personal service cor-
poration.

29,394-4 Basis of stock in hands of
shareholders.

29.396-1 Tax of certain shareholders
paid by the corporation.

INDIVIDUALS 'WITH GROSS INCOME FROM CERTAIN

SOURCES OF $3,000 OR LESS

29.400-1 Scope and application of
Supplement T.

29.401-1 Rules for application of
schedule in section 400.

29.402-1 Manner of election to com-
pute tax under Supple-
ment T.

29.404-1 Taxpayers to whom Sup-
plement T is inapplica-
ble.

SUPART D-VcToRY TAX ON INDIVmUALS

RATE AND COMPUTATION OF TAX

29.450-I Victory tax on individuals.
29.451-1 Gross income for victory

tax purposes.
29.451-2 Victory tax net income.
29.452-1 Specific exemption..
29.453-1 Credit against victory tax.
29.454-1 Post war credit or refund.
29.454-2 Post war credit or refund

where status changes dur-
ing the taxable year.

29.454-3 Period of limitation for
making post war credit

Oor refund.
29.455-1 Returns.
29.456-1 Limitation on the amount

of the victory tax.

COLLEOTION OF TAX AT SOURCE ON WAGES

29.465-0 Introductory.
29.465-1 Pay-roll period.
29.465-2 Wages.
29.465-3 Exclusions from wages.
29A65-4 Withholding agent.
29A65-5 Employee.
29.465-6 Employer.
29.466-1 Requirement of withhold-

Ing.
29.466-2 Withholding exemption.
29.466-3 Wage bracket withholding.
29.466-4 Tax paid by recipient.
29.466-5 Return of income and

credit for tax withheld at
source.

29.466-6 Included and excluded
wages.

29A67-1 Collection of and liability
for tax.

29A67-2 Quarterly adjustments.
29.468-1 Return and payment by

withlholding agent.
29.469-1 Receipts for tax withheld

at source on wages.
29.A70-1 Penalties.

EXPIRATION DATE AND DEFINITIONS

29.475-1 -Definitions.

SUBPART E-PERSONAL HOLDING COMPANIES

29.500-1 Surtax on personal holding
companies.29.501-1 Definition of personal

holding company.
29.501-2 Gross income requirement.
29.501-3 Stock ownership require-

ment.
29.502-1 Personal holding company

income.
29.503 (a)-1 Stock ownership.
29.503 (a)-2 Stock not owned by indi-

vidual.
29.503 (a)-3 Family and partnership

ownership.
29.503 (a)-4 Options.
29.503 (a)-5 Application of family-part-

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

actual ownership.

Sec.
29.503 (a)-7 Option rule in lieu of fam-

fly and partnership rule.
29.503 (b)-1 Convertible securities.

29.504-1 Undistributed subchapter
A net income.

29.504-2 Amounts used or frrevoca-
bly set aside to pay or to
retire indebtedness of
any kind incurred prior
to January 1, 1934.

29.504-3 Retroactive application.
29.504-4 Claim for benefit of section

186 of the Revenue Act of
1942.

29.504-5 Making and filing of con-
sents.

29.504-6 Overpayments and deficien-
cies.

29.505-1 Subchaptqr A net income.
29.505-2 Illustration of computation

of subchapter A net in-
come, undistributed sub-
chapter A net income,
and surtax.

29.506-1 Purpose and scope of defi-
ciency °dividend credit.

29.505-2 Date when decision by Tax
Court or court0becomes
final and date of closing
agreement.

29.506-3 Crpdit against unpaid de-
ficiency.

29.506-4 Credit or refund of defi-
ciency paid.

29.506-5 Claim for deficiency divi-
dends credit or credit or
refund.

29.506-6 Effect of deficiency divi-
dends on-dividends paid
credit.

29.505-7 Suspension of statute of
limitations and stay of
collection.

29.506-8 Retroactive application.
29.506-9 Overpayments a n d defi-

ciencies.
29.506-10 Election to have a certain

dividend considered as a
deficiency dividend.

29.506-11 Claim for additional credit
or 7refund for prior tax-
able year.,

29.506-12 Effect of election.
29.508-1 Return and payment of tax.
29.508-2 Determination ci tax, as-

sessment, collection.
SUBPART F-DEFINTIONS

29.3797-1 Classification of taxables.
29.3797-2 Association. .
29.3797-3 Association distinguished

from trust.
29.3797-4 Partnerships.
29.3797-5 Limited partnerships.
29.3797-6 Partnership associations.
29.3797-7 Insurance company.
29.3797-8 Domestic, foreign, resident,

and nonresident persons.
29.3797-9 Fiduciary.

29.3797-10 F id u c i a r y distinguished
from agent.

29.3797-11 Military or naval forces of
the United States.

SUB3PART G-MITIGATIoN OF EFFECr OF LIMrrA-
TION AND OTHER PROVISIONS IN INCOME TAX
CASES

29.3801(a)(1)-1 Purpose and scope of sec-
tion 3801.

29.3801(a) (1)-2 Closing agreement as a de-
termination.

29.3801(a)(1)-3 Decision by Tax Court or
court as a determination.

29.3801(a) (1)- Final disposition of claim

29.3801(a) (3)-1
29.3801(b)-0

29.3801(b)-i.

for refund as a determi-
nation.

Related taxpayer.
Circumstances of adjust-

ment.
Double inclusion of item of

gross income.

Sec.
29.3801(b)-2 Double allowance of n de-

duction or credit.
29.3801(b)-3 Erroneous exclusion of item

of gross income with re-
spect to which tax was
paid.

29.3801(b)-4 CoiTelative deductions and
inclusions specified In
section (162 (b) and (o)
and corresponding pro-
visions of prior Revenue
Acts.

29.3801(b)-5 Determination of basis of
property in case of er-
roneous treatment of
transaction relating to
acquisition thereof.

29.3801(b) -6 Law applicable in determi-
nation of error.

29.3801(b)-7. Operation dependent upon
maintenance of incon-
sistent position.

29.3801(b)-8 Existence of status of re-
lated taxpayer qt time of
the first maintenance of
an Inconsistent position,

29.3801(c)-i Method of adjustment..
29.3801(d)-i Ascertainment of amount

of adjustment.
29.3801(e)-1 Effect of other items on

amount of adjustment,

AUTHORITY! §§ 29.1-1 to 29.3801 ()-i issued
under sections 62 and 3791 of the Internal
Revenue Code (53 Stat. 32, 467, 26 U,S,C.,
62, 3791).

SUBPART A-INTRODUCTORY PROVISIONS

Pertinent Enacting Provisions of the
Internal Revenue Code

AN ACT

To consolidate and codify the internal rev-
enue laws of the United States.

Be it enacted by the Senate and House
of Representatives of the United States Of
America 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. CITATION. This act and the internal
revenue title incorporated herein shall be
known as the Internal Revenue Code and may
be cited as "I. R. C.".

SE. 6. ARRANGEMENT, CLASSIFICATION, AND
cRoss REFERENCES. The arrangement and
classification 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, analysl, cross
reference, or descriptive matter relating to
the contents of said Title be given any legal
effect.

SEC. 1. APPLICATION or cHAPTER.
The provisions of this chapter shall apply

only to taxable years beginning after Docemi.
her 31, 1938. Income, war-profits, and ex-
cess-profits taxes for taxable years beginning
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 reve-
nue acts, except as such provisions are modi-
fied by legislation enacted subsequent to the
Revenue Act-of 1938.

§ 29.1-1 Scope and applicability of
regulations. These regulations deal with
the taxes upon net Income Imposed by
Chapter 1 of the Internal Revenue Code,
Including the tax imposed by section 102
upon the net Income of certain corpora-
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tions, 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.

These regulations are applicable only
with respect to taxable years beginning
after December 31, 1941.

Each section, subsection, or paragraph
of the Internal Revenue Code set forth
in these regulations shall be considered
as a part of the respective regulations
section to which it corresponds.

SE. 2. CROSS sEMzEENCm.
The cross references in this chapter to other

portions of the chapter, where the word "see"
is used, are made only for convenience, and
shall be given no legal effect.

SEc. 3. CrAssmc.rToN o Paovzsos. [as
amended by see. 172 (b), Rev. Act 1942.]

The provisions of this chapter are herein
classified and designated as-

Subchapter A-Introductory provisions,
Subchapter B-General provisions, divided

Into parts and sections.
Subchapter C.-Supplementalprovisions di-

vided into Supplements and sections,
Subchapter D-Victory tax on Individuals,

divided intoparts and sections;
"§ 29.3-1 Division of regulations. These

regulations, which constitute Part 29 of
rTitle 26 of the 1943 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 victory tax on individ-
uals. Subpart E relates to surtax on
personal holding companies. Subpart F
relates to definitions. Subpart G relates
to mitigation of effect of limitation and
other provisions in income tax cases.
SEc. 4. Ss'xrcL cLASsES O TAXPAYERS [aS

amended by sec. 102 (c), Rev. Act 1941; sec.
170 (b), Rev. Act 1942].

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) Estates and trusts and the benefici-
aries thereof-Supplement E.

(b) Members of partnerships-Supple-
ment F.

(c) Insurance companies-Supplement G.
(d) Nonresident alien' individuals-Sup-

plement EL
(e) Foreign corporations-Supplement L
(f) Individual citizens of an3possession of

the United States who are not otherwise citi-
zens of the United States and who are not
fesidents of the United States-Supple-
ment J.

(g) Individual citizens of the United
States or domestic corporations, satisfying
the conditions of section 251 by reason of de-
riving a large portion of their gross income
from sources within a possession of the
United States-Supplement J.

(h) China Trade Act corporations-Sup-
plement K.

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

(j) Regulated investment companies-
Supplement Q.
(k) Shareholders of Personal' Service Cor-

porations--Supplement S.
(1) Individuals -with gross income from

certain sources of $3,000 or less-Supple-
ment T.

§ 29.4-1. Application of regulations to
special -lasses 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 provi-
sions, which appear In Subpart C, as
follows:

Estates and trusts--sections 161 to 172,
inclusive.

Partnerships-sections 181 to 190, In-
clusive.

Insurance companies-sections 201 to
207, inclusive.

Nonresident allen Indivlduals--sec-
tIons 211 to 219, inclusive.

Foreign corporations-sections 231 to
237, inclusive.

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

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

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

Regulated investment companies--sec-
tions 361 and 382.

Shareholders of personal service cor-
porations-sections 391 to 396, inclusive.

Individuals with gross income from
oertain sources of $3,000 or less-sec-
tions 400 to 404, inclusive.

SUBPART B--GmEZTA PnoVsMo:;s
RATES OF TAX

Sra. 11. No=AL TaX Oi nmxvmuAxs [as
amended by ec. 102 (b) (1), Rev. Act 1941;
aee. 102, Rev. Act 1942].

There shall be levied, collected, and paid
for each taxable year upon the not income
of every individual a normal tax of 6 per
centum of the amount of the net income
in excess of the credits against net Income
provided in cectIon 25. (For alternative tax,
If gross income from certain cources Is C3,000
or less, see section 400).

§ 29.11-1 Income tax on individuals.
Chapter 1 of the Internal Revenue Code
imposes an income tax on individuals,
including a normal tax (section 11), a
surtax (section 12), and a victory tax
(section 450). For optional tax in the
case of taxpayers with gross income from
certain sources of $3,000 or less, see sec-
tion 400. The normal tax on individuals-
is at the rate of 6 percent and is upon
net income, which is determined by sub-
tracting the allowable deductions from
the gross income. (See generally sec-
tions 21 to 24, inclusive.) In certain
cases credits are allowed against the net
income before computing the tax (sec-
tion 25) and in other cases against the
amount of the tax (sections 31, 32, and
131). In general, the tax is payable
upon the basis of returns rendered by
persons liable thereto (sections 51, 53
142, and 217), except that in some in-
stances it is to be paid at the source of
the income. Exceptions and additional

If tie surtax net income is:
Not over $2000................
Over $2,000 but not over 04,000-
Over C4,000 but not over $6,00. .-------
Over $6.000 but not over 08.000.........
Over 88.000 but not over $10,000.....
Over 10,000 but not over 012.000 - -......-
Over 012,000 but not over $14.C0 .....
Over 814.000 but not over $16,000-.. .
Over $10,000 but not over 018,00
Over 818,000 but not over 20.000-.....
Over 820,000 but not over 022.000 -. .
Over 822,000 but not over 020........
Over $26,000 bilt not over 32,000-.....
Over $32,000 but not over 038,000 ---------
Over 38,000 but not over 04000-
Over 044,000 but not over 00,000 --------

provisions applicable to certain special
classes of taxpayer are listed in sec-
tion 4.

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

§ 29.11-2 Citizens or residents of the
United States liable to tax. In general,
citizens of the United States, wherever
resident, are liable to the tax, and It
makes no difference that they may own
no assets within the United States and
may receive no income from sources
within the United States. Every resi-
dent allen individual is liable to the tax
even though -his income is wholly from
sources outside the United States. As
to nonresident alien individuals, see sec-
tions 211 to 219, inclusive.

§ 29.11-3 Who is a citizen. Every
person born or naturalized in the United
States, and subject to Its Jurisdiction, is
a citizen. When any naturalized citizen
has left the United States and resided
for two years in the foreign country from
which he came, or for five years in any,
other foreign country, itis presumed that
he has ceased to be an American citizen.
This presumption does not apply, how-
ever, to residence abroad while the United
States is at war, nor does it apply in
the case of individuals born In the United
States subject to its Jurisdiction. How-
ever. 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 fled his declaration
of intention of becoming a citizen of the
United States but: who has not yet re-
ceived his final citizenship papers is an
allen. See §§ 29.211-2 to 29.211-5, inclu-
sive, for*distinction between a resident
alien individual and a nonresident alien
individual.
Szm 12. Suarx onr nmvm [as amended

by cec. 2, Rev. Act 1940; Eecs. 101, 102 (b) (2),
Rev. Act 1941; secs. 103, 150 (J), Rev. Act
19421.

(a) Definition of "surtax net income. As
u"ed in this cection the term "surtax net in-
come" means the amount of the net income
in exces3 of the credits agalnst net income
provided In sEctlon 25 (b).

(b) Rates of surtax. There shall be levied,
collected. and paid for each taxable year upon
the surtax net income of every Individual the
surtax shown In the following table:

The surtax shall be:
13% of the surtax net income.
20, plu3 16% of excez over 82,000.

0580, plus 20% of excez3 over $4,000.
_ 980, plus 24% of excecs over $6,00.
01,400, plu 2a% of excecs over 83,000.
_ 2,020, plus 32% of exe3 over $10,C00.
_ 2,000, plus 36% of excess over $12,000.
03 ,50, plus 40% of excess over $14,000.
64.10, plus 43% of excez3 over 016,000.
$5,040, plus 46% of excess over 818,000.
05,90, plus 49% of excess over $20.000.
06,40, plu 52% of excess over $22,000.
9o020, plus 55% of exceZ3 over $26,000.

01920, plua 537% of excez over 832,000.
015,E0, plus 61% of excesz over 133,00.
$19,40, plus 63% of excess over $44,000.
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If the surtax net income is: The surtax shall be:
Over $50,000 but not over $60,000......-------- $23,240, plus 66% of excess over $50,000.
Over $60,000 but not over $70,000 ----------- $29,840, plus 69% of excess over $60,000.
Over $70,000 but not over $80,000 ----------- $36,740, plus 72% of excess over $70,000.
Over $80,000 but not over $90,000----------- $43,940, plus 75% of excess over $80,000.
Over $90,000 but not over $100,000 ---------- $51,440, plus 77% of excess over $90,000.
Over $100,000 but not over $150,000 --------- $59,140, plus 79% of excess over $100,000.
Over $150,000 but not over $200,000 --------- $98,640, plus 81% of excess over $150,000.
Over $200,000 -------------------------- $139,140, plus 82% of excess over $200,000.

(c) Tax in case of capital gains or losses.
For rate and computation of alternative tax
in lieu of normal tax and surtax in the case
of a capital gain or loss from the sale or ex-
changb of capital assets held for more than
6 months, see section 117 (c).

(d) Sale of oil or gas properties. For lim-
Itation of surtax attributable to the sale- of
oil or gas properties, see section 105.

(c) Tax on personal holding companies.
For surtax on personal holding companies,
see section 500.

(f) Avoidance of surtaxes by incorporation.
For surtax on corporations which accumulate
surplus to avoid surtax on shareholders, see
section 102.

(g) For alternative tax if gross income
from certain sources is $3,000 or less, see sec-
tion 400.

§ 29.12-1 Surtax. In addition to the
normal tax imposed by section-11 a sur-
tax is imposed at the rates specified in
section 12 upon the surtax net income of
every individual, resident or nonresident,
except nonresident alien individuals sub-
ject to the tax imposed by section 211 (a).
The surtax net income is the amount of
the net income in excess of the personal
exemption and credit for dependents.
(See generally §§ 29.25-1 to 29.25-7, in-
clusive.) For surtax on corporations
Improperly accumulating surplus, see
section 102. As to surtax on personal
'holding companies, see sections 500 to
511, inclusive.

§ 29.12-2 Computation o f s u r t a x
The following table shows the surtax due
for taxable years beginning after Decem-
ber 31, 1941, upon certain specified
amounts of surtax net income. In each
Instance the first figure of the surtax
net income in the surtax net-income col-
umn is to be excluded and the second
figure included. The percentage given
opposite applies to the excess of income
over the first figure in the surtax net-
income column. The last column gives
the total surtax on a surtax net income
equal to the second figure in the surtax
net-income column.

SuRTAx TABLE

Total
Surtax net income Percent stta

$0 to $2,000 ------------------------ 13 $26
$2,000 to $4,000 ................... 16 5
$4,000 to $6,000 ............-.--.... 20 ow6
$%,000 to $8,000 ------------------- 24 1,460
1,000 to $10,000 .................. 28 2,020
$10,000 to $12,000 ................. 32 2,660
$12,000 to $14,00 ................ 36 3,380
$14,000 to $16,000 ................. 40 4,180
$10,000 to $18,000 ----------------- 43 5,040
$18,000 to "M000 .................. 46 5, 960
$20,000 to $22,000 ................. 49 6,940
$2,000 to $26,000 ................ 52 0,00
$20,000 to $32,000 ................. 55 12,320
$2,000 to $8,000 ................. 58 15, 800
$8,000 to $44,000 ---------------- 61 19,460
$44,000 to $6,000 ................. 63 23,240
$S5,o00 to 0,000 ---------------- 66 29,840
;W,000 to $70.000 ------------------ 69 36,740
$70,000 to $70,000 ................. 72 43,940
$M0,000 to $90,000 ----------------- 75 51,440
$90,000 to $100,000 ---------------- 77 59,140

$200,00 to $100,000------------- 9 9,1$100,00 to $100,000................ 70 08, 640
$150,000 to $200,000 ---------------- 81 139,140
$200,000 up ----------------------- 82 -------

The surtax for any amount of surtax
net income not stated in round figures in
the tabie is computed by adding to the
surtax for the largest amount stated o
which is less than the surtax net income,
the surtax upon the excess over that
amount at the rate indicated in the table.
Accordingly, the surtax upon a surtax
net income of $63,128 would be $31,998.32,
computed as follows:
Surtax on $60,000 from table.... $29, 840. 00
Surtax on $3,128 at 69 percent. 2,158.32

Total --------------------- 31,998.32
SEC. 13. TAX ON cORPORATIoNS IN GENERAL

[as amended by sec. 201, Rev. Act 1939; see.
3 (a), Rev. Act 1940; sec. 101 (a), 2d Rev. Act
1940; sec. 103 (a), Rev. Act 1941; sec. 105 (a),
Rev. Act 1942].

(a) Definitions. For the purposes of this
chapter-

(1) Adjustec net income. The term "ad-
justed net income" means the net Income
minus the credit provided in section 26 (a),
relating to interest on certain obligations of
the United States and Government corpora-
tions.

(2) Normal-tax net income. The term
"normal-tax net income" means the adjusted
net income minus the credit for income sub-
ject to the tax imposed by Subchapter E of
Chapter 2 provided in section 26 (e) and
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
yepar 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 Supple-
ment Q) whichever of the following taxes is
the lesser:

(1) General rule. A tax of 24 per centum
of the normal-tax net income; or

(2) Alternative tax (corporations woith nor-
mal-tax net income over $25,000 but not over
$50,000). A tax of $4.250, plus 31 per centum
of the amount of the normal-tax net income
in excess of $25,000.

(c) Exempt corporations. For corpora-
tions exempt from taxation under this chap-
ter. see section 101.

(d) Tax on personal holding companies.
For surtax on personal holding companies,
see section 500.

(a) Improper accumulation o1 surplus.
For surtax on corporations which accumulate
surplus to, avoid surtax on shareholders, see
section 102.

§ 29.13-1 Tax on corporations in gen-
eral. Section 13 imposes an income tax
on corporations 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, ex-
cept (a) corporations expressly exempt
from taxation under chapter 1 (see sec-
tion 101); (b) corporations subject to
tax under section 14, being (1) corpora-
tions having normal-tax net incomes of
not more than $25,000 and not coming
within the, provisions of subsection (c),
"(d), or (e) of such section 14, and (2)
foreign corporations engaged in trade or
business within the United, States; (c)

foreign corporations not engaged in
trade or business within the United
States (see section 231 (a)); (d) Insur-
ance companies (see Supplement G (sec-
tions 201 to 207, Inclusive)); and (e)
regulated investment companies (see
Supplement Q (sections 361 and 302)),

It makes no difference that a domestic
corporation subject to any tax Imposed
by section 13 may derive no income from
sources within the United States. The
tax imposed by section 13 is computed
upon the "normal-tax net income," that
Is, the adjusted net income minus the
credit provided in section 26 (e) for In-
come subject to the excess profits tax
imposed by subchapter E of chapter 2
and minus the credit for dividends
received provided in section 26 (b), relat-
ing to dividends received from a domestic
corporation.which is subject to taxation
under chapter 1 (85 percent of dividends
received, but not In excess of 85 percent
of the adjusted net income reduced by
the credit provided in section 26 (e) for
income subject to the excess profits tax
Imposed by subchapter E of chapter 2).
The "adjusted net income" of a corpora-
tion is the net Income as defined in sec-
tion 2rminus the credit provided In sec-
tion 26 (a), relating to Interest on cer-
tainobligations of the United States and
its instrumentalities.
' The tax imposed by section 13 is pay-
able upon the basis of returns rendered
by the corporations liable thereto, ex-
cept th:.t in some cases a tax is to be
paid at the source of the income (see
also sections 47, 52, 53, 144, and 235),
For what the term "corporation" in-
cludes and for the difference between
domestic and foreign corporations, see
section 3797 (a). For surtax on corpo-
rations generally, see § 29.15-1. For sur-
tax on personal holding companies, see
sections 500 to 511, inclusive, For sur-
tax on corporations improperly accu-
mulating surplus, see section 102. For
'treatment of capital gains and losses,
see section 117.

The manner of computing the tax im-
posed by section 13 depends upon the
amount of the corporation's normal-tax
net income. If the normal-tax net in-
come is more than $50,000, the tax is 24
percent of the normal-tax net In6ome.
If the normal-tax net income is more
than $25,000 and not more than $50,000,

'-the tax is $4,250 plus 31 percent, of the
amount in excess of $25,000.

This section may be Illustrated by the
following examples:

Example (1). The A Corporation, a do-
mestic corporation, which is not a bank Bil-
iate referred to in section 26 (d). has for
the calendar year 1042 a net income of
$130,000, including interest on United States
obligations (allowable as a credit under ece-
.tion 26 (a)) in the amount of" $10,000 and
dividends received (allowable as a credit
under section 26 (b)) in the amount of
$10,000. It also is entitled to a credit (allow-
able under section 26 (e)) for income sub-
ject to the excess profits tax imposed by sub-
chapter E,of chapter 2, in the amount of
$20,000. The corporation's tax under section
13 for the calendar year 1042 is $21,060, com-
puted as follows:
Net income --------------------- $130, 000
Less credit for interest on United

States obligations ---------- : 10,000

Adjusted net income --------- 120,000
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Less credit for dividends received

(85 percent of $10,000) --------- $8, 500

111,500
Less credit for income subject to

excess profits tax--..------------ 23,000

Normal-tax net income ------ 91, 500
Tax under section 13 (b) (1) (24

percent of $91,500) ------------ 21,960

Example (2). Assuming that the A Cor-
poration's normal-tax net income for 1942 is
$41,500, instead of $91,500, its tax under sec-
tion 13 for such year would be computed un-
der'section 13 (b) (2) and is $9,365, that is,
$4,250 plus $5,115 (31 percent of $16,500, the
excess of $41,500 over $25,000).

SEc. 14. Tsx oN SPECIAL CLASSES Or CORPO-
RATaoNs las amended by sec. 201, Rev. Act
1939; sec. 3 (b), Rev. Act 1940; see. 101 (b),
2d Rev. Act 1910; sec. 103 (b) (c), Rev. Act
1941; sees. 160 (b), 170 (b), Rev. Act 1942].

(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 tax Im-
posed 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-
m2al-tax 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 (c), (d), or (e) of this
section, the tax shall be as follows:

Upon normal-tax net incomes not in ex-
cess of $5,000, 15 per centum.

$750 upon normal-tax net incomes of
$5,000, -and upon normal-tax net incomes In
excess of $5,000 and not in excess of $20,000,
17,per centum In addition of such excess.

$3,300 upon normal-tax net incomes of
$20,000, and upon normal-tax net incomes in
excess of- $20,00019 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, the tax
shall be an amount equal to 24 per centum of
the normal-tax net income, regardless of the
amcunt thereof.

(2) In the case of a foreign corporation
not engaged in trade or business within the
United States, the tax shall be as provided
in section 231 (a).

(d) Insurance companies. In the case of
insurance companies, the tax shall be as
provided in Supplement G.

.(e) Regulated investment company. In
the case of a corporation subject to the tax
imposed by Supplement Q (relating to reg-
ulated investment companies), the tix shall
be as provided n 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 oj surplus.
For surtax on corporations which accumulate
surplus to avoid surtax on shareholders, see
section 102.

§ 29.14-1 Tax on special corpora-
tions. Section 14 and this section are
applicable with respect to taxable years
beginning after December 31, 1941. See
section 117 -as to the treatment of capi-
tal gains and capital loses.

Section 14 imposes an income tax upon
1) corporations having normal-tax net

incomes of not more than 25,000, and
(2) foreign corporations engaged in
trade or business within the United
States. The tax imposed by section 14
is in lieu of the tax imposed by section
13. Theotax is imposed upon the "nor-

mal-tax net Income i for the definition
of which see section 13 and § 29.13-1.
Corporations expressly exempt from
taxation under chapter 1 (see section
101) are not subject to the tax under
section 14.

As In the case of corporations subject
to the tax under section 13, it makes no
difference that a domestic corporation
subject to the tax imposed by section 14
may derive no Income from sources
within the United States. So, also, the
tax is payable upon the bas of returns
rendered by the corporations liable
thereto, except that in some cases a tax
is to be paid at the source of the income
(see also sections 47, 52, 53, 144, and 235).
For what the term "corporation" Includes
and for the difference between domestic
and foreign corporations, see section
3797 (a). For surtax on corporations
generally, see section 15 and § 29.15-1.
For surtax on personal holding compa-
nies, see sections 500 to 511, Inclusive.
For surtax on corporations improperly
accuniulating surplus, see section 102.

Section 14 (b) imposes a tax at gradu-
ated rate4 on corporations which do not
have normal-tax net Incomes of more
than $25,000 and which do not come
within one of the classes specified In sub-
section (c) (foreign corporations), (d)
(insurance companies), or (e) (regu-
lated investment companies) of section
14. The tax is the same whether or not
the corporation distributes any dividends
during the taxable year.

The following table shows the ncome
tax Imposed by section 14 (b) upon cer-
tain specified amounts of normal-tax
net Income. In each instance the first
figure of the normal-tax net income in
the normal-tax net-income column Is to
be excluded and the second figure in-
cluded. The percentage given opposite
applies to the excess of Income over the
first figure in the normal-tax net-income
column. -The last column gives the to-
tal tax on a normal-tax net income equal
to the second figure in the normal-tax
net-income column.
TAmL or Conr Anono p-couz TAx Usmmx ssmro:

14 (B)

Normal-tax net Income Pcrccnt Total tax

SZ.OW to$.0.............. I- I:- 17
i.00 to =5M.......... 12 orI

The tax under section 14 (b) for any
amount of normal-tax net income not
shown in the table is computed bv add-
ing to the tax for the largest amount
shown which is less than the normal-
tax net income, the tax upon the excess
over that amount at the rate indicated
in the table.

The following example illustrates the
computation of the tax imposed by sec-
tion 14 (b):

Example. The A Corporation. a domestIc
corporation, has for the calendar year 19.2
a net income of $28,000, including Interest
on United States obligations (allowable as
a credit under zection 2G (a)) In the amount
of $9.000. and dividends received (allowable
as a credit under section 26 (b)) in the
amount of $5,000. It is alzo entitled to a
credit (allowable under section 20 (o)) for
income subject to the excem profits tax n-

pczed by sutchapter E of chapter 2, in the
amount of C3,0ZO. T'Iis tax upon the cor-
poration under section 14 (b) 1s $1,839, com-
puted as follows:

Net Income ..... 23. 0co
W a credit for interest on United

States obllgatlon ....... 9,C00

Adjusted net income ...... 19,000
L--3 credit for dividends received

(85 percent of $5,000)______ 4.250

14,750
Less credit for income subject; to

exces-proflts _ 3,050

Normal-tax net income-..... 11,700

Tax on $5,000 at 15 percent-.... 750
Tax on $8,700 at 17 percent ..... 1,139

Total 1~....... . 1883

Section 14 (c) provides for a tax on
foreign corporations engaged in trade
or business within the United States
equal to 24 percent of the normal-tax
net income, regardless of the amount
thereof. In the case of foreign corpora-
tions not engaged in trade or business
within the United States, the tax is as
provided in section 231 (a). In the case
of insurance companies, the tax is as
provided in Supplement G (sections 201
to 207, inclusive). In the case of regu-
lated investment companies, the tax is
as provided In Supplement Q (sections
361 and 362).

SEC. 15. Susax oz conosxnoNs [as added
by rec. 201, Rev. Act 1940, ded amended by
seo. 101 (d). 2d Rev. Act 1940; sec. 104 (a),
Rev. Act 1941; sec. 105 (b), Rev. Act 19421.3

(a) Corporation surtax net income. For
the purposes of this chapter, the term "cor-
poratlon surtax met income" means the net
Income minus the credit for income subject
to the tax Imposed by Subchnpter E of Chap-
ter 2 provided In section 26 (e) and minus
the credit for dividends received provided in
section 26 (b) (copputed by limiting such
credit to 85 per centum of the net income
reduced by the credit for income subject to
the tax Imposed by Subchapter E of Chapter
2 n lieu of 85 per centum of the adjusted
net income so reduced), and minus, in the
casa of a public utility, the credit for divi-
dends paid on Its preferred stock provided in
sectlon 26 (h). For the pur3oss fthls sub-
section dividends received on the preferred
stock of a public utility shall be disregarded
In computing the credit for dividends re-
ceived provided in section 26 (b).

(b) Zmpozltion of tax. There shall be
levied, collected, and paid for each taxable
year upon the corporation surtax net income
of every corporation (except a Western
Hemisphere Trade Corporation as defined in
section 109. and except a corporation subject
to the tax imposed by section 231 (a), Sup-
plement G, or Supplement Q), a surtax as
follows:

(1) Surtaz net incomes not orer $25,000.
Upon corporation surtax net incomes not
over $25,000, 10 per centum of the amount
thereof.

(2) Surtax: net incomes orer $25,000 but
not ore $50,000. Upon corporation surtax
net incomes over $25,000, but not over $M0.-
00, $2,500, plus 22 per centum of the amount
of the corporation surtax net income over
$25,000.-

'The original section 15 of the Internal
Revenue Code was eliminated by section 201
of the Revenue Act of 1939, which amended
sections 13, 14. and 15 by enacting new sec-
tlons 13 and 14 lmpzzing taxes on the income
of corporations for taxable years b-ginnn.
after December 31, 1939.
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(3) Surtax net incomes over $50,000,
Upon corporation surtax net incomes over
$50,000, 16 per centum of the corporation
surtax net income.

§ 29.15-1 Surtax on corporations.
Section 15 imposes a surtax upon the
corporation surtax net' income of every
corporation, except (1) Western Hemis-
phere trade corporations (see section
109), (2) foreign corporations taxable
under section 231 (a), (3) insurance
companies (see Supplement G (sections
201 to 207, inclusive)), or (4) regulated
investment companies (see Supplement
Q (sections 361 and 362)).

The "corporation surtax net income"
of a corporation Is its net income minus
(1) the credit provided in section 26 (e)
for income subject to the excess-profits
tax imposed by subchapter E of chapter
2, (2) the credit provided in section 26 (b)
for dividends received, and (3) in the
case of a public utility, the credit pro-
vided in section 26 (h) for dividends paid
on its preferred stock. For the purposes
of determining the corporation surtax
net income, dividends received on the
preferred stock of a public utility must
be disregarded in computing the credit
provided in section 26 (b) for dividends
received. Also, for such purposes, such
credit Is limited to 85 percent of the
corporation's net income (reduced by the
credit provided in section 26 (e) for in-
come subject to the excess profits tax
imposed by subchapter E of chapter 2),
rather than to 85 percent of the adjusted
net income so reduced. The credit pro-
vided in section 26 (a) for interest re-
ceived on obligations of the United States
or its instrumentalities is not allowable
in computing corporation surtax net
income.

The rates of corporation surtax are as
follows:

(1) Upon corporation surtax net in-
comes of $25,000 or.less, 10 percent of
the amount thereof.

(2) Upon corporation surtax net in-
comes over $25,000 but not over $50,000,
$2,500, plus 22 percent of the amount of
such income in excess of $25,000.

(3) Upon corporation surtax net in-
comes of more ,than $50,000, 16 percent
of the entire amount thereof.

The computation of the surtax on cor-
porations may be illustrated by the fol-
lowing example:

Example. The A Corporation, a domestic
corporation which is not a public utility,
has for the calendar year 1942 a net income
of $86,000. The net income includes divi-
dends received from a corporation which is
not a public utility, in the amount of $9,000,
and dividends received from the preferred
stock of a public utility, in the amount of
$3,000. It also includes income subject to
the excess profits tax imposed by sui3cbapter
E of chapter 2, In the amount of $37.000.
The A Corporation's surtax for the calendar
year 1942 is $6,097, computed as follows:
Net income --------------------- $86, 000
Less credit for income subject to ex-

cess profits tax ---------------- 37,000

49,000
Less credit for dividends received (85

percent of $9,000) ---------------- 7,650

Corporation surtax net income --- 41,350

Tax ($2,500 plus 22 percent of $16,-
350, the excess of $41,350 over $25,-
000) ------------------------- ,., 097

COMPUTATION OF NET INCOME
SEc. 21. NET ncomes [as amended by sec.

210 (a), Rev. Act 1939].
(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" and "normal-tax net
income" see section 13.

§ 29.21-1 Meaning of net income.
The tax imposed by chapter 1 is upon in-
come. Neither income exempted by
statute or fundamental law, nor expenses
incurred in connection therewith, other
than interest, enter into the computation
of net income as defined by section 21.
(See section 24 (a) (5).) In the compu-
tation of the tax various classes of in-
come must be considered:

(a) Income (in the broad sense),
meaning all wealth which flows in to the
taxpayer other than as a mere return
of capital. It includes the forms of in-
come specifically described as gains and
profits;, including gains derived from the
sale or other disposition of capital assets.
Cash receipts alone do not always ac-
curately reflect income, for the Inter-
nal Revenue Code recognizes-s income-
determining factors other items, among
which are inventories, accounts receiv-
able, property exhaustion, and accounts
payable for expenses incurred. (See
sections 22, 23, 24, and 117.)

(b) Gross income, meaning income (in
the broad sense) less income which is by
statutory provision or otherwise exempt
from the tax imposed by chapter 1. (See
section 22.)

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

(d) Net income less credits. (See sec-
tions 25, 26, 27, and 28.)

The normal taxes and surtaxes. im-
posed on individuals and on corporations
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. Sublect to these
modifications statutory net income is
commercial net income. This appears
from the fact that ordinarily it is to be
computed in accordance with the-method
of accounting regularly employed in
keeping the books of the taxpayer. (See
section 41.)

The net income of corporations is de-
termined in general in the same manner
as the net income of individuals, but the
deductions allowed corporations are not
precisely the same as those allowed in-
dividuals. (See sections 23, 24, 102, 118,
121, 122, 203, 204, 207, 208, 232, 336, and
sections 500 to 511, inclusive.)

Sma. 22. GRoss zNcosxa [as amended by
sees. 1, 3, Public Salary Tax Act 1939; sees.
215 (a), 219 (a), Rev. Act 1939; secs. 110 (a),
111 (a), 112 (a), 113, 114 (a) (b), 115 (a),
116 (a),, 117;"118 (a) (b), 119, 120 (a) (d),
127 (d), 134 (c), 162 (c), Rev. Act 1942; sec.
7 (a), Current Tax Payment Act 1943].

(a) General definitfon. "Gross income"
includes .gains, profits, and Income derived

from salaries, wages, or compensation for per-
sonal service (including personal service as an
officer or employee of a State, or any political
subdivision thereof, or any agency or instru-
mentality of any one or more of the forego-
Ing), of whatever kind and in whatever form
paid, or from professions, vocations, trades,
businesses, commerce, or sales, or dealings in
property, whether real or personal, growing
out of the ownership or use of or interest in
such property; also from interest, rent, divi-
dends, securities, or the transaction of any
business carried on for gain or profit, or gains
or profits and income derived from any
source m'hatever. In the case of Presidents
of the United States and judges of courts of
the United States taking office after Juno 6,
1932, the compensation received as such shall
be included in gross income; and all Acts fix-
ing the compensation of such Presidents and
judges are hereby amended accordingly. In
the case of judges of courts of the United
States who took office on or before Juno 6,
1932, the compensation received as such
shall be included in gross income.

§ 29.22 (a)-1 What included in gross
income. Gross income includes in gen-
eral compensation for personal and pro.
fessional services, business income, prof-
Its from sales of and dealings in prop.
erty, intelest, 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 corpora-
tions by sections 211 to 237, inclusiveo
and, in certain cases, by section 251, for
citizens and domestic corporations do-
riving income from sources within pos.-
sessions of the United States. Incomo
may be In the form of cash or of prop-
erty.

If property Is transferred by a corpo-
ration to a shareholder, or by an em-
ployer to an employee, for an amount
substantially less than its fair 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 divldend, as the case may be. In
computing the gain or loss from the sub-
sequent 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, how-
ever, to the issuance by a corporation to
its shareholders of the right to sub-
scribe to Its stock, as to which so
§ 29.22 (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 theyvendor asta divldend,
The amount advanced by the vendee to
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ihe vendor in contemplation of the next
'dividend payment is an investment of
capital and may not be claimed as a de-
duction from gross income. As to the
amount of income tax paid for a bond-
holder by the obligor pursuant to a so-
called tax-free covenant, see section
143 (a) (3). As to the determination of
gain or loss from the sale or other dispo-
sition of property, see sections 111 to 113,
inclusive. As to amounts received as
loans from the Commodity Credit Cor-
poration, see section 123. As to income
upon a recovery in respect of war losses,
see section 127 (c).

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

§ 29.22 (a)-2 Compensation for per-
sonal services. Commissions paid sales-
men, compensation for services on the
basis of a percentage of profits, com-missions on insurance premiums, tips,
pay of persons in the military or naval
forces of the United States, retired pay
of Federal and other officers, and pen-
sions or retiring allowances paid by the
United States (unless expressly exempt)
or by private persons are income to the
recipients; as are also marriage fees,
baptismal offerings, sums paid for saying
masses for the dead; and other contribu-
tions received by a clergyman, evange-
list, or religious worker for services ren-
dered. However, so-called p e n s i o n s
awarded by one to whom no services have
been rendered are mere gifts or gratui-
ties and are not taxable. The salaries
of Federal officers and employees are
subject to tax. Amounts deducted and
withheld pursuant to the Civil Service
Retiremeiit Act of May 29, 1930, 46
Stat. 468, 475, as amended (5 U.S.C.,
ch. 14), from the basic salary, pay, or
compensation of the employees in the
civil service of the United States are in-
cludible in gross income for the year in
which deducted and withheld. As used
in this section the term "Federal offi-
cers and employees" includes all judges
of courts of the United States irrespec-
tive of when they took office. Compen-
sation received for services rendered as
an officer or employee (including a mem-
ber of a legislative body and a judge or
officer of a court) of a State or any po-
litical subdivision thereof, or any agency
or instrumentality of any one or more of
the foregoing, is to be included in gross
income, regardless of the nature of the
office or employment.

The value of services need not be in-
cluded in gross income when rendered
directly and gratuitously to an organi-
zation described in section 23 (o).

"Where, however, pursuant to an agree-
ment or understanding services are ren-
dered to a person for the benefit of an
organization described in section 23 (o)
.and an amount for such services is paid
to such organization by the person to
whom the services -are rendered, the
amount so paid constitutes income to
the person performing the services even
though at the time of the agreement or
understanding the person making the
payment acknowledges his liability to
make payment to 'such organization.
The second sentence of this paragraph

No. 218----

shall not apply where such an agreement
or understanding has been entered into
prior to May 14, 1942 (the date of the
approval of Treasury Decision 5151).

§ 29.22 (a)-3 Compensation paid other
thtan in cash. If services are paid for
with something other than money, the
fair market value of the thing taken in
payment is the amount to be included
as income. If the services were ren-
dered at a stipulated price, in the ab-
sence of evidence to the contrary such
price will be presumed to be the fair
value of the compensation received. If
a corporation transfers to Its employees
its own stock as compensation for serv-
ices rendered by the employee, the
amount of such compensation to be in-
cluded in the gross income of the em-
ploy'ee is the fair market value of the
stock at the time of the transfer. If.
a person receives as compensation for
services rendered a salary and in addi-
tion thereto living quarters or meals, the
value to such person of the quarters and
meals so furnished constitutes income
subject to tax. If. however, living quar-
ters or meals are furnished to employees
for the convenience of the employer, the
value thereof need not be computed and
added to the compensation otherwise re-
ceived by the employe2s. The value of
quarters furnished t6 the commlzsionca
officers, chief warrant officers, warrant
officers, and enlisted persoftnel of the
Army, Navy, Coast Guard, Coast and
Geodetic Survey, and Public Health
Service, or amounts received by them as
commutation of quarters, are to be ex-
cluded from gross income. (See also
section 22 (b) (6).) Premiums paid by
an employer on policies of group life in-
surance covering the lives of his em-
ployees, the beneficiaries of which are
designated by the employees, are not in-
come to the employees. (See § 29.24-3.)

§ 29.22 (a) -.4 Compensation paid in
notes. Notes or other evidences of in-
debtedness received in payment for serv-
ices constitute income to the amount of
their fair market value. A taxpayer re-
ceiving as compensation a note regarded
as good for its face value at maturity,
but not bearing interest, shall treat as
income as of the time of receipt the fair
discounted value of the note at such
time. Thus, if It appears that such a
note is oi could be discounted on a 6 per-
cent basis, the recipient shall include
such note in his gross income to the
amount of Its face value less discount
computed at the prevailing rate for such
transactions. If the payments due on
a note so accounted for are met as they
become due, there should be included as
income in respect of each such payment
so much thereof as represents recovery
for the discount originally deducted.

§ 29.22 (a)-5 Gross income from busi-
ness. In the .case of a manufacturing,
merchandising, or mining business,
"gross income" means the total sales, less
the cost of goods zold, plus any income
from investments and from incidental
or outside operations or sources. In de-
termining the gross income subtractions
should not be made for depreciation, de-
pletion, selling expenses, or losses, or

for Items not ordinarily used In comput-
ing the cost of goods sold. But see § 29.23
(m)-I (f).

§ 29.22 (a)-6 State contracts. The
profit from a contract with a State or
political subdivision thereof must be in-
cluded in gross income. If warrants are
Issued by a city, town, or other political
subdivision of a State, and are accepted
by the contractor in payment for public
work done, the fair market value of such
warrants should be returned as income.
If for any reason the contractor upon
conversion of the warrants into cash does
not receive and cannot recover the full
value of the warrants so returned, he
may deduct from gross inconle for the
year in which the warrants are converted
into cash any loss sustained, and if he
realizes more than the value of the war-
rants so returned he should include the
excess in his gross income for the year
in which realized.

§ 29.22 (a)-7 Gross income of farm-
erc. A farmer reporting on the basis of
receipts and disbursements (in which no
inventory to determine profits is used)
shall include in his gross income for the
taxable year (1) the amount of cash or
the value of merchandise or other prop-
erty received during the taxable year
from the sale of live stack and produce
which were raised during the taxable
-year or prior years, (2) the profits from
the sale of any live stock or other items
which were purchased, and (3) gross in-
come from all other sources. The profit
from the sale of live stock or other items
which were purchased after February 23,
1913, is to be ascertained by deducting
the cost from the sales price in the year
in which the sale occurs, except that in
the case of the sale of animals purchased
as draft or work animals or solely for
breeding or dairy purposes and not for
resale, the profit shall be the amount of
any excess of the sales price over the
amount representing the difference be-
tween the cost and -the depreciation
theretofore allowed (but not less than
the amount allowable) in respect of such
propeity as a deduction in computing net
income.

In the case of a farmer reporting on
the accrual basis (in which an inven-
tory is used to determine profits), his
gross profits are ascertained by adding
to the inventory value of live stock and
products on hand at the end of the
year the amount received from the sale
of live stock and products, and miscel-
laneous receipts for hire of teams, ma-
chinery, and the like, during the year,
and deducting from this sum the in-
ventory value of live stock and prod-
ucts on hand at the beginning of the
year and the cost of live stock and prod-
ucts purchased during the year. In
such cases all live stock raised or pur-
chased for sale shall be included in the
inventory at their proper valuation de-
termined in accordance with the method
authorized and adopted for the purpose.
Also live stock acquired, for draft, breed-
ing, or dairy purposes and not for sale,
may be included in the inventory, in-
stead of being treated as capital assets
subject to depreciation, provided such
practice is followed consistently by the
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taxpayer. In case of the sale of any
live stock included in an inventory their
cost must not be taken as an additional
deduction in the return of income, as
such deduction will be reflected in the
inventory. (See § 29.22 (c)-6.)

In every case of the sale of machin-
ery, 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 thati the amount al-
lowable) in respect of such property as a
deduction in computing net income, shall
be included as gross income. If farm
produce is exchanged for merchandise,
groceries, or the like, the market value
of the article received in exchange is
to be included in gross income. Rents
received in crop shares shall be returned
as of the year in which the crop shares
are reduced to money or the equivalent
of money. Proceeds of insurance, such
as hail and fire insurance on growing
drops, should be- included In gross in-
come to the amount received in cash
or its equivalent for the crop injured or
destroyed. If a farmer is engaged in
producing crops which take more than
a year from the time of planting to
the time of gathering and disposing,
the income therefrom may, with the
consent of the Commissioner (see § 29.-
41-2), be computed upon the crop basis;
but in any such cases the entire cost
of producing the crop must be taken
as a deduction for the year in which
the gross income from the crop is real-
ized.

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

Form 1040F should be filled in and at-
tached to his income tax return by every
farmer who either keeps no records or
only records of cash receipts and dis-
bursements; its use is optional with other
farmers. (See further §§ 29.23 (a)-11,
29.23 (e)-5, and 29.23 ()-10.)

§ 29.22 (a)-8 Sale of 'stock and rights.
If shares of stock in a coiporation are
sold from lots purchased at different
dates or at different prices and the iden-
tity of the lots cannot be deterrmined,
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 §§ 29.113 (a) (19)-i and 29.113 (a)
(19)-2. If common stock is received as
a bonus with the purchase of preferred
stock or bonds, the total purchase price
shall be fairly apportioned between such
common stock and the securities pur-
chased for the purpose of determining
the portion of the cost attributable to
each class of stock or securities, but if
that should be impracticable in any case,
no profit on any subsequent sale of any
part of the stock or securities will be
realized until out of the proceeds of
sales shall have been recovered the total
cost.

Although the issuance by a corpo-
ration to its shareholders of rights to
subscribe to its stock may not under
section 115(f) give rise to taxible in-
come, gain may be derived or loss sus-
tained by the shareholder from the sale
of such rights. In the case of stock in
respect of which were acquired stock
subscription rights which did not con-
stitute income to the shareholders
within the meaming of the sixteenth
amendment to the Constitution, and in
the case of such rights, the following
rules are to be applied:
* (a) If the shareholder does not exer-
cise, but sells, his rights to subscribe, the
cost or other basis, properly adjusted,
of the stock in respect of which the
rights are acquird shall be apportioned
between the rights and the stock in pro-
portion to the respective values thereof
at the time the rights are issued, and
the basis for determining gain or loss
from- the bale of a right on one hand
or a share of stock on theother will be
the quotient of the cost or other basis,
properly adjusted, assigned to the rights
or the stock, divided, as the case may be,
by the number of rights acquired or by
the number of shares held.

Example. A taxpayer in 1937 purchased
500 shares of common stock at $125 a share,
and In 1942, by reason of the ownership of
such stock, acquired 500 rights entitling him
to subscribe to 100 additional shares of such
stock at $100 a share. Upon the issuance of
the rights each of the shares of stock In
respect of which the rights were acquired
had a fair market value of $120, and the
rights had a fair market value of $3 each. In-
stead of subscribing to the additional shares,
he sold the rights at $4 each. The profit is
computed as follows:
500 (shares)-X$125=$62,500, cost of old stock

(stock in respect of
which the rights were
acquired)

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

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

60,000 of $62,500=$60,975.61, cost of old
61,600 50 stock apportioned to

such stock
1,500

of $62,500=$1,524.39, cost of old61,500

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 adjdsted cost of each share Is $121.95--
that Is, 860,975.61-:500. "

(b) 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 (a). The
basis for determining gain or loss from
a subsequent sale of a share of the stock
obtained through exercising the rlghts
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 1939 purchased
500 shares of common stock at $125 a share,
and in 1942, by reason of the ownership of
such stock, acquired 500 rights entitling him
to subscribe to 100 additional shares of such
stock at $100 a share. Upon the Issuance of
the rights each of the shares of stock In
respect of which the rights wero acquired had
a fair market value of $120, and the rights
bad a fair market value of $3 each. The tax-
payer exercised his rights to subscribe to the
additional shares and later sold one of suoh
shares for $140. The profit Is computed au
follows:'

$1,524.39 (cost of old stock apportioned to
rights pursuant to the computation In the
example under paragraph (a)) +810,000
(subscription price of additional shares) -o

,$11,524.39, basis for determining gain or loss
from sale of additional shares,

$11,524.39 -100=$115.24, basis for dotero
mining gain or loss from sale of eaoh share of
additional stock.

$140 (proceeds of sale of share of. addi-
tional stock) less $11624-=$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 $121.96 a share,

(c) If the stock In respect of which
the rights are acquired was purchased at
different times or at different prices and
the identity of the lots cannot be deter-
mined, or if the stock in respect of which
the rights are acquired was purchased
at different times or at different priceS
and the stock rights acquired In respect
of such stock cannot be Identified as
having been acquired in respect of any
particular lot of such stock, the basis for
determining the gain or loss from the
sale or other disposition of the old shares,
or the rights In cases In which the rights
are sold, or from the sale or other dis-
position of the old or new shares In cases
in which the rights are exercised, shall
be ascertained In accordance with the
principles laid down in § 29.113 (a)
(12)-i.

As to deductions foi losses from sales
or exchanges of stocks or bonds, In-
eluding losses from sales or exchanges
of rights to subscribe to stock, see § 29.23
(e)-l.

§ 29.22 (a)-9 Sale of patents and copy-
rights. A taxpayer disposing of patents
or copyrights by 'sale should determine
the gain or loss-arising therefrom by
computing the difference between tho
selling price and the cost or other basis(
with proper adjustment for depreciation,
as provided in §§ 29.111-1, 29.113 (a)
(14)-1, and 29.113 (b) (1)-1 to 29.113 (b)
(3)-2, inclusive.
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- § 29.22 (a)-lO Sale of go o d will.
Gain or loss from a sale of good will re-
sults only when the business, or a part
of It, to which the good will attaches Is
sold, in which case the gain or loss will
be determined by comparing the sale
price with the cost or other basis of the
assets, including good *11. (See
§§ 29.111-1, 29.113 (a) (14)-1 and 29.113
(b) (1)-1 to 29.113 (b) (3)-2, inclusive.)
If specific payment was not made for
good will, there can be no deductible loss
with respect thereto, but gain may be
realized from the sale of good will built
up through expenditures which have"
been currently deducted. It is imma-
terial that good will may never have
been carried on the books as an asset,
but the burden of proof is on the tax-
payer to establish the cost or other basis
of the good will sold.

§ 29.22 (a)-ll Sale of real property
in lots. If a tract of land is purchased
with a view to dividing it into lots or
parcels of ground to be sold as such, the
cost or other basis shall be equitably ap-
portioned Io the 'several lots or parcels
and made a matter of record on the
books of the taxpayer, to the end that
any gain derived from the sale of any
such lots or parcels which constitutes
taxable income may be returned as in-
come for the year in which the sale is
made. This rule contemplates that there
will be gain or loss on every lot or parcel
sold, and not that the capital in the en,
tire tract may be recovered before any
taxable income shall be returned. The
sale of each lot or parcel will be treated
as a separate transaction, and gain or
loss computed accordingly.

§ 29.22 (a)-12 Annuities and insur-
ance policies. Annuities paid by relig-
ious, charitable, and educational corpor-
ations 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 § 29.22 (b) (2)-2.) An an-
nuity charged upon devised land is tax-
able to the donee-annuitant to the extent
it becomes payable out of the rents or
other income of the land, whether or not
it is a charge upon the income of the
land. (See section 22 (b) (3) and
§ 29.22 (b) (3)-1. As to certain cases in
which an annuity charged upon devised
land is taxable in full to a spouse upon
divorce or legal separation, see section
22 (k). In such case the devisee is not
required to return as gross income the
amount of rent or other income paid to
the annuitant, and he is not entitled to
deduct from his gross income any sums
paid to the annuitant. Amounts re-
ceived as a return of premiums paid
under life insurance, endowment, or an-
nuity contracts, and the so-called "divi-
dend" of a mutual insurance company
which may be credited against the cur-
rent premium, are -not subject to tax.

§-29.22 (a)-13 Cancellation of indebt-
edness-(a) In general. The cancella-
tion of indebtedness, in whole or in part,
may result in the realization of "-icome.
If, for example, an individual performs
services for a creditor, who in consider-
ation thereof cancels the debt, income in

the amount of the debt Is realized by
the debtor, as compensation for his ser-
vices. A taxpayer realizes income by the
payment or purchase of his obligations
at less than their face value. (See § 29.-
22 (a)-17.) In general, if a shareholder
in a corporation which is Indebted to him
gratuitously forgives the debt, the trans-
action amounts to a contribution to the
capital of the corporation to the extent
of the principal of the debt.

For exclusion from gross income of in-
come attributable to discharge of indebt-
edness of certain corporations, see § 29.22
(b) (9)-1. For exclusion from gross in-
come attributable to discharge of n-
debtedness of railroad corporatids in
certain judicial proceedings, see § 29.22
(b) (10)-1.

(b) Proceedings under Bankruptcy
Act. Income is not realized by a tax-
payer by vIrtue of the discharge, under
section 14 of the Bankruptcy Act, as
amended, of his indebtedness as the re-
sult of an adjudication In bankruptcy, or
by virtue of an agreement among his
creditors not consummated under any
provision of the Bankruptcy Act, as
amended, if immediately thereafter the
taxpayer's liabilities exceed the value of
his assets. Furthermore, income Is not
realized in any case by a taxpayer In the
case of a cancellation or reduction of his
indebtedness under:

(1) A plan of corporate reorganization
confirmed under either section 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
property arrangement" confirmed under
Chapter XI or XII, respectively, of the
Bankruptcy Act, as amended; or

(4) A "wage earner's plan" confirmed
under Chapter XI of the Bankruptcy
Act, as amended.

If, however, such plan of corporate
reorganization or agreement of compo-
sition referred to In (1) to (4) above had
for one of its principal purposes the
avoidance of nconae tax, the cancella-
tion or reduction of indebtedness, under
such plan or agreement confirmed un-
der section 12, 74, or 77B or under
Chapter X, X, XII, or XIII of the Bank-
ruptcy Act, as amended, may result In
the realization of income.

For adjustment of basis of certain
property in the case of cancellation or
reduction of indebtedness required by
the Bankruptcy Act, as amended, see
§§ 29.113 (b) Mi)-2 and 29.113 (b) 1)-3.

§ 29.22 (a)-14 Creation of sinking
fund by corporation. If a corporation, in
order solely to secure the payment of Its
bonds or other indebtedness, places
property in trust or sets aside certain
amounts In a sinking fund under the
control of a trustee who may be author-
ized to invest and reinvest such sums
from time to time, the property or fund
thus set aside by the corporation and
held by the trustee is an asset of the cor-
poration, and any gain arising there-
from is income of the corporation and
shall be included as such in its gross
Income. -

§ 29.22 (a)-15 Acquisition or disposi-
tion by a corporation of its own capital
stock. Whether the acquisition or dis-
position by a corporation of shares of its
own capital stock gives rise to taxable
gain or deductible loss depends upon the
real nature of the transaction, which is
to be ascertained from all its facts and
circumstances. The receipt by a cor-
poration of the subscription price of
shares of its capital stock upon their
original issuance gives rise to neither
taxable gain nor deductible loss, whether
the subscription or Issue price be in ex-
cess of, or less than, the par or stated
value of such stock.

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 stocks 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.

§ 29.22 (a)-16 Contributions to cor-
poration by shareholders. If a corpora-
tion requires additional funds for- con-
ducting its business and obtains such
needed money through voluntary pro
rata payments by Its shareholders, the
amounts so received being credited to its
surplus account or to a special capital
account, such amounts will not be con-
sidered income, although there is no in-
crease in the outstanding shares of stock
of the corporation. The payments under
such circumstances are In the nature of
voluntary assessments upon, and repre-
sent an additional price paid for, the
shares of stock held by the individual
shareholders, and will be treated as an
addition to and as a part of the operat-
ing capital of the company. (See
§§ 29.22 (a)-13 and 292--2.)

§ 29.22 (a)-17 Sale and purchase by
corporation of its bonds. (a) (I) If
bonds are issued by a corporation at
their face value, the corporation realizes
no gain or loss. (2) If the corporation
purchases any of such bonds at a price
In excess of the Issuing price --r face
value, the excess of the purchase price
over the Issuing price or face value is a
deductible expense for the taxable year.
(3) If, however, the corporation pur-
chases any of such bonds at a price less
thalh the issuing price or face value, the
excess of the issuing price or face value
over the purchase price Is gain or in-
come for thErtaxable year.

(b) (1) f, subsequent to February 28,
1913, bonds are issued by a corporation
at a premium, the net amount of such
premium Is gain or income which should
-be prorated or amortized over the life of
the bonds. (2) If the corporation pur-
chases any of such bonds at a price in
excess of the issuing price minus any
amount of premium already returned as
income, the excess of the purchase price
over the issuing price minus any amount
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f premium already returned as income
or over the face value plus any amount

V f premium not yet returned as Income)
a deductible expense for the taxable

ear. (3) If, however, the corporation
urchases any of such bonds at a price
ess than the issuing price minug any

hmount of premium already returned as
ncome, the excess of the issuing price,
ninus any amount of premium already

returned as income (or of the face value
Plus any amount of premium Aot yet
returned as income), over the purchase
Prlce is gain or income for the taxable
Vear.

(c) (1) If bonds are issued biy a cor-
poration at a discount, the net amount
of such discount is deductible and should
be prorated or amortized over the life
of the bonds. (2) If the corporation
purchases any of such bonds at a price
in excess of the issuing price plus any
amount of discount already deducted,
the excess of the purchase price over
the issuing price plus any amount of dis-
count already deducted (or over the face
value minus any amount of discount not
yet deducted) Is a deductible expense
for the taxable, year. (3) If, however,
the corporation purchases any of such
bonds at a price less than the issuing
price plus any amount of discount al-
ready deducted, the excess of the issuing
price, plus any amount of discount al-
ready deducted (or of the face value
minus any amount of discount not yet
,deducted), over the purchase price is
gain or income for the taxable year.

(d) (1) If bonds were issued by a cor-
poration prior to March 1, 1913, at a
premium, the net amount of such pre-
mium was gain or income for the year
In which the bonds were issued and
should not be prorated or amoitized over
the life of the bonds. (2) If the cor-
poration purchases any of such bonds
at a price in excess of the face value of
the bonds, the excess of the purchase
price over the face value is a deductible
expense for the taxable year. (3) if,
however, the corporation purchases any
of such bonds at a, price less than the
face value, the excess of the face value
over the purchase price is gain or in-
come for the taxable year.

For exclusion from gross income of
income attributable to discharge of in-
debtedness of certain corporations, gee
§ 29.22 (b) (9)-1. For exclusion from
gross Income of income attrib~utable to
dischafge of indebtedness of railroad
corporations in certain judicial proceed-
ings, see § 29.22.(b) (10)-1.

§ 29.22 (a)-18 Sale of capital assets by
corporation. If property is acquired and
later sold for an amount in excess of the
cost or other basis, the gain on the sale
is income. If, then, a corporation sells
Its capital assets in whole'or in part, it
shall include in its gross income for the
year in NWhich the sale was made the
gain from such sale, computed as pro-
vided in sections 111 to 113, inclusive.
If the purchaser takes over all the assets
and assumes the liabilities, the amount
so assumed is part of the selling price.

§ 29.22 (a)-19 Income to lessor cor-
poration from leased property. If a cor-

poration has leased its property in con-
sideration that the lessee shall pay in
lied of other rental an amount equiva-
lent to a certain rate of dividend on the
lessor's capital stock or the interest on
the lessor's outstanding indebtedness, to-
gether with taxes, insurance, or other
fixed charges, such payments shall be
considered rental payments and shall
be returned by the lessor corporation as
income, notwithstanding the fact that
the dividends and interest are paid by
the lessee directly to the shareholders
and b6ndholders of the lessor. The fact
that a corporation has conveyed or let its
property and has parted with its man-
agement and control, or has ceased to
engage in the business for which it was
originally organized, will not relieve it
from liability to the tax. While the pay-
nents made by the lessee directly to the
bondholders or shareholders of the lessor
are rentals as to both the lessee and lessor
(rentals paid in one case and rentals
received in the other), to the bondhold-
ers and the slireholders such amounts
are interest and dividend payments re-
ceived as from the lessor and as such
shall be accounted for in their returns.

§ 29.22 (a)-20 Gross income of cor-
poration in liquidation. When a cor-
poration is dissolved, its affairs are usu-
ally wound up by a receiver or trustees
in dissolution. The corporate existence
is continued for the purpose of liquidat-
ing the assets and paying the debts, and
such receiver or trustees stand in the
stead of the corporation for such pur-
poses. (See sections 274 and 298.) Any

-sales of property by them are to be
treated as if made by the corporation
for the purpose of ascertaining the gain
or loss. No gain or loss is realized by a
corporation from the mere distribution
of its assets in kind 'in partial or com-
plete liquidation, however they may have
appreciated or depreciated in value since
their acquisition. But see section 44 (d)
and § 29.44-5. (See further § 29.52-2.)

ISEc. 22. Gsoss iNcom--as amended by
sees. 1, 3, *Public Salary Tax Act 1939; sees.
215 (a), 219 (a), Rev. Act 1939; sees. 110 (a),
111 (a), 112 (a), 113, 114 (a) (b), 115 (a),
116 (a), 117, 118 (a) (b), 119, 120 (a) (d),
127 (d), 134 (c), 162 (c), Rev. Act 1942; see.
7 (a), Current Tax Payment Act 1943.]

(b) Exclusions from 9'ross income. The
following items shall not be included in gross
income and shall be exempt from taxation
under this chapter:

§ 29.22 (b)-I Exemptions; exclusions
from gross income. Certain items of in-
come specified in section 22 (b) are ex-
empt from tax and may be excluded from
gross income. These items, however,
are exempt only to the extent and in the
amount specified. No other items are
exempt from gross income except (1)
those items of income which are, under
the Constitution, not taxable by the Fed-
eral Government; (2) those Items of in-
come which are exempt from tax on in-
come under the provisions of any Act
6f Congress still in effect; and (3) the
income exempted under the provisions of
section 116. Since the tax is imposed
on net incone, the exemption referred
to above is not to be confused with the
deductions allowed by section 23 and

other provisions of the Internal Revenue
Code to be made from gross Income In
computing net Income. As to other
Items not to be Included In gross income,
see sections 22 (k), 112, 119, 127 (c), and
171 and Supplements G, H, I, and J (sec-
tions 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 fol-
lows:

(h) The earnings of any contractor receiv-
ing an operating-differential subsidy under
authority of this Act, which are deposited
in the contractor's reserve funds as pro-
vided in this section, except earnings with-
drawn from the special reserve funds and
paid into the contractor's general funds or
distributed as dividends or bonuses as pro-
vided In paragraph 4 of subsection (o) 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.

[SEC. 22. GRoss zucoME-as amended by
sees. 1, 3, Public Salary Tax Act 1939; secc.
215 (a), 219 (a), Rev. Act 1939; sees, 110 (a),
111 (a), 112 (a), 113, 114 (a) (b), 116 (a),
116 (a), 117, 118 (a) (b), 119, 120 (a) (d),
127 (d), 134 (c), 162 (c), Rev. Act 1942; coo.
7 (a), Current Tax Payment Act 1943.]

[ (b) Exclusions from gross incomc -Tho
following items shall not be included In gross
income and shall be exempt from taxation
under this chapter:]

(1) Life insurance. Amounts received un-
der a life insurance contract paid by reason
of the death of the Insured, whether in a
single sum or otherwise (but If such amounts
are held by the insurer under an agreement
Io pay interest thereon, the Interest pay-
ments shall be included In gross Income);

§ 29.22 (b) (1)-i Life in surance;
amounts paid by reason of the death o1
the insured. The proceeds of life Insur-
ance policies, paid by reason of the death
of an insured to his estate or to a bene-
ficiary (individual, partnership, or cor-
poration), directly or in trust, are ex-
cluded from 'the gross income of the
beneficiary, except in the case of certain
transferees as provided In § 29.22 (b)
(2)-3 and in the case of a spouse to
whom such payments are income under
section 22 (k). If, however, such pro-
ceeds are held by the Insurer under an
agreement to pay Interest thereon, the
interest payments must be included in
gross Income. In the case of a bene-
ficiary to whom payments are made In
installments pursuant to an option exer-
cised by such beneficiary, the amount
exempted is the" amount paydble Imme-
diately- after the death of" the insured
had such beneficiary not elected to exer-
cise an option t6 receive the proceeds of
the policy.or any part thereof at a later
date or tates. In any mode of settle-
ment pursuant to an agreement of the
insurer with a beneficiary the portion of
each distribution which Is to be Included
in gross income shall be determined as
follows:

(a) Proceeds held by the insurer. X
the pr6ceeds are held by the Insurer un-
der an agreement with a beneficlary to
distribute either the Increment to such
proceeds currently, or the proceeds and
increment in equal Installments until
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both are exhausted, ther& shall be in-
cluded in gross income, the increment so
paid to the beneficiary, or so credited to
the fund in each year by the insurer.

(b) Proceeds payable in installments
for a ftxed number of years. If, pursuant
to such an agreement, the proceeds are
payable in installments for a fixed num-
ber of years, the amount that would have
been payable by the insurance company

-immediately upon the death of the in-
sured (if payment at a later date had
not been provided for) is to be divided
by the total number of installments pay-
able over the fixed number of years for
which payment is to be made, and the
quotient represents the portion of each
installment to be excluded from gross
income. The amount of each install-
ment in excess .of such excluded portion
is to be included in gross income. For
example, if, at the insured's death,
$1,000 would have been payable in a
single installment, but 10 equal annual
payments are made in lieu thereof, the
portion ofthe installment received dur-
ing any taxable year to be excluded from
gross income is $100 ($1,000 divided by
10). Any amount received as an install-
ment in excess of $100 is to be included
in gross income.

If the proceeds are payable in install-
ments to a spouse who was divorced or
legally separated from the insured under
a court decree, such proceeds are to be
excluded from the income of such spouse
to the extent provided in the preceding
paragraph only if not required to be in-
cluded in her gross income under section
22 (W), relating to alimony income.
Thus, if under the terms of a divorce
decree, an insurance policy upon the life
of the husband is to be purchased by him
to provide a principal sum of $10,000
payable upon his death in 10 annual
installments, with interest, to his di-
vorced wife, the full amount of such in-
stallments received by the wife, includ-
ing the interest, is to be included in her
income. See further section 22 (b) (2),
section 22 (k), § 29.22 (b) (2)-4, and
§ 29.22 (k)-1.

(c) Proceeds payable in installments
during the life of the beneficiary. If,
pursuant to such an agreement, the pro-
ceeds are payable in installments during
the life of the beneficiary the amount of
each installment that is to be included
in gross income will be determined as
in paragraph (b) of this section, except
that the number of years to be used in
the -specified computation will be de-
termined by. the life expectancy of the
beneficiary, as calculated by the table
of mortality used by the particular in-
surance company in determining the
amount of the annuity.

(d) Proceeds payable for a fixed num-
ber of years and for continued life. If,
pursuant to such an agreement, the pro-
ceeds are payable in installments for a
fixed number of years and for continued
life, the amount of each installment that
is to be included in gross income will
be determined either as provided in
paragraph (b) of this section if th
fixed number of years for which payment
is to be made exceeds the life expectancy,
of the beneficiary, as calculated by thO

table of mortality used by the particular
insurance company in determining the
amount of the annuity; or, as provided
in paragraph (c) of this section if such
life expectancy exceeds the specified
fixed period.

If a mode of settlement pursuant to
such an agreement has been in effect
prior to the first taxable year which be-
gins after December 31, 1933 (or after
December 31, 1935, In the case of a mode
of settlement described in paragraph
(d) of this section), the entire amount
received and excluded from gross in-
come in such prior years shall be de-
ducted from the proceeds payable upon
the death of the insured; the remainder
shall be divided by the number of In-
stallments unpaid at the beginning of
such taxable year (whether over the re-
maining portion of the fixed period or
over the life expectancy as of that date,
depending on the mode of settlement
adoptdd) ; and that quotient shall be the
excludible portion of each installment.
As soon as the aggregate of the amounts
received and excluded from gross in-
come under the methods of computation
provided for in this section equals the
amount of the proceeds payable upon
the death of the insured, the entire
amount received thereafter in each tax-
able year must be included In gross
income

[SEC. 22. GRaOss n co---- amended by
secs. 1, 3, Public Salary Tax Act 1939; cecs.
215 (a). 219 (a). Rev. Act 1939; cec. 110 (a),
111 (a), 112 (a),'113, 114 (a) (b), 115 (a).
116 (a), 117, 118 (a) (b), 119, 120 (a) (d).
127 (d), 134 (c), 162 (c), Rev. Act 1942; ccc.
7 (a), Current Tax Payment Act 1943.]

[(b) Exclusions from gross income. The
following items shall not be included in
gross income and shall be exempt from taxa-
tion under this chapter:]

(2) Annuities, etc - (A) In general.
Amounts received (other than amounts paid
by reason of the death of the. Insured and
interest payments on such amounts and
other than amounts received as annuitie)
under a life insurance or endowment con-
tract, but if such amounts (when added to
amounts received before the taxable year
under such contract) exceed the aggregato
premiums or consideration paid (whether or
not paid during the taxable year) then the
excess shall be included in gros3 income.
Amounts received as an annuity under an
annuity or endowment contract shall be in-
cluded in groms income; except that there
shall be excluded from gro:s income the
excess of the amount received in the taxable
year over an amount equal to 3 per centum
of the aggregate premiums or consideration
paid for such annuity (whether or not paid
during such year), until the aggregate
amount excluded from gross income under
this chapter or prior income tax las in.
respect of such annuity equals the agregato
premiums or consideration paid for such an-
nuity. In the case of a transfer for a valu-
able consideration, by a"signment or other-
wise, of a life Insurance, endowment, or
annuity contract, or any interest therein.
only the actual value of such consideration
and the amount of the premium and other
sums subsequently paid by the transferee
shall be exempt from taxation undtr para-
graph (1) or this paragraph. 'The preced-
ing sentence shall not apply in the case of
such a transfer if such contract or interest
therein has a basis for determining gain or
loss In the bands of a transferee deter-
mined in whole or in part by reference to
much basis of such contract or interest therein

in the hands of the transferor. This sub-
paragraph and paragraph (1) shall not apply
with respect to so much of a payment under
a life insurance, endowment, or annuity con-
tract or any interest therein, as, under sac-
ton 22 (k), is includible in gross income;
(B) Employees' annuitier. If an annuity

contract is purchas-d by an employer for an.
employee under a plan with respect to which
the employer's contribution Is deductible
under section 23 (p) (1) (B), or If an an-
nuity contract is purchased for an employee
by an employer exempt under section I01 (6).
the employee shall include n his income the
amounts received under such contract for
the year received except that If the employee
paid any of the consideration for the an-
nuity, the annuity shall be included in his
income as provided in subparagraph (A) of
this paragraph, the consideration for such
annuity being considered the amount con-
tributed by the employee. In all other cases,
if the employee's rights under the contract
are nonforfeltable except for failure to pay
future premiums, the amount contributed
by the employer for such annuity contract on
or after such rights become nonforfeltable
shall be included in the income of the em-
Ploye6 in the year in which the amount is
contributed, which amount together w;Ith
any amounts contributed by the employee
shall constitute the consideration paid for
the annuity contract in determining the
amount of the annuity required to be in-
cluded in the income of the employee under
subparagraph (A) of this paragraph.

§ 29.22 (b) (2)-1 Life insurance; en-
doUment contracts; amounts paid other
than by reason of the death, of the in-
sured. Amounts received under a life
insurance or endowment policy (other
than amounts paid by reason of the
death of the insured, interest-payments
on such amounts, amounts received as
annuities, and amounts of periodic pay-
ments included in gross income under
section 22 (k)) are not taxable until the
aggregate of the amounts so received
(when added to the amounts received be-
fore the taxable year under such policy)
exceeds the aggregate premiums or con-
sideration paid, whether or not paid dur-
ing the taxable year.

§ 29.22 (b) (2)-2 Annuities. Amounts
received as an annunity under an an-
nunity 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 period,
such as for life, or for life and a guar-
anteed fixed period, and which install-
ments are payable or may be payable
over a period longer than one year.
Such portion of each installment pay-
ment of an annuity (where the whole
payment is not required to be included
in income under section 22 (k)) shall be
included in gross income as is not in
excess of 3 percent of the aggregate
premiums or Consideration paid for such
annuity, whether or not paid during the
taxable year, divided by 12 and multi-
plied by the number of months in respect
of which the installment is paid. As
soon as the aggregate of the amounts
received and excluded from gross n-
come equals the aggregate premiums or
consideration paid for such annuity, the
entire amount received thereafter in
each taxable year must be included in
gross income. Annuities paid to retired
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employees pursuant to the Civil Service
Retirement Act of May 29, 1930, 46 Stat.
468, 475, as amended (5 U. S. C., 1940
ed., ch. 14), are subject to section 22 (b)
(2), the aggregate premiums or consid-
eration paid for such annuities being the
total of the amounts previously with-
held from the compensation of the em-
ployees.

The provisions of this section may be
Illustrated by the following examples:

Example (1). A bought In 1939, for
$50,000 consideration, a life annuity, payable
in annual installments of $5,000. For the
calendar year 1942 he-would be required to
inqlude in gross income $1,500 of the $5,000
received during that year (3 percent of
$50,000), $3,500 being exempt. If A should
'live long enough to-receive as exempt $50,000,
then all amounts he receives thereafter under
the annuity contract would be included in-
gross income.

Example (2). A bought an annuity on
October 1, 1942, paying $100,000 as considera-
tion therefor. The annuity amounts to $7,824
a year, payable in semiannual installments
of $3,912, and on December 1, 1942, A received
$1,301, the first payment under the contract
being -for a 2-month period. A shall include
in his gross income for the calendar year
1842 the sum of $500, being 3 percent of
$100,000 (the consideration paid) divided by
12 and multiplied by 2 (the number of
months in respect of which the installment
was paid).

Example (3). A bought an increasing an-
nuity on August 1, 1942, paying $40,000 as
consideration therefor. The annuity amounts
to $1,000 a year for the first 'year, $2,000 a
year for the second year, and $3,000,a year
thereafter, payable in quarterly installments.
A received the first quarterly Installment on
November 1, 1942, amounting to $250. A shall
include In his gross income for the calendar
year 1942 the sum of $250, being such portion
of the Installment as is not in excess of 3
percent of $40,000 (the consideration 'paid)
divided by 12 and multiplied by 3 (the num-
ber of months in respect of which the in-
stallment was paid).

§ 29.22 (b) (2)-3 Transfers of life in-
surance, endowment, or annuity con-
tracts. In the case of a transfer for a
valuable consideration, by assignment or
otherwise, of a life insurance, endow-
ment, or annuity contract, or any in-
terest therein, to which section 22 (b)
(1) or (2) (A) applies, only the actual
value of the consideration given for such
transfer and the amount of the premiums
and other sums subsequently paid by the
transferee shall beexcluded from gross
Income, in lieu of the amounts provided
in § 29.22 (b) (1)-1, 29.22 (b) (2)-1, or
29.22 (b) (2)-2, to be excluded with re-
spect to payments under such life in-
surance, endowment, or annuity con-
tract. In the event of such a transfer
(other than to the insured), the rule
stated in the preceding sentence trans-
forms the exemption applicable under
section 22 (b) (1) or (2) (A) from that
determined ,as in the case of the insured
or-person to whom the policy was'origi-
nally issued to an exemption determined
as in the case of a transferee for a valu-
able consideration. The exemption ap-
plicable in the case of a transferee with-
out valuable consideration or a donee
beneficiary is determined in accordance
with the rule *applicable in the case of
its last transferor or last owner of the
policy, For the purpose of determining
gross income in the case of a transfer of

a life insurance, endowment, or annuity
contract or any interest therein, if such
contract or. interest therein has a basis
for determining gain or loss in the hands
of the transferee determined, in whole
or in part, by reference to such basis of
such contract or interest therein In the
hands of the transferor, the rule stated
in the first sentence of this section shall
not apply as to such trdnsfer, and the
rule applicable under section 22 (b) (1)
or (2) (A) to a transferee without valu-
able consideration (as stated in th pre-
ceding sentence) shall apply as if the
transfer from such transferor to such
transferee were without valuable con-
sideration. Thus, where a corporation
acquires a life insurance policy from a
predecessor corporation in a tax-free re-
organization, if the proceeds received-
under the policy by reason of the death

-of the insured would be exempt from
taxation in the hands of the transferor,
such proceeds received by reason of the
death of the insured will be exempt from
taxation in the hands of the transferee,
because the basis is determined with ref-
erence to the basis in the hands of the
transferor.

The following examples illustrate the
application of the provisions of this sec-
tion:

Example (1). The A. Corporation procures,
for a single premium of $500, an insurance
policy in the face amount of $1,000 upon
the life of X, one of its officers, naming the
A Corporation as benefllary. If X dies dur-
ing the time the policy is held by the cor-
poration, the proceeds of the policy paid by
reason of the death of X will be tax-free to
the corporation. If the A Corporation trans-
fers the policy to the B Corporation for a
valuable consideration (for example, $600 in
cash, and not pursuant to a tax-free ex-
change or reorganization), the proceeds paid
to the B Corporation by reason of the death
of X would be taxable to the extent of $400
($1,000 minus $600). Similarly, if, before
the death of X, the B Corporation had trans-
ferred the policy to the C Corporation In a"
tax-free reorganization, the proceeds in the
hands of the C Corporation would be taxable
to the extent of $400, since $600, the con-
slderAtlon paid by Corporation B for the
transfer, would be exempt.

Example (2). In 1922, Y took out an annual
premium 20-year endowment policy having
a maturity value of $20,000. After payment
of premiums totaling $5,500, Y assigned the
policy to the 3 Corporation for a consider-
ation of $4,000. If the If Corporation held
the policy and paid the premiums thereon,
the $20,000 xecelved upon maturity of the
policy (while A Is still alive) would be In-
cludible in the income of the Mf Corporation,
except to the extent of the $4,000 consider-
ation paid by it and the premiums which it
paid after the transfer. If, prior to the ma-
turity of the policy, the M Corporation trans-
ferred its assets, including the policy, to the
N Corporation in a tax-free exchange for the
stock of the N Corporation and the N Cor-
poration held the policy until maturity
(1942), paying all premiums due thereon after
such transfer, the $20,000 received by the N
Corporation would be includible in its gross
income, except to the extent of the $4,000
consideration paid by the Mf Corporation for
the transfer of the policy from Y and the
aggregate premiums paid by the M and N
Corporations upon the policy.

§ 29.22 (b) (2)-4 Annuity, etc., pay-
ments in discharge of alimony obligation.
The full amount of any periodic payment
received under a life insurance, endow-

ment, or anfiuity contract by a spouse
or former spouse is required to be In-
cluded In her gross income if certain con-
ditions specified in section 22 (k) exist,
See § 29.22 (W)-1. Paragraphs 1 and 2
(A) of section 22 (b) do not apply (except
the last sentence of section 22 (b) (2)
(A)) with respect to so much of a pay-
ment as under section 22 (k) Is includible
in gross incQme. For example, upon the
divorce of a husband and wife, the decree 0
may require the husband to provide the
wife with an annuity of $2,000 for her
life. The wife, being desirous of a
greater assured income, may pay with
the husband to an Insurance company, a
consideration which, when added to the
amount paid by the husband, purchases
an annuity paying $3,000. For each tax-
able year, $2,000 is to be included in her
income under section 22 (k) and such
portion of $1,000 is to be Included in her
income as is required under § 29.22 (b)
(2)-2 on the basis of the consideration
paid by her to the company.

§29.22 (b) (2)-5 Employees' annui-
ties. If an employer purchases an annu-'
ity contract on behalf of an employee, An-
cluding a retired or former employee,
under a plan with respect to which his
contribution is deductible under section
23 (p) (1) (B) (see § 29.23 (p)-9), the
employee is not required to include such
amount in his income In the taxable year
during which such contribution is made.
The amount received or made available
to such employee under such annuity
contract shall be included in gross in-
come of the employee In the taxable year
in which received or made available, ex-
cept that If the employee contributed any
of the consideration for the annuity, the
annuity shall be Included n his Income
as provided in § 29.22 (b) (2)-2, the con-
sideration for the annuity being con-
bidered the amount contributed by the
employee. If an employer purchases an
annuity contract which Is not under a
plan with respect to which his contribu-
tion is deduictible under section 23 (p) (1)
(B), the amount of such contribution
shall be included in the income of the
employee in the taxable year during
which such contribution is made, If the
employee's rights under the annuity con-
tracts are nonfortfeitable, except for
failure to pay future premiums, at the
time the contribution Is made. In such
case, the total amount of such contribu-
tions required to be included In the In-
come of the employee together with any
amounts cntributed by him wil con-
stitute the consideration paid for the
annuity contract In determining the
amount of the annuity required to be
included in the income of the em-
ployee under section 22 (b)-(2) (A).
If the employee's rights under the an-
nuity contract in such a case were
forfeitable at the time the employers
contribution was made for the annuity
contract, even though they become non-
forfeitable later, the amount of such
contribution is not required to be in-
cluded In the income of the employee4
but any amount received or made avail.,
able to theemployee under the annuity,
contract shall be includible In the grosS
income of the employee in the taxabli
year in which received or made avalabloo
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except that if the employee contributed
any of the consideration for the annuity,
the annuity shall be included in his in-
come to the extent provided in § 29.22
(b) (2-2. The fact that an employee
may not live a sufficient length of time
to enjoy any benefits under the annuity
contract, or that no payments will be
made under any circumstances to lhs
estate or other beneficiary, will not make
the annuity contract forfeitable.

If upon the death of a retired em-
ployee, the widow or other beneficiary
of such retired employee is paid, in ac-
cordance with the terms of the annuity
contract relating to the deceased em-
ployee, an annuity or other death benefit,
the amounts received or made available
to her shall be included in her income
to the extent that they would have been
included in the income of the deceased
employee had he lived and received such
payments. See also section 126 (a). As
to taxation of life insurance benefits in
connection with annuity contracts, see
§ 29.165-6.

If the employer is an organization
which is exempt under section 101 (6),
the employee is not required to include
in his income the amount paid by the
employer for an annuity contract, re-
gardless of whether the annuity plan
satisfies the requirements of section
165 (a) (3), (4), (5), and (6) and wheth-
er the employees' rights are nonforfeit-
able.

As to taxation of annuities purchased
by a trustee under a pension or profit-
sharing trust, see §§ 29.165-6 and• 29.165-7.

As to the effective date of the amend-
ments made by section 162 (c) of the
Revenue Act of 1942, relating. to em-
ployees' annuities and the effect of such
amendments on both old and new an-
nuity plans, see section 162 (d) of the
Revenue Act of 1942 (set forth imme-
diately preceding §§ 29.23 (p)-1) and
29.165-5.

[SEC. 22. Gnoss nrco=---as amended by
sees. 1, 3, Public Salary Tax Act 1939; secs.
215 (a), 219 (a), Rev. Act 1939; sees. 110 (a).
111 (a), 112 (a), 113, 114 (a) (b), 115 (a), 116
(a), 117,118 (a) (b), 119, 120 (a) (d), 127 (d),
134 (c), 162 (c), Rev. Act 192; sec. 7 (a), Cur-
rent Tax Payment Act 1943.]

[(b) Exclusions from gross income. The
following items shall not be Included in gross
income and shall be exempt from taxation
under this chapter:]
(3) Gifts, 'bequests, devises, and inher-

itances. The value of property acquired by
gift, bequest, devise, or inheritance. There
shall not be excluded from gross income un-
der this paragraph, the income from such
property, or, in case the gift, bequest, de-
vise, or inheritance is of income from prop-
erty, the amount of such income. For the
purposes of this paragraph, if, under the
terms of the gift, bequest, devise, or inher-
itance, payment, crediting, or distribution
thereof is to be made at intervals, to the ex-
tent that it is paid or credited or to be dis-
tributed out of income from property, it
shall be considered a gift, bequest, devise, or
inheritance of income from property;

SEC. 111. INcoME RECEIVED FsoIs ESTATE,
ETC., MMRa Gn-S, BEQUESTS, EC. (Revenue Act
of 1942.)

* * S S

(e) Taxable years to which, amendments
applicable. The amendments made by this
section shall be applicable only with respect

to taxable years beginning after December
31, 1941; except that In the cate of income
paid, credited or to be distributed or amounts
paid, credited or to be distributed by an
estate or trust the amendments made by this
section shall be applicable only with respect
to such Income and such amounts paid,
credited or to be distributed on or after the
beginning of the first taxable year of the
estate or trust, as the cace may be, bvginning
after December 31, 1911.

§ 29.22 (b) (3)-1 Gifts and bequests.
Property received as a gift, or received
under a will or under statutes of descent
and distribution, is not includible in
gross income, although the income from
such property is includible in gross in-
come. If the gift, bequest, devise, or
inheritance is of income from property,
it is not to be excluded from gross income.
An amount of principal paid under a
marriage settlement is a gift. As to ali-
mony or an allowance paid upon divorce
or legal separation, see § 29.22 ()-l.

Section 22 (b) (3) provides a special
rule for the treatment of gifts, bequests,
devises, or inheritances which by their
terms are to be paid, credited, or to be
distributed at intervals. To the extent
any such gift, bequest, devise, or in-
heritance is paid, credited, or to be dis-
tributed out of income from property,
it shall be considered a gift, bequest, de-
vise, or inheritance of income from prop-
erty. Section 22 (b) (3) is designed to
provide the same treatment for amounts
of income from property, which income
Is paid, credited, or to be distributed un-
der a gift or bequest, whether the gift
or bequest is in terms of a right to pay-
ments at intervals (regardless of income)
or is in terms of a right to income. To
the extent the amounts in either case are
paid, credited, or to be distrlbuted at
intervals out of income they are not to
be excluded under section 22 (b) (3)
from the taxpayer's gross income. As
to the extent such amounts are paid,
credited, or to be distributed out of in-
come from property in cases in which
the payment, crediting, or distribution
thereof js to be made by an estate or
trust, see section 162 and the regulations
thereunder.

The operation of the last sentence of
section 22 (b) (3) may be illustrated by
the following example:

Erample. A, by hs will, gave his wife an
annuity of $50,000 to be paid In advance In
quarterly payments. By another claure of
his will, A bequeathed the residue of his
property n trust with directions to the trus-
tees to collect the income from the property
and-to pay the annuity of 050,000 out or auch
income (after payment of expense3), or out
of corpus to the extent such income Is in-
sufficient. Under the provisions of cection
22 (b) (3), the $50,000 will be included In the
wife's income each year and, under the pro-
visions of section 162(b), will be deducted
from the Income of the trust to the extent
of the income of the trust for Its taxable
year which is considered under sectlon 162
(d) to be distributed in satisfaction of the
annuity.

The last sentence of section 22 (b) (3),
however, applies only to such amounts
as are to be paid or credited at intervals.
Thus, a bequest of money or property
(other than income) intended to be paid
in a lump sum or at one time is not to be
included in the legatee's gross income,

even though the executor may for rea-
sons of convenience or necessity arrange
to pay such amount in installments or
pay It out of funds traceable as the in-
come of property. However, payments
at intervals do not need to be at regular
intervals to come within the rule stated
in the last sentence of section 22 (b) (3).
Thus, in case of a direction in a testa-
mentary trust to pay $5,000 a year to
John for his life but to pay the $5,000 a
year to Mary instead of John for any
year in which Mary becomes 18, gradu-
ates from college, or marries, the $5,000
a year is income to John and Mary, re-
spectively, in the years in which each is
to receive It, to the extent it is paid or
credited in such years out of income
from the trust property.

Section 22 (b) (3) is not intended to
tax a donee upon the same income which
is taxed to the grantor of a trust or as-
signor of earnings or other income under
section 22 (a), section 166, or section 167.

[SEC. 22. Gross mco=--as amended by
cecs. 1. 3, Public Salary Tax Act 1939; sees.
215 (a), 219 (a), Rev. Act 1939, sees. 110 (a),
111 (a), 112 (a), 113, 114 (a) (b), 115 (a), 116
(a), 117,118 (a) (b), 119,120 (a) (d). 127 (d),
134 (c), 162 (c), Rev. Act 1942; se. 7 (a),
Current Tax Payment Act 1943.]

[(b) Exclusions from gross income. The
following items ahall not be included in gr-
ncome and shall be exempt from taxation
under this chapter:]

(4) Tr-frec 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 corpor-
atlon 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 posse-ions. Every per-
eon owning any of the obligations enumerat-
ed in cla ue (A), (B), or (C) shall, in the
return required by this chapter, submit a
statement showing the number and amount
of such obligations owned by him and the
income received therefrom, in such form and
with such information as the Commissioner
may require. In the case of obligations of
the United States Issued after September 1,
1917 (other than postal savings certlecates of
deposit to the extent they represent deposits
made before March 1, 1941) and in the case
of obligations of a corporation organized
under Act of Congress, the Interest shall. be
exempt only If and to the extent provided
in the respective Acts authorizing the Issue
thereof as amended and supplemented, and
shall be excluded from grcs income only if
and to the extent It is wholly exempt from
the taxes Imposed by this chapter;

pUDZIC DEx- ACT 07 1941 (APP"OVED F'EXUAa
10, 1941)

SE. 4. (a) Interest upon, and gain from
the "ale or other disposition of, obligations
Issued on or after the effective date of this
Act by the United States or uny agency or
Instrumentality thereof shall not have any
exemption, as such, and loss from the sale or
other disposition of such obligations shall
not have any special treatment, as such,
under Federal tax Acts now or hereafter
enacted; except that any such obligations
which the United States Maritime Commls-
alron or the Federal Housing Administration
has, prior to the effective date of this Act,
contracted to Issue at a future date, shall
when issued bear such tax-exemption privi-
leges as were, at the time of such contract
provided in the law authorizing their issu-
once. For the purposes of this subsection a
Territory, a possesslon of the United States,
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and the District of Columbia, and any po-
Jltical subdivision thereof, and any agency
or Instrumentality of any one -or more of
the foregoing, shall not be considered as an
agency or Instrumentality of the United
States.

(b) The provisions of this section shall,
with respect to such obligations, be consid-
ered as amendatory of and supplementary
to the respective Acts or parts of Acts author-
izing the Issuance of such obligations, as
amended and supplemented.

SEC. 5. This Act, except sections 2 (b) and
(c), shall become effective on the first day
of the month following the date of its en-
actment.

PUBLIC DEBT ACT OP 1942 (APPROVED MARCH
28, 1942)

SEC. 6. Section 4 of the Public Debt Act
of 1941 (Public Numbered 7. Seventy-seventh
Congif.ss, first session), is hereby amended to
read as follows:

SEC. 4. (a) Interest upon obligations, and
dividends, earnings, or other income from
shares, certificates, stock, or other evidences
of ownership, and gain from the sale or other
disposition of such obligations and evidences
of ownership issued on or after the effective
date of the Public Debt Act of 1942 IMarch
28, 1942] by the United States or any agency
cr Instrumentality thereof shall not have any
exemption, as such, and loss from the sale -
or other disposition of such obligations or
evidences of ownership shall not have any
special treatment, as such, under iFederal
tax Acts now or hereafter enacted; except
that any such obligationis which the United
States Maritime Commission or the Federal
Housing Administration had, prior to March
1, 1941, contracted to issue at a future date,
shall, when issued bea such tax-exemption
privileges as were, at the time of such con-
tract,-provided in the law authorizing their
issuance. For the purposes of this subsec-
tion a Territory, a possession of the United
States, and the District of Columbia, and
any political subdfvlslon thereof, and any
agency or Instrumentality of any one or more
of the foregoing, shall not be considered as
an agency or instrumentality of the United
States.

(b) The provisions of this section shall,
with respect to such obligations and evi-
dences of ownership, be considered as amend-
story of and supplementary to the respec-
tive Acts or parts of Acts authorizing the
Issuance of such obligations and evidences of
ownership, as amended and supplemented.

(c) Nothing contained herein shall be
construed to amend or repeal sections 114
and 115 of the Revenue Act of 1941.

§ 29.22 (b) (4)-1 Interest u on State
obligations. Interest upon the obliga-
tions of a State, Territory, or any politi-
cal subdivision thereof, or the District of
Columbia is exempt from the income tax.
Obligations issued by or on behalf of the
State or Territory or a duly organized
political subdivision acting by constituted
authorities -empowered to issue such
obligations are the obligations of a State
or Territory or a political subdivision
thereof. Special tax bills issued for
special benefits to property, if such tax
bills are legally collectible only from
owners of the property benefited, are
not the obligations of a State, Territory,
or political subdivision. The term "poli-
tical subdivision," within the meaning of
the exception, denotes any division of the
State or Territory which is a municipal
corporation, or to which has been dele-
gated the right to exercise part of the

sovereign power of the State -or Terri-
tory. As thus defined, a political subdi-
vision of a State or Territory may or may
not, for the purpose of exemption, In-
clude special assessment districts so
created, such as road, water, sewer, gas,
light, reclamation, drainage, irrigation,
levee, school, harbor, port improvement,
and similar districts and divisions of a
State or Territory.

§ 29.22 (b) (4)-2 Dividends from
shares and stock of Federal agencies or
instrumentaities-(a) Issued prior to
March 28, 1942. Section 26 of the Fed-
eral Farm Loan Act of July 17, 1916
(39 Stat. 380, 12 U.S.C., 931), pro-
vides that Federal land banks and na-
tional farm-loan associations, including
the capital and reserve or surplus therein
and the income derived therefrom, shall
:be exempt from taxation, except taxes
upon real estate. Section 7 of the Fed-
eral Reserve Act of December 23, 1913
(38 Stat. 258, 12 U.S.C., 531), pro-
vides that Federal reserve banks, includ-
ing the capital stock and surplus therein
and the income derived therefrom, shall
be exempt from taxation, except taxes
upon real estate. Section 5 (h) of the
Home Owners' ILoan Act of 1933 (4a
Stat. 133, 12 U.S.C., 1464 (h)) pro-
vides that shares of Federal savings
and loan associations shall, both as to
their value and the income therefrom,
be exempt from all taxation (except sur-
taxes, estate, inheritance, and gift taxes)
imposed by the United States. Under
the above-mentioned provisions, income
consisting of dividends on stock of Fed-
eral land banks, national farm-loan as-
sociations, and Federal reserve banks is °

not, in the case of stock issued prior to
March 28, 1942, subject to the incone
tax; and income consisting of dividends
on share accounts of Federal savings and
loan associations is not, in the case of
shares issued prior to March 28, 1942,
subject- to the normal tax on income.
For taxability of such income in the case
of such stock or shares issued on or after
March 28, 1942, see section 6 of the Pub-
lic Debt Act of 1942 and paragraph (b)
of this section. For the time at which a
stock or share is Issued within the mean-
ing of this section, see paragraph (b) of
this section.

Regardless of the exemption from in-
come tax of dividends paid on the stock
of Federal reserve banks, dividends paid
by member banks are treated like
dividends of ordinary corporations.

Dividends on the stock of the central
bank for cooperatives, the production
.credit corporations, production credit
associations, and banks for cooperatives,
organized under the provisions of the
Farm Credit Act of 1933, constitute in-
come to the recipients, subject to both
the normal tax and surtax (see section 63
of the Farm Credit Act of 1933 (48 Stat.
267, 12 U.S.C., 1138c)). -

(b) Issued on or alter March 28, 1942.
By virtue of the provisions of section 6
of the Public Debt Act of 1942, the tax
exemption provisions set forth in para-
graph (a) of this section with respect to
income consisting of dividends-on stock
of the Federal land banks, national

farm-loan associations, and Fderal re-
serve banks, or on share accounts of
Federal savings and loan associations,
are not applicable in the case of divi-
dends on such stock or shares issued on
or after March 28, 1942.

For the purposes of this section, a stock
or share is deemed to be issued at the
time and to the extent that payment
therefor is made to the agency or in-
strumentality. The date of Issuance of
the certificate or other evidence of
ownership of such stock or share Is not
determinative if payment is made at an
earlier or later date. Where old stock
is retired in exchange for new stock of
a different character or preference, the
new stock shall be deemed to have been
issued at the time of the exchange rather
than when the old stock was paid for,
This paragraph may be illustrated by the
following examples:

Eiample (1). A, the owner of an Invest-
ment share account, consisting of 10 shares,
in a Federal savings and loan association,
has a single certificate issued prior to March
28, 1942, evidencing such ownership. In
order that A may dispose of half of such
shares, the association at his request issues,
after March 27, 1942, two 6-share certificates
in substitution for the 10-share certificate.
The shares evidenced by the two now certifi-
cates are deemed to have been Issued prior to
March 28, 1942, the shares having been paid
for prior to such date.

Example (2): The X Bank, a member of
a Federal reserve bank, owns 50 shares of
Federal reserve bank stock, evidenced by a
single stock certificate issued prior to March
28, 1942, On Decemler 31, 1942, the X Bank
reduces the amount of its capital stock, as a
result of which It is required to reduce the
amount of its Federal reserve bank stock to
40 shares. It surrenders the 50-share certifi-
cate to the Federal reserve bank and receives
a new 40-share certificate. The 40 shar6s
evidenced by such certificate are deemed tO
have been issued prior to March 28, 1942.
On December 81, 1943, the X Bank Increases
the amount of Its capital stock, as a result
of which it is required to purchase 10 addi-
tional shares of the Federal reserve bank
stock. The Federal reserve bank Issues a
10-share certificate evidencing ownership of
the new shares. Of the 50 shares then owned
by the X Bank, 40 were Issued prior to March
28, 1942, and, 10 were Issued after March 27,
1942.

Example (3). A, the owner of a savings
share account, In the amount of $100, in a
Federal savings and loan association, has a
passbook containing a certificate Issued prior
to March 28, 1942, evidencing such ownership,
Subsequent to March 27, 1942. A deposits
$10,000 In the account. With respect to
the $10,000 deposit, the share Is deemed to
have been Issued after March 27. 1942.

§ 29.22 (b) (4)-3 Interest upon notes
secured by mortgages executed to Fed-
eral agencies or instrumentalities. Sec-
tion 26 of the Federal Farm Loan Act of
July 17, 1916 (39 Stat. 380, 12 U. S, C.,
931), and section 210 of such Act,
as added by section 2 of the Act of
March 4, 1923 (42 Stat. 1450, 12 U. S. C.,
1111), provide that first mortgages
executed to Federal land banks, Joint-
stock land banks, or Federal interme-
diate credit banks, and the Income do-
rived therefrom, shall be exempt from
taxation. Accordingly, income consist-
ing of interest on promissory notes held
by Such banks and secured by such first
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ratgages is not subject to the income

§ 29.22 (b) (4)-4 Interest upon United
States obligations-a) Issued prior to
?Tarc7 1, 1941. 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-
strumenality of the United States, is
generally exempt from tax, in the case of
obligations issued by the United States
after September 1, 1917, which include
Treasury certificates of "indebtedness,
Treasury bonds, and Treasury notes, and
in the case of obligations of a corpora-
tion organized under Act of Congress, the
interest is exempt from tax only if and
to the extent provided in the Acts au-
thorizing 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 submit
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 the 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 ex-
tent provided in the terms of the issue.
Interest (discount at which issued) on
Treasury bills and any gain from the sale
or other disposition of such bills are also
entirely exempt from Federal income
taxes. With respect to the nondeducti-
bility of losses from the sale or other
disposition of such bills, see § 29.23 (e)-l.

The interest on Treasury bonds is ex-
empt from Federal income taxes except
surtaxes imposed upon the income or
profits of individuals, partnerships, asso-
ciations, or corporations.

Treasury bonds are entitled'to a lim-
ited exemption from surtaxes imposed
by the United States. Interest on an ag-
gregate of not exceeding $5,000 principal
amount of these obligations Is exempt
from the surtaxes imposed by the Inter-
nal Revenue Code. Interest in excess of
the interest on an aggregate of not ex-
ceeding $5,000 principal amount of such
obligations is subject to surtax and must
be included in gross income.

Section 26 of the Federal Farm Loan
Act of July 17, 1916 (39 Stat. 380, 12
U. S. C., 931), and section 210 of
such Act, as added by section 2 of the
Act of March 4, 1923 (42 Stat. 1459, 12
U. S. C., 1111), provided that farm-
loan bonds issued by Federal land
banks and joint-stock land banks and
debentures issued by Federal intermedi.
hte credit banks, with the income there.
trom, shall be exempt from taxation.
Accordingly, interest from such farm-
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loan bonds or debentures is not subject to
the income tax.

Interest credited to postal savings ac-
counts upon moneys deposited prior to
March 1, 1941, in postal savings banlis
wholly exempt from income tax.

(b) Issued on or alter March 1, 1941.
By virtue of the provisions of sections 4
and 5 of the Public Debt Act of 1941 (55
Stat. 9), the exemption prescribed in
paragraph (a) of this section Is limited
to such bonds, debentures, notes, or cer-
tificates of indebtedness as have been
issued prior to March 1, 1941. Under
such provisions of the Public Debt Act
of 1941, interest upon obligations Issued
on or after March 1, 1941, by the United
States, or any agency or instrumentality
thereof, shall not have any exemption,
as such, from Federal tax now or here-
after imposed except in respect of any
such obligations which the United States
Maritime Commission or the Federal
Housing Administration has, prior to
March 1, 1941, contracted to Issue at a
future date. The interest on such obli-
gations so contracted to be issued shall
bear such tax-exemption privileges as
were at the time of such contract pro-
vided in the law authorizing their issu-
ance. For the purposes hereof, under
section 4 (a) of the Public Debt Act of
1941, a Territory, a possession of the
United States, and the District of Colum-
bia and any political subdivisions there-
of, and any agency or Instrumentality
of any one or 'more of the foregoing,
shall not be considered as an agency or
Instrumentality of the United States.

In the case of obligations issued as the
result of a refunding operation, as, for
example, where a corporation exchanges
bonds for previously issued bonds, the re-
funding obligations are deemed, for the
purposes of this section, to have been is-
sued at the time of the exchange rather
than at the time the original bonds
were issued.

§ 29.22 (b) (4)-5 Treasury bond ex-
emption in the case of trusts or partner-
ships. (a) When the income of a trust
is taxable to beneficiaries, as in the case
of a trust the income of which is to be
distributed to the beneficiaries currently,
each beneficiary Is entitled to exemption
as If he owned directly a proportionate
part of the Treasury bonds held in trust.
When, on the other hand, income is tax-
able to the trustee, as in the case of a
trust the income of which Is accumu-
lated for the benefit of unborn or unas-
certained persons, the trust, as the owner
of the bonds held in trust, is entitled to
the exemption on account of such owner-
ship.

(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 pare
of the bonds held by the partnership.

§ 29.22 (b) (4)-6 Interest upon United
States obligations in the case of nonresfi-
dent aliens and foreign corporations, not
engaged in business in the United States.
By virtue of section 4 of the Victory
Liberty Loan Act of March 3, 1919 (40
Stat. 1311), amending section 3 of the
Fourth Liberty Bond Act of July 9, 1918

(40 Stat. 845). the interest received on
and after March 3, 1919, on bonds, notes,
and certificates of indebtedness of the
United States while beneficially owned
by a nonresident alien individual, or a
foreign corporation, partnership, or as-
sociation, If such individual, corporation,
partnership, or association is not engaged
In business n the United States, is ex-
empt from income taxes. Such exemp-
tion applies only to such bonds, notes, or
certificates as have been issued prior to
March 1, 1941. Interest derived by a
nonresident alien individual, or by a for-
eign corporation, partnership, or asso-
elation on such bonds, notes, or certifi
cates issued on or after March 1, 1941, is
subject to tax as in the case of taxpayers
generally as provided in § 29.22 (b) (4)-
4 (b).

[SM. 22. Gnom3 mcor---as amended by
Ecc3.1.3, Public Salary Tax Act 1939; secs. 210
a), 219 (a), Rev. Act 1939; secs. 110 (a), 111
a), 112 (a), 113, 114 (a), (b), 115 (a), 118
a), 117, 118 (a) (b), 19,120 (a) (d), 127 (d),

134 (cy, 162 (c), Rev. Act 1942; sea. (a),
Current Tax Payment Act 1943.]

[(b) Exclusiow~ from gross income. The
following items shall not be Included in gross
Income and shall be exempt from. taxation
under this chapter:]

(5) Compensation for infurfes or sicl-zess.
Except in the case of amounts attributable
to (and not In excess of) deductions allowed
under sectlon 23 (x) in any prior taxable
year, amounts received, through accident or
health Insurance or under workmefi's con-
pensatlon ats, -as compensation for per-
conal Injuries or sicknem, plus the amount
of any damages received whether by suit or
agreement on account of such Injuries or
acnless. and amounts received as a pen-
alon, annuity, or similar allowance for per-
ronal Injuries or sicknes resulting from
active service in the armed forces of any
country;

(6) Ministers. The rental value of a dwell.
Ing house and appurtenanc s thereof fur.
n1shed to a minister of ths gospel as part
of his compensation;

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

(8) Ziec, laneouc items. Mhe following
item., to the extent provided in section 116:

Earned Income from sources without the
United States;

Salaries of certain Territorial employeezi
The Income of fo'elMgn governments;
Income of States, municipalities, and other

political subdivisions;
Receipts of ahipowners' mutual protection

and Indemnity amociations;
Dlvidends from China Trade Act corpora-

tions;
Compensation of employees of foreign gov-

ernmnta.
(9) Income from discharge of indebtednes.

In the caze of a corporation, the amount
f any incomo of the taxpayer attributable

to the discharge, within the taxable year, of
any Indebtedness of the taxpayer or for which
the taxpayer is liable evidenced by a security
(as hereinafter in this paragraph defined) If
the taxpayer makes and files at the time of
filing the return, in such manner as the
Commimoner, with the approval of the Sec-
retary. by regulations prescribes. its consent
to the regulations prescribed under section
113 (b) (3) then in effect. In such case
the amount of any Income of the taxpayer
attributable to any unamortized premium,
(computed as of the first day of the tatabIp
Year in which such discharge cccu#ed) Wits
respect to such indebtedn e ZL =ot; be
included in gros income and tho Amount o4
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the deduction attributable to any unamor-
tized discount (comljuted as of the frst day
of the taxable year in which such discharge
occurred) with respect to such indebtedness
shall not be allowed as a deduction. As used
in this paragraph the term "security" means
any bond, debenture, note, or certificate, or
other evidence of indebtedness, issued by any
corporation. This paragraph shall not ap-
ply to any discharge occurring before the date
of enactment of, the Revenue Act of 1939, or
in a taxable year beginning after December
31, 1945. -- _

§ 29.22 (b) (9)-i Income from dis-
,chcrge of indebtedness. Section 22 (b)

(9) provides, with respect to taxable
years beginning after December 31, 1941,
-and before January 1, 1946, a method
whereby a corporation may lect to have
excluded from its gross income the
amount of income attributable to a dis-
charge, within, the taxable year, of its
Indebtedness or of indebtedness for
which it Is liable as, for example, in the
case of a debt arising from ani assump-
tion of liability of another corporation.
To be entitled to the benefits of the pro-
visions of section 22 (b) (9) for such
years a corporation must'file with its
return for the taxable year a consent to
the provisions of the regulations, in
effect at the time of the filing of the re-
turn, prescribed under section 113 (b)
(3) (see § 29.113 (b) (3)-1 and 29.113
(b) (3)-2, relating to adjustment of
tlass).

As used in this section "indebtedness"
means indebtedness evidenced by a
security, that Is, by a bond, debenture,
note, or certificate, orlother evidence of
Indebtedness issued by either the tax-
payer corporation or any other corpo-
ration regardless of when issued.

Discharges of indebtedness (including
discharges occurring in a proceeding
under Chapter XV of the Bankruptcy
Act of 1898, as amended, if such proceed-
ing was initiated by petition Med on or
after October 16, 1942, and on or before
November 1, 1945) occurring in a taxable
year beginning after December 31, 1941,
and prior to January 1, 1946, are gov-
erned by the provisions of section 22 (b)
(9).

If as a result of the discharge of in-
debtedness there remains unamortized
premium or unamortized discount, the
amount of the income attributable to
such premium is to be excluded from
gross income and the amount of the de-
duction attributable to such discount
shall be disallowed as a deduction. The
unamortized premium and unamortized
discount, as the cse may be, is in each
instance to be computed as of the first
day of the taxable year in which the
discharae of indebtedness occurred.

Section 22 (b) (9) and this section axe
inapplicable in the case of any dis-
charge occurring in any proceeding un-
der section 77B of the Bankruptcy Act
of 1898, as amended, under Chapter X
or XI of such Act, or under Chapter
XV of such Act if the proceeding under
such chapter was initiated by a petition
filed on or before July 31, 1940 (see para-
graphs 3 to 16, inclusive, of the Ap-
pendix to these regulations), and with
respect to any discharge of indebtedness
to which section 22 (b) (10) applies.

§ 29.22 (b) (9-2 Making and filing
of consent. A consent to have the basis
of its property adjusted in accordance

ith the provisions of the regulations,
m effect at the time of filing of the re-
turn, prescribed under section 113 (b)
(3) (see H8 29.113 (b) (3)-1 and 29.113
(b) (3)-2) shall be made by or-on be-
half of the taxpayer corporation in du-
plicate on Form 982, in accordance with
these regulations and the instructions
on the form or issued therewith. The
original and duplicate shall be fmed with
the return.

[Smc. 22. Gaoss nscom-as amended by
sees. 1, 3, Public Salary Tax Act 1939; sees.
215 (a), 219 (a), Rev. Act 1939; sees. 110 (a),
111 (a), 112 (a), 113, 114 (a) (b), 115 (a),
116 (a), 117, 118 (a) (b), 119, 120, (a) (d),

.127 (d), 134 (c), 162 (c), Rev. Act 1942; sec.
7 (a), Current Tax Payment Act 1943.]

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

(10) Income from discharge of indebted-
ness of a railroad corporation. The amount
of any income attributable to the discharge,
within the taxable year, of any indebtedness
of a railroad corporation, as defined in sec-
tion 77m of the National Bankruptcy Act, as
amended, to the extent that such income is
deemed to have been realized by reason of a
modification in or cancellation- in whole or
in part of such indebtedness pursuant to an
prder of a court in a receivership proceeding
or in a proceeding under section 77 of the
National Bankruptcy Act, as amended. In
such case the amount of any income of
the taxpayer attributable to any unamortized
premium (computed as,of the first day of
the taxable year In which such- discharge
occurred) with respect to such indebtedness
shall nbt. be included in gross income and
the amount of the deduction attributable to
any unamortized discount (computed as of
the first day of the taxable year in which such
discharge occurred) with respect to such in-
debtedness shall not be allowed as a deduc-
tion. Paragraph (9) shall not apply with
respect to any discharge of indebtedness to
which this paragraph applies. This paragraph
shall not apply to any discharge occurring
In a taxable year beginning after December
31, 1945.

§ 29.22 (b) (1OY-1 Income from dis-
charge of indebtedness of railroad cor-
porations. Under section 22 (b) (10) the
amount of any income attributable to
the discharge within the taxable year,
of any indebtedness of a railroad corpo-
ration as a result of an order of a court
in a receivership proceeding, or in a
railroad reorganization proceeding un-
der section 77 of the Bankruptcy Act of
1898, as amended, is, for taxable years
beginning before January 1, 1946, ex-
cluded froM the gross income of the
railroad corporation. The section is ap-
plicable only in a case where income
accrues to a taxpayer from the modifica-
#on or cancellation of the corporate in-
debtedness (whether in whole or in part)
pursuant to a court order.

The railroad corporations to which
this section and section 22 (b) (10) ap-
ply are those defined in section 77m of
the Bankruptcy Act of 1898, as amended,
namely, any common carrier by railroad
engaged in the transportation of per-
sons or propzrty in interstate commerce,
except a street, a suburban, or inter-

urban electric railway which is not op-
erated as a part of a general railroad
system of transportation or which does
not derive more than 50 percent of its
operating revenues from the transpoita-
tion of freight in standard steam rail-
road freight equipment.

As used in section 22 (b) (10) and this
section the term "Indebtednoss" means
an obligation, absolute and not contin-
gent, to pay on demand or within a given
time, in cash or another medium, a fixed
amount.

If, as a result of the discharge of in-
debtedness, there remains unamortized
premium or unamortized discount, the
amount of the income attributable to
such premium Is to be excluded from
gross income and.the amount of the, de-
duction attributable to such discount
shall be disallowed as a deduction, The
unamortized premium and unamortized
discount, as the case may be, Is in each

'instance to be computed as of the flrst
day of the taxable year in which the dis-
charge of indebtedness occurred.

The provisions of section 22(b) (10)
'and this section are applicable to tax-
able years beginning before January 1,
1946.

[Sm. 22. Gaoss xrcoa--as amended by
sec. 1, 8, Public Salary Tax Act 1939; seen.
215 (a), 219 (a), Rev. Act 1930; sees. 110 (a),
'111 (a), 112 (a), 118, 114 (a)(b), 115 (a),
116 (a), 117, 118 (a) (b), 119, 120 (a) (d),
127 (d), 134" (c), 162 (o), Rev. Act 1942, We0.
7 (a), Current Tax Payment Act 1943.]

[(b) Exclusion froa gross income. The
following items shall not be included in grosb
income and shal be exempt from taxation
undei this chapter:]

(11) Improvements by lessee on lessor'a
property. Income, other than rent, derived
by a lessor of real property upon the termi-
nation of a lease, representing the value of
such property attributable to buildings
erected or other improvements made by th
lessee.

§29.22 (b) (11)-i Exclusion from
gross income of lessor of real property of
value of improvements erected by lessc.
Income derived by a lessor of real prop-
erty upon the termination, through
forfelture or otherwise, of the lease of
such property and attributable to build- -
ings erected or other improvements
made by the lessee upon the leased prop-
erty is excluded from gross Income.
However, where the facts disclose that
such buildings or improvements repre-
,sent In whole or In part a liquidation In
kind of lease rentals, the exclusion from
gross income shall not apply to the extent
that such buildings or improvements rep-
resent such liquidation. The exclusion
applies only with respect to the Income
realized by the lessor upon the termina-
tion of the lease and has no application
to income, if any, In the form of rent,
which may be derived by a lessor during
the period of the lease and attributable
to buildings erected or other improve-
ments made by the lessee. It has no
application to income which may b6
realized by the lessor upon the termina-
tion of the lease but not attributable to
the value of such buildings or Improve-
ments. Neither does it apply to income
derived by the lessor subsequent to the

- termination of the lease Incident to the
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ownership of such buildings or improve-
ients.

The provisions of this section may be
illustrated by the following example:

Example. The A Corporation leased In
1935 for a period of 50 years unimproved
rear property to the B Corporation under a
lease providing that the B Corporation erect
on the leased premises an office building cost-
ing $500,000, in addition to paying the A
Corporation a lease rental of $10,000 per an-
num beginning on the date of completion of
the improvements, the sum of $100,000 being
placed in escrow for the payment of the
rental. The building was completed on Jan-
uary 1, 1937. The lease provided that all
improvements made by the lessee on the
leased property -would become the absolute
property of the A Corporation on the ter-
mination of the lease by forfeiture or other-
wise and that the lessor would become en-
titled on such termination to the remainder
of the sum, if any. remaining In the escrow
fund. The B Corporation forfeited its lease
on January 1, 1942, when the Improvements
-had a value of $100,000. Under the provi-
sions of section 22 (b) (11), the $100,000 is
excluded from gross Income. The amount
of $50,000 representing the remainder In the
escrow fund is forfeited to the A Corporation
and is included in the gross income of that
taxpayer. If, In this example, the lease cov-
ered a period of only 25 years and the build-
ing upon completion had an estimated value
of $75,00 as of the end of the lease term and
in accordance with an option granted by the.
regulations the A Corporation included In
gross income the sum of $3,000 for each tax-
able year from 1937 to 1941, both years In-
clusive, then there shall be excluded from
gross income for the taxable year 1942 and
subsequent taxable years any such amounts
otherwise includible in groas Income for such
years and attributable to the building erected
by the B Corporation, notwithstanding the
exercise of such option. As to the basis of
the property in the hands of the A Corpora-
tion, see § 29.113 (c)-l.

[San. 22. Gnossa racom--as amended by
sees. 1, 3, Public Salary Tax Act 1939; sees.
215 (a), 219 (a), Rev. Act 1939; sees. 110 (a),
111 (a), 112 (a),'113, 114 (a) (b), 115 (a),
116 (a). 117, 118 (a) (b). 119, 120 (a) (d),
127 jd), 134 (c), 162 (c), Rev. Act 1942; seo.
7 (a), Current Tax Payment Act 1943.1

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

(12) Recovery of bad debts, prior taxes,
and delinquency amounts. Income attribut-
able to the recovery during the taxable year
of a bad debt, prior tax, or delinquency
amount, to the extent of the amount of the
recovery exclusion with respect to such debt,
tax, or amount. For the purposes of this
paragraph:

(A) Definition of bad debt. The term "bad
debt" means a debt on account of worthless-
ness or partial worthlessness of which a de-
duction was allowed for a prior taxable year.

(B) Definition of prior tax. The term
"prior tax" means a tax on account of which
a deduction or credit was allowed for a prior
taxable year.

(C) Definition of delinquency amount.
The term "delinquency amount" means an
amount paid or accrued on account of which
a deduction or credit was allowed for a prior
taxqble year and which is attributable to
failure to file return with respect to a tax,
or pay a tax, within the time required by the
law under which the tax is imposed, or to
failure to fie return with respect to a tax
or pay a tax.

(D) Definition of recovery exclusion. Me
term "recovery exclusion", with respect to a
bad debt, prior tax, or delinquency amount,
means the amount, determined in accordance

with regulations preacrlbed by the Comml -
sloner with the approval of the Secretary. of
the deductions or credits allowed. on account
of such bad debt, prior tax or delinquency
amount, which did not result In a reduction
of the taxpayer's tax under this chapter (not
including the tax under section 102) or cor-
responding provisions of prior revenue larw.
reduced by the amount excludible In previous
taxable years with respect to such debt, tax,
or amount under this paragraph.

(E) Special rules in casa of section 102 tax
and personal holding company ta.-In the
application of subparagrapbs (A), (B), (C),
a41d (D) in determining the tax under Ecction
102 or Subchapter A of Chapter 2, a recovery
exclusion allowed for the purpozes of Chapter
1 shall be .allowed for the purpoza of such
section or subchapter whether or not the bad
debt, prior tax. or delinquency amount re-
suited in a reduction of the zectlon 102 tax
or Subchapter A tax for the prior -taxable
year. and in the care of a bad debt, prior tax,
or delinquency amount not allowable as a
deduction or credit for the prior taxable year
under Chapter 1 (except cection 102) but al-
lowable for the same taxable year under such
section or subchapter a recovery exclusion
shall be allowable for the purpeaes of such
section or subchapter If such bad debt, prior
tax, or delinquency amount did not result
in a reduction of the tax under such rection
102 or such Subchapter A. As used in this
subparagraph references to Chapter 1, rec-
tion 102, and Subchapter A In the caza of
taxable years not subject to the Internal
Revenue Code, shall be held to be made to
corresponding provisions of prior revenue
Acts.

§ 29.22 (b) (12)-i Recovery of bad
debts, prior taxes and delinquency
amounts-(a) In general. Section 22
(b) (12) provides that Incomes at-

tributable to the recovery during any tax-
able year of bad debts, prior taxes, and
delinquency amounts shall be excluded
from gross income to the extent of the
"recovery exclusion" with respect to such
items. In substance, the recovery exclu-
sion is an amount equal to the portion of
such items which, when deducted or
credited for a prior taxable year, did not
result in a reduction of any tax of the
taxpayer under chapter 1 of the Internal
Revenue Code (other than a tax under
section 102) "or under corresponding pro-
visions of prior revenue laws.

(1) Section 22 (b) (12) items. Bad
debts, prior taxes, and delinquency
amounts are defined in section 22 (b)
(12) (A), (B), and (C), respectively.
A typical example of a delinquency
amount described in that'section Is n-
terest upon delinquent taxes. The bad
debts, prior taxes, and delinquency
amounts referred to in that section,
called "section 22 (b) (12) items" in
this section, are only those for which a
deduction or credit was allowed for a
prior taxable year. Thus, if a bad debt
was previously charged against a reserve
by a taxpayer on the reserve method of
treating bad debts, it was not deducted,
and it Is therefore not considered a sec-
tion 22 (b) (12) Item.

(2) Definition of "recovery." Recov-
eries result from the receipt of amounts
in respect of the previously deducted or
credited items described in section
22 (b) (12), such as from the collection
or sale of a bad debt, refund or credit
of taxes paid, or cancellation of taxes
accrued. Care should be taken in the

case of bad debts which were treated as
only partially worthless in prior years to
distinguish between the item described
in section 22 (b) (12), that Is, the part
of such debt which was deducted, and
the part not previously deducted, which
Is not a section 22 (b) (12) item and is
considered the frst part collected. The
collection of the part not deducted Is
not considered a "recovery." Further-
more, the term "recovery" does not in-
elude the gain resulting from the receipt
of an amount on account of a section
22 (b) (12) item which, together with
previous such receipts, exceeds the de-
duction or credit previously allowed for
such Item. For Instance, a $100 corpo-
rate bond purchased for $40 and later
deducted as worthless is subsequently
collected to the extent of $50. The $10
gain (excess of $50 collection over $40
cost) is not a recovery of a section
22 (bM (12) Item. Such gain is in no
case excluded from gross income under
section 22 MO) (12), regardless of whether
the $40 recovery Is or is not excluded.

(3) Treatment of debt deducted in
more than one year by reason of partiaZ
worthlessness. rn the case of a bad
debt deducted In part for two or more
prior years, each such deduction of a
part of the debt Is considered a separate
section 22 M,) (12) item. A recovery
with respect to such debt is considered
frst a recovery of those items (or por-
tions thereof), resulting from such debt,
for which there are recovery exclusions.
If there are recovery exclusions for two
or more Items resulting from the same
bad debt, such items are considered re-
covered in the order of the taxable years
for which they were deducted, begInning
with the latest. The recovery exclusion
for any such item is determined by con-
sidering the recovery exclusion with re-
spect to the prior year for which such
Item was deducted as being flrst used to
offset all other applicable recoveries in
the year in which the bad debt is recov-
ered.

(4) Special provisions as to worthless
bonds, etc., which, are treated as capital
losses. For taxable years beginning
after December 31, 1937, bad debts on
account of certain worthless securities
and, for taxable years beginning after
December 31, 1942, certain nonbusiness
bad debts are treated as losses from the
sale or exchange of capital assets. See
section 23 (k) of the nternal Revenue
Code, and section 23 (M) of the Revenue
Act of 1938. The amount of the deduc-
tions allowed for any year under section
117 Cd) on account of such losses for
such year is considered to be section
22 U,) (12) items. Any part of such
losses which, under section 117 (d), is
a deduction for a subsequent year
through the capital loss carry-over (any
later receipt of an amount with respect
to such deducted loss Is a recovery) is
considered a section 22 (b) (12) item for
the year in which such loss was sus-
tained. Bad debts are considered the
last capital losses deducted under sec-
tion 117 (d) or carried over under sec-
tion 117 (e).

(b) Computation of recovery exclu-
sion-C() Amount of recovery exclusin
allowable for year of recovery. For the
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year of any recovery, the section 22 (b)
(12) items which were deducted or cred-
ited for one prior year are considered as
a group and the recovery thereon is con-
sidered separately from recoveries of any
items which were deducted or credited
for other years. This recovery is ex-
cluded from gross income to the extent
of the recovery exclusion with respect to
this group of items as (i) determined for
the original year for which such items
were deducted or credited (see (2), below,
of this paragraph) and (ii) reduced by
the recoveries in intervening years on ac-
count of all section 22 (b) (12) items for

-such original year. A taxpayer claiming
a recovery exclusion shall submit, at the
time the exclusion is claimed, the com-
putation • of the recbvery exclusion
claimed for the original year for which
the items were deducted or credited, and
computations showing the amount re-
covered In Intervening years on account
of the section 22 (b) (12) items deducted
or credited for the original year.

(2) Determination of recovery exclu-
sion for original year for which items
were deducted or credited.: The recovery
exclusion for the taxable year for which
section (b) (12) items were deducted or
section 22 (b) (12) items were deducted
or credited (that is,,the "original taxable
amount of such deductions and credits
which could be disallowed without caus-
ing an Increase in any tax of the tax-
payer imposed under chapter 1 of the
Internal Revenue Code (such as the nor-
mal tax, surtax, and victory tax), other
than the tax imposed on corporations by
section 102 for the improper accumula-
tion of surplus, or in any tax imposed un-
der corresponding provisions of prior
revenue laws. For this purpose,, con-
sideration must be given to the effect of
net operating loss carry-overs and carry-
lVacks or capital loss carry-overs.

The preceding paragraph shallbe ap-
piled by determining the recovery ex-
clusion as the aggregate amount of the
section 22 (b) (12) items for the original
year for which such items were de-
ducted or credited reduced by whichever
of the following amounts is the greatest-

(i) The difference between (a) theAn-
come subject to normal tax (net income
reduced by credits allowable for normal
tax purposes) for such original year and
(b) the Income subject to normal tax
computed without regard to the section
22 (b) (12) items for such original year.

(ii) The difference between (a) the
surtax net income for such original year
and (b) the surtax net income computed
without regard to the section 22 (b) (12)
items for such original year.

(Il) For taxable years beginning on or
after January 1, 1943, In the case of tax-
payers other than corporations, the dif-
ference between (a) the income subject
to victory tax (the victory tax net n-
come reduced by the specific exemption)
for such original year and (b) the in-
come subject to victory tax computed
without regard to the section 22 (b) (12)
items for such original year.

(lv) In the case of a taxpayer subject
to any income tax in lieu of normal tax
or surtax or both (except the alternative'
tax on capital gains imposed by section
117 (c), which is disregarded), the dif-

ference between (a) the Income subject
to such tax for such original year and
(M) the Income subject to such tax com-
puted without regard to the section 22
(b) (12) items for such original year.
(Neither the amount determined under
(a) nbr the-amount under (b) of (I),
ID, (iI), or (iv) above shall in any case
be considered less than zero.) For this
determination of the recovery'excluslon,
the aggregate of the section 22 (b) (12)
items must be further decreased by the
portion thereof which caused a reduction
in tax In preceding or succeeding tax-
able years through any net operating loss
carry-overs or carry-backs or capital loss
carry-overs affected by such items. This
decrease is the aggregate of the largest
amount determined for each of such pre-
,ceding and succeeding years under (i),
(i), (ii), and (v) above, the computa-
tion of each carry-over or carry-back to
the preceding or succeeding year being
made.under subdivision (a) of (i), (ii),
(iI), and (lv) with regard to the section
22 (b) (12) items for the original year,
and such computation being made under
subdivision (b) without regard to such
items. For the purposes of the preceding
sentence, the. computations under both
subdivisions (a) and (b) shall be made
without regard to any section 22 (b) (12)
items for such preceding or succeeding'
year and the carry-overs and carry-
backs to such year shall be determined
without regard to any sectiofi 22 (b) (12)
items for years subsequent to the original
year.

Example. A single individual, who has no
dependents, has for 1942 $2,800 gross income,
$2,000 business expenses, and a deduction of
$900 for bad debts 'and of $700 for property
taxes. His income and deductions for 1941
are set out below. His recovery exclusion on
account of the section 22 (b) (12) items
for 1942 (the debts and taxes) is $500, deter-
mined as follows:

The $1,600 aggregate of the section 22 (b)
(12) items is reduced by the $300 difference
between the surtax net income for 1942 com-
puted with and without regard to such ag-
gregate, since this difference is greater than
such difference' between the licomes subject
to normal'tax, ascertained as follows:

With de- Without
duction of deduction

section of section
22 (b) (12) 22i(b) (12)

items Items

Gross income -------------- $2,800 $2,800Less: B usines expenses ------ 2,- %000 2
Remainder -------------------- 800 800
Less: Bad debts and taxes-.... 1,600 ......-...
Net income or (loss) -....... . (S00) 800
Personal exemption ----------- 00 800
Surtax net ncome ------------- 0 g00
Earned income credit --------- 0 so
Net income subject to normal

tax. ------------------------- 0 220
Difference between surtax net

incomes (M300-SO) --------------------- 00
Difference between incomes

subject to normal tax ($220-$0) ------------.----------- . 220

The taxpayer had no items which would
cause section 122 (d) adjustments for 1942
or 1941. For 1941 he had $6,000 gross income,
and his only deduction was a net operating
loss deduction of $800 based on his loss for
1942. There would be no-net operating loss

deduction for 1941 If the carry-back to 1941
was computed without regard to the ecotion
22 (b) (12) items for 1942. Accordingly,
$800 of such items for 1942 resulted, by way
of carry-back to 1941, in a reduction of tax
for 1941, since net income subject to normal
tax and surtax not income for 1941 wore re-
duced to the extent of the carry-back (corn-
puted In the manner set forth In the. preced-
ing paragraph). The $1,600 aggregate of the
section 22 (b) (12) items for 1942 Is further
reduced by the $800 which caused a reduction
in .tax through the carry-back. 'therefore,
the recovery exclusion for the Items for 1942
Is $500, that Is, the $1,000 aggregate of such
Items reduced by the $300 and by the $800.

In 1946 the taxpayer recovers $400 of the
property taxes. All of this recovery ts ex-
cluded from income by r-eadon of the recovery
exclusion of $500 determined for the original
year 1942. In 1947 be recovers all of the bad
debt of $900, of which $100 Is excluded from
gross income. That Is, the recovery exclusion
of $500 determined for the original year 1942
is reduced by the $400 recovery in 1940 on
account of the section 22 (b) (12) Items de-
ducted for such original year.

(c) Provisions as to taxes imposed by
section 102 and subchapter A of chap-
ter 2. Section 22 (b) (12) CE) provides
special rules for determining the re-
covery exclusion In the case of the tax
Imposed on orporations by section 102
for the improper accumulation of surplus
and the tac Imposed on personal holding
companies by subchapter A of chapter 2
of the Internal Revenbe Code. Such
taxpayers have, for the purposes of such
taxes, the recovery exclusion described
In the preceding paragraphs of this sec-
tion. This recovery exclusion Is used for
the purposes of the taxes Imposed by sec-
tion 102 and subchapter A of chapter 2
regardless of 'what particular effect the
section 22 (b) (12) items had on such
taxes, that Is, regardless of whether tho
section 22 (b) (12) Items did or did not

-cause a reduction of such taxes. Fur-
thermore, a recovery exclusion Is granted
for certain other Items which are de-
scribed In section 22 (b) (12) (E). The
recovery exclusion on account of such
other items shall be determined under
the principles set forth In this section
with respect to section 22 (b) (12) Items.

[SEc. 22. GOss iNcoas-as amended by
sees. 1, 3, Public Salary Tax Act 1039; seeS.
215 (a), 219 (a), Rev. Act 1039; eces, 110 (a),
111 (a), 112 (a), 113, 114 (a) (b), 116 (a),
116 (a), 117, 118 (a) (b), 119, e20 (a) (d),
127 (d), 134 (c), 162 (a), Rev. Act 1042, see.
7 (a), Current Tax Payment Act 1943]

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

(13) Additional allowance for military an
naval personnel. In the case of compensa-
tion received during any taxable year and be-
fore the termination of the present war as
proclaimed by the President, by a member
of the military or naval forces of the United
States for active service In such forces dUrini
such war, or by a citizen or resident of tho
United States who Is a member of the military
or naval forces of any of the other United
Nations for active service in such forces
during such war, so much of such compen-
sation as does not exceed 01,600. [NoTn
Under sec. 7 (b), Current Tax Payment Acb
1943, this provision is applicable with respeot
to taxable years beginning after December 31#
1942. The corresponding provision applicable

-with respect to taxable years beginning after
December 31, 1941. and before January 1,
1943, Is as follows: "(13) Additional allou'anco
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for military and naval personnel. So much
of the amount received before the termina-
tion of the present war as proclaimed by the
President, by personnel below the grade of
commissioned officer in the military or naval
forces of the United States as salary or com-
pensation in any form from the United States
for active service In such forces during such
war, as does not exceed $250 in the case of a
single person and $300 in the case of a mar-
ried person or head of a family. The de-
termination, for the purposes of this para-
graph, of the taxpayer's status in the armed
forces and his family status shall be made as
of the end of the taxable year."]

§ 29.22 (b) (13)-i Compensation of
military and naval jorces-(a) Taxable
years beginning alter December 31, 1942.
For any taxable year beginning after
December 31, 1942, in addition to other
exemptions and credits otherwise appli-
cable, there may be excluded from gross
income in the case of:

(1) A member of the military or
naval forces of the United States or

(2) A citizen or -a resident of the
United States who is a member of the
military or naval forces of any of the
-other United Nations

so much of the compensation for active
service in such forces during the present
war as does not exceed the sum of $1,500.
Such exclusion is applicable without dis-
tinction as to the rank or as to the mari-
tal status 6f the recipient of such com-
pensation but is applicable only to such
compensation received prior to the ter-
mination of the present war to be fixed
by proclamation of the President. If
the husband and wife both meet such
requirements, then each is entitled to
exclude such amount from gross income.
For the purposes of this section the mili-
tary and naval forces of the United
States include (but are not necessarily
limited to) the Army, the Navry, the Ma-
rine Corps, the Coast Guard, the Army
Nurse Corps, Female, the Navy Nurse
Corps, Female, the Women's Army Aux-
iliary Corps or the Women's Army Corps,
the Women's Reserve branch of the
Naval Reserve, the Marine Corps Wom-
en's Reserve, and the Coast Guard Re-
serve, including the Coast Guard Wom-
en's Reserve. For the purposes of this
subsection the term "njiember of the mili-
tary or naval forces of any of the other
United Nations" shall mean any indi-
vidual whose duties in the service of any
of the United Nations other than the
United States correspond to those of any
member of the military or naval forces
of the United States as defined in this
section.

A person is in active service if he is
actually serving in such forces, not nec-
essarily in the field or in the theater of
war. Personnel in the inactive reserve
or on retirement are not in active serv-
ice. Periods during which a person is
absent from duty on account of sickness,
wounds, leave, internment by the enemy,
or other lawful cause are periods of
active service.

This-exemption does not apply to sal-
ary or compensation received by such
person subsequent to discharge or re-
lease from active service even though
payment may have been made as corn-

pensation for services rendered while in
active service.,

(b) Taxable years beginning in 1942.
For any taxable year beginning after De-
cember 31, 1941, and prior to January 1,
1943, a person below the grade of com-
missioned officer in active service in the
military or naval forces of the United
States during the present war may ex-
clude from gross income salary or com-
pensation received in any form from the
United States for such service, in an
amount not in excess of $250 if single or
$300 if married or the head of a family.
If the husband and wife both meet such
requirements, then each is entitled to
the $300 exclusion. The exemption un-
der this paragraph does not apply to
compensation received before January 1,
1942, or after the close of the taxable
year of the taxpayer beginning before
January 1, 1943.

As to what constitutes the military and
naval forces of the United States for the
purposes of this paragraph, see para-
graph (a) of this section. For the pur-
poses of this paragraph, personnel serv-
ing with the Army Specialist Corps are
not within the scope of the exemption.
As to what constitutes active service for
the purposes of this paragraph, see para-
graph (a) of this section.

This exemption does not apply to sal-
ary or compensation received by such
person subsequent to discharge or release
from active service even though payment
may have been made as compensation
for services rendered while in active
service.

For the purposes of this paragraph,
whether a person is in active service in
the military or naval forces of the United
States and whether such person is single,
married, or the head of a family is de-
termined by such person's status on the
last day of the taxable year.

ISEa. 22. Gnoss wo=--as amended by
secs. 1, 3, Public Salary Tax Act 1939; recs.
215 (a). 219 (a), Rev. Act 1939; rcm. 110 (a).
111 (a), 112 (a), 113, 114 (a) (b), 115 (a),
110 (a). 117. 118 (a) (b), 119, 120 (a) (d),
127 (d), 134 (c), 162 (c), Rev. Act 1942; ccc.
7 (a), Current Tax Payment Act 1943.1

(c) Inventories. Whenever in the opinion
of the Commissioner the ure of.inventories is
necessary in order clearly to determine tho
income of any taxpayer. inventorit shall to
taken by such taxpayer upon such basts as
the Commimloner. with the approval of the
S-cretary, may prezcrlbe as conforming as
neatly as may b to the best accounting
practice in the trade or busin=s and a5 mast
clearly reflecting tho income.

§ 29.22 (c)-l Rceedofinrcntories. 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 indome-
producing factor. The inventory should
include all finished or partly finished
goods and, in -the case of raw materials
and supplies, only thosewhich have been
acquired for sale or which will physically
become a part of merchandise intended
for sale, in which class fall containers,
such as kegs, bottles, and cases, whether
returnable or not, if title thereto will
pass to the purchaser of the product to
be sold therein. Merchandise should be

Included In the inventory only if title
thereto is vested In the taxpayer. Ac-
cordingly, the seller should include in
his inventory goods under contract for
sale but not yet seggregated and ap-
plied to the contract and goods out upon
consignment, but should exclude from
inventory goods sold (including contain-
ers), title to which has passed to the
purchaser. A purchaser should include
n inventory merchandise purchased
(including containers), title to which
has passed to him, although such mer-
chandise is in transit or for other rea-
sons has not been reduced to physical
possession, but should not include goods
ordered for future delivery, transfer of
title to which has not yet been effected.
(But see § 29.22 (d)-l.)

§29.22 (c)-2 Valuation of inven-
tories. Section 22 (c) provides two tests
to which each inventory must conform:

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

(b) It must clearly reflect the income.
It follows, therefore, that inventory

rules cannot be uniform but must give
effect to trade customs which come
within the scope of the best accounting
practice In the particular trade or busi-
ness. In order clearly to reflect income,
the inventory practice of a taxpayer
should be consistent from year to year,
and greater weight is to be given to
consistency than to any particular
method of inventorying or basis of valu-
ation so long as the method or basis used
is substantially in accord with these reg-
ulations. An inventory that can be
used under the best accounting practice
in a balanc.sheet showing the financial
position of the taxpayer can, asa 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 (c)
are (a) cost and (b) cost or market,
whichever is lower. (For inventories by
dealers In securities, see § 29.22 (c)-5.)
Any goods in an Inventory which are un-
salable at normal prices or unusable in
the normal way because of damage, im-
perfections, shop wear, changes of style,
odd or broken lots, or other similar
causes, including second-hand goods
taken In exchange, should be valued at
bona fide selling prices less direct cost
of disposition, whether basis (a) or (b)
is used, or if such goods consist 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 means
actual offering of goods during a period
ending not later than 30.days after in-
vntory 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 classi-
fleatlons indicated above, and he shall
maintain such records of the disposition
of the goods as will enable a verification
of the inventory to be made.
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In respect of normal goods, whichever
basis 'is adopted must be applied with
reasonable consistency to the entire in-
ventory except as to thos6 goods inven-
torled 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 l6wer, for their 1920 in-
ventories. The basis properly adopted
for that year or anysubsequent year is
controlling, and a change can now be
made only after permission is secured
from the Commissioner. Application
for permission to change the basis of val-
uing inventories shall be made in writing
and filed with the Commissioner as pro-
vided in § 29.41-2. 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
produced, and the cost thereof will be
the actual cost of the goods purchased
or produced during the period in-which
the quantity of goods in the inventory
has been acquired. But see section
22 (d) as to inveiitories under elective
method. Where the taxpayer maintains
book Inventories in accordance with a
sound accounting system in which the
respective Inventory accounts are
charged with the actual cost of the goods
purchased or produced and credited with
the value of goods used, transferred, or
sold, calculated upon the basis of -the
actual cost of the goods acquired during
the taxable year (including the inven-
tory at the beginning of the year), the
net value as shown by such inventory
accounts will be deemed to be the cost
of the goods on hand. The balances
shown by lsuch book inventories should
be verified by physical Inventories -at
reasonable intervals and adjusted to con-
form therewith.

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

The following methods, among others,
are sometimes used in taking or vbluing
Inventories, but are not In accord with
these regulations, viz:

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

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

(3) Omitting portions of the stock on
hand.

(4) Using a constant pirice 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.

§29.22 ()-3 Inventories at cost.
Cost means:

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

(b) In the case of merchandise pur-
chased since the beghining of the taxable
year, the invoice price less trade or other
discounts, except strictly cash discounts
approximating a fair interest rate, which
may be deducted or not at the option
of the taxpayer, provided a consistent
course Is followed. To this net invoice
price should be added transportation or
other necessary charges Incurred in ac-
quiring possession of the goods.

(c) In the case of merchandise pro-
duced by the taxpayer since the begin-
ning of the taxable year, (1) the cost of
raw materials and supplies entering into
or consumed in connection with the
product, (2) expenditures for direct labor,
(3) indirect expenses incident to and
necessary for the production of the par-
ticular article, including in such indirect
expenses a reasonable proportion of
management expenses, but not including
any cost of selling or return on capital,
whether by way of interest or profit.

(d) In any industry in which the usual
rules for computation of cost of produc-
tion are inapplicable, costs may be ap-
proximated upon such basis as may be
reasonable and in conformity with estab-
lished trade practice in the particular
industry. Among such cases are (1)
farmers and raisers of live stock (see
§ 29.22 (c)-6), (2) miners and manufac-
turers who by a single process or uni-
form series-of processes derive a product
of two or more kinds, sizes, or grades, the
unit cost of which is substantially alike
(see § 29.22 (0)-7), and (3) retail mer-
chants who use what is known as the
"retail method" In ascertaining approxi-
mate cost (see § 29.22 (c)-8).

§ 29.22 ()-4 Inventories at cost or
market, whichever is lower. Under or-
dinary circumstances and for normal
goods in an inventory, "market" means
the current bid price prevailing at the
date of the inventory for the particular
merchandise-in the volume in which
usually purchased by the taxpayer, and
is applicable in'the cases:

, (a) 'Of goods purchased and on hand,
and

(b) Of basic elements of cost (mate-
rials, labor, and burden) in goods In
process of manufacture and-in finished
goods on hand; exclusive, however, of
goods on hand or In process of manu-
facture for delivery-upon firm sales con-
tracts (i. e., those not legally subject to
cancellation by either party) at fixed
prices entered into before the date of
the inventory, under which the taxpayer
Is protected against actual loss, which
goods must be inventoried at cost.

-Where no open market exists or where
quotatiobs 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 inven-
tory as may be available, -such as specific
purchases or sales by the taxpayer or
others in reasonable volume and made in
good faith, or compensation paid for
cancellation of contracts for purchase

ommitments. Where the taxpayer in
the regular course of business has offered
for sale such merchandise at prices
lower than the current price as above
defined, the Inventory may be valued at

such prices less direct cost of disposi-
tion, and the correctness of such prices
will be determined by reference to the
actual sales of the taxpayer for a rea-
sonable period before and after the date
of the inventory.' Prices which vary
materially from the actual prices so as-
certained will not be accepted as reflect-
ing the market.

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 be
taken as the Inventory value of the
article.

§ 29.22 ()-5 Inventortec by dealers in
securities. A dealer in securities who in
his books of account regularly Inven-
tories unsold securities on hand either:

(a) At cost,
(b) At cost or market, whichever Is

lower, or
( ) At market value,

my make his return upon the basis upon
which his accounts are kept; provIded
that a description of the method em-
ployed shall be included In or attached
to the return, that all the securities must
be inventoried by the same method, and
that such method must be adhered to In
subsequent years,-unless another method
-be authorized by the Commissioner pur-
suant to a written"application therefor
filed with the Commissioner as provided
in § 29.41-2. A dealer in securities in
whose books of account separate compu-
tations of the gain or loss from the sale
of the various lots of securities sold are
made on the basis of the cost of each lot
shall be regarded, for the purposes of this
section, as regularly inventorying his
securities at cost. For the purpose of
this rule, a dealer In securities Is a mer-
chant of securities, whether an Indi-
vidual, partnership, or corporation, with
an established place of business, regu-
larly engaged In the purchase of securi-
ties and their resale to customers; that
is, one who as a merchant buys securities
and sells them to customers with a view
to the gains and profits that may be de-
rived therefrom.- If such business is
simply a branch of the activities carried
on by'such person, the securities inven-
toried as here provided may include only
those held for purposes of resale and not
for investment. Taxpayers who buy and
sell or hold securities for Investment or
speculation, irrespective of whether such
buying or selling constitutes the Carrying
on of a trade or business, and officers of
corporations and members of partner-
ships who in their Individual capacities
buy and. sell securities, are not dealers in
securities within the meaning of this
rule.

§ 29.22 (c)-6 Inventories of livestock
raisers and other farmers. Farmers may
change the basis of their returns from
that of receipts and, disbursements to
that of an Inventorylbasis provided ad-
justments are made in accordance with
one of the two methods outlined in (a)
and (b) below. It Is optional with the
taxpayer which method is used, but, hav.
Ing electedone method, the option so ex-
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ercised will be binding upon the taxpayer
for the year for which the option is ex-
ercised and for subsequent years unless
another method be authorized by the
Commissioner.

(a) Opening and closing inventories
shall be used for the year in which the
change is made. There should be in-
cluded in the opening inventory all farm
products (including livestock) purchased
or raised'which were on hand at thle date
of the inventory, and there must be sub-
mitted with the return, for the current
taxable year an adjustment sheet for the
preceding taxable year based on the In-
ventory method, upon the amount of
which adjustment the tax shall be
assessed and paid (if any be due) at the
rate of tax in effect for that year. Ordi-
narily an adjustment sheet for the pre-
ceding year will be sufficient, but if, in
the opinion of the Commissioner, such
adjustment is not sufficient clearly to re-
flect income, adjustments for earlier
years may be accepted or required. If
it is impossible to render complete in-
ventories for the preceding year or years,
the Commissioner will accept estimates
which, in his opinion, substantially re-
flect the income -on the inventory basis
for such preceding year or years; but
inventories must not include real estate,
buildings, permanent improvements, or
any other assets subject to depreciation.

(b) No adjustment sheets will be re-
quired, but the net income for the tax-
able year in which the change is made
must be computed without deducting
from the sum of the closing inventory
and the sales and other receipts, the In-
ventory of livestock, crops, and products
at the beginning of the year: Provided,
however:

(1) That if any livestock, grain, or
other property on hand at the beginning
of the taxable year had been purchased
and the cost thereof not charged to ex-
pense, only the difference between the
cost and the selling price should be
reported as income for the year n which
sold;

(2) But if the cost of such property had
been charged to expense foi a previous
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 livestock 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 market
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 § 29.41-2. In such ease
the opening inventory for the taxable
year in which the change is made should
be brought in at the same value as the
closing inventory for the preceding tax-
able year. If such valuation of the open-
ing inventory for the taxable year in

which the change is made results in an
abnormally large income for that year,
there may be submitted with the return
for such taxable year an adjustment
statement for the preceding year. This
statement shall be based on the "farm-
price method" of valuing inventories,
upon the amount of which adjustments
the tax, if any be due, shall be assessed
and paid at the rate of tax In effect for
such preceding year. If an adjustment
for the preceding year Is not, in the opin-
ion of the Commissioner, sufficent clear-
ly to reflect income, adjustment sheets
for prior years may be accepted or re-
quired.

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

§ 29.22 ()-7 Inventories of miners
and manufacturers. A taxpayer en-
gaged in mining or manufacturing who
by a single process or uniform series of
processes derives a product of two or
more kinds, sizes, or grades, the unit cost
of which is substantially alike, and who in
conformity to a recognized trade practice
allocates an amount of cost to each kind,
size, or grade of product, which in the
aggregate will absorb the total cost of
production, may, with the consent of the
Commissioner, use such allocated cost as
a basis for pricing inventories, provided
such allocation bears a reasonable rela-
tion to the respective selling values of the
different kinds, sizes, or grades of prod-
uct. See section 22(d) as to Inventories
under elective method.

§ 29.22 ()-8 Inventories of retail
merchants. Retail merchants who em-
ploy what is known as the "retail meth-
od" of pricing inventories may make
their returns upon that basis, provided
(1) that the use of such method is desig-
nated upon the return, (2) that accurate
accounts are kept, and (3) that such
method is consistently adhered to unless
a change Is authorized by the Commis-
sioner as provided In § 29.41-2. Under
this method the total of the retail selling
prices of the goods on hand at the end of
the year in each department or of each
class of goods is reduced to approximate
cost by deducting therefrom an amount
which bears the same ratio to such 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 to such selling
prices for all mark-ups and mark-downs,

(b) The cost of the goods included in
the opening inventoryplus the cost of the
goods purchased during the year,
bears to (a).

This amount should represent as accu-
rately as may be the amounts added to
the cost price of the goods to cover selling
and other expenses of doing business and
for the margin of 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 should
compute and use In valuing his inventory
tle proper percenta-gesfor the respective
departments or classes of goods.

A taxpayer who previously has de-
termined inventories in accordance with
the foregoing, except that, to obtain a
basis of approximate cost or market,
whichever is lower, the practice has been
followed, consistently and uniformly, of
adjusting the retail selling prices of the
goods Included in the opening inventory
and purchased during the year for
mark-ups but not for mark-downs, may
continue such practice subject to the con-
ditions herein prescribed. The adjust-
ments must be bona fide and consistent
and uniform. Where mark-downs are
not included in the adjustments, mark-
ups made to cancel or correct mark-
downs shall not be included; and the
mark-ups included must be reduced by
the mark-downs made to cancel or cor-
rect such mark-ups.

In no event shall mark-downs not
based on actual reduction of retail sales
prices, such as mark-downs based on de-
preciation and obsolescence, be recog-
nized in determining the retail selling
prices of the goods on hand at the end of
the year.

A taxpayer who previously has deter-
mined inventories without following the
practice of eliminating mark-downs in
making adjustments to retail selling
prices, may adopt such practice, provided
permission to do so is obtained in ac-
cordance with, and subject to the terms
provided by, § 29Al-2. A taxpayer filing
a first return of income may adopt such
practice subject to approval by the Com-
missioner upon exAmination of the re-
turn.

IS=. 22. Goss neco-n-as amended by
recs. 1, 3, Public Salary Tax Act 1939; secs.
215 (a), 219 (a), ReV. Act 1939; secs. 110 (a),
111 (a), 112 (a), 113, 114. (a) (b), 115 (a),
110 (a), 117, 118 (a) (b), 119, 120 (a) (d),
127 (d), 134 (c), 162 (c), Rev. Act 1942; sec.
7 (a). Current Tax Payment Act 1943.1

(d) (1) A taxpayer may use the following
methed (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;
(B) Treat thoze remaining on hand at

the dcloe of the taxable year as being: First.
thoce included In the opening inventory of
'the taxable year (in the order of acquisition)
to the extent thereof, and second, those
acquired in the taxable year; and
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(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.

o (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 meth-
od 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 such goods
to ascertain the income, profit, or loss of the
first taxable year for which the method de-
scribed In paragraph (1) is to be used, for
the purpose of a reaort, or statement covering
such taxable year (i) to shareholders, part-
ners, or other proprietors, or to beneficiaries,
or (ii) for cr'edit purposes.

(3) The change to,' and the use of, such
method shall be In accordance with such
regulations as the Commissioner, with the ap-
proval 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 ipeci-
fled 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 taxa-
ble years unless-

(A) With the approval of the Commissioner
a change to a different methqd is authorized;
or

(B) The Commissioner determines that the
taxpayer has used for any such subsequent
taxable year some procedure other than that
specified in 'ubparagraph (B) of paragraph
(1) in inventorying the goods specified in the
application to ascertain the income, profit, or
loss of such subsequent taxable year for the
purpose of a report or statement covering
such taxable year (1) to shareholders, part-
ners, or other proprietors, or beneficiaries, or
(ii) for credit purposes; and requires a change
to a method different from that prescribed in
paragraph (1) beginning with such subse-
quent taxable ybar or any taxable year there-
after.

In either of the above cases, the change to,
and the use of, the different method shall be
in ccordance 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.

(6) Involuntary liquidation and replace-
ment of inventory-(A) Adjustment of net
income and resulting tax. If, for any taxable
year beginning after December-31, 1941, and
prior to the termination of the present war
as proclaimed by the President, the closing
Inventory of a taxpayer inventorying goods
under the method provided in this subsection
reflects a decrease from the opening inventory
of such goods for such year, and if, at the
time of the filing of the taxpayer's income
tax return for such year, the taxpayer elects
to have the provisions of this paragraph apply
and so notifies the Commissioner, and if, at
the time of such election, it Is established to
the satisfaction of the Commissioner, in ac-
cordance with such regulations as the Com-
missioner may prescribe with the approval of
the Secretary, that such decrease is attributa-
ble to ,the involuntary liquidation of such
Inventory as defined in subparagraph (B),
and if the closing inventory of a subsequent
taxable year, ending not more than three

years after the termination of the present
war as proclaimed by the President, reflects
a replacement, In whole or in part, of the
goods so previously liquidated, the net In-
come of the taxpayer otherwise determined
for the year of such involuntary liquidation
shall be adjusted as follows:

(I) Increased by an amount equal to the
excess, if any, of the aggregate cost of such
goods reflected-in the opening inventory of
the year pf involuntary liquidation over the
aggregate replacement cost; or

(ii) Decreased by an amount equal to the
excess, If any, of the aggregate replacement
cost of such goods over the aggregate cost
thereof reflected In the opening Inventory of
the year of the involuntary liquidation.
The taxes imposed by this chapter and by
Subchapter E of Chapter 2 for the year of
such liquidation and for all taxable years
Intervening between such year and the year of
replacement shall be redetermined, giving
effect to such adjustments. Any increase in
such taxes resulting from such adjustments
shall be assessed and collected as a deficiency
but without interest, and any overpayment
so resulting shall be credited or refunded to
the taxpayer without interest.
I (B) Definitfon of involuntary liquidation.
The term "Involuntary liquidation," as used
in this paragraph, means the sale or.other
disposition of goods inventoried under the
method described in this subsection, either
voluntary or involuntary, coupled with a
failure on the part of the taxpayer to pur-
chase, manufacture, or otherwise produce and
have on hand at the close of the taxable year
in which such sale or other disposition oc-
curred such goods aswould, if on hand at the
close of such taxable year, be subject to- the
application of the provisions of this subsec-
tion, if such failure on the part of the tax-
payer is due, directly and exclusively, (i) tO
enemy capture or control of sources of limited
foreign supply; (ii) to shipping or other
transportation shortages; (iI) to material
shortages resulting from priorities or alloca-
tions; (iv) to labor shortages; or (v) to other
prevailing war conditions beyond the control
of the taxpayer.

(C) Replacements. If, In the case of any
taxpayer subject to the provisions of sub-
paragraph (A), the closing Inventory of the
taxpayer for a taxable year, subsequent to-the
year of involuntary liquidation but prior to
the complete replacement of the goods so
liquidated, reflects an increase over the open-
ing inventory of such goods for the taxable
year, the goods reflecting such increase shall
be considered, In the order of their acquisl-
tion, as having been acquired in replacemenxr
of the goods inost recently liquidated
(whether or not In a year of involuntary liqui-
dation) and not previously replaced, and If
the liquidation was an involuntary liquida-
tion shall be included in the inventory of the
taxpayer for the y~ar ot replacement at the
inventory cost basis of the goods replaced.

(D) Election irrevocable. An election by
the taxpayer to have the provisions of this
parag'aph apply, once made, shall be irrevo-
cable and shall be binding for the year of the
involuntary liquidation and for all determi-
nations for subsequent taxable years insofar
as they are related to the year of liquidation
or replacement.

(E) Adlustment in certain cases. If the
adjustments specified in subparagraph (A)
are, with respect to any taxable year, pre-
vented, on the date of the filing of the in-
come tax return of the taxpayer for the year
of the replacement, or within three years
from such date, by any provision or rule of
law (other than this subparagraph and other
than section 3761, relating to compromises),
such adjustments shall nevertheless be made
if, in respect of the taxable year for which the
adjustment is sought, a notice of deficiency

is mailed or a claim for refund Is filed, as
the case may be, within three yeara after the
date of the filing of the Income tax return
for the year of replacement. If, at the time
of the mailing of such notice of deficiency
or the filing of such claim for refund, the
adjustment is so prevented, then the amount
of the adjustment authorized by this para-
'graph shall be limited to the Increase or de-
crease of the tax Imposed by this chapter and
Subehapter E of Chapter 2 previously de-
termined for such taxable year which results
solely from the effect of subparagraph (A),
and such amount shall be assessed and col-
lected, or credited or refunded, In the same
manner as If it were a deficiency or an over-
payment, as the case may be, for such taxable
year and as If, on the date of the filing of
the Income tax return for the year of the ro-
placement, three years remain before the ex-
piration of the periods of limitation upon
assessment or the filing of claim for refund
for the taxable year. The tax previously de-
termined shall be ascertained in accordance
with section 734 (d). The amount to be
assessed and collected under this paragraph
In the same manner as If It were a deficiency
or to be credited or refunded in the same
manner as if it were an overpayment shall
not be diminished by any credit or sot-off
based upon any. item, inclusion, deduction,
credit, exemption, gain, or loss, other than
one resulting from the effect of subparagraph,
(A). Such amount, if paid, shall not be re-
covered by a claim or suit for refund, or suit
for erroneous refund based upon any Item,
Inclusion, deduction, credit, exemption, gain,
or loss, other than one resulting from the
effect of subparagraph (A).
I § 29.22 (d)-i Inventories under elec-
tive method. Any taxpayer permitted
or required to take inventories pursuant
to the provisions of section 22 (a), and
pursuant to the provisions of § 29.22
(c)-i to 29.22 (c)-8, inclusive, may elect
with respect to those goods specified in
his application and prbperly subject to
inventory to compute his o~pening and
closing inventories in accordance with
the method provided by section 22 (d).
Under this elective inventory method,
the taxpayer is permitted to treat those
goods remaining on hand at the close
of the taxable year as being:

First, those included in the opening
inventory of the taxable year, in the or-
der of acquisition and to the extent
thereof, and

Second, those acquired during the tax-
able year.

This elective inventory method Is not
dependent upon the character of the
business in which the taxpayer is en-
gaged, or upon the identity or want of
identity through commingling ol-any of
the goods on hand, and may be adopted
by the taxpayer as of the close of any
taxable year.

If the elective inventory method is used
by a taxpayer who regularly and con-
sistently, in a manner similar to hedging
on a futures market, matches purchases
with sales, then firm purchases and sales
contracts (i. e., those not legally subject
to cancellation by either party) entered
into at fixed prices on or before the date
of the inventory may be included in pur-
chases 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 tax-
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payer and that, in the opinion of the
Commissioner, income is clearly reflected
thereby.

§ 29.22 (d)-2 Requirements incident
-to adption 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:

(a) The taxpayer shall file an applica-
tion to use such method specifyingwith
particularity the goods to which it is to
be applied;

(b) The inventory shall be taken at
cost regardless of market values;

(c) Goods of the specified type In-
cluded in the opening inventory of the
taxable yearfor which the method is first
used shall be considered as having been
anquired at the same time and at a unit
cost equal to the actual cost of the aggre-
gate divided by the number of units on
hand. The actual cost of the aggregate
shall be determined pursuant to the in-
ventory method employed by the tax-
,payer under the regulations applicable
to the preceding taxable year with the
exception that restoration shall be made
-with respect to any write-down to mar-
-ket values resulting from the pricing of
,former inventories;

(d) Goods of the specified type on
hand as of the close of the taxable year
in excess of what were on hand as of the -
beginning of the taxable year shall be in-
cluded in the closing inventory, regard-
less of identification with specific in-
,voices, at costs determined as follows:

(1) By reference to the actual cost of
the goods most recently purchased or
produced;

(2) By reference to the actual cost of
-the goods purchased or produced during
-the taxable year in the order of acquisi-
tion;

(3) By application of an average unit
cost equal to the aggregate cost of, all of
the goods - purchased or produced
-throughout the taxable year divided by
the total-number of units so purchased
or produced, the goods reflected in such
inventory increase being considered for
the purposes of section 22 (d) as having
been acquired all at the same time; or

(4) Pursuant to any other proper
method which, in the opinion of the
Commissioner, clearly reflects income.
Whichever of the several methods of
valuing the inventory increase is'adopted
by the taxpayer and approved by the
Commissioner shall be consistently ad-
hered to in all subsequent taxable years
so long as the elective inventory method
is used by the taxpayer;

Example (1). Suppose that the taxpayer
adopts the elective Inventory method for the
taxable year 1942 with an opening nventory
of 10 units at 10 cents per unit, that it makes
1942 purchases of 10 units as follows:

January 1 @ 11=11
April - 2 @ 12=24
July 3 @ 13=39
October 4 @ 14=56

Totals: 10 - 130
and that it has a 1942 closing Inventory of
15 units. -This closing inventory. depending
-upon the taxpayer's method of valuing n-

No. 218- 5

ventory increases, will be computed as fol-
low$:

(a) Most recent purchase,-
10 @ 10 -100
4 @ 14 (October) - 56
1 @ 13 (July) - 13

Totals: 15 109
or

(b) In order of acquisition-
10 @ 10 -100
1 @ 11 (January) - 11
2 @12 (April) - 24
2 0213 (July) - 20

Totals: 15 101
or

(c) At an annual average-
10 @ 10 -100

5 @ 13 (130/10) - CS

Totals: 15 165

Examplc (2). Suppose, In addition to the
facts stated In example (1), that there is a
1943 closing Inventory of 23 units. This cloz-
lIng Inventory, being determined wholly by
reference to the opening inventory, and being
taken in the order of acquisition, and depend-
Iag upon the taxpayer's method of valuing
its inventory increae for the preceding tax-
able year, will be computed as follov:

(a) In case the ncrease was taken as most
.recent purchases-

10 o10 (from 1941) -100
1 @ 13 (July, 192) - 13
2 Ca 1-1 (October, 19-2) - 28

Totals: 13 141
or

(b) In caca the jnacrease was taken In order
of acquisition-

10 @ 10 (from 1911.) -100
1 c 11 (January, 192) = 11
2 c 12 (April, 1942) - 21

Totals: 13 135
or

(c) In case Increase was tken on basis of
an average-

10 2 10 (from 1941) -100
3 (D 13 (from 1M2) = 39

Totals: 13 139

(e) The taxpayer shall establish to
the satisfaction of the Commissioner
that the taxpayer, in ascertaining in-
come, profit, or loss for the taxable year
for which the elective inventory metHod
is first used or for any subsequent tax-
able year, for credit purposes or for the
purpose of reports to shareholders, part-
ners, or other proprietors, or to bene-
ficlaries, has not used any inventory
method other than that referred to in
§" 29.22 (d)- or at variance with the
requirement referred to in paragraph
(c) of this section, the taxpayer's ue of
market value In lieu of cost or his issu-
ance of reports or credit statements cov-
ering a period of operations less than
the whole of the taxable year not being
considered at variance with this require-
ment;

(f Goods of the specified type on hand
as of the close of the taxable year pre-
ceding the taxable year for which this
inventory method is first used shall be
included in the taxpayer's closingnven-
tory for such preceding taxable year at
cost determined in the manner pre-
scribed in paragraph (c) of this section;

(g) The elective inventory method,
once adopted by the taxpayer with the
approval of the Commissioner, shall be
adhered to in all subsequent taxable
years unless:

(1) A change fo a different method is
approved by the Commissioner; or

(2) The Commisoner determines
that the taxpayer, in ascertaining in-
come, profit, or loss for the whole of any
taxaxle year subsequent to his adoption
of the elective inventory method, for
credit purposes or for the purpose of
report to shareholders, partners, or
other proprietors, or to beneficiaries, has
used any inventory method at variance
with that referred to in § 29.22 (d)-1 and
requires of the taxpayer a change to a
different method for such subsequent
taxable year or any taxable- year there-
after; and

(h) The records and accounts em-
ployed by the taxpayer in keeping his
books shall be maintained in conformity
with the inventory method referred to
in § 29.22 (d)-1; and such supplemental
and detailed inventory records shall be
maintained as will enable the Commis-
sioner readily to verify the taxpayer's
inventory computations as well as his
compliance with these several require-
ments.

§ 29.22 (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 firt to be used (or,
if such return is filed prior to March 10,
1943. the ninetieth day after the ap-
proval of Treasury Dacision 5199, then
at any time prior to such date), in trip-
licate on Form 970, and pursuant to the
Instructions printed thereon and to the
requirements of this section, a statement
of his election to use such inventory
method. Such statement shall ba ac-
companiled by an analysis of all inven-
torics of the taxpayer as of the begin-
ning and-as of the end of the taxable
year for which the elective methed is
proposed first to be used, and also as of
the beginning of the preceding taxable
year. In the case of a manufacturer,
this analysis shall show in detail the
manner in which costs are computed
with respect to raw materials, goods in
process, and finished goods, segrezating
the products (whether in process or
finished goods) into natural groups on

.the basis of either (1) similarity in fac-
tory processes through which they pass,
or (2) simllariy of raw materials used,
or (3) similarity in style, shape, or use
of finished products. Each group of
products shall be clearly described. -

The taxpayer shall submit for the con-
sideration of the Commissioner in con-
nection 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 require that the
method be used with respect to goods
other than those specified in the tax-
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payer's statement of election if, in the
opinion of the Commissioner, the use of
such method with respect to such other
goods is essential to a clear reflection
of income.

Whether or not the taxpayer'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, ma , be continued, and the
propriety of all computations incidental
to the use of such method will be deter-
mined by the Commissioner in connec-
tion with the examination of the tax-
payer's returns.

§ 29.22 (d)-4 Adjustments to be made
by taxpayer. A taxpayer may not change
to the elective method of taking inven-
tories unless, it the time he fles his ap-
plication fot the adoption of such meth-
od, he agrees to such adjustments inci-
dent to the change to or from such
method, or incident to the use of such
method, in the inventories of prior tax-
able years or otherwise, as the Commis-
sioner upon the examination of the tax-
payer's returns may deem necessary in
order that the true income of the tax-
payer will be clearly reflected for the
years involved.

§ 29.22 (d)-5 Revocation o1 election.
:An election made to adopt and usethe
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-
ation therefor filed with him as provided
in § 29.41-2.

§ 29.22 (d)-6 Change from elective
inventory method. If the-taxpayer is
granted permission by the Commissioner
to discontinue the use of the elective
method of taking inventories, and there-
after to pursue some other method, or if
the taxpayer Is required by the Commis-
sioner to discontinue the use of the elec-
tive method by reason of the taxpayer's
failure to conform to the requirements
detailed in § 29.22 (d)-2, the inventory
of the specified goods for the first tax-
able year affected by the change and for
each taxable year thereafter shall be
taken:

(a) In conformity with the method
used by the taxpayer under section 22
(c) in inventorying goods not included
in his elective inventory computations;
or (b) If the elective inventory method
was used by the taxpayer with respect
to all of his goods subject to inventory,
then in conformity with the inventory
method used by the taxpayer prior to his
adoption of the elective inventory meth-
od; or

(c) If the taxpayer had not used in-
ventories prior to his adoption of the
elective inventory method and had no
goods currently subject to inventory by
a method other than the elective method,
then in conformity with such inventory
method as may be selected by the tax-
payer and approved by the Commis-
sioner as resulting in a clear reflection
of income; or

(d) In any event, in conformity with
any inventory method to which the tax-
payer may change pursuant to applica-
tion approved by the Commissioner.

§ 19.22 (d)-7 Involuntary liquidation
and replacement. If prevailing war con-
ditions beyond the control of the tax-
payer should render it Impossible during
the period of the war for a taxpayer using
the elective inventory method to have on
hand at the close of the taxable year a
stock of merchandise in kind and de-
scription like that included in the open-
ing inventory for the year, or in a
quantity equal to that of the opening
inventory, the resulting inventory de-
crease for the year will .be regarded, at
the election of the taxpayer, as reflecting
an involuntary liquidation subject to re-
placement. If the taxpayer notifies the
Commissioner at the time of-filing his in-
come tax return for the year of the liqui-
dation that he intends to effect a re-
placement of the liquidated stock, in
Whole or in part, and that he desires to
have applied in his case the involuntary
liquidation and replacement provisions
of section 22 (d) (6), and if he establishes
to the satisfaction of the Commissioner
the involuntary character of the liquida-
tion to which his stock has been sub-
jected, effect shall be given, when re-
placement-has been made, to an adjust-
ment of net income for the year of
liquidation to the extent of the differ-
ence between the replacement costs in-
curred and the original inventory cost of
the base stock inventory liquidated. If
the replacement costs exceed such in-
ventory costs, the net income of the tax-
payer otherwise computed shall be re-
duced by an amount equal to such excess.
If the replacement costs are less than
the inventory costs, net income other-
wise computed shall be increased to the
extent of such difference. Any de-
ficiency in the income or excess profits
tax of the taxpayer, or any overpayment
of such taxes, attributable to such adjust-
ment shall be assessed and collected by
the Commissioner or credited or refund-
ed to the taxpayer without interest.

The statutory provisions affording
recognition to the involuntary character
ofoinventory decreases which become ap-
parent in war years and authorizing for
tax purposes a replacement of the items
of merchandise so liquidated are limited
in their application to liquidations oc-
curring in taxable years beginning prior'
to the termination of the present war as,
proclaimed by the President, and to in-
ventory replacements effected in taxable
years ending not more than three years
after the termination of the war so pro-
claimed.

A failure on the part of the taxpayer
to have on hand in his closing inventory
for the taxable year merchandise of the
kind, description, and quantity of that
reflected in his opening inventory will be
considered as an involuntary liquidation
only if it is established to the satisfaction
of the Commissioner that such failure is
due wholly to his inability to purchase,
manufacture, or otherwise produce and
procure delivery of such merchandise
during the taxable year of liquidation by

reason of prevailing war conditions, such
as (I) enemy .capture or control of
sources of limited foreign supply; (ii)
shipping or other transportation short-
ages; (ili) material shortages resulting
from priorities or allocations; (iv) labor
shortages; and (v) similar war conditions
beyond the control of the taxpayer. A
voluntary shift by the taxpayer, in the
exercise of business judgment, to mer-
chandise of a different character, de-
scription, or use, or to merchandise proc-
essed out of a substantially different kind
of raw materials while raw materials of
the type originally used are still avail-
able will not be considered as an invol-
untary liquidation notwithstanding the
fact that such a shift In merchandise
stocked was prompted by a shifting mar-
ket demand attributable to war condi-
tions. The term "involuntary liquida-
tion" presupposes a physical inability to
maintain a normal Inventory as distin-
guished from a financial or business dis-
inclination on the part of the taxpayer
to do so.

If the taxpayer would have the in-
voluntary 'liquidation and replacement
provisions applicable with respect to any
inventory decreases suffered during war
years, he must so elect at the time of
filing his~income tax return for the year
reflecting the decrease. In making such
election, the taxpayer shall attach to

Is return and make a part thereof a
statement setting forth the following
matters: (1) the wish of the taxpayer
to Invoke the involuntary liquidation
and replacement provisions; (2) a de-
tailed list or other identifying descrip-
tion of the Items of merchandise claimed
to have been subjected to involuntary
liquidation and the extent to which re-
placement is intended; (3) the circum-
stances relied upon as rendering the tax-
payer unable to maintain throughout the
taxable year a normal inventory of the
items involved; (4) detailed proof of such
circumstances to the extent that they
may not be the subject matter of com-
mon knowledge; and (5) a full descrip-
tion of what efforts were made on the
part of the taxpayer to effect replace-
ment during the taxable year and the re-
sult of such efforts.

The election of the taxpayer to treat
an involuntary decrease of Inventory as
subject to the replacement adjustments
is to be exercised separately for each tax-
able year reflecting such a decrease, and
the election, once exercised with respect
to a given year, shall be Irrevocable with
respect to the particular decrease in-
volved and its prospective replacement,
and shall be binding for the year of
liquidation, the year of replacement, and
all intervening and subsequent years to
the extent that such Intervening and
subsequent years are affected by the ad-
justments authorized. The ultimate re-
placement and the resulting adjustment
for the year of liquidation may have
consequences, anong others, in the
earnings and profits of Intervening years
and the inventory accounts of subse-
quent years. Adjustments are to be
made for the intervening and subsequent
years contistent with the adjustments
made for the year of liquidation. De-
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tailed records shall be maintained such
as will enable the Commissioner, in his
examination of the taxpayer's returns
for the year of replacement, readily to
verify the extent of the Inventory de-
crease claimed to be-involuntary in char-
acter and the facts upon which such
claim is based, all subsequent inventory
increases and decreases, and all other
facts material to the replacement ad-
justment authorized.

Notwithstanding the ultimate pur-
chase price- or the cost of production
ultimately incurred by the taxpayer in
effecting replacement of a stock invol-
untarily liquidated, the merchandise re-
flecting the replacement shall be in-o
eluded in the closing inventory for the
year of replacement, and in that of sub-
sequent taxable years, at the Inventory
cost figure of the merchandise replaced.

The goods reflected in any inventory
increase in a year subsequent to a year
of involuntary liquidation, to the ex-
tent that they constitute items of the
kind and description liquidated in prior
years, whether or not in a year of invol-
untary liquidation, shall be deemed, in
the order of their acquisition, as having
been acquired by the taxpayer in replace-
ment of like goods most recently liq-
uidated and not previously 'replaced.
To the extent that the items of increase
are allocated to Items liquidated volun-
tarily, no adjustment will be required or
permitted. Such replacement merchan-
dise will be carried in the inventory at
its actual cost of acquisition. To the
extent that replacements are allocated
to items involuntarily liquidated, how-
ever, the provisions of this section shall
apply;-both with respect to adjustments
for the year of liquidation and other tax-
able years affected and with respect to
inventory computations for the year of
replacement and all subsequent taxable
years.

In some cases it may appear at the
time of the filing of the Income tax re-
turn for the year of replacement, or at
the time of the Commissioner's exam-
ination of such return, that an adjust-
ment with respect to the income or excess,
profits taxes for the year of the invol-
untary liquidation, or for some interven-
ing taxable years, is prevented by the.
running of the statute of limitations, by
the execution of a closing agreement, by
virtue of a court decision which has be-
come final, or by reason of some other
provision or rule of law other than sec-
tion 3761 relating to compromises and
other than the inventory replacement
provisions. The adjustments provided
for in connection with the involuntary
liquidation and replacement of inventory
shall nevertheless be made, but only if,
within a period of three years after the
date of the filing of-the income tax re-
turn for the year of replacement, a no-
tice of'deficiency is mailed or a claim for
refund is filed. No credit or refund will
be allowed under such circumstances,
whether within or without such 3-year
period, in the absence of a claim for
refund duly filed; nor will a resulting
deficiency be assessed or collected under
section 272 (d) relating to waivers of re-
strictions. The issuance of the statutory

notice of deficiency or the illing of a
claim for refund are statutory conditions
upon which depend the provisions of sub-
paragraph (E) of the liquidation and re-
placement enactment. The adjustment
authorized by subparagraph CE) is imr-
Ited further to the tax attributable solely
to the replacement -adjustments. The
amount of the adjustment shall be com-
puted by reference to the amount of the
tax previously determined, and without
regard to factors affecting the taxable.
year involved to which no effect was
given in such prior determination. The
tax previously determined shall be as-
certained In accordance with the prin-
ciples stated in section 734 (d) and those
sections of the regulations prescribed
thereunder. Any deficiency paid or any
overpayment credited or refunded un-
der these circumstances shall not be sub-
Ject to recovery on a claim for refund
or a suit for the recovery of an erroneous
refund in any case in which such claim
or suit is based upon factors other than
those giving rise to the adjustments
made.

iSse. 22. Gaos n=cozx-- amended by
secs. 1, 3, Public Salary Tax Act 1939; sacs.
215 (a), 219 (a), Rev. Act 1939; sec3. 110 (a),
111 (a), 112 (a), 113, 114 (a) (b), 116 (a),
116 (a), 117, 118 (a) (b). 119, 120 (a) (d).
127 (d), 131 (c), 162 (c), Rev. Act. 192; sec.
7 (a), Current Tax Payment Act 1941.1

(e) Distributions by corporations. DiLtri-
butions by corporations shall be taxable to
the shareholders as provided In scctlon 115.

(f) Determination of gain or loss. In tho
case of a sale or other disposition of property,
the gain or loss shall be computed as provided
in section 111.

(g) Gross incoo frontm sources within and
without United states. For computation of
gross Income from sources within and with-
out the United States, see cection 119.

(h) Foreign personal holding compaonies.
For provisions relating to grass Income of for-
eign personal holding companc3 and of their
shareholders, see 1ectlon 3,4.

(1) Consent dividends. For Inclusion in
gross Income of amounts speci ied in share-
holders' consents, see ection 28.

(j) Income from iortgags miadc or obliga-
tions issued by foint stecl: land banls. For
taxable status of Income derived from mort-
gages made or obligations Issued by joint
stcck land ban3s, see cection 37 9.

(k) Alimony, ec., income. In the caso of
a wife who Is divorced or legally separated
from her husband under a decree of divorce
or of separate maintenance, periodic pay-
ments (whether or not mode at regular inter-
vals) received subsequent to such decree in
discharge of, or attributable to property trans-
ferred (in trust or othcrwl) in discharge
of a legal obligation which, because of the
marital or family relationship, i- impozed
upon or Incurred by such husband under such
decree or under a written instrument Inci-
dent to such divorce or separation rhal be
includible in the Crozs Income of such wife,
and such naounts received as are attributa-
ble to property so transferred rball not be
Includible in the gro:s Income of such hus-
band. This subsection Ehall not apply to that
part of any such periodic payment rhich the
terms of the decree or written Instrument
ftx, In terms of an amount of money or a
portion of the payment, as a sum which Is
payable for the.upport of miner chlldrem
of such husband. In case any such periedlo
payment is lem than the amount specIfled In
the decree or written, instrument, for the
purpose of applying the preceding cantence,
sucl; payment, to the extent of auch sum

payable for such support , sb be considered
a payment for such support. Installment
payments dlscharging a part of an obligatio
the principal sum of which i", in terms of
money or property, specified in the decrea
or instrument shaH not be considered parl-
cdlo payments for the purposes of this sub-
section; except that an installmnt payment
Pball be considered a periodic payment for
tho purpwea of this subsection If such princi-
pal sum, by the terms of the decree or Instrn-

ent, may ba or s to be paid vthin a period
ending more than 10 years from the date of
such decree or instrument. but only to thq
extent that such installment payment for
the taxable year of the wife (or if more thUan
one such Installment payment for such taxa-
ble year Is received during such taxable yea4
the aggregate of such installment payments)
does not exceed 0 per centun of such princi-
pal sum. For the purposes of the preceding
sentence, the portion of a payment of thE
principal sum which Is allocable to a period-
after the taxable year of the wife in which it
is received shall be considered an installment
payment for the taxabe year In which it is
received. (In cases where-such prlcdIc p3y-
ments are attributable to property of am
estate or property held in trust, see section
171 (b).) [lor:: Under section 120 (g) of
the Revenue Act of 1942 this provision Is
applicable only with respect to taxable years
beginning after December 3, 1941; except
that If the first taxable year beginning alter
December 31. 1941, of the husband does not
begin on the rame day as the first taxable
year beginning after December 31, 1941, of
the wife, this provision shall first become
applcabla in the case of the husband on the
irst day of the wife's first taxable year begin-
ning after December 31, 1941, regardless of
the taxable year of the husband In which
such day alls.1

§ 29.22 (W--1 Alimony and separaft
maintenance payments; income to for-i
nerw fe--(a) IngeneraL Section22 (k)
provides rules for treatment in certain
cases of payments in the nature of or
in lieu of alimony or an allowance for
support as between spouses who are di-
vorced or legally separated under a court
order or decree. For convenience, the
payee spouse will hereafter in this sec-
tion of the regulations be referred to as
the "wife" and the spouse from whom she
Is divorced or legally separated as the
"husband."' See section 3797 (a) (17).

In general, section 22 () requires the
Inclusion in the gross income of the wife
of periodic payments (whether or not
made at regular intervals) received by
her after the decree of divorce or of sep-
arate maintenance. Such periodic pay-c
ments may be received from either of the
two following sources:

(1) In discharge of a legal obligation
which, because of the marital or family
relationship, is imposed upon or incurred
by the husband, or

(2) Attributable to property trans-
ferred (in trust or otherwise) in dis-
charge of a legal obligation which, be.,
cause of the marital or family relation-
ship, Is Imposed upon or incurred by the
husband.

The obligation of the husband must be
imposed upon him or assumed by him
(or made specific) under either of the
following:

(I) A court order or decree divorcing
or legally separating the husband and
wife, or

(2) A written instrument incident to,
such divorce or legal separation.
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.The periodic payments received by the
Wife attributable to property so trans-
ferred and includible in her income are
not to be included in the gross income-
of the husband. See also § 29.171-1 In
cases where such.periodic payments are
attributable to property held in trust.

The purpose and effect of section 22
'(k) may be illustrated, in general, by the
following examples, in which it is as-
sumed that the husband and wife make
their Income tax returns on the calendar
year basis:

Example 1. W sues H for divorce in 1942.
The court awards W temporary alimony of
$25 a week pending the final decree. On
September 1, 1942, the court grants W a
divorce and awards her $200 a month per-
manent alimony. No part of the $25 a week
temporary alimony received prior to the de-
cree Is includible'in W's income under sec-
tio4 22 (k), but the $200 a month received
during the balance of 1942 by W is includible
in her income for 1942. Under section 23
(u), H is entitled to deduct such $200 pay-
ments from his income.

Example 2. W files suit for divorce from H.
In consideration of W's promise to relinquish
all marital rights and not to make public H's
financial affairs, H makes a legally binding
promise In wrlting to W to pay to her $200 a
month if a final decree of divorce is ranted
without any pfovision for alimony. Accord-
ingly, W does not request alimony and no
provision for alimony is made under a final
decree of divorce entered prior to 1942. Dur-
ing 1942, H pays W $200 a month, pursuant
to the promise. The $2,400 thus received by
W Is Includible in ,her gross income under

- the provisions of section 22 (k). Under sec-
tion 23 (u), H Is entitled to a deduction of
$2,400 from his gross income.

Example (3). H and W enter into an ante-
nuptial agreement, under which,, in con-
sideration of W's relinquishment of all
marital rights (including dower) in H's
property, and, in order to provide for W's sup-
port and household expenses, H promises to
pay W $200 a month for her life. Ten years
after their marriage, W sues H for-divorce
but does not ask fot or obtain alimony be-
cause of the provision already made for her
support in the antenuptial agreement.
Likewise, the divorce decree is silent as to
such agreement and H's pbligation to support
W. Section 22 (k) does not apply to such
a case. If, however, the decree were modi-
fied so as to refer to the antenuptial agree-
ment, or lf.at the time of the divorce, ref-
erence had been made to the antenuptial
agreement in the court's decree or in a writ-
ten Instrument incident to the divorce, sec-
tion 22 (k) would require the inclusion of the

* payments received by W after the decree In
her Income for taxable years beginning after
December 31, 1941. (As to including such
payments In the wife's income, if made by a
trust created under the antenuptial agree-
ment, regardless of whether referred to In
the decree or a later instrument, see
§ 29.171-1.)

Section 22 (k) applies only where the
legal obligation being discharged arises
out of the family or marital relationship
In recognition of the general obligation
to support, which is made specific by the
instrument or decree. Thus, section
'22 (k) does not apply to that part of any
periodic payment which is attributable to
the repayment by the husband of, for
example, a bona fide loan-'previously
made to him by the wife, the satisfaction
of which is specified in the divorce de-
cree as a part of the general settlement
between the husband and wife.

Periodic payments are includible in
the wife's income under section 22 (k)
only for the taxable year in which re-
ceived by her. As to such amounts, the
wife is to be treated as if she makes her
income tax returns on the cash receipts
and disbursements basis, regardless of
whether she normally makes such re-
turns on the accrual basis. However, if
the, periodic payments described in sec-
tion 22 (k) are to be made by an estate

- or trust, such periodic payments are to be
included in the wife's taxable year in
which they are includible according to
the rules as to income of estates and
trusts provided in sections 162, 164, and
171(b), whether or not such payments
are made out of the income of such
estates or trusts.

(b) Alimony income attributable to
property. The full amount of periodic
payments received under the circum-
stances described in section 22 (k) is re-
quired to be included in the gross income
of the recipient whether such amounts
are derived, in whole or in part, from in-
come received or accrued by the scurce
to which such payments are attributable.

* Thus, it matters not that such payments
,are attributable to property in trust, to
life insurance, endowment, or annuity
contracts, or to any other Ainterest in

-property, or- are-paid directly or indi-
rectly by- the obligor husband from his

' income or capital. For example, if in
order to meet an alimony obligation of
$500 a month, the husband purchases or
assigns for the benefit of his former wife
a commercial annuity contract paying
such amount, the full $500 a month re-
ceived by the wife is-includible in her in-
come, and no part of such amount, is in-

- cludible in the husband's income or de-
ductible by him. See section 22 (b) (2)

- (A) and § 29.22 (b) (2)-4. Likewise, if
property is transfbrred by the husband,
subject to an annual charge of $5,000,

- payable to his former wife in discharge
of his alimony obligation under the di-
vorce decree, the $5,000 received annual-
ly is, under section 22 (k), includible in
the .wife's income, regardless of whether
such amount is paid out' of income or
principal of the property.

* The same rule applies to perodic pay-
ments attributable to property in trust.
The full amount of periodic payments to
which section 22 (k) applies is includible

- in the wife's income, regardless of
whether such payments are made out of
trust income. This rule applies even
though under the law applicable to tax-
able years beginning before January 1,
1942, only the income of a trust for the
benefit of the divorced wife was taxable
to her. Such periodic payments are to
be included in the wife's income under
section 22 (k) and are to be excluded
frdm the husband's income, even though

- the income of the trust would otherwise
be includible in his income under section
22 (a), section 166, section 167, or any
other section of the Code or these regu-
lations. As to periodic payments re-
ceived by a former wife attributable to
property in trust in cases to which sec-
tion 22 (k) does not apply because the
husband's obligation is not specified in
the decree or an instrument incident

thereto, see s e c t ion 171 (a) and
§ 29.171-1.

Section 22 (k) does not apply to that
part of any periodic payment attribut-
able to that portion of any interest in
property transferred In discharge of the
husband's obligation under the decree or
instrument incident thereto, which In-
terest originally belonged to the wife, It
will apply, however, If she received such
interest from her husband In contempla-
-tion of or as anincident to the divorce
or separation without adequate and full
consideration in money or money's
worth, other than the release of the hus-
band or'his property from marital obli-

cgations. An example of the first rule is
a case where the husband and wife trans-
fers securities, which were owned by
them jointly, in trust to pay an annuity
to the wife. In this case, the full amount
of that part of the annuity received by
the wife in discharge of the husband's
-obligation under the decree, or Instru-
,ment incident thereto, Is taxable to her
'under section 22 (k), while that portion
-of the annuity attributable to the wife's
interest in the securities so transferred is
taxable to her only to the extent It Is
out of trust income, as provided in sec-
tion 162. If, however, the husband's

.transfer of an Interest In his property
to his wife, preliminary to a transfer of
-such property In discharge of his obli-
Sgation, is made In an attempt to avoid
-the application of section 22 (k) to part
of such payments received by his wife,
such transfers will be considered as a
part of the same transfer by the husband

-of his property In discharge of his obli-
gation. In such a case, section 22 (k)
will be applied to the full amount re-

-ceived by'the wife. As to periodic pay-
ments received under a joint purchase of
9, commercial annuity contract, see
§ 29.22 (b) (2)-4.

(c) Alimony installment payments.
In general, installment payments dis-
charging a part of an obligation the
principal sum of which Is, in terms of
money or property specified in the decree
of divorce or legal separation, or in an
instrument incident thereto, are not con-
sidered "periodic payments" and there-
fore are not to be Included under section
22 (k) in the wife's income. An excep-
tion to this general lule is provided, how-
ever, in cases whtre such principal sum,
by the terms of the decree or such in-
strument, may be or is to be paid within
a period ending more than 10 years from
the date of such decree or Instrument.
In such cases, the installment payment
is considered a periodic payment for the
purposes of section 22 (k) but only to the
extent that the installment payment, or
sum of the installment payments, re-
ceived during the wife's taxable year

- does not exceed 10 percent of the prin-
cipal sum. This 10 percent limitation
applies to installment payments made In
advance but does not apply to delin-
quent installment payments for a prior
taxable year of the wife made during
her taxable year.

The rule as to Installment payments
may be illustrated by the following ex-
amples:
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Example (1). Under the terms of a divorce
decree; H is to pay W a gross sum of $100,000
in four annual installments. NG part of the
$100,000 is includible in Ws Income under
section 22 (k) nor deductible by H.

Example (2). A divorce decree in 1940 pro-
vides that H Is to pay V $20,000 each year for
the next 5 years, beginning with the date of
the decree and then $5,000 each year for the
next 10 years. Assuming the wife makes her
returns on the calendar year basis, each pay-
ment recelved in 1942, 1943, and 1944 Is a pe-
riodic payment under section 22 (k), but only
to the extent of 10 percent of the principal
sum of $150,000. Thus for such taxable years,
only $15,000 of the $20,000 received is Includ-
ible under section 22 (k) in the wife's income
and is deductible by the husband under sec-
tion 23 (u). For the years 1945-1954, Inclu-
sive, the full $5,00 received each year by the
wife Is includible In her income and Is de-
ductible from the husband's income.

Example (3). Under the terms of a separa-
tion agreement Incident to divorce granted in
December 1941, H agrees to payW $500 on the
1st day of each month, beginning with the
month after the decree, for 12 years. Wmakea
her income tax returns on the calendar year
basis while H makes his returns on the basis
of the fiscal year ending June 30. H makes
the promised payments in 1942 and, in addi-
tion, on-December 31, 1942, pays W $1,500 as
an advance payment of Installments for the
next three months. In the calendar year 1943,
H makes no payments at all because of flnan-
clal straits. On January 1, 194, H inherits
$15,000, which he Immediately pays to W in
satisfacti6n of-not only his back alimony in-
stallments for the last 9 months of 1943 but
also his alimony Installments for the next 21
months. The results as to H and W are s
follows:

As to W: In the calendar year-1942, W rg-
ceived $7,500. Since 10 percent of $72,000 (the
principal sum) is $7,200, only $7,200 of the

'$7,500 so received is includible in her income
for 1942. For 1943, nothing -is includible in
her Income inder section 22 (k). In 194, 7
.received $15,000. Of this amount $4 600 is in
payment of back installments and, therefore,
Is includible without limitation in her income
for 1944 Of the balance of $10,500, only $7,200
-is fncludible In her income for 1944.

As to H: For the taxable year ended June
-20, 192,H paid $6,000, of which only $3,00Q Is
deductible by H since only that much of the

-$6.000 was paid in the-wife's first taxable ydar
beginning nfter December 31, 1941. In the
taxable year ended June 30, 19413, H paid W
$4,500, which, not being In excess of 10 percent
of the principal sum, is deductible for such
year. In his taxable year ended June 30,
194, H paid $15,000; of -which $11,700 (the'
sum of $4,500 and $7,200) Is deductible.

(d) Payments for support of minor
children. Section 22 (k) does not apply
to that part of any periodic payment
which, by the terms of the decree or the
written instrument under section 22 (k),
is specifically designated as a sum pay-
able for the support of minor children
of the husband. The statute prescribes
the treatment in cases where an amount
or portion is so xed but the amount of
any periodic payment is less than the
amount of theperiodic payment specified
to be made. In such cases, to the extent

- of the amount which would be payable
for the support of such children out of
the originally specified periodic pay-

-ment, such periodic payment is consid-
ered a payment for such support. For
example, if the husband is by terms of
the decree required to pay $200 a month
to his divorced wife, $100 of which Is
designated by the decree to-be for the
support of-their minor children, and the

husband pays only $150 to his wife, $100
Is nevertheless considered to be a pay-
ment by the husband for the support of
the children. If, however, the periodic
payments are received by the wife for the
supporb and maintenance of herself and
of minor children of the husband with-
out such specific designation of the por-
tion for the support of such children,
then the whole of such amounts is In-
cludible in the income of the wife as pro-
vided in section 22 (W). Except in cases
of a designated amount or portion for
the support oftthe husband's minor chil-
dren, periodic payments described in sec-
tion 22 (k) received by the wife for her-
self and any other person or persons are
includible in whole in the wife's income,
whether or not, the amount or portion
for such other person or persons Is desig-
nated. As to treatment of such amounts
with respect to credit for dependents
and head of family exemption, see sec-
tions 25 (b) (2) (A) and 401 (a) (2) and
§§ 29.25-4 and 29.25-6.

ISre. 22. Gnoss nco-m--s amended by
secs. 1, 3, Public Salary Tax Act 19; secs.
215 (a), 219 (a), Rev. Act I939; rces. 110 (a),
111 (a), 112 (a). 113, 111 (a) (b), 115 (a),
116 (a), 117, 118 (a) (b), 110, 120 (a) (d),
127 (d), 134 (c), 162 (c), Rev. Act 19U; ree.
7 (a), Current Tax Payment Act 1043.]
(1) Income of decedenta. For ncluaion in

gross income of certain amounts which con-
stituted gross income in rpect of a dece-
dent, see section 120.
Szc. 23. x)=ucr ,S =.oZ GMOS3 n.0o=a [as

amended by secs. 211 (a). 224, Rev. Act. 1939;
sees. 301, 508 (b), 2d Rev. Act 1940; cee, 10
(b), 1ceas Profits Tax amendments 1941;
sec. 202 (a), Rev. Act 141; scs. 105 (Q), 120
(b), 121 (a) (c), 2, 123 (a), 124 (a), 12,
026 (a), 127 (a) (c), 128, 134 (d). 153 (b),

162 (b), Rev. Act 19421.
In computing net income there shall be

alloved as deductions:
(a) Ezpcnscs-(1) Trade or busfnes ex-

penscz-(A) In generaL All the ordinary
and necessary expense paid or Incurred
during the taxable year In carrying on any
trade or busness, including a reasonable al-
lowance for mlarles or other compensation
for personal services actually rendered;
traveling expense3 (including the entire
amount expended for meals and lodging)
while away from home in the purMit of a
trade or business; and rentals or other pay-
ments required to b made as a condition
to the continued use or po=.=ion, for pu-
poses of the trade or busines, of property to
which the taxpayer has not taken or is nt
taking title or in which he has no equIty.c
(B) Corporate charitable contribution=.

No deduction shall ha allowable under sub-
paragraph (A) to a corporation for any con-
tribution or gift which would be allowable as
a deduction under subsectlon (q) V'*ero It not
for the 5 per centum limitation therein con-
tained and for the requirement therein that
payment must b6 made within the taxable
year.
(C) Expenditures for adrcrtitsng and

good wil. If a corporation haa, for the pur-
pose of computing Its excess profits credit
under Chapter 2E, claimed th3 benefits of
the election provided in rctton '733. no de-
duction shall be allowable under subpara-
graph (A) to such corporation for expndl-
tures for advertising or the promotion of
good will which, under the rules and regu-
latfdns prescribed undcr section 733 (a), may
be regarded as capital investments.
(2) Non-trade or non-business cxpenses.

In the case of an Individual, all the ordinary
and necessary expenes paid or ncurrcd
during the taxable year for the production or
collection of income, or for the manago-

mcnt, conervation, or maintenance of
property held for the prcduction of income.

§ 29.23 (a)-I Business expenses. Busi-
ness expenses deductible from gross in-
come include the ordinary and necessary
expenditures directly connected with or
pertaining to the taxpayer's trade or
business, except the classes of items
which are deductible under sections
23 (b) to 23 (z), inclusive, and the regu-
lations thereunder. Double deductions
are not permitted. Amounts deducted
under one provision of the Internal
Revenue Code cannot again be deducted
under any other provision thereof. As
to charitable contributions by corpora-
tions not deductible under section 23 (a),
see § 29.23 (a)-13. The cost of goods
purchased for resale, with proper adjust-
ment for opening and closing Inventories,
is deducted from gross sales in comput-
ing gross income. (See § 29.22 (a)-5.)
Among the items included in business
expenses are management expenses,
commissions (but see § 29.24-2), labor,
supplies, incidental repairs, operating
expenses of automobiles used in the
trade or business, traveling expenses
while away from home solely in the
pursuit of a trade or business (see
§29.23 (a)-2.), advertising and other
selling expenses, together with Insur-
ance premiums against fire, storm, theft,
accident, or other similar- losses in
the case of a business, and rental for the
use of business property. Penalty pay-
ments with respect to7 Federai taxes,
whether on account of negligence, de-
linquency, or fraud, are not deductible
from gross income. The full amount of
the allowable deduction for ordinary and
necessary expenses n carrying on a busi-
ness Is nevertheless deductible, even
though such expenses exceed the gross
Income derived during the taxable year
from such business. As to items not de-
ductible under any provision of section
23, see section 24.

§29.23 Ca)-2 T-raveZing expenses.
Traveling expenses, as ordinarily under-
stood, include rdilroad fares and meals
and lodgings. If the trip is undertaken
for other than business-Doirposes, the
railroad fares are personal expenses and
the meals and lodging are living ex-
penses. If the trip s solely on business,
the reasonable and necessary traveling
expenses, including railroad fares, meals,
and lodging, are business expenses.

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

(b) If an individual receives a salar
and is also paid his actual traveling ex-
penses, he shall include in gross income
the amount so repaid and may deduct
such expenses.

(c) If an individual receives a salary
and also an allowance for meals and
lodging, as, for example, a per diem al-
lowance in lieu of subsistence, the
amount of the allowance should be In-

14913

HeinOnline -- 8 Fed. Reg. 14913 1943



FEDERAL REGISTER, Wednesday, November 3, 1943

eluded 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 -inci-
dent to travel and claimed as a deduc-
tion.

Claim for the deductions referred to
herein must be substantiated, when re-
quired by the Commissioner, by evi-
dence showing in detail the amount and
nature of the expenses incurred.

Commuters' fares are not considered
as business expenses and are not de-
ductible.

§29.23 (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 actu-
ally consumed and used in operation dur-
ing the year for which the return is
made, provided that the cost of such
materials and supplies has not been de-
ducted in determining the net income
for any previous year. If a taxpayer car-
ries incidental materials or supplies on
hand for which no record of consump-
tion is kept or of which physical in-
ventories at the beginning and end of
the year are not taken, it will be per-
missible for the taxpayer to include in
his expenses and deduct from gross in-
come the total cost of such supplies and
Inaterials as were purchased during the
year for which the return is made, pro-
vided the net income is clearly reflected
by this method.

§ 29.23 (a)-4 Repairs. The cost of
Incidental repairs which neither materi-
ally add to the value of the property nor
appreciably prolong its life, but keep it
in an ordinarily efficient operating con-
dition, may be deducted as expense, pro-
vided the plant or property account is
not increased by the amount of such ex-
penditures. Repairs In the nature of re-
placements, to the extent that they ar-
rest deterioration 'and appreciably pro-
long the life of the property, should be
charged against the depreciation reserve
if such account is kept. (See §§ 29.23
(D-1 to 29.23 (1)-10, inclusive.)

§ 29.23 (a)-5 Professional expenses.
A professional man may claim as deduc-
tions the cost of supplies used -by him in
the practice of his profession, expenses
paid n the operation and repair of an
automobile used in making professional
calls, dues to professional societies and
subscriptions to professional journals,
the rent paid for office rooms, the cost
of the fuel, light, water, telephone, etc.,

used in such offices, and the hire of office
assistants. Amounts currently expended
for books, furniture, and professional in-
struments and equipment, the useful life
of which is short, may be deducted.

§ 29.23 (a)-6 Compensation for Per-
sonal services. Among the ordinary and
necessary expenses paid or incurred in
carrying on any trade or business may lie
included a reasonable allowance for sal-
aries or other compensation for personal
services actually rendered. The test of
deductibility in the case ofcompensation
payments is whether they are reasonable
and are in fact payments purely for serv-
ices. This test and its practical appli-
cation may be further stated and illus-
trated as follows:

(a) Any amount paid in the form of
compensation, but not in fact as the pur-
chase price of services, is not deductible.
(1) An ostensible salary paid by a cor-
poration may be a distribution of a divi-
dend on stock. This is likely to occur in
the case of a corporation having few
shareholders, practically all of whom
draw salaries. If in such a case the
salaries are in excess of those ordinarily
paid for similar services, and the exces-
sive payments correspond or bear a close
relationship to the stock holdings of the
officers or employees, it would seem likely
that the salaries are not piid wholly for
services rendered, but that the excessive
payments are a distribution of earnings
upon the stock. (2) An ostensible sal-
ary may be in part payment for property.
This may occur, for example, where a
partnership sells out to a corporation, the
former partners agreeing to continue-in
the service of the corporation. In such
a case it may be found that the salaries
of the former partners are not merely for
services, but in part constitute payment
for the transfer of their business.

(b) The form or method of fixing com-
pensation is not decisive as to deductibil-
ity. While any form of contingent com-
pensation invites scrutiny as a possible
distribution of earnings ofthe enterprise,
it does not follow that payments on'a
contingent basis are to be treated funda-
mentally on any basis different from that
applying to compensation at a flat rate.
Generally speaking, if contingent com-
pensation is paid pursuant to a free bar-
gain between the employer and the indi-
vidual made before the services are ren-
dered, not influenced by any considera-
tion on the part of the employer other
than that of securing on fair and advan-
tageous terms the services of the indi-
vidual, it should be allowed as a deduction
even though in the actual working out of
the contract it may prove to be greater
than the amount which would ordinarily
be paid.

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

§ 29.23 (a)-7 Treatment of excessive
compefisation. The income tax liability
of the recipient in respect of an amount
ostensibly paid to him as compensation,
but not allowed to be deducted as such
by the payor, will depend upon the cir-
cumstances of each case. Thus, In the
case of excessive payments by corpora-
tions, if such payments correspond or
bear a close relationship to stock hold-
ings, and are found to be a distribution of
earnings or profits, the excessive pay-
ments will be treated as a dividend. If
such payments constitute payment for
property, they should be treated by the
payor as a capital expenditure and by the
recipient as part of the purchase price.
In the absence of evidence to justify other
treatment, excessive payments for sal-
aries or other compensation for personal
services will be included in gross income
of the recipient and subjected to both
normal tax and surtax. -

§ 29.23 (a)-8 Bonuses to employees.
Bonuses to employees will constitute al-
lowable deductions from gross income
-when such payments are made in good
faith and as additional compensation for
the services actually rendered by the'
,employees, provided such payments,
when added to the stipulated salaries,
do not exceed a reasonable compensa-
tion for the services rendered. It is Im-
material whether such bonusds are paid
in cash or in kind or partly In cash and
partly in kind. Donations made to em-
ployees and others, which do not have
in them the element of compensation or
are in excess of reasonible compensation
for services, are not deductible from
gross income.

§ 29.23 (a)-9 Pensions; cd'mpensation
for injuries. Amounts paid by a tax-
payer for pensions to retired employees
or tor their families or others dependent
upon them, or on account of injuries re-
ceived by employees, and lump-sum
amounts paid or accrued as compensa-
tion for injuries, are proper deductions
as ordinary and necessary expenses.
Such deductions are limited to the
amount not compensated for by Insur-
ance or otherwise. When the amount
of the salary of an officer or employee Is
paid for a limited period after his death
to his widow or heirs, in recognition of
the services rendered by the Individual,
such payments may be deducted. As to
-deductions for payments to employees'
pension trusts, see section 23 (p).

§ 29.23 (a)-lO 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 landlord for business property are
additional rent and constitute a deduct-
ible Item to the tenant and taxable In-
come to the landlord, the amount of the
tax being deductible by the latter. The
cost borne by a lessee in erecting build-
ings or making permanent improve-
ments on ground of which he is lessee
is held to be a capital investment and
not deductible as a business expense.
In order to return to such taxpayer his
investment of capital, an annual dedu0-
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tion may be made from gross income-
of an amount equal to the total cost. of
such improvements divided by the num-
ber of years remaining of the term of
lease, and such deduction shall be in lieu
of a deduction-for depreciation. If the
remainder of the term of lease is greater
than the prollable life of the buildings
erected, or of the improvements made,
this deduction shall take the form of an
aliowance for -depreciation.

In cases in which the lease contains
an unexercised option of renewal, the
matter of spreading such depreciation or
amortization over the term of the orig-
inal lease, together with the renewal
period or periods, depends upon the
facts in the particular case. As a gen-
eral rule, unless the lease has been re-
newed or the facts show with reasonable
certainty that the lease will be renewed,
the cost or other basis of the lease or the
cost of improvements shall be spread
only over the number of years the lease
has to run, without taking into account
any right of ienewal However, if the
taxpayer for any taxable year ending
prior to December 31, 1939, has been
allowed such depreciation or amortiza-
tion on the basis of spreading the cost
or other basis of such lease or improve-
ments over the-number of years thelease
has to run, including any exercised or
unexercised renewal period or periods,
and such taxable year has been closed

- on that basis. and the tax for that year
cannot be redetermined, then the tax-
payer May for subsequent taxable-years -
take deductions on such basis if within
90 days after the approval of Part 24 of
this chapter (approved December 6,
1939) or within such later period as may
be spbcified by the Commissionerhe files
Form 969, in'duplicatr, with the Com-
missioner of Internal Revenue, Wash-
ington, D. C., gttenion of the Income
Tax UnitRecords Division, signifying his
election to have deductions in respect of
such items determined upon such basis,
and expressly waives his right to claim
or rec-ive 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 num-
ber 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 casecthe life
of the improvements is less than the
number of -years the lease has to run,
including the renewal period if properly
to be considered, the deduction for de-
preciation with respect to such improve-
ments shall be spread only over such-life.

§ 29.23 (a)-ll Expenses of farmers,
A farmer who operates a farm. for profit
is entitled to deduct from gross income
as necessary expenses all amounts ac-
tually expended in the carrying on of
the busin ss of farming. The cost of or-
dinary tools of short life or small cost,
such as hand tools, including shovels,
rakes, etc., may be. deducted.. The cost
of feeding and raising live stock may be
treated as an expense deduction, in so far
as such cost represents Eitual outlay, but
not including the value of farm produce
grown upon the farm or the labor of the
taxpayer. Where a farmer is engaged in

producing crops which take more than
a year from the time of planting to the
process of gathering and disposal, ex-
penses deducted may, with the consent
of the Commissioner (see § 29.41-2), be
determined upon the crop basis, and such
.deductions must be taken in the year in
which the gross income from the crop
has been realized. The cost of farm
machinery, equipment, and farm build-
ings represents a capital Investment and
Is not an allowable deduction as an item
of expense. Amounts expended in the
development of farms, orchards, and
ranches prior to the time when the pro-
ductive state is reached may be regarded
as investments of capital. Amounts ex-
pended in purchasing work, breeding, or
dairy animals are regarded as invest-
ments of capital, and may be depreciated
unless such animals are included in an
inventory in accordance with § 29.22
(a)-7. The purchase price of an auto-
mobile, even, when wholly used In carry-
ing on farming operations, is not de-
ductible, but is regarded as an Invest-
ment of capital. The cost of gasoline,
repai, and upkeep of an automobile if
used wholly in the business of farming
is deductible as an expense; if used
partly for business purposes and partly
for the pleasure or convenience of the
taxpayer or his family, such cost may be
apportioned according to the extent of
,the use for purposes of business and
pleasure or convenience, and only the
proportion of such cost justly attribu-
table to business purposes is deductible
as a necessary expense. If a farm is
operated for recreation or pleasure and
not on a commercial basis, and if the en-
penses incurred in connection with the
farm are in excess of the receipts there-
from, the entire receipts from the sale of
products may be Ignored In rendering a
return of Income, and the expenses In-
curred, being regarded as personal ex-
penses, will not constitute allowable de-
ductions. (See also §§ 29.22 (a)-7, 29.23
(e)-5, and 29.23 ()-l0.)

§ 29.23 (a)-12 Depositors' guaranty
fund. Banking corporations which pur-
suant to the laws of the States in which
they are doin business are requlred to
set apart, keep, and maintain in their
banks the amount levied and assessed
against them by the State authorities as
a 'Daposltors' guaranty fund," may

-deduct from their gros income the
amount so set apart each year to this
fund; Provided, That such fund. when set
aside and carried to the credit of the
State banking board or duly authorized
State officer, ceases to be an asset of the
bank and may be withdrawn in whole
or in part upon demand by such board
or State officer to meet the needs of these
officers in reimbursing depositors in In-
solvent banks; And provtdcd further;
That no Portion of the amount thus set
aside and credited is returnable under
the laws of the State to the assets of the
banking corporation. If, however, such
amount is simply set up on the books of
the bank as a reserve to meet a contin-
gent liability and remains an asset of the
bank, it will not be deductible except as It
Is actually paid out as required by law
and upon demand of the proper State
officers.

§ 29.23 (0-13 Corporate contri-ba-
tions. No deduction is allowable under
section 23 (a) for a contribution or gift
by a corporation If any part thereof is
dedu.tible under section 23 (q). Thus,
for example, if a corporation makes a
contribution of $5,000, only $4,003 of
which Is deductible under section 23 (q)
(whether because of the 5percentlimita-

"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) (1) and this section apply only
to payments which are in fact contribu-
tions or gifts* to organizations described
In section 23 (q). For example, pay-
ments by a street railway corporation to
a local hospital (which is a charitable
organization within the meaning of sc-
tlon 23 ()) in consideration of a binding
obligation on the part of the hospital to
provide PhospitaI services and facilitis'
for the corporation's employees are not
contributions or giftswithin themeaning
of section 23 (q) and may be deductible
under section 23-(a) if the requirements
of that section are othervise satisfi-d.

.Donations to organizations other than
those described in section 23 (q) which
bear a direct relationship to the corpora-
tion's business and are made vith a rea-
sonable expectation of a financial return
commensurate with the amount of the
donation may constitute allowable de-
ductions as business expenses. por ex-
ample, a street railway corporation may
donate a sum of money to an organiza-
tion (of a class not referred to in section
23 (q)) intending to hold a convention
in the city in which it operates, with a
reasonable expectation that the holding
of such convention will augment Its in-
come through a greater number of people
using Its car

§ 29.23. (a-14 Ezxpenditures for ad-
vertlsing Or Promotion, Of good will. A
corporation which has for the purpose
of computing its excess profits credit,
elected under sectio 733 to charge to
capital account expenditures for adver-
tising or the promotion of good wil
which may be regarded as capital invest-
ments and which were deducted for tax-
able years beginning after December 31,
1935, and prior to January 1. 194 0, may
nob deduct simiTar expenditures for the
taxable year. Such a taxpayer has the
burden of proving that expenditures for
advertising or the promotion of good will
which it seeks to deduct for such later
taxable years may not be reg-arded as
capital investments under the provisions
of the regulations prescribed under sec-
tion 733. For rules for determining
what expenditures for advertising or the
promotion of good will may be regarded
as Capital investments, and for informa-
tion required to be submitted with re-
spect to such expenditures, see § 3.733-2
of this chapter.

§ 29.23 (a)-15 Nontrae or nzonbusf-
vecs expevse--(a) In general. Subject
to the quallifcations and limitations in
chapter 1 and particularly in section 24,
an expense may be deducted under sec-
tion 23 (a) (2) only upon the condition
thatz
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(1) It has been paid or Incurred by
the taxpayer during the taxable year (I)
for the production or collection of in-
come which, if and when realized, will be
required to be included in income for
Federal income tax purposes, or (ii) for
the management, conservation, or main-
tenance of property held for the produc-
tion of such income; and

(2) It is an ordinary and necessary
expense for either or both of the pur-
poses stated in (1) above.

The term "income" for the purpose of
section 23 (a) (2) comprehends not
merely income of the taxable year but
also income which the taxpayer has real-
ized in a prior taxable year or may real-
Ize in subsequent taxable years; and is
not confined to recurring income but ap-
plies as well to gains from the disposi-
tion of property. For example, if de-
faulted bonds, the interest from which
If received would be includible in income,
are purchased with the expectation of
realizing capital gain on their resale,
even though no current yield thereon is
anticipated, ordinary and necessary ex-
penses thereafter incurred in connec-
tion therewith are deductible. Similar-
ly, ordinary and necessary expenses in-
curred In the management, conservation
or maintenance of a building devoted to
rental purposes are deductible notwith-
standing that there is actully no income
therefrom in the taxable year, and re-
gardless of the manner in which or the
purpose for which the property in ques-
tion was acquired. Expenses incurred in
managing, conserving, or maintaining
property held for investment may be de-
ductible under . this provision even
though the property Is not currently
productive and there is no likelihood
that the property will be sold at a profit
or will otherwise be productive of in-
come and even though the property is
held merely to minimize a loss with re-
spect thereto. The expenses; however,
of carrying-on transactions, which do
not constitute a trade or business of the
taxpayer and are not carried on for the
production or collection of income or for
the management, conservation, or main-
tenance of property held for the produc-
tion of income, but which are carried on
primarily as a sport, hobby, or recreation
are not allowable as nontrade or non-
business expenses.

Expenses, to be deductible under sec-
tion 23 (a) (2), must be "ordinary and
necessary," which presupposes that they
must be reasonable in amount and must
bear a reasonable and proximate rela-
tion to the production or collection of
taxable income or to the management,
conservation, or maintenance of prop-
erty held for the production of income.

(b) Except for the requirement of
being ingcurred in connection with a
trade or business, a deduction under this
section is subject to all the restrictions
and limitations that apply in the case of
the deduction under section 23 (a) (1)
(A) of an expense paid or incurred in
carrying on any trade or business. This
includes restrictions and limitations con-
tained in section 24. Section 24 (a) (5)
disallows any amount otherwise allow-

able as a deduction (whether under sec-
tion 23 (a) (2) or otherwise), which is
allocable to one or more clases of tax-
exempt income, other than interest, and
has the effect in additi6n of disallowing
a deduction under section 23 (a) (2) for
amounts otherwise allowable under that
section which are allocable to tax-
exempt interest. Thus, any amount al-
locable to the production or collection
of one or more classes of income which
Is not includible in gross income or to
the management, conservation, or main-
tenance of property held for the produc-
tion of such income is not deductible
under section 23 (a) (2). Nor does sec-
tion 23 (a) (2) allow any expenses which
are disallowed by any of the provisions
of chapter 1.

Capital expenditures, and expenses of
carrying on transactions which do not
constitute atrade or business of the tax-
payer and are not carried on for the pro-
duction or collection of income or for the
management, conservation, or mainte-
nance of property held for the produc-
tion of income; but which are carried on
primarily as a sport, hobby, or recrea-
tion are not allowable as nontrade or
nonbusiness expenses. The question
whether or not a transaction is carried
on primarily for the production of in-
come or for the management, conserva-
tion, or maintenance of property held for
the production or collection of income,
rather than primarily as a sport, hobby,
or recreation, is not to be determined
solely from the intention of the tax-
payer but rather from all the circum-
stances of the case, including the record
of prior' gain or loss of the taxpayer in
the activity, the relation between the
type of activity and the principal occu-
pation of the taxpayer, and the uses to
which the property or what it produces'
is put by the taxpayer.

Among expenditures not allowable un-
der section 23 (a) (2) are the followingt
Commuters' expenses; expenses of tak-
ing special courses or training; expenses
for improving pertonal appearance; the
cost of rental of a safe-deposit box for
storing jewelry and other personal ef-
fects; and expenses such as expenses in
seeking employment or in placing one-
self in a position to begin rendering per-
sonal services for compensation, cam-
paign expenses of a candidate for pub-
lic office; bar examination fees and other
expenses incurred in securing admission
to the bar, and corresponding fees and
expenses Incurred by physicians, den-
tists, accountants, and other taxpayers
for securing the right to practice their
respective professions.

Fees for services of investment counsel,
custodian fees, clerical help, office rent,
and similar expenses paid or incurred by
a taxpayer in connection with invest-
,ments held by him are deductible under
section 23 (a) (2) only if (1) they are
pald'or incurred by the taxpayer for the
production or collbction of income, or
for the management, conservation, or
maintenance of investments held by him
for the production of income; and (2)
they are ordinary and necessary under
all the circumstances, having regard to

the type of Investment and to the rela-
tion of the taxpayer to such investment.

Ordinary and riecessary expenses in
connection with the management, con-
servation, or maintenance of property
used as a residence by the taxpayer or
acquired by him for such use are not de-
ductible, even though the taxpayer makes
efforts to sell the property at a profit or
to convert It to income-producing pur-
poses, and even though the property is
not occupied by the taxpayer as a resi-
dence, unless prior to the time that such
expenses are Incurred the property has
been rented or otherwise appropriated to
income-producing purposes by some
affirmative act and has 'not been recon-
verted.

Expenditures incurred by an admin-
istrator or executor In securing the proc-
esses and orders of the court having
jurisdiction over the probate of the
estate, or in collecting the assets of the
estate (other than Income which, If and
when realized, must be reported by the
estate for income tax purposes), or in
adjusting claims against the decedent,
or in distributing.the remaining assets
to the beneficiaries, or in conserving the
assets for ultimate distribution to the
parties entitled thereto, are not de-
ductible under this section. Ordinary
and necessary expenses, however, which
are paid or incurred during the taxable
year by an administrator or executor for
the production or collection of Income
which, if and when realized, must'be re-
ported by the estate for income tax pur-
poses, such as fees for collecting rents on
property In the estate of the decedent, or
for collecting interest or dividends on
securities in that estate, or which are
paid or incurred during the taxable year
for the management, conservation, or
maintenance of property in the estate of
the decedent held for the production of
Income, the income from which, If and
when realized, must be reported by the
estate for income tax purposes, such as
expenditures for Insurance or repairs, or
expenditures of a similar nature, are de-
ductible under this section at the option
of the taxpayer notwithstanding- that
deductions therefor are allowable under
section 812 (b) in computing the gross
estate subject to the estate tax, provided
the requisite statement and waiver are
fled. See section 162 (e).)

The ordinary expenditures of adminis-
tration incurred In a receivership or
bankruptcy proceeding are not deduct-
ible. Such expenditures Include expendi-
tures incurred in the performance of the
ordinary duties of a receiver or trustee In
bankruptcy, as, for example, fees paid to
the attorney for the petitioning creditors,
fees paid to the appraisers, and disburse-
ments which are made in connection with
the proceeding and which look toward
the collection of the assets and their pres-
ervation pending ultimate distribution to
the parties entitled thereto.

Reasonable amounts paid or incurred
by a trustee on accor'nt of trustees' fees
and other expenses which are ordinary
and necessary in connection with the
production or collection of trust income
or with the management, conservation,
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or maintenance of trust Property held for
the production of income are deductible,
notwithstanding that the trust Is not en-
gaged in a trade or business.

Reasonable amounts paid or incurred
for the services of a guardian or commit-
tee for a ward or minor, and other ex-
penses of guardians and committees
which are ordinary and necessary, In con-
nection with the production or collection
of income inuring to the ward or minor,
or in connection with the management,
conservation, or maintenance of prop-
erty, held for the production of income,
belonging to the ward or minor, are de-
ductible.

It is immaterial whether the expenses
of fiduciaries are paid from the corpus of
the estate or from income. Expenses de-
rive their character not from the fund
from which they are paid, but from the
-purposes for which they are incurred.

Expenditures incurred in defending or
perfecting title to property, in recovering
property (other than investment proper-
ty and amounts of income which, if and
when recovered, must be included in in-
come), or in. developing or improving
property, constitute a part of the cost
of the property and are not deductible
expenses. -Attorneys' fees paid in a suit
to quiet title to lands are not deductible;
but if the suit is also to collect accrued
rents thereon, that portion of such fees
is deductible which is -properly allocable
to the services renderedin collecting such
rents. Expenditures incurred in protect-
ing or asserting one's rights to property
of a decedent as hei- or legatee, or as
beneficiary under a testamentary trust,
are not deductible expenses. Expendi-
tures incurred for the purpose of prepar-
ing tax returns (except tc the extent such
returns relate to taxes on property held
for the production of income), for the
purpose of recovering taxes (other than
recoveries required "to be included in in-
come), or for the purpose of resisting a
proposed additional assessment of taxes
(other than taxes on property held for
the production of income) are not de-
ductible expenses under this section, ex-
cept that part thereof which the taxpayer
clearly shows to be properly allocable to
the recovery of interest required to be in-
cluded in income.

The deduction of an item otherwise
allowable under section 23 (a) (2) will
not be disallowed simply because the tax-
payer also had an election under chap-
ter 1 to treat it as a capital expenditure,
rather than to deduct it as an expense.
(See section 24 (a) (7).) Where, how-
ever, the item may properly. be treated
only as a capital expenditure or where it
was properly so treated under an option
granted in chapter 1, no deduction Is
allowable under this section; and this is
true regardless of whether ally basis ad-
justment is allowed under section 113.

(c) The provisions of section 23 (a)
(2) are not intended in any way to dis-
allow expenses which would otherwise be
allowable under section 23 (a) (1) or the
regulations applicable thereto, or under
any other section of the Internal Reve-
nue Code or the regulations applicable
thereto. Double deductions are not per-
mitted. Amounts deducted under one

-- No. 218---6

provision of the Code cannot again be
deducted under any other provision
thereof.

§ 29.23 (a)-16 Wage and salary pay-
ments in contravention of wage and sal-
ary limitatfons not dedyctJble-(a) Gen-
eral. In any case In which a wage or
salary payment, for which a deduction
would otherwise be allowable, is deter-
mined by the National War Labor Board,
by the Secretary of Agriculture, or by the
Commissioner to have been made in con-
travention of the Act of October 2, 1942
(Public Law 729, 77th Congress), entitled
"An Act to amend the Emergency Price
Control Act of 1942, to aidin preventing
inflation, and for other purposes," as
amended by the Public Debt Act of 1943
(Public Law 34, 78th Congress), or of
the regulations, orders, or rulings pro-
mulgated thereunder, the entire amount
of such payment shall be disallowed as a
deduction. Such a payment will not be
allowed for this purpose notwithstand-
ing that the same payment is also disal-
lowed (1) for the purpose of determining
costs or expenses of an employer for the
purpose of some other law or regulation,

-either heretofore or hereafter promul-
gated, including the Emergency Price
Control Act of 1942, or any maximum
price regulation thereof; or (2) for the
purpose of determining costs or expenses
under any contract made by or on behalf
of the United States.

(b) Amount of illegal wage or salary
payment not deductiblc-(1) Unauthor-
ized wage or salary increases. In the
case of a wage or salary increased in con-
travention of the Act, or of the regula-
tlons, rulings, or orders referred to under
paragraph (a) of this section, the
amount which is not to be allowed as a
deduction under this section Is the
amount of the wage or salary actually
paid or accrued by the employer at the
increased rate and not merely an amount
representing the increase in such wage or
salary. Thus, if, for example, on No-
vember 1, 1942, a weekly salary rate of
$100 or a wage rate of $2 an hour Is un-
justifiably increased for the remainder
of 1942 to $150 or $3, respectively, then
the amounts not deductible under this
section are the total weekly amounts of
$150 or the total hourly amounts of $3,
as the case'maybe. Alsoiffor example,
on February 1, 1943, a weekly salary rate
of $100 or a wage rate of $2 an hour is
increased without prior required ap-
proval to $150 or $3, respectively but is
restored on June 1, 1943, after formal
disapproval, to $100 or $2, respectively,
then the amounts not deductible under
this section are the total weekly amounts
of $150 or the total hourly amounts of
$3, as the case may be, paid from Febru-
ary 1, 1943, to June 1, 1943, inclusive.

(2) Unauthorized wage or salary de-
creases. In the case of a wage or salary
decrease in contravention of the Aet, or
of the regulations, rulings, or orders
referred to under paragraph (a) of this
section, the amount which will not be
allowed as a deduction under this section
is the amount of the wage or salary ac-
tually paid or accrued by the employer
at the reduced rate. Thus, if, for ex-
ample, on November 1, 1942, a weekly,

salary rate of $100 or a wagerate of $2
an hour has been unjustifiably reduced
for the remainder of the calendar year
1942 to $90 or $1.90, respectively, the
amounts not deductible under this sec-
tion are the total weekly amounts of $90
or the total hourly amounts of $1.80, as
the case may be.

[Sm. 23. Dmucnons rzcr cmoss =co=-
as amended by cecs. 211 (a), 224, Rev. Act
1839; rea. 801. 5 (b). 2d Rev. Act I94;
uec. 10 (b), Mce= Profits Tax Amendments
1941; cec. 202 (a), Rev. Act 1941; secs. 105 (c),
120 (b), 121 (a) (c), 122,123 (a), 124 (a). 125,
126 (a), 12 (a) (c), 123 131 (d), 153 (b), 162
(b). Rev. Act 1942.1
(In computing net Income there shall be

allowed as deductlons:]
(b) Interest. All interest paid or accrued

Within the taxable y= on Indebtedness, ex-
cept on Indebtedness Incurred or continued
to purcham or carry obligations (other than
obligations of the United States Issued after
September 24, 1917, and originally subscribed
for by the t,%,pyer) the Interest upon vhich
i5 wholly exenpt from the taxes Impozed by
this chapter.

§ 29.23 (b)-1 Interest. Interest paid
or accrued within the year on indebted-
ness may be deducted from gross income,
except that interest on indebtedness in-
curred or continued to purchase or carry
obligations, such as municipal bonds,
Panama Canal loan 3 percent bonds, or
(in case'of a taxpayer not an original
subscriber) obligations of the United
States issued after September 24, 1917,
the interest upon which is wholly exempt
from tax, Is not deductible. Intereazt
paid or accrued within the year on in-
debtedness incurred or continued to pur-
chase or carry (a) obligations of the
United States issued after September 24,
1917, the interest upon which is not
wholly exempt from the taxes imposed
by chapter 1, or (b) (in the case of an
original subscriber) obligations of the
United States Issued after September 24,
1917, the interest upon which is wholly
exempt from the taxes imposed by chap-
ter 1, s deductible in accordance with
the general rule.

Interest paid by the taxpayer on a
mortgage upon real estate of which he is
the legal or equitablelowner, even though
the taxpayer is not directly liable upon

"the bond or note secured by such mort-
gage, may be deducted as interest on his
Indebtedness. Payments ofMaryland or
Pennsylvania ground rents are deduct-
ible as interest f the ground rent is re-
deemable, but are treated as rent if the
ground rent is irredeemable and in such
case are deductible only to the extent
they constitute a proper business expense.

Interest calculated for cost-keeping
or other purposes on account of capital
or surplus Invested in the business which
does not represent a charge arLsig under
an interest-bearingm 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
§ 29.22 (a)-17.) In the case of banks
and loan or trust companies, interest
paid within the year on deposits such as
interest paid on moneys received for ina
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vestment 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),

[SEc. 23. DEDucTroNs roRm coss NcOM-
as amended by sees. 211 (a), 224, Rev. Act
1939; sees. 301, 506 (b), 2d Rev. Act 1940;
sec. 10 (b), Excess Profits Tax Amendments
1941; sec. 202 (a), Rev. Act 1941; sees. 105 (c),
120 (b), 121 (a) (c), 122, 123 (a), 124 (a),
125,126 (a), 127 (a) (c), 128, 134 (d), 158'(b),
162 (b), Rev. Act 1942.1

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

(c) Taxes generally-(1) Allowance in
general. Taxes paid or accrued within the
taxable year, except-

(A) Federal income taxes;
(B) war-profits and excess-profits taxes

imposed by Title IU of the Revenue Act of
1917, Title RI of the Revenue Act of 1918,
Title III of the Revenue Act of 1921, section
216 of the National Industrial Recovery Act,
6ection 702 of the Revenue Act of 1934, or
Subchapter E of Chapter 2, or by any such
provisions as amended or supplemented;

(0) Income, war-profits, and excess-profits
taxes imposed by the authority of any foreign
country or possession of the United States,
If the taxpayer chooses to take to any extent
the benefits of section 131;

(D) estate, inheritance, legacy, euccession,
and gift taxes; "and

(E) taxes assessed against local benefits of
a kind tending to increase the value of the
property assessed; but this paragraph shall
not exclude the allowance as a deduction of
so much of such taxes as is properly allocable
to maintenance or interest charges.

(2) Excess-profits tax under chapter 2E,-
,Speciei rules. [Paragraph (2) repealed by
sec. 105 (c) (2), Rev. Act 1942.]

(3) Retail sales tax. In the case of a tax
Imposed by any State, Territory, District, or
possession of the United States, or any polit-
Ical subdivision thereof, upon persons en-
gaged in selling tangible personal property at
)retail, which is measured by the gross sales
,price or the gross receipts from the sale or
which is a stated sum per unit of such prop-
.erty sold, or upon persons engaged in fur-
nishing services at retail, which is measured
by the gross receipts for furnishing such
services, if the amount of such tax is sepa-
rately stated, then to the extent that the
amount so stated is paid by the purchaser
(otherwise than in connection with the pur-
chaser's trade or business) to such person
such amount shall be allowed as a deduction
in computing the net income of such pur-
chaser as if such amount constituted a tax
Imposed upon 'and paid by such purchaser.

* § 29.23 (c)-1 Taxes-(a) In general.
Subject to the exceptions stated in this
section and §§ 29.23 (c)-2 and 29.23
()-3, taxes imposed by the United
States, any State or Territory, or polit-
ical subdivision of either, possessions of
the United States, or foreign countries,
are deductible from gross income for the
year in which paid or accrued (see sec-
tion 43). Estate, inheritance, legacy,
succession, and' gift taxes and Federal
income taxes are not deductible from
gross income. The Federal war-profits
and excess-profits taxes imposed by Title
II of the Revenue Act of 1917, Title 3I1
of the Revenue Act of 1918, Title TMr of
the Revenue Act of 1921, section 216 of
the National Industrial Recovery Act,
section 702 of the Revenue Act of 1934,
and subchapter E of chapter 2 are not
deductible from gross income. *Income,

war-profits, and excess-profits taxes im-
posed by the authority of any foreign
country or possession of the United
States are deductible from gross income
in cases where the taxpayer does not
chobse to take to any extent for the
taxable year the benefits of section 131
(relating to credit for taxes of foreign
countries or possessions of the United
States). (See the last sentence of sec-
tion 131 (a).) See generally §§ 29.131-1
to 29.131-8, inclusive, as to tax credits.
Postage is not a tax. Amounts paid to
States or Territories under secured debts
laws in order to render securities tax
exempt are deductible. Automobile li-
cense fees arv ordinary taxes. In gen-
eral taxes are deductible- only by the
person upon whom they are Imposed.
As to tax paid at the source on interest
from tax-free covenant bonds, see sec-
tion 143 (a) (3).

(b) State and local sales taxes.
Amounts representing sales taxes paid
by a purchaser of services or tangible
personal property are deductible by such
purchaser as taxes, provided, they are
not paid in connection with his trade or
business. The fact that, under the law,
imposing it, the incidence of the sales
tax does not fall on the purchaser Is
immaterial. The requirement of section
23 (c) (3) that the amount of the tax
must be separately stated will be deemed
complied with where it clearly appears
that the tax was added to the sales price
and collected or charged as a separate
item. It is not necessary, for the pur-
.poses of this section, that the purchaser
be furnished with a sales slip, bill, In-
voice, or other statement on which the
tax is separately stated. Where the law
imposing the sales tax for which the tax-
payer seeks a deduction contains a pro-
hibition against the seller absorbing the
tax, or a provision requiring a posted
notice stating that the tax will be added
to the quoted price, or a requirement
that the tax be separately shown In
advertisements or separately stated on
all bills and invoices, it is presumed
that the amount of the sales tax was
separately stated at the time paid by
the purchaser.

As used in this section the term "sales
tax" means a tax imposed by any State,
Territory, District, or possession of the
United 'States, or any political subdivi-
sion thereof upon persons engaged in
selling tangible personal property at re-
tail, which is measured by the gross sales
price or the gross receipts from the sale,
or which is a stated sum per unit of
such property sold. The term also in-
cludes a tax imposed by such authorities
upon persons engaged in furnishing serv-
ices at retail, which is measured by the
gross receipts for furnishing such serv-
ices.

§ 29.23 (c)-2 Federal duties and ex-
cise taxes. Import or tariff duties paid
to the proper customs officers, and busi-
ness, license, privilege, excise, and stamp
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 § 29.23 (a)-.)

§ 29.23 ()-3 Taxes for local benefits.
So-called taxes, more properly assess-
ments, paid for local benefits, such as
street, sidewalk, and other like improve-
ments, imposed because of and measured
by some benefit Inuring directly to the
property against which the assessment
Is levied, do not constitute an allowable
deduction'from gross Income, A tax is
considered assessed against local benefits
when the property subject to the tax Is
'limited to property benefited. Special
assessments are not deductible, even
though an incidental benefit may Inure
to the public welfare. The real property
taxes deductible are those levied for the
general public welfare by the proper tax-
ing authorities at a like rate against all
property in the territory over which
such authorities have jurisdiction. As-
sessments under the statutes of Cali-
fornia relating to Irrigation and of Iowa
relating to drainage, and under certain
statutes of Tennessee relating to levees,
are limited to property benefited, and If
the assessments are so limited, the
amounts paid thereunder are not deduct-
ible as'taxes. The above statements are
subject to the exception thait In so far as
assessments against local benefits are
made for the purpose of maintenance or
repair or for the purpose of meeting in-
terest charges with respect to such bene-
fits, they are deductible. In such cases
the burden Is on the taxpayer to show the
allocation of the amounts assessed to the
different purposes. If the allocation
cannot be made, none of the amounts so
paid Is deductible.

[SEc. 23. DEDucTioNp mom oRoss iNcown2-
as amended by sees. 211 (a), 224, Rev. Aet
1939; secs, 301, 506 (b), 2d Rev. Act. 1940; s00.
10 (b), Excess Profits Tax Amendments 1941:
sec. 202 (a), Rev, Act 1941; sees. 105 (0), 120
(b), 121 (a) (c), 122, 123 (a), 124 (a), 125,
126 (a), 127 (a) (c), 128, 134 (d), 168 (b),
162 (b), Rev. Act 1942.1

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

(d) Taxes of shareholders paid by corpora-
tion. The deduction for taxes allowed by sub-
section (c) shall be allowed to a corporation
in the case of taxes imposed upon a sharo-
holder 6f the corporation upon his interest as
shareholder which are paid by the corpora-
tion without reimbursement from the share-
holder, but in such cases no deduction shall
be allowed the shareholder for the amount
of such taxes.

§ 29.23 (d)-1 Tax on bank or other
stock. Banks or other corporations pay-
Ing taxes assessed against their share-
holders on account of their ownership of
the shares of stock issued by such cor-
porations without reimbusement from
such shareholders may deduct. the
amount of taxes so paid. The Internal
Revenue Code specifically provides, how-
ever, that In such cases the shareholders
may not deduct the amount of the taxes.
The amount sopaid should not be In-
cluded In the Income of the shareholder,

[SEC. 23. DEOUCilONS FROM GROSS INCOAr,-
-as amended by sees. 211 (a), 224, Rev. Act

1939; sees. 301E500 (b), 2d Rev. Act 1940: sec.
10 (b), Excess Profits Tax Amendments 1941:

.see. 202 (a), Rev. Act 1941: sees. 108 (c), 120
(b), 121 (a) (c), 122, 123 (a), 124 (a), 12, 120
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(a), 127 (a) (c), 128,131 (d), 158(b), 162 (b),
yev. Act 1942.]
[In computing net income there shall be

allowed as deductions:]
(e) Losses by individuals. In the case of

an individual, losses sustained during the
taxable year and not compensated for by in-
surance or otherwise-

(1) if incurred in trade or business; or
'(2) if incurred in any transaction entered
Into for profit, though not connected with the
trade or business; or

(3) of property not connected with the
trade or business, f the loss arises from fires,
storms, shipwreck, or other casualty, or from
theft. No losg shall be allowed as a deduc-
tion under this paragraph if at the time of the

Ofilling of the return such loss has been
claimed as a deduction for estate tax pur-
poses in the estate tax return.

§-29.23 (e)-1 Losses by individuals.
Losses sustainedby individual citizens or
residents of the United States and not
compensated for by insurance or other-
wise are fully deductible if (a) incurred
in the taxpayer's trade or business, or
(b) incurred in any transaction entered
Into for profit, or (c) aising from fires,
storms, shipwreck, or other casualty, or
theft, and a deduction therefor has not
prior to the filing of the return been
claimed for estate tax purposes in the
estate tax return, or (d) if not prohibited
or limited by any of the following see-
tions of the Internal Revenue Code: Sec-
tions 23- (g) and 117, relating to capital
losses; section 23 (h), relating to wager-
ing losses; section 24 (b), relating to
losses from sales or exchanges of property
between persons designated therein; sec-
tion 112, relating to recognition of gain
or loss upon sales or exchanges of prop-
erty; section 118, relating to losses on
wash sales of stock or securities; sectiona
251, relating to income from sources'
within possessions of the United States;
and section 252, relating to citizens .of
possessions of the United States. See
section 213 as to limitation upon losses
sustained by nonresident aliens.

In general losses for which an amount
may be deducted from gross income-must
be evidenced by closed and completed
tranbactions, fixed by identifiable events,
Ifona fide and actually sustained during
the taxable period for which allowed.
Substance and not mere form will gov-
ern in determining deductible losses.
Full consideration must be given to any
salvage value and to any insurance or
other compensation received in deter-
mining the amount of losses actually sus-
tained. See section 113 (b). For spe-
cial provisions with respect to war losses,
see section 127.

'A loss occasioned by- damage to an
automobile maintained for pleasure,

-where such damage results from the
faulty driving of the taxpayer or other
person operating the automoiile, 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 results from
the faulty driving of the operator of an
automobile with which the automobile
of the taxpayer. collides, the loss oc-
casioned to the taxpayer by such damage
Is likewise deductible.

No loss is realized by the transfer of
property by gift or by death. But see
section 44 (d).

A loss on the sale of residential prop-
erty purchased or constructed by the tax-
payer for use as his personal residence
and so used by him up to the time of the
sale is not deductible. If, however, prop-
erty so purchased or constructed Is prior
to its sale rented or otherwise appropri-
ated to, income-producing purposes and
Is used for such purposes up to the time
of its sale, a loss from the sale of the
property, computed as provided n sec-
tion 111, is, subjbct to the limitations
provided in section 117, an allowable de-
duction in ah amount not to exceed the
excess of the value of the property at the
time It was appropriated to income-pro-
ducing purposes (with proper adjust-
mint for depreciation) over the amount
realized from the sale.

Example (1). Residential property waa
purchased by a taxpayer In 1932 for ura as
his personal residence at a cost of 025,000,
of which $15,000 was allocable to the build-
Ing. The property was co used by the tax-
payer bntil January 1, 1939. From that date
to January 1, 1942, when the property wa
sold, It was rented by the taxpayer. The fair
market value of the property at the time it
was rented on January 1, 1939, was 922.000.
of which $12,000 was allocable to the building.
The building had an estimated life of 20 yeaxu
on January 1, 1939. The property was cold
on January 1, 1942, for 016,000. The lo from
the sale allowable as a deduction, except as
limited by Fectlon 117, Is C4,200, computed am
follows:
Cost of property In 1932_ _....... 05, 000
Less depreciation allowed (not les

than amount allowable) In repect
of the building (depreciation for
3 years at 5 percent bared on $12.-
000, value of building when con-
verted to business use) -1....... 100

23,230
Selling price of property 10,000

Loss computed as provided In
cection IL._----------- 7,200

Value of property at time It was
rented on January 1. 1939 -..... 22, 000

Less proper adjustment for depre-
ciation ----- 1,C00

20.200
Selltng price of property_ ... .. 10,000

Portion of 07,200 loss which 1z de-
ductible except as limltcd by rec-
tion 117----------. 4.200
Example (2). If, under the circumstance3

set forth In example (1). the property had
been purchased at a cost of 020,000, of which
$10,000 wa allocable to the building, but
otherwise the facts assumed are the same,
the deductible loss, except as limited by mec-
ton 117, Is $2,600, computed as followa:

Cost of property in 1932._....... $20, COO
Less depreciation allowed (not les

than amount allowable) In respect
of 'the building (depreciation for
8 years at 5 percent based on $10.-
OO, cost of building) ---- - 1, 0O

18, CO
Selling price of property ........ 10,000

Loss computed as provided In sec-tion Ill-- .... . . . , too
Deductible loss, except as limited by

section 117 ,00
Losses from the sale or other disposl-

tion of Treasury bills Issued after June

17, 1930, and before March 1, 1941, are
not deductible.

§ 29.23 (e)-2 Voluntary removal of
buildings. Loss due to the voluntary re-
moval or demolition of old buildings, the
scrapping of old machinery, equipment,
etc., incident to renewals and replace-,
ments is deductible from gross income.
When a taxpayer buys real-estate upon
which is located a building, which he pro-
ceeds to raze with a view to erecting
thereon another building, it will be con-
sidered that the taxpayer has sustained
no deductible loss by reason of the dem-
olition of the old building, and no de-
ductible expense on account of the cost
of such removal, the value of the real
estate, exclusive of old improvements,
being presumably equal to the purchase
price of the land and building plus the
cost of removing the useless building.

§ 29.23 (e)-3 Loss of useful value.
When, through some change in business
conditions, the usefulness in the business
of some or all of the capital assets is
suddenly terminated, so that the tax-
payer discontinues the business or dis-
cards such assets permanently from use
in such business, he may claim as a loss
for the year in which he takes such ac-
tion the difference between the basis (ad-
Justed as provided in section 113 (b) and
§§ 29.113 (a) (14)-1 and 29.113 (b) (1)-1
to 29.113 (b) (3)-2, inclusive) and the
salvage value of the property. This ex-
ception to the rule requiring a sale or
other disposition of property in order
to establish v. loss requires proof of some
unforeseen cause by reason of which the
property has been prematurely dis-
carded, as, for example, where an in-
crease in the cost or change in the manu-
facture of any product makes it necessary
to abandon such manufacture, to which
special machinery is exclusively devoted,
or where new legislation directly or in-
direetly makes the continued profitable
use of the property impossible. This ex-
ception does not extend to a case where
the useful life of property terminates
solely as a result of those gradual 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
abandoned. Any loss to be deductible
under this exception must be fully ex-
plained in the return of income. The
limitations provided in section 117 with
respect to the sale or exchange of cap-
ital assets have no application to losses
due to the discarding of capital assets.

If the depreciable assets of a taxpayer
consist 6tmore than one item and depre-
ciation, whether in respect of items or
groups of items, is based upon the '-ver-
age lives of such assets, losses claimed on
the normal retirement of such assets are
not allowable, inasmuch as the use of an
average rate contemplates a normal re-
tirement of assets both before and after
the average life has been reached and
there Is, therefore, no possibility of ascer-
taining any actual loss under such cir-
cumstances ulitil all assets contained in

14919

HeinOnline -- 8 Fed. Reg. 14919 1943



FEDERAL REGISTER, Wednesday, November 3, 1943

the group have been retired. In order
to account properly for such retirement
the entire cost or other basis of assets re-
tired, adjusted for salvage, will be
charged to the depreciation reserve ac-
count, which will enable the full cost or
other basis of the property to be re-
covered.

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 §§ 29.113 (a)
(14)-1, and 29.113 (b) (1)-1 to 29.113 (b)
(3)-2, inclusive) and its salvage value
and/or amount realized upon its disposi-
tion may be allowed subject to the limi-
tations provided in the Internal Revenue
Code upon deductiobs for losses, but only
if It is clearly evident that such disposi-
tion Was not contemplated in the rate of
depreciation.

In the case of classified accounts, if it
Is the consistent practice of the taxpayer
to base the rate of depreciation on the
expected life of the longest lived asset
contained in the account, or in the case
of single item accounts if the rate of de-
preciation is based on the maximum ex-
pected life of the asset, a deduction for
the basis of the asset (adjusted as pro-
vided in section 113 (b) and §§ 29.113 (a)
(14)-1, and 29.113 (b) (1)-1 to 29.113 (b)
(3)-2, inclusive) less its salvage value is
allowable upon its retirement. (See
§§ 29.23 (1)-1 to 29.23 (1)-10, inclusive.)

§ 29.23 (e)-(4) Shrinkage in ialue of
stocks. A person possessing stock of a
corporation cannot deduct from gross
income any amount claimed as a loss
merely on account of shrinkage in value
of such stock through fluctuation of the
market or otherwise. The loss allow-
able in such cases is that actually
suffered when the stock is disposed of.
If stock of a corporation becomes worth-
less, its cost or other basis as determined
and adjusted under section 113 and
§§ 29.113 (b) (1)-1 to 29.113 (b) (3)-2,
inclusive, 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 writ-
ten down to a nominal value. If, in any
such case, the basis of the requirement
Is the worthlessness of the stock, such
charging off or writing down will, for
income tax purposes, be considered
prima facie evidence of worthlessness;
but If the charging off or writing down
is due to market fluctuations, or if no
reasonable attempt has been made to
determine worthlessness, no deduction
for income tax purposes of the amount
so charged off or written down can be
allowed. For dealers in securities, see
§ 29.22 (c)-5. For limitations on deduc-
tions for losses from sales or exchanges
of capital assets generally, including
stocks and bonds, see section 117.

§ 29.23 (e)-5 Losses of farmers.
Losses incurred in the operation of

farms as business enterprises are deduc-
tible from gross income. If farm prod-
ucts are held for favorable markets, no
deduction on account of shrinkage in
weight or physical value or by reason
of deterioration in 'storage shall be al-
lowed, except as such shrinkage may be
reflected in an inventory if used to de-
termine profits. The total loss by frost,
storm, flood, or fire of a prospective crop
is not a deductible loss in compjuting
net income. A farmer, engaged in rais-
ing and selling stock' such as cattle,
sheep, horses, etc., is not entitled to
claim as a loss the value of animals that
perish from among those animals that
were raised on the farm, except as such
loss is reflected in. at inventory if used.
If livestock has been purchased after
February 28, 1913, for any purpose, and
afterwards dies from disease, exposure,
or injury, or is killed by order of the
authorities of a State or the United
States, the actual purchase price of such
livestock, less any depreciation allowable
as a deduction in respect of such per-
ished livestock, may be deducted as a
loss if the loss is not compensated for
by insurance or otherwise. The- ac-
tual cost of other property (with proper
adjustment for depreciation) Which is
destroyed by order of the authorities
of a State or of the United States, may
in like manner be claimed as a loss.
If reimbursement is made by a State
or the United StAtes in whole or in part
on account of stock killed or other prop-
erty destroyed in respect of which a loss
was claimed for a prior year, the amount
received shall be reported as income for
the year in which reimbursement is
made. The cost of any feed, pasture, or
care which- has been deducted as an
expense of operation shall not be in-
cluded as part of the cost of the stock
for the purpose of ascertaining the
amount of a deductible loss. If gross
income is ascertained bY inventories,
no deduction-can be made for livestock
or products lost during the year, whether
purchased for'resale or produced on the
farm, as such losses will be reflected in
the invdntory by reducing the amount of
livestock or products on hand at the close
of the year. If an individual owns and
operates a farm, in addition to being en-
gaged in another trade, businessori call-
ing, and sustains a loss from such oper-
ation of the farm, then the amount -of
loss sustained may be deducted from
gross income received from all sources,

.provided the farm is not operated for
recreation or pleasure. As to losses
claimed as deductions fbr estate tax pur-
poses, see § 29.23 (e)-1. See also
§§ 29.22 (a)-7, 29.23 (a)-11, and 29.23
()-10.

[SEc. 23. DEnUCTiows PROM moss iNcomE-
as amended by sees. 211 -(a), 224, Rev. Act
1939; sees. 301, 506 (b), 2d Rev. Act 1940;
sec. -10 (b), Excess Profits Tax Amendments
1941; sec. 202 (a), Rev. Act 1941; secs. 105 (c),
120 (b), 121 (a) (c), 122, 123 (a), 124 (a), 125,
126 (a), 127 (a) (c), 128, 134 .(d), 158 (b), 162
(b), R6v. Act 1942.]

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

(f) Losses by corporations. In the'caseof
a corporation, losses sustained during the
taxable year and not compensated for by In-
surance or otherwise. -

§ 29.23 (f)-1 Losses by corporations.
Losses sustained by domestic corpora-
tions during the taxable year and not
compensated for by Insurance or other-
wise are deductible In so far as not pro-
hibited or limited by sections 23 (g),
23 (h), 24 (b), 112, 117, 118, and 251,
The provisions of §§ 29.23 (e)-1 to 29.23
(e)-5, inclusive, and § 29.23 (1)-I are In
general applicable to corporations as
well as individuals. See section 232 as to
deductions by foreign corporations, For
special provisions with respect to war
losses, see section 127.

fSzc. 23. DxDUcrONS PROM GOSS INCOE-
as amended by sees. 211 (a), 224, Rev. Act
1939; secs. 301, 506 (b), 2d Rev. Act 1040.;
sec. 10 (b), Excess Profits Tax Amendments
1941; sec. 202 (a), Rev. Act 1941; sees. 105 (a),
120 (b), 121 (a) (c), 122, 123 (a), 12 (a),
125, 126 (a), 127 (a) (c), 128, 134 (d), 158 (b),
162 (b), Rev. Act 1942.] C/

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

(g) Capitaklosses-(1) Limitation. Losses
from sales or exchanges of capital assets shall
be allowed only to the extent provided in
section 117.

(2) Securities becoming woorthless. If any
securities (as defined In paragraph (3) of
this subsection) become worthless during
the taxable year and are capital assets, the
loss resulting therefrom shall, for the pur-
poses of this chapter, be considered as a loss
from the sale or exchange, on the last day of
such taxable year, of capital assets.

(3) Definition of securities. As used in
this paragraph (2) of subsection' the term"securities" means (A) shares of stock in a
corporation, and (B) rights to subscribe for
or to receive such shares.

(4) Stock in affiliated corporation. For the
purposes of paragraph (2) stock in a cor-
poration affiliated with tha taxpayer shall not
be deemed a capital asset. For the purposes
of this paragraph a corporation shall be
deemed to be affiliated with the taxpayer only
if:

(A) at least 95 per centum of each class
of its stock is owned directly by the tax.
payer; and °

(B) more than 90 per centum of the aggre-
gate of its gross incomes for all taxable years
has been from sources other than royalties,
rents, dividends, Interest, annuities, or gains
from sales or exchanges of stocks and secourl.
ties; and

(C) the taxpayer is a domestic corpora-
tion.

§ 29.23 (g)-1 CapitaZ 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 exchanges, provided the secur-
ities are '.capital assets" as that term Is
defined in § 29.117 (a)-I. 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
during the taxable year such hecuritles
actually b e c a m e worthless. Section
23 (g) does not apply to securities which

So in original. "As used in paragraph (2)
of this subsection" evidently Intended.
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are deemed destroyed or seized under
section 127, relating to war losses.

As used in section 23 (g) and this sec-
tion. the term "securities" means shares
of stockin a domestic or foreign corpora-
tion and rights to subscrilie for or to re-
ceive such shares.

The application of section 23 (g) may
be illustrated as follows:

ExaPmc. A. an individual, who is not a.
dealer in corporate stocks or stock rights and
whose taxble year is the calendar year, pur-
chased. 120 shares of stock in the M Corpora-
tion on. February 1. 19 I, for which he paid
$3,000. In June 1942 the stock became
worthless. A is entitled to a deduction of
$1,500 in computing his net Incomefor 1942.
The deduction. is computed as follows:

Purchase price-__ . a00a
Amount realized_ . ...... None
Actual Ioss-.. ... __ 3.020
Period stock considered. to have

been held (February 1, 7941, to
December 31, 1942) .------- 23 months

Percentage of loss taken In ac-
count under section 117 (b)_-_ .. percent.

Long-term capital loss (50 per-
" cent of $3,000) (section 117 (a)

(5)) 1 $1,500

129.23 (g)-2 Loss onstockofaffiliate.
it a taxpayer is a domestic corporation
-and is affiliated, withift the definition In
section 23 (g} (4), with another corpora-
tion, the stock in such affiliated corpora-
ton owned by the taxpayer is not con-
sidered to be a "capital asset" of the tax-
payerfor the purpose of determining the
loss from the worthlessness of such stock
within the provisions of section
23 (g (2) and § 29.23 (g)-1. For the
purposes of section 23 (g) (2), section
23 (g) (4), § 29.23 (W)-1, and this section
a corporation shalt be deemed to be af-
fihiated with the taxpayer only if all the
following factors are present:

(a) The taxpayer owns directly at
least 95 percent of each class of the stoc
of such corporation,

(b) More than 90- percent of the ag-
gregate of -the- gross incomes of such
corporation for all the taxable years dur-
ing which it has-been in existence has
been from sources other than royalties,
rents, dividends, interest, annuities, or
gains from sales or exchanges of stocks
and securities, and

(c) The taxpayer is a domestic cor-
poration.

EimPre. Corporation P. a domestic man-
ufacturing corporation which mak its in-
come tax returns on the calendar year basis,
owns 100 percent of 6ach class of the stock
of Corporation S. and;In addition. 4 percent
of the common stock (the only class orstock)
of Corporation R1 which it acquired In 1936.
Corporation S, a domestic manufacturing
corporation which makes its Income tax re-
turns onthecalendar yearbasIs, on 96 per-
cent of the common stock of Corporation 3
which it acquired In 1934. It is established
that the stock of Corporation R which has
from its Inception derived all its gross in-
come from manufacturing operations, be-
came Worthless during 1942. Since Corpo-
ration P does not own directly atleast 95 per-
cent of the stock of Corporation Rand there-
fore for the purposes of section 23 (gl (4)
and this section Is not affiliated with Cor-
poration Ri, the stuck of such corporation is
a capital asset. Any loss upon. such stock,
under sectlo4 23 (g) (2), will be considered
to be a loss from the sale or exchange of a
capital asset. Sinc such stock was held for
more than SIX months, such loss shall be

considered a long-term capital lc undcr cc-
tion 117. (see Also section 117 (d).) Since
Corporation R Is deemed to be ahllatsd with
Corporation S for the purpozs of section
23 (g) (4) and this section, the stock of
Corporation R Is not a "capital as.et in the
hands of Corporation S for the purpos of
section 23 (g) (2) and rectlon 29.23 (g) L
Consequently, In computing the net; income
of Corporation S for 1942. any I upon such
stock, under section 23 (f), will be deducted
as an ordinary loss and will not be circum-
scribed by the provisona of section 23 (g)
or section 117.

With respect to losses on bonds and
similar securities, as defined in ection
23 (W) (5), of.a corporation affiliated
with the taxpayer, as provided In such
section, see § 29.23 (k)-4.

ESrE. 23. Draucoznosr.oz x,_s aco=xr
as amended by cecs. 211 (a), 224, Rev. Act
1939; recs. 301, LS (b), 2d 7e. Act. 100;
se 10 (b). Excess Profits Tax Amendments
1941; sec. 202 (a), fev. Act 1941; sees. 105 (c),
120 (b), 121 (a) (c), 122. 123 (a). 104 ia),
125.628 (a), 127 (a) (c). 123,134 (d), 153 (b),
182 (b),Rev. Act 194.

[En computng net Income there shall be
allowed as deductlons:I

(h) Wagering Tosse. Losse from wager-
ing transactions shall be allowed only to the
extent of the galns from such tranactlons.

29.23 (h-I Wagering losses. Da-
ductions for losses from wagering trans-
actions are allowed only to the extent
of gains from such transactions. In the
case of a husband and wife making a
Joint return, the combined loses of the
spouses as a. result of wagering transac-
tions shall be allowed to the extent of the
combined gains of the spouses from such
transactions.

[SEC. 23. DmucnoZM =-Ott ososs iricozm -
as amended by sas 211 (a). 22- F ev. Act
1939; sees. 301, LO6 (b). 2d R1e. Act 1940: mc.
10 (b). Mxces Profits Tax Amendment 19l:
sec. 202 (a). Rev. Act 1911; c=. 105 (c). 12
(b), 121 (a) (c), 1M, 12 (a). 24 (a), 12,
126 (a), 127 (a), (c), 123, 134 (d), 153 (b),
162 (b), Rev. Act 1942.1

[In computing net Income there rhall be
allo.ed as deductions:]

(1) Basis for determining loss. The basis
for determining the amount of deduction for
losses sustained. to bo allowed under sub-
section (e) or (f), and for bad debts, to be
allowed under subsection (h), shall be the
adjusted basis provided in section 113 (b) for
determnng tha lo= from the sale or other
disposition of property.

§ 29.23(i-1 Basis for dctrmfnfng
loss. The basis for determining the
amount of the deduction for losses aI-

,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 asis provided n section 113 for
determining the loss from the sale or
other disposition of -property. Proper
adjustment must be made In each case
for any expendlture.recelpt, loss, or
other Item properly chargeable to capital
account, and for depreciation, obso-
lescence, amortization, or depletion.
(See section 113 (b) and §§ 29.113 (b)
(1)-1 to 29.113 (b) (3-2, inclusive.)

[S=. 23. Dmucrxo:;s mos xcoss ncom_--
as amended by seca. 211 (a). 224. Rev. Act
1939; sees. 301. 500 (b), 2d Rev. Act 1940; se.
10 (b), Excess Profits Tax Amendments 1941;

0c. ( (a), Rev. Act 141; sees. 105 (c),

120 (b). 121 (a) (c), 122,123 (a). 121 (a). 125,
128 (a), 127 (a). (c). 123, 2134 (d), 153 (b).
162 (b), Me. Act I2.1

[In computing net income there shall ha
allowed as deductlons:1

(j) loss.* on wacs& coas of Stock or securi-
ties. For disallowance of loss deductfn In
the cac of sales oat stock or scurities wihere
within thirty days befoze or after the date of
the wa the taxpayer has acquired substan-
tially identical property, cee section 118-

(k) Bad debc-(l) GeneraZ rule. Debts
whic become worthles within the taxable
-year; or (In the discretion of the Commis-
sjoner, a rqazonable addition to a resere for
bad debta); andw hen satisfied that a debt
13 recoverahle only I. part, the Commintoner
mar allo= such debt, in an amount not in
exces of the part whlch becomes aoatbhes
within the taxable year. as a deduction. This
paragraph shal not apply in the case of a
taxpayer, other than a bank, -s defined In
section 104. with respect to a debt evidenced
by a security as defined in paragraph (3) of
thL- subs:ctlon. This paagraph -shal not
apply In the case of a taxpayer, other than a
corporation, with respect to a. non-busine-
debts as defined in paragraph (4) of this sub-
section. [The last sentence of this paragraph
Is. under section 124 (d), Rev. Act, 1942. ap-
plicable only with respect to taxable years
beginning after December 31, 1942.1

(2) Securities becoming worthZes. If any
securiti:e (as d e ned Inp aragph (3) of this
aub.ection) become worthless within the t=-
able yea and are capital a=ets, the less
resulting therefrom shall, in the cas cf a
taxpayer other than a. bsnl4 as defined. int
section 1M. for the purposes of this chapter,
be considered as a Icss from the sale or ex,-
change on the Last day of such taxable year,
of capital V.sets.

'(3) DelflnRin 0f ecrffle. As use--d in
pararapbs (1), (2), and (4) of this subsec-
tion the term "Cecuritles1' mns bonds.
debentures, notes, or certificates, or other
evidences of Indebtedne =, Issued by any ca-
paration (including thom issued by a govern-
ment or political subdivision. thereof), with

1nteret coupaon or in registered form.
(4) ZMon-business debts. In the case of a

taxpayer, other than a corporation, If a non-
bu-Jnes debt becomes worthless within the
taxable year, the loss resulting therefrom.
shall be considered a. loss from the ale or
exchange, during the taxable year, of a cap-
ital a=_et held for not more than 6 months.
Tho term "non-business deb" means a. debt
other than a debt evidenced by a security as
deflnd i. paragraph (3) and other tb a
debt the los from the orthlessess; of which
Is Incurred in the taxpaye's trade or bus!-
noea. [This paragraph is, under sec. 124 (d),
Rev. Act 1942. applicable only with ressect
to taxable years beginning after December
31. 1242.1

(5) Sccuritiez of flLOted copcrotfors.
Eonds, debanturez , notes or certimtes, or
other evidences of indebtednezs Lasued. wuith
Intcreot coupons or In registered form by any
corporation affiliated with the taxpayer shall
not be deemed capital as-sets f r the purposes
of paragraph (2) and p-ragraph (1) shall ap-
ply with respect to such debt; ezcpt that no
such deduction rhall be alloed under such
paragraph with respect to any such debt
which is recoverable only in part. For the
purposs of this paragraph a corporation
shall be deemed to be afliliated with the tax-
payer only if:

(A) at least 95 per centum of each class of
its stock is owned directly by the taxpayer
and

(B) more than G0 per centum of the aggre-
gate of its gro Incames for all taxable
years has been from sources other than
royaltles, rents. dividends, interest or annut-
ties or gains from sales or exchanges of stocc
and Securiti, and

(C) the taxpayeris a domestic corporation.
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§ 29.23 (k)-1 Bad debts. (a) Bad
debts Inay be treated in either of two
ways:

(1) By a deduction from income in re-
spect of debts which become worthless
In whole or in part, or

(2) By a deduction from income of an
addition to a reserve for bad debts.

Taxpayers were given a similar option
for 1921 to select either of the methods
mentioned for treating such debts. (See
article 151, Regulations 62.) While as-
certainment of worthlessness and
charge-off during the taxable year
(which were prerequisite to deduction of
a bad debt under the law at that time)
are no longer required for the allowance
of a debt which becomes worthless, the
method used In the return for 1921 must
be used in returns for all subsequent
years unless permission is granted by the
Commissioner to change to the other
method. A taxpayer filing a first return
of income may select either of the two
methods subject to approval by the Com-
missioner upon examination of the re-
turn. If the method selected is ap-
proved, it must be folloved in returns for
subsequent years, except as permission
may be granted by the Commissioner to
change to another method. Application
for permission to change the method of
treating bad debts shall be made at least
30 days prior to the close of the taxable
year for which the change is to be effec-
tive. (See also § 29.23 (k)-5.)(b) If, from all the surrounding and
attending circumstances, the Commis-
sioner is satisfied that a debt is partially
worthless, the amount which has become
worthless during the taxable year shall
be allowed as a deduction in computing
net income. Before a taxpayer may de-
duct a debt in part, he must be able to
demonstrate to the satisfaction of the
Commissioner the amount thereof which
is uncollectible and the part thereof
which has become worthless during the
taxable year. If a debt becomes wholly
worthless during the taxable year, the
amount thereof which has not been al-
lowed as a deduction for any prior tax-
able year shall be allowed as a deduction
for the taxable year. There should ac-
company the return a statement of facts
substantiating any deduction claimed for
bad debts. Any amount subsequently
received on account of a bad debt or on
account of a pars of such debt previously
allowed as a deduction for income tax
purposes, must be included in gross in-
come for the taxable year in which re-
ceived, except to the extent excludible
from gross income under the provisions
of section 22 (b) (12). In determining
whether a debt is worthless in whole or
in part the Commissioner will consider
all pertinent evidence, including the
value of the collateral, if any, securing
the debt and the financial condition of
the debtor. Partial' deductions will be
allowed with respect to specific debts
only.

Where the surrounding circumstances
Indicate that a debt is worthless and un-
collectible and that legal action to en-
force payment would in all probability
not result in the satisfaction of execu-
tion on a judgment, a showing of these
facts will be suflicient evidence of the
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Worthlessness of the debt for the pur-
pose of deduction. Bankruptcy is gen-
erally an indication of the worthlessness
of at least a part of an unsecured and
unpreferred debt. In bankruptcy cases
a debt may become worthless before set-
tlement in some instances, and in others
only when a settlement in bankruptcy
shall have been had. In either case the
mere fact that bankruptcy proceedings
instituted against the debtor are ter-
minated in a later year, confirming the
conclusion that the debt is worthless,
will not authorize shifting the deduc-
tions to such later year. If a taxpayer
computes his income upon the basis of
valuing his notes or accounts receivable
at their fair market value when received,
which may be less than their face value,
the amount deductible for bad debts In
any case is limited to such'original valu-
ation.

( c) Where banks or other corporations
which are subject to supervision by Fed-
eral authorities (or by State authorities
maintaining substantially equivalent
standards) in obedience to the specific
orders of such supervisory officers charge
off debts in whole or in part, such debts
shall, to the extent charged off dunhng
the taxable year, be coficlusively pre-
sumed, for income tax purposes, to have
become worthless or worthless only in
part during the taxable year, as the case
may be. But no such debt shall be so
conclusively presumed to be worthless or
worthless only in part, as the case may
be, if the amount so charged off Is not
claimed as a deduction by the taxpayer
at the time of filing the return for the
taxable year in which such charge-off
takes place. If a taxpayer does not claim
a deduction in its return for such a to-
tally or partially worthless debt for the
year in which such charge-off takes
place, but claims such deduction for the
taxable year in which the debt becomes
worthless or partially worthless, as the
case may be, then such charge-off will be
deemed to have been involuntary and
the deduction shall be allowed for the
year in which the debt becomes worth-
less or partially worthless, as the case
may be.

(d) The provisions of paragraphs (a)
and (b) of this section apply" to all tax-
payers, except that (1) they do not apply
in the case of a taxpayer, other than a
corporation, with respect to a non-
business debt as defined in paragraph
(4) of section 23 (k) of the Code; (2)
no deduction on account of worthless-
ness shall be allowed with respect to any
debt of the type enumerated in section
23 (k) (5) of the Code which is recov-
erable only in part; and (3) in the case
of taxpayers other than banks as defined
in section 104, the term "debts" as used
in such subdivisions means obligations
to pay fixed or-determinable sums of
money which are not evidenced by secu-
rities as defined in § 29.23 (k)-4.

§ 29.23 (k)-2 Examples of bad debts.
Worthless debts arising from unpaid
wages, salaries, rents, and similar items
of taxable income will not be allowed as
a deduction unless the income such items
represent has been included in the re-
turn of income for the year for which

the deduction as a bad debt Is sought to
be made or for a previous yetr. Only
the difference between the amount re-
ceived In distribution of the assets of a
bankrupt and the amount of the claim
may be deducted- as a bad debt. The
difference between the amount received
by a creditor of a decedent In distribu-
tion of the assets of the decedent's estate
and the amount of his claim may be con-
sidered a worthless debt. A purchaser
of accounts receivable which become
worthless Is entitled to deduct them, the
amount of deduction to be based upon
the price he paid for them and not upon
their face value.

§ 29.23 (k)-3 Uncollectible deflciency
upon sale of mortgaged or pledged prop-
erty. 'If mortgaged or -pledged property
Is lawfully sold (whether to the creditor
or another purchaser) for less than the
amount of the debt, and the portion of
the indebtedness remaining unsatisfied
after such sale Is wholly or partially un-
collectible, the mortgagee or pledgee may
deduct such amount (to the extent that
it constitutes capital or represents an
item the Income from which has been
returned by him) as a bad debt for the
taxable year in which it has become
wholly or partially worthless. In addi-
tion, if the creditor buys In the mort-
gaged or.pledged property, loss or gain
Is realized measured by the difference
between the amount of those obligations
of the debtor which are applied to the
purchase or bid price of the property to
the extent that such obligations consti-
tute capital or represent an Item the in-
come 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 tax-
payer in the absence of clear and con-
vincing proof to the contrary. If the
creditor subsequently sells the property
so acquired, the basis for determining
gain or loss is the fair market value of
the property at the date of acquisition.

Accrued interest may be included as
iart of the deduction only If It has pre-
viously been returned as income.

§ 29.23 (k)-4 Worthless bonds and
similar obligations. Except as otherwise
provided in section 23 (k) (5), no deduc-
tion is allowable under section 23 (k) (1)
to any taxpayer (other than a bank as
defined in section 104) with respect to a
debt evidenced by a security which has
become worthless in whole or In part. If
a security is a capital asset and becomes
worthless during the taxable year, a de-
duction for the loss resulting therefrom
is allowable under section 23 (k) (2) to
a taxpayer other than a bank. Such a
loss, however, is made subject to the lim-
itations provided in section 117 with re-
spect to sales or exchanges. For the pur-
poses of computing the net Income of
any taxpayer, other than a bank as de-
fined 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, Irrespective
of when during the taxable year such
security actually became worthless. Ex-
cept in the case of a bank as defined In
section 104, no deduction Is allowable
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under section 23 (W) with respect to a
debt evidenced bya security, as defined
in section 23 (W) (3), which is recover-
able only in part. Section 23 (W) (2)
does not apply to securities which are
deemed destroyed or seized under sec-
tion 127, relating to war losses.

As used in section 23 Wr) (2), the term
Ysecurity" means a bond, debenture, note,
or certificate, or other evidence of in-
debtedness to pay a fixed or determinable
sum of money, which has been issued at
any time by a domestic or foreign corpo-
ration (including that issued by any gov-
ernment or political subdivision thereof),
either in registered form or accompanied
by interest coupons.

A bond issued by an individual, if it
has become worthless, may be treated as
a bad debt. A bond (whether or not a
security) of an insolvent corporation
secured only by a mortgage from which
on foreclosure nothing is realized for the
bondholders is regarded as. having be-
come worthless not later than the year
of th "'frecIosure sale, and no deduc-
tion is allowable in computing a bond-
holder's income for a subsequent year.

A taxpayer (other than a dealer in
bonds or other similar obligations) pos-
sessing debts evidenced by bonds or
other similar obligations cannot deduct
from gross income any amount merely
on account of market fluctuation. If,

-however, due, for instance, to the finan-
cial condition of the debtor, or conditions
other than market fluctuation, the tax-
payer will recover upon maturity none
or only a part of the-debt 6videnced by
-the bonds or other similar obligations
(which bonds or other obligations are not
securities as defined in this section) and
he so demonstrates to the satisfaction of -
the Commissioner, he may deduct n
computing the net income the uncollec-
tible part of the debt evidenced by the
.bonds or other similar obligations. A
bank as defined in section 104 may de-
duct such uncollectible part of the debt
even though the evidence of the debt is
a security as defined in this section.

The application of section 23 (k) to
deductions for worthless bonds and sim-
ilar obligations which are securities may
-be illustrated by the following examples:

-E-ap (1). On rebruary 1, 194, A, an
individual, who is not a dealer n corporate
bonds, purchased bonds of the X Corporation
bearing interest coupons payable semiannu-
ally, for whLch he paid $3,000. During the
calendar year 1942 (his taxable year) the
bonds became worthless. A is entitled to a
deduction of $1,500 in computing his net
income for 1942. The computation of the
amount of the deduction Is the same as the
computation in the example under § 2923
(g)-1.

Example (2). If the facts in example (1)
are the same except that because of the finan.
.cial condition of the X Corporation the debt
evidenced by Its bonds became recoverable
only in part, no deduction is allowable to
A under either section 23 (k) (I) or (2) with
resPect to the uncollectible part of such debt.

Under section 23 Or) (5), bonds, de-
bentures, notes or certificatis, or other
evidences of indebtedness to pay a fixed

-or determinable sum of money, issued
with interest coupons or -in registered
form by any corporation affiliated with
.the taxpayer, shall.not be deemed capi-
tal assets of the- taxpayer for the Dur-

poses of section 23 Mr) (2) or as a debt
(evidenced by a security) for the pur-
poses of this section; and the provisions
of section 23 (k) (1) and of paragraphs
(a) and (b) of § 29.23 (0-1 shall apply
with respect to such debts except that
no deduction shall be allowed to the tax-
payer with respect to any buch debt
which is recoverable only In part. For
the purposes of this section, a corpora-
tion is deemed to b6nMllated with the
taxpayer only if the taxpayer owns at
least 95 percent of each class of the
stock of such corporation, if more than
90 percent of the aggregate of the gross
incomes of such corporation for all
taxable years has been from sources
other than royalties, rents, dividends,
nterest, or annuities, or gains from the

sales or exchanges of stocks and se-
curities and if the taxpayer Is a donfestic
corporation.

§29-23 (k)-5. Reserve for bad
debts. Taxpayers who have established
the reserve method of treating bad debts
and maintained proper reserve accounts
for bad debts, or who, in accordance with
§ 29.23 (k)-l, adopt the reserve method of
treating bad debts, may deduct from
gross Income a reasonable additlon to a
reserve for bad debts In lieu of a deduc-
tion for specific b d debt Items.

What constitutes a reasonable addition
to a reserve for bad debts must be
determined in the light of the facts,
and will vary as between classes of
business and with conditions of busi-
nessprosperity. Itwill dependprmarily
upon the total amount of debts outstand-
ing as of the close of the taxable year,
those arising currently as well as those
arising in prior taxable years, and the
total amount of the existing reserve. In
case 'subsequent realizations upon out-
standing debts prove to be more or less
than estimated at the time of the crea-
tion of the existing reserve, the amount
of the excess or inadequacy In the exist-
ing reserve should be reflected in the de-
termination of the reasonable addition
necessary 'in the taxable year. A tax-
payer using the reserve method should
miake a statement in his return showing
the volume of his charge sales (or other
business transactions) for the year and
the percentage of the reserve to such
amount, the total amount of notes and
accounts receivable at the begining and
close of the taxable year, and the amont
of the debts which have become wholly
or partially worthless and have been
charged against the reserve account.

§ 29.23 W -6 Non-business bad debt$.
In the case of a taxpayer, other than a
corporation, if a non-business bad debt

.becomes entirely worthless within a tax-
able year beginning after December 31.
1942, the loss resulting therefrom shall
be treated as a los from the sale or ex-
change of a capital asset held for not
more than sLx months. Such a loss is
subject to the limitations provided in
section 117 with respect to gains and
losses from the sale and exchange of
capital assets. A loss with respect tp such

,a debt will be treated as sustained only
if and when.the debt has b-come totally
,worthless, and no deduction shall be al-
lowed for a non-business debt which Is

recoverable in part during the taxable
year. Nor are the provisions of this
section applicable li the case of a loss
resulting from a security as defined in
section 23 W) (3). A non-business debt
is a debt, other than a debt the loss from
the worthlessness of which Is incurred in
the taxpayers trade or business and other
than a, debt evidenced by a security as
that term is defined in section 23 (k) (3).
The question whether a debt is one the
loss from the worthlessness of which is
Incurred in the taxpayer's trade or busi-
ness s a question of fact in each particu-
lar case. The determination of this ques-
tion is substantially the same as that
which is made for the purpose of ascer-
taining whether a loss from the type of
transaction covered by section 23 (e) is
"Incurred in trade or business" under
paragraph (1) of thatsection.

The character of the debt for this pur-
pose Is not controlled by the circum-
stances attending Its creation or its sub-
se-quent acquisition by the taxpayer or by
the use to which the borrowed funds are
put by the recipient, but is to be deter-
mined rather by the relation which the
loss resulting from the debt's becoming
worthless bears to the trade or business
of the taxpayer. If that relation is a
proxinmte one n the conduct of the trade
or business In which the taxpayer is en-
gaged at the time the debt becomes
worthless, the debt is not a non-business
debt for the purposes of this amendment.

To Illustrate: A, an Individual engaged in
the grocery business and who ma his In-
come tax returns on the calendar year basLs,
extends credit on an ojen account to B in
1941.

(1) In 1942 A rell thebuline.s but rL-
talna the claim against B. 7he claim bre-
comes wortilecs In A's hands in 1943. A's
los is controlled by the nonbusiness debt
provslions. While the original consideration
was advanced by A In his trade or business,
the loss Na not sustained as a proximate
Incident to the conduct of any trade or bust-
nes In which he w engaged at the time
the rli became wortble.-

(2) In 1942 A Eans the business to C but
clls the claim against B to the taxpayer D.
The, claim becomes worthles in D's han
in 1943, at a time when D I-not engagd
In a trade or busines Incident to the conduct
of which a loss from the worthlessness of
auch a claim would be a proximate result.
Ds lo3 13 controlled by the nonbusiness debt
provisions, even thou ;h the original consid-
eration ras advanced by A n his trade or
busines.

(3) In 1942 A dies, leaving the businsa
including the accounts receivabIe. to his
con, C, the taxpayer. The claim against B
becomes worthles in C's hands. C's loss is
not controlled by the nonbusines- debt pro-
visions. While C did not advance any con-
rideratlon for the Aim or acquire It in
carrying on his trade or busin-, the loss was
su-tained as a proximate incident to the con-
duct of the trade or bus ness in which he
was engaged at the time the debt became
worthlecz.-

(4) In 1942 A dies, leaving the business
to his En, C, but the claim ag-ainst B to
his san, D, the taxpayer. The claim agalnst
B becomes worthl- in D's hands in 1S-, at
a time whe D Is not engaged In a trade or
businecs incident to the conduct of mlich
a lcss from the worthlesness of such a claim
would be a proximate result. D'slos :scon-
trolled by the nonbusin=e debt pra-,Lo=,
-even thouZh the original consideration was
advanced by A in his trade or businezs.
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(5) In 1942 A dies and while his executor,
C, Is carrying on the business, the claim
against B becomes worthless. The loss sus-
tained by A's estate is not controlled by the
nonbusiness debt provisions. While C did
not advance any consideration for the claim
on behalf of the estate or acquire it in car-
rying on a trade or business in which the
estate was engaged, the loss was sustained
as a proximate incident to the conduct of
the trade or business in which the estate was
engaged at the time the debt became worth-
less.

(6) In 1942, A, In liquidating the business,
attempts to collect B's claim but finds that
it has become worthless. A's loss is not con-
trolled by the non-business debt provisions,
since a loss incurred in liquidating a trade
or business is a proximate incident to the
conduct thereof.

The provisions of this section with re-
spect to non-business debts are appli-
cable only to taxable years beginning
after December 31, 1942.

[SEc. 23. DEucTioNs FROM GROSS iNcoME--
as amended by secs. 211 (a), 224, Rev. Act
1939; sees. 301, 506 (b), 2d Rev. Act 1940; sec.
10 (b), Excess Profits Tax Amendments 1941;
sec. 202 (a), Rev. Act 1941;, seas. 105 (c),
120 (b), 121 (a) (c), 122, 123 (a), 124 (a),
125,126 (a), 127 (a) (c), 128,13 4(d), 158 (b),
162 (b), Rev. Act 1942.]

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

(1) Depreciation. A reasonable allowance
for the exhauston, wear and tear (including
a reasonable allowance for obsolescence)-

(1) of property used in the trade or busi-
ness, or

(2) of property held for the production of
income.
In the case of property held by one person
for life with remainder to another person,
the deduction shall be computed as if, the-
life tenant were the absolute owner of the
property and shall be allowed to the life
tenant. In the case of property held in trust
the allowable deduction shall be apportioned
between the income beneficiaries and the
trustee in accordance with the pertinent
provisions of the instrument creating the
trust, or, in the absence of such provisions,
on the basis of the trust income allocable to
each.

§ 29.23 (1)-1 'Depreciation. A reason-
able allowance for the exhaustion, wear
and tear, and obsolescence of property
Used in the-trade or business, or treated
under § 29.23 (a)-15 as held by the tax-
payer for the production of income, may
be deducted from gross Income. For
convenience such an allowance will usu-
ally be referred to as depreciation, ex-
cluding from the term any idea of a
mere reduction in m~rket value not re-
sulting from exhaustion, wear and tear,
or obsolescence.' The proper allowance
for such depreciation is that amount
which should be set aside for the taxable
year in accordance with a reasonably
consistent plan (not necessarily at a uni-
form rate), whereby the aggregate of the
amounts so set aside, plus the salvage
value, will, at the end of the useful life
of the depreciable property, .equal the
cost or other basis of the property de-
termined in accordance with section 113.
Due regard must also be given to ex-
penditures for current upkeep. In the
case of property held by one person for
life with remainder to another person,
the deduction for depreciation shall be
computed as if the life tenant were the
absolute owner of the property so that

he will be entitled to the deduction dur-
ing his life, and thereafter the deduc-
tion, if 'any, will be allowed to the re-
mainderman. In the case of property
held in trust, the allowable deduction is
to be apportioned between the income
beneficiaries and the trustee in accord-
ance with the pertinent provisions of
the will, deed, or other instrument cre-
ating the trust, or, in the absence of
such provisions, on the basis of the trust
income which is allocable to the trus-
tee and the beneficiaries, respectively.
Forexample, if the trust instrument pro-
vides that the income of the trust com-
puted without regard to depreciation
shall be distributed to a named bene-
ficiary, such beneficiary will be entitled
to the depreciation allowance to the ex-
clusion of the trustee, while if the in-
strtument provides that the trustee in
determining 'the distributable income
shall first make. due allowance for keep-
ing the trust corpus intact by retaining
a reasonable amount of the current in-
come for that purpose, the allowable de-
duction will be granted in full to the
trustee. For deduction with respect to
the amortization of emergency facilities,
in lieu of the deduction for depreciation,
see sections 23 (t) and 124.

§ 29.23 (1D-2 Depreciable property.
The necessity for a depreciation allow-
ance arises from the fact that certain
property used in the business, or treated
under § 29.23 (a)-15 as held by the tax-
payer for the production of income,
gradually approaches a point where its
usefulness is exhausted. The allowance
should be confined to property of this
nature. In the case of tangible prop-
erty, It applies to that which is subject
to wear and tear, to decay or decline from
natural causes, to exhaustion, and to
obsolescence due to the normal progress
of the art, as where machinery or other
property must be replaced by a new in-
vention, or due to the inadequacy of the
property to the growing needs of the
business. It does not apply to inven-
tories or to stock in trade, or to land
apart from the improvements or physical
development added to it. It does not
apply to bodies of minerals which
through the process of removal suffer
depletion, other provisions for this being
made in the Internal Revenue Code.
(See sections 23 (m) and 114.) Property
kept in repair may, nevertheless, be the
subject of a depreciation allowance.
(See § 29:23 (a)-4.) The deduction of
an allowance for depreciation is limited
to property used in the taxpayer's trade
or business, or treated under § 29.23
(a) -15 as held by the taxpayer for the
production of income. No such allow-
ance may be made in respect of auto-
mobiles or other vehicles used solely for
pleasure, Obuilding used by the taxpayer
solely as his residence, or in respect of
furniture or furnishings therein, per-
sonal effects, or clothing; but properties
and costumes used exclusively in a busi-
ness, such as a theatrical business, may
be the subject of a depreciation allow-
ance.

§ 29.23 (1)-3 Depreciation of intangi-
ble property. Intangibles, the use of
which in the trade or business or in the

production of income Is definitely limited
in duration, may be the subject of a de-
preciation allowance. txamples are
patents and copyrights, licenses, And
franchises. Intangibles, the use of
which in the business or trade or In the
production of income is not so limited,
will not usually be a proper subject of
such an allowance. If, however, an In-
tangible asset acquired through capital
outlay is known from experience to be
of value in the busnbss or in the pro-
duction of income for only a limited
period, the length of which can be esti-
mated from experience with reasonable
certainty, such intangible asset may be
the subject of a depreciation allowance,
provided the facts are fully shown In the
return or prior thereto to the satisfac-
tion of the Commissioner. No deduction
for depreciation, Including obsolescence,
is allowable in respect of good-will.

§ 29.23 (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
allowaned is made. (See sections 113 (a)
and 114.) To this amount should be
added from time to time the cost of im-
provements, additions, and betterments,
and from it should be deducted from time
to time the amount of any definite logs
or damage sustained by the property
through casualty, as distinguished from
the gradual exhaustion of Its utility
which is the basis of the depreciation al-
lowvance. (See section 113 (b).) In the
case of the acquisition on or after March
1, 1913, of a combination of depreciablp
and nondepreclable property for a lump
price, as, for example, buildings and land,
the capital sum .to be replaced Is limited
to an amount w1ich bears the same pro-
portion to the lump price as the value of
the depreciable property at the time of
acquisition bears to the value of the en-
tire property at that time. In the case
of property which h'as been the subject
of deductions for amortization under sec-
tions 214 (a) (9) and 234 (a) (8) of the
Revenue Acts of 1918 and 1921, deprecia-
tion deductions will be computed after
the close of the amortization period upon
the cost or other basis of such property
after the amortization allowance has
been deducted. No depreciation deduc-
tion will be allowed in the case of prop-
erty which has been amortized to Its
scrap value and is no longer in use.

§ 29.23 ()-5 Method of computing
depreciation allowance. The capital
sum to be recovered shall be charged off
over the useful life of the property, either
in equal annual Installments or In ac-
cordance with any other recognized trade
practice, such as an apportionment of
the capital sum over units of 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-
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tion for depreciation shall be allowed.
The deduction for depreciation in respect
of any depreciable property for any tax-
able year shall be limited to such ratable
amount as may reasonably be considered
necessary to recover during the remain-
ing useful life of the 'property the unre-
covered cost or other basis. The burden,
of proof will rest upon the taxpayer to
sustain the deduction claimed. There-
fore, taxpayers must furnish full and
complete information with respect to
the cost or other basis of the assets in
respect of which depreciation is claimed,
their age, condition, and remaining use-
ful life, the portion of their cost or other
basis which has-been recovered through
depreciation allowances for prior taxable
years, and such other information as the
Commissioner may require in substantia-
tion of the deduction claimed.

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 Janu-
ary 1, 1937, at a cost of $10,000. The useful
life of the asset is 10 years. It has no salvage
value. Depreciation was deducted and al-
lowed for 1937 to 1941 as follows:
1937 -------------- $1, 000.0o
1938 ...............................
1939 -- ------------------------ 2,000.00
1940 - ------ 2,000.00
1941 ........-----.....--------.--

Total amount allowed ------. 5,000.00
The correct amended reserve as of Decem-

ber 31, 1941, is computed as follows:
December 31-

1937 .... $1, 000.00
1938 -------------------------- 1, 000.00
1939 -----------------------. 2 000.00
1940 -------------------------- 2,000.00
1941.--------666.67

Reserve December 31, 1941..... 6,666.67

Depreciation for 1942 and subsequent tax-
able years is $666.67, computed as follows:
cost ----------------- $10. 000.00
Reserve as of December 31, 1941-. 6,666.67

Unrecovered cost ----------- 3,333.33
Depreciation allowable for 1942

and each subsequent taxable
year (6% percent of $10,000) 666.67

§ 29.23 ()-6 Obsolescence. With re-
spect to physical property the whole or
any portion of which is clearly shown by
the taxpayer as being affected by eco-
nomic conditions that will result in its
being abandoned at a fuuture 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 perinitted merely be-
cause, in the opinion of a taxpayer, the
property may become obsolete at some
later date. This allowance will be con-
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fined to such portion of the property on
which obsolescence Is definitely shown to
be sustained and cannot be held appli-
cable to an entire property unless all por-
tions thereof are affected by the condi-
tions to which obsolescence is found to be
due.,

§ 29.23 ()-7 Depreciation of patent
or copyright. In computing a deprecia-
tion allowance In the case of a patent or
copyright, the capital sum to be replaced
is the cost or other basis of the patent or
copyright. The allowance should be
computed by an apportionment of the
cost or other basis of the patent or copy-
right over the life of the patent or copy-
right since its grant, or since its acquisi-
tion by the taxpayer, or in' the case of a
copyright, since March 1, 1913, as the
case may be. If the patent or copyright
was acquired from the Government, its
cost consists of the various Government
fees, cost of drawings, experimental mod-
els, attorneys' fees, development or ex-
perimental expenses, etc., actually paid.
Depreciation of a copyright can be taken7
on the basis of the fair market value as of
March 1, 1913, only when affirmative and
satisfactory evidence of such value Is
offered. Such evidence should whenever
practicable be submitted with the return.
If the patent becomes obsolete prior to its
expiration, such proportion of the
amount on which its depreciation may be
based as the number of years of its re-
maining life bears to the whole number
of years intervening between the basic
date and the date when it legally expires
may be deducted. The fact that depre-
ciation has not been taken in prior years
does not entitle the taxpayer to deduct
in any taxable year a greater amount for
depreciation than would otherwise be
allowable.

§ 29.23 ()-8 Depreciation of draw-
ings and mbdels. If a taxpayer has in-
curred expenditures in his business for
designs, drawings, patterns, models, or
work of an experimental nature calcu-
lated to result in improvement of his
facilities or his product, and if the period
of usefulness of any such asset may be
estimated from experience with reason-
able accuracy, It may be the subject of
depreciation allowances spread over such
estimated period of usefulness. The
facts must be fully shown in the return
or prior thereto to the satisfaction of
the Commissioher. Except for such de-
preciation allowances no deduction shall
be made by the taxpayer against any
sum so set up as an asset except on the
sale or other disposition of such asset
at a loss or on proof of a total loss
thereof.

§ 29.23 ()-9 Records of depreciable
property. In order that the verification
of depreciation allowances claimed by
the taxpayer may be facilitated, depre-
ciation shall be recorded on the tax-
payer's books, the amount measuring a
reasonable allowance for depreciation
either being deducted directly from the
book value of the assets or preferably
being credited to a depreciation reserve
account, which should be reflected in the
annual balance sheet. For the samd
reason the allowances shall be computed

and recorded with express reference to
specific items, units, or groups of prop-
erty, each Item or unit being considered
separately or specifically included in a
group with others to which the same
factors apply. Also, the taxpayer's
books shall show the basis of the de-
preciable property and any adjustments
thereto, and, in cases where the basis
of the property is other than cost, or
value on March 1, 1913, or value at date
of acquisition (as, for example, if the
property was acquired by gift or trans-
fer in trust after Decemb?r 31, 1920),
or through a reorganization or a tax-free
exchange (see particularly section
113 (a), the books shall show the data
used in ascertaining such basis and the
adjustments thereto. If a taxpayer does
not desire to have his regular books of
account show all of the factors entering
Into the computation of depreciation al-
lowances, such factors shall be recorded
in permanent auxiliary records which
shall be kept with and reconciled with
the regular books of account.

§ 29.23 (1)-10 Depreciation in case of
farmers. A reasonable' allowance for
depreciation may be claimed on farm
buildings (other than a dwelling occu-
pied by the ovmer), farm machinery, and
other physical propekty. A reasonable
allowance for depreciation may also be
claimed on livestock acquired for work,
breeding, or dairy purposes, unless they
are Included in an inventory used to
determine profits in accordance with
§ 29.22 (a)-7. Such depreciation should
be based on the cost or other basis and
the estimated life of the livestock. If
such livestock be included in an inven-
tory no depreciation thereof will be al-
lowed, as the corresponding reduction in
their value will be reflected in. the in-
ventory. (See also §§ 29.23(a)-1l and
29.23(e)-5.)

IS= 23. Dzvcrxo-;s rnco =o3s; zucozx-
as amended by rces. 211 (a), 224, Rev. Act
1939; cecs. 301. 506 (b), 2d Rev. Act 1940;
cec. 10 (b), Excess Profits Tax Amendments
1941; sec. 202 (a), Rev. Act 1941; Secs. 105 (c),
120 (b), 121 (a) (c), 12, 123 (a), 124 (a),
123,128 (a), 127 (a) (c), 128,134 (d), 153 (b),
162 (b). Rev. Act 1942.1

[In computing net income there shall be
allowed as dcductlons:]
(m) Dpi!ction. In the case of mines, oil

and gas wells, other natural deposits, and
timber, a reasonable allowance for depletion
and for depreciation of Improvements, ac-
cordln- to the peculiar conditions in each
cae; such reazonable allowance in all cases
to be made under rules and regulations to be
pres-cribed by the Commlsaoner, with the
approval of the Secretary. In any case in
which it I, ascertained as a result of opera-
tions or of development work that the re-
coverable units are greater or less than the
prior estimate thereof, then such prior esti-
mate (but not the basls for depletion) shall
be revised and the allowance under tils sub-
section for subzequent taxable years shall
be baz"ed upon such revised estimate. In the
cac of leaoso the deductions shall be equi-
tably apportioned between the lessor and
lee. In the case of property held by one
person for life vth remainder to another
person, the deduction shall be computed as
If the life tenant were the absolute owner of
the property and shall be allowed to the
life tenant. In the case of property held in
truat the allowable deduction shall be ap-
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portioned between the income beneflciaries
and the trustee in accordance with. the per-
tinent provisions of the Instrument creating
the trust, or, In the absence of suctl provi-
slons, on the basis of the trust- income
allocabla to each.

For percentage depletion allowable under
this'subsection, see section. 114- (b)-, (3); and,
(4).

(n) Basis for deprecfation- and depletion.
The basis upon which depletion, exhaustion,
wear and tear, and obsolescence are to, bL,
allowed in respect of any property shall be
as provided In. section 114.

§ 2g.2a (m) A Depletion of -mines, oz
and gas. wells, other natural deposits,.
and timber; ifepreciation. of improve-
ments. Section 23. (m) provides that
there shall be allowed. as a deduction in
computing net indome in the case of
minds, oil and gas wells, other natural
deposits, and timber, a reasonable allow-
ance for depletion. and for depreciation
of impravements 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 de-
pletion deductipns.\ An, economic inter-
est ispossessed in every case in which the
taxpayer has acquired, by investment,
any interest in, mineral in-place-or stand--
ing timber and secures, by any form of
legal relationship, income derived from
the severance and sale of the mineral or'
timber, to which he must* look' for m re-
turn of his capital. But a person who
has no capital investment in the mineral
deposit or standing timber does.not pos-
sess. an. economic interestmereIy because.
through a contractual relation too the
owner, he possesses a mere economic ad-
vantage derived from. production, Thus,
an agreement. between the owner of an
ecc1nomia 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 economc:
interest.

The 'adjusted. basis of deprecfable
propertf-is returnable through annual
depreciation, deductions. Depreciatior.
and depletion deductions-on theproperty
of a corporation are allowed to the cor-
poration and not to- its shareholders.
(But see § 29.115-4.)' The principes-
governing the apportionment of depre-
ciation in the case of property heId by
one person for life with. remainder to an-
other person and in the case of property
held in. trust are also applicable to deple-
tion,. (See §. 29.23: (I-I.);

When used in these sections (§§ 29.23.
(mY-1 to. 29.23 (m) -28, inclusive) cover-
ing depletion and depreciation:.

(a) The "fair market value"' of aprop-
erty is that amount which- would induce.
a willing seller to-sell and a willing buyer
to purchase.

(h) A "mineral property" is the minm-
eral deposit, the development and plant
necessary for its extraction, and so much
of the surface of the land only as, is nec-
essary for purposes -of mineral extrac-
tion. The value of a mineral, property is,
the combined value of its component,
parts.

(c) The term "mineral. deposit' re-
fer to- minerals; in place-. The cost of &
mineral deposit is that proportion. of the
total, cost of the mineral property which
the value of the deposit bearsto the value,
of the property at the time of its pur-
chase.

(d) 'Minerals" include ores of. the
-metals; coal, oil, gas; and such nonne-
tallic substances, as- abrasives, asbestos,.
asphaltum, barytes, borax, building-
stone; cement rock, clay, crushed stone,,
feIdspar, fluorspar, fuller's earth, graph-
ite, gravel, gypsum, limestone, magnesite,
mari, mica, mineral' pfgments, peat, pot-
ash, precious stones, refractories, rock'
phosphate, salt,, sand, silica, slate, soap-
stone, soda, sulphur, and tal.

Ce) The term"mine" does not include
oil and gas wells.

(f)- "Gross income from the property,"
as used in section 114' (b) (3) and (4)
and.§§29.23 Cm)-T to 29.23 (mY-2g, in-
clusive, means.the amount forwhich the
taxpayer sells the crude mineral product
of the property in the immediate vicill-
ity of- the mine orwell, hubt if the prod-
uct; is transported or processed (other
than by the processes excepted irelya
before sale;'it means the representative
market or field" price (as of the date, of
saleY or crude mineral product of like
Rind and gradi before such transporta-
tion or processing. If there is nor such
representative market or field price (as:
of the date of sale), then there shalt be
used in lieu thereof the represen tUtU

market or field price otthe frst mar-
ketabIe' product resulting from any
process or processes (or, if" the product
in its, crude state is merely transported.
the price forwhich sold) minus the cosft
and proportionate prdflts attributable ta
the transportation and the processes nbt
listed below. The processes excepted are
as follows:

il In the case of coal-cleaning&
breaking, sizing, and loading at the mine
-for shipment;.

(2) In the case of sulphur--pumpingr
to vats, cooling, breaking, andloading at:
tile mine for shipment,

(3), In the case of iron ore, ball and
sagger clay or rock asphalt. and ore&
which are customarily sold in the forn
of the crude mineral product-sorting oz
concentrating to bring tor shipping gradI
and loading at the mine for shipment;
and.

(4- in the case of lead, zinc copper,
gold, silver, or fluorspar ores and ores
which are not customarily sold in the
form- of the, crude mineral product-
crushing, concentrating (by gravity or
flotation)-, and other processes to the ex-
tent to which they do not beneficiate
the product in greater degree (in rela-
tion to- the crude mineral product orr the
one hand and the refined product on the
6therY than crushing- and concentrating
(by gravity or- flotation . ,

In case any of the excepted processes
are not applied, In the immediate vicin-
ity of the mining district in which, the
mine islocated, costs incurred'for trans-
portation to-theprocessing location and
if transported" by taxpayer; the propor-
tionate profits attributable to transpor-

tation.should be subtracted from the sala-
price of the product to determine "gro~s
income from the property.'

In the case of oil and gas if the crudT
mineral product Is. not sold. on the prop-
erty but is manufactured or converted.
into a refined product or is transported.
from, the- property prior tcrthe sale, then;
the "gross income from the property"
shall be assumed toA-be ecuivalent to. the
market or field price of the oil or gas
before conversion or transportation.
Im, all cases there shall be excluded irm

determining the '"gross Income from the
property" ai amount equal to. any rent3s
or royalties. which. were paid: or fncurred
by the taxpayer in respect of the prop-
erty. and are not otherwise excluded from
the "gross income fron the property,."
If royalties in the form, of bonus. pay-
ments have been. paid In. respect of the
property in the taxable year or any prior
years or if advanced royalties have been
paid in respect of the property Ir any
taxable- year ending prior to. December
31-L 1939,, the amount, excluded fronr"gross income from the property" for the
current taxable year on acqount, of such,
payments shall be an amount equal to
that part of such payment which isallo-
cable to the product sold, during the cur-
rent taxable ydar- If advanced royalties
have been paid in respect of theproperty
in any taxable- year ending on or after
December 31, 1939, the amount excluded
from "gross income from the property"

- for the current taxable- year on account
of such payments shall be an amount'
equal to the deduction for such taxable
year taken on account, of. tuch. payments
pursuant-to § 29.23 (m)-10 (e).

(g' "Metncome of thetaxpayer (com-
puted without allowance for depletion)
from the property," as used In section
III (b) (2Y,. (3, and (41 and 9§ 2923
(ml-1 to 29.23 (m) -28, inclusive, means
the "gross income from the property" as
defined in. paragraph. (M of this section
less the- allowable deductions attributable
to the mineral property, upon which the
depletion, is claimed, and the allowable
deductions attributable toc the processes
listed, in. paragraph (f) in so far as they
relate to the product- of such property,
including overhead and operating ex-
penses, development cst s- properly
charged to: expense, depreciation, taxes,
losses sustained' etc.. but excluding any
allowance for depletion. Deductions not
directly. attributable to particular prop-
erties; or processesshal be fairly allo-
cated. Too ilustratez In cases. where the
taxpayer engages in activities in ad'lL-
tiort ta mineral extraction an& to. the
processes listed, in paragraph (f0, deduc-
tions; for depreciation, taxes, general, ex-
penses' and overhead, which cannob be
directly attributed to. any specific actv-
ity,. shall be fairly apportioned between
(1) the mineral extraction and the: proc-.
esseslisted in paragraph Cf) and' (2) the
additional activities, taking Into account
the ratia which the operating expenses
directly dttributable to the mineral en.-
traction and the processes. listed irf para-
graph (f) bear to the operating exponsem
directly attributable to the additional
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activities. If more than one mineral
property is involved, the deductions ap-
portioned to the mineral extraction and
the processes listed in paragraph ()
shall, in turn, be fairly apportioned to
the several properties, taking into ao-
count their relative production.

(hY "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 wll.

(i) "The property," as used in section
114 (b) (2), (3), and (4) and §§ 29.23
(m)-1 to 29.23 (m)-19, inclusive, means
the interest owned by the taxpayer in
any mineral property. The taxpayer's
interest in each separate mineral prop-
erty is a separate "property"; but, where
two or more mineral properties are in-
cluded in a single tract or parcel of land,
the taxpayer's interest in such mineral
properties may be considered to be a
single "property," provided such treat-
ment is consistently followed.

§ 29.23 (m)-2 Computation of deple-
tion of miftes, oil and gas wells, and other
natural deposits without reference to
discovery value or percentagg depletion.
The basis upon which depletion, other
than discovery depletion or percentage
depletion, is to be allowed in respect of
any property is the basis provided in
section 113 (a), adjusted as provided in
section 113 (b) for the purpose of de-
termining the gain upon the sale or other
disposition* of such property. (See
§§ 29.113 (a)-1 to 29.114-1, 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 com-
puted by dividing that amount by the
number of units of mineral remaining
as of the taxable year, and by multiply-
ing the depletion unit, so determined,
by the number of units of mineral sold
within the taxable year. In the selec-
tion of a unit of mineral for depletion,
preference shall be given to the principal
or customary unit or units paid for in
the products sold, such as tons of ore,
barrels of oil, or thousands of cubic
feet of natural gas.

- As used in this section the phrase
"number of units sold within the tax-
able year," in the case of a taxpayer re-
porting income on the cash receipts and
disbursements basis, includes units for
which payments were received within
the taxable year although produced or
sold prior to the taxable year, and ex-
cludes units sold--but not paid for in
the taxable year. The phrase does not
include units with respect to which de-
pletion deductions were allowed or al-
lowable 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 Vithin the taxable year" as defined
in this section.

In determining the amount of the basis
as adjusted applicable to the mineral de-
posit there shall be excluded (a) amounts
representing the cost or value of the land
for purposes other than mineral pro-

duction, (b) the amount recoverable
through depreciation and through de-
ductions 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
§ 29.23 (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
basis of the property by a fraction, the
numerator of which Is equal to the de-
cline in closed or rock pressure during
the taxable year and the denominator of
which is equal to the expected total de-
cline In closed or rock pressure from the
taxable year to the economic limit of
production. Taxpayers computing de-
pletion by this method must keep ac-
curate records of periodical pressure
determinations.

§ 29.23 (m)-3 Computation of deple-
tion ot'mnes (other than metal, coal,
fluorspar, ball and sagger clay, rocTl
asphalt, or sulphur mines) on basis of
discovery value. The basis upon which
depletion is to be computed in the case
of mines (other than metal, coal, fluor-
spar, ball and sagger clay, rock asphalt,
or sulphur mines) discovered by the tax-
payer after February 28, 1913, is the fair
market value of the property at the date
of discovery or within 30 days thereafter,
if such mines were not acquired as the
result of purchase of a proven tract.or
lease, and if the fair market value of the
property is materially disproportionate
to cost. The value must be equitably
apportioned between the owners of the
economic interests therein. For the
method of determining whether a dis-
covery has been made, see § 29.23 (m)-14.
For the method of determining the fair
market value, see § 29.23 (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 in-
come limitation, (3) dividing the re-
mainder by the number of units of min-
eral-remaining as the taxable year, and
(4) multiplying the depletion unit, thus
determined, by the number of units of
mineral sold within the taxable year.

The depletion allowance based on dis-
covery value under this section shall not
exceed 50 percent of the net income of
the taxpayer (computed without allow-
ance for depletion) from the property
upon which the discovery was made, ex-
cept that in no case shall the depletion
be less than it would be if computed
without reference to discovery value,

For definition of "net income of the tax-
payer (computed without allowance for
depletion) from the property," see
9 29.23 (m)-1 (g).

This section does not apply to metal
mines, coal mines, fluorspar mines, ball
and sagger clay mines, rock asphalt
mines, or sulphur mines or deposits, or
to oil or gas wells.

As used in this section the phrase
"number of units sold within the taxable
year," in the cage of a taxpayer report-
ing income on the cash receipts and dis-
bursements basis, includes units for
which payments were received within
the taxable year although produced and
sold prior to the taxable year, and ex-
cludes units sold but not paid for in the
taxable year. The phrase does not in-
clude units with respect to which de-
pletion deductions were allowed or al-
lowable prior to the taxable year.

"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.

§ 23.23 m)-4 Computation of deple-
tion based on a percentage of income in
case of oil and gas wells. Under section
114 (b) (3), in the case of oil and gas
wells, a taxpayer may deduct for deple-
tion an amount equal to 27Y2 percent
of the gross income from the property
during the taxable year, but such deduc-
tion shall not exceed 50 percent of the
net income of the taxpayer (computed
without allowance for depletion) from.
the property. (For definitions of "gross
income from the property" and "net in-
come of the taxpayer (computed with-
out allowance for depletion) from the
property," see § 29.23 Wm)-1 () and (g).)
In no case shall the deduction computed
under this section be less than it would
be if computed upon the cost or other
basis of the property provided in section113.

§ 29.23 (m)-5 Computation of deple-
tion based on Percentage of income in
case of coal mines, metal mines, fluorspar
mines, ball and sagger clay mines, rocl
asphalt mines, and sulphur mines or de-
posits. Under section 114 (b) (4) a tax-
payer may deduct for depletion an
amount equal to 5 percent of the gross in-
come from the property during the tax-
able year in the case of coal mines, an
amount equal to 15 percent of the gross
income from the property during the tax-
able year in the case of metal, fluorspar,
ball and sagger clay, or rock asphalt
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 de-
duction shall not in any case exceed 50
percent of the net income of the tax-
payer (computed without allowance for
depletion) from the property. (For
definitions of "gross income from the
property" and "net income of the tax-
payer (computed without allowance for
depletion) from the property," see
§ 29.23 (m)-I (M and (g).) In no case
shall the deduction computed under this
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section be less than it would be if com-
puted upon the cost or other basis of
the property provided in section 113. "

A taxpayer may compute the depletion
allowance provided in this section, or in
§ 29.23 (m)-2, without regard to any
election previously made in respect of
computation of the allowances.

§ 29.23 (m)-6 Determination of cost
of deposits. In any case in which a de-
pletion or depreciation deduction is com-
puted on the basis of the cost or price at
which any interest in any mineral prop-
erty, was acquired, the taxpayer will be
required to show that the cost or price at
which such interest was bought was fixed
for the purpose of a bona fide purchase
and sale, by which the interest passed in
fact as well as in form to an owrier other
than the vendor. No fictitious or in-
flated cost or price will be permitted to
form the basis of any calculation of a de-
pletion or depreciation deduction, and in
determining whether the price or cost at
which any purchase or sale was made
represented the actual market value of
the interest sold, due weight will be given
to the relationship or connection existing
between the person selling the interest
and, the buyer thereof.

§ 29.23 (m)-7 Determination of fair
market value of mineral properties, in-
cluding oil and gas piroperties. a) If
the fair market value of the property at
a specified date is to be determined for
the purpose of ascertaining the basis for
depletion and depreciation deductions,
such value must be determined, subject
to approval or revisrbn by the Commis-
sioner, by the owner of the property in
the light of- the conditions and circum-
stances known at that date, regardless of
later discoveries or developments in the
property or subsequent improvements in
methods of extraction and treatment of
the mineral product. The value sought
should be that established assuming a
transfer between a willing seller and a
willing buyer as of that particular date.
The Commissioner will give due weight
and consideration to any and all factors
and evidence having a bearing on the
market value, such as cost, actual sales
and transfers of similar properties, mar-
ket value of stock or shares, royalties
and rentals, value fixed by the owner for
purpose of the capital stock tax, valua-
tion for local or State taxation, partner-'
ship accountings, records of litigation In
which the value of the property was in
question, the amount at which the prop-
erty may have been inventoried in pro-
bate court, and, in the absence of better
evidence, disinterested appraisals by ap-
proved methods. Valuations by analytic
appraisal methods, such as the present
value method, are not entitled to great
weight, (1) If the value of a mineral
deposit can be determined upon the basis
of cost or replacement value, (2) if the
knowledge of the 'presence of the min-
eral has not greatly enhanced the value
of the mineral property, (3) if the re-
moval of the mineral does not materially
reduce the value of the property from
which it Is taken, or (4) if the profits
"arising from the exploitation of the min-
eral deposit are wholly or in great part
due to the manufacturing or marketing

ability of the taxpayer or to extrinsic
causes other than the possession of the
mineral itself. If the fair market value
must be ascertained as of a certain date,
analytic appraisal methods will not be
used if the fair market value can rea-
sonably be -determined by any other
method.

(b) To determine the fair market
value of a mineral property by the pres-
ent value method, the essential factors
must be determined for each' deposit in-
cluded in the property. The factors es-
sential in thb case of all mineral deposits
are (1) the total expected profit, (2) the
rate at whichthis profit will be obtained,
and (3) the rate of interest commensu-
rate-with the risk for the particular de-
posit. In case of oil and gas properties
the additional factors are (I) the total-
quantity of oil and gas in terms of the
principal or customary unit (or units)
paid for in the product marketed, (ii)
the quantity of oil and gas expected to
be recovered during each operating pe-
riod, (iii) the average quality or grade

-of the oil and gas reserves, (iv) -the al-
,location of the total expected profit, to
the several processes or operations nec-
essary for the preparation of the oil
and gas for market, (v) the probable
operating life of the deposit in years, (vi)
the development' cost, and (vii) the op-
erating cost. In order to estimate the
total expected profit from the operation
of mines it is'hecessary to determine the
quantity, quality, and recoverable min-
eral content of the developed, probable,
and prospective ore reserves in all cases.
For mines with a prior operating record
the "spread of profit" per unit of recov-
erable mineral, or the percentage of net
profit to gross proceeds from mineral
production is the other factor required
in estimates of the total expected profit.
For mines with no prior operating record
the future sales price and future produc-
tion cost per unit of mineral must be
estimated in order to determine the
"spread of profit" per unit of recoverable
mineral.

(d) If the deposit has been sufficiently
developed the valuation factors specified
in paragraph (b) of this section may be
determined from past operating experi-
-ence. In the application -of, factors de-
rived from past experience full allow-
ance should be made for probablefuture
variati6ns in the rate of exhaustion,
quality or grade of the mineral, percent-.
age of recovery, cost of development,
production, interest rate, and selling
price of the product marketed during
the expected operating life of the mirL-
eral deposit. Mineral deposits for which
these factors may not be determined with
reasonable accuracy from past operating
experience may also, with the approval
of the Commissioner, be valued. by the
present value method; but the factors
must be deduced from concurrent evi-
dence, such as the general type of the
deposit, the characteristics of the dis-
trict in which it occurs, the habit of the
mineral deposits in the 'property itself,
the intensity of mineralization, the oil-
gas ratio, the rate at which additional
mineral has been disclosed by exploita-
tion, the stage of the operating life of
the property, and any other evidence

tending to establish a reasonable esiN
mate of the required factors.

(d) Mineral deposits of different
grades, locations, and probable dates of
extraction In a mineral property should
be valued separately. The mineral con-4
tent of a deposit shall be determined in
accordance with § 29.23 (m)-9. In esti-
mating the average grade of the deo
veloped and prospective mineral, account
should be taken of probable Increases or
decreases as indicated by the operating
history. The rate of exhaustion of a
mineral deposit should be determined
with due regard to the limitations im-
posed by plant capacity, by the character
of the deposit, by the ability to market
the mineral product, by labor condi-
tions, and by the operating program in
force or reasonably to be- expected for
future operations. The operating life of
a mineral deposit is that number of years
necessary for the exhaustion of both the
developed and prospective mineral con-
tent at the rate determined as above.
The operating.life of oil and gas wells Is
influenced by the natural decline in pres-
sure and flow, and also by voluntary or
enforced curtailment of production. The
operating cost Includes all current ex-
pense of producing, preparing, and mar-
keting the mineral product sold (duo
consideration being given to tax:s) ex-
clusive of allowable capital additions, as

-defined in §i 29.23 (m)-15 and 20.23
Wm)-16, and deductions for depreciation

and depletion, but Including cost of reo
pairs. For definitions of "development
expenses" and "operating expenses" in
the case of oil and gas wells, sea § 29.23

m)-16. This cost of repairs is notAto be
confused with the depreciation deduction
by which ihe 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
Comnissioner which are not supported
by the operating experience of the prop-
erty or which are derived from different
and arbitrarily selected periods.
(e) The value of each mineral deposit

is measured by the expected gross income
(the number of units of mineral recovel'
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 as of
which the valuation is made at the rate
of interest commensurate with the risk
for the operating life, and further re-
duced by the value at that date of the
depreciable assets and of the capital ad-
ditions, if any, necessary to realze the
prbfits. "The degree of risk is generally
lowest in cases .vhere the factors of val-
uation are fully supported by the operat-
ing rebord 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.

Cf) I, for the purpose of the equita-
ble -apportionment of depletion among
the several owners of economic interests,
the value of any mineral property must
be ascertained as of any specific date
for the determination of the basis for de4
pleton, the values of the several interestA
therein may be determined separately
but, when determined as of the samqo
date, shall together never exceed thd
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value at that date of the mineral prop-
erty in fee simple.

§ 29.23 (m)-8 Revaluation of mineral
deposits not allowed. No revaluation of
a property whose value as of any specific
date has been determined and approved
will be made or allowed during the con-
tinuance of the ownership under which
the value was so determined and ap-
proved, except in the case of a subse-
quent discovery of nonmetallic minerals,
other than fluorspar, ball and sagger clay,
rock asphalt, coal, sulphur, oil, or gas,
as defined in § 29.23 (m)-14, or oflmis-
representation or fraud or gross error
as to any facts known on the date as of
which the valuation was made. Revalu-
ation 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 (in) and § 29.23
(m)-9, and

(b) In the case of the sale of a part
of the property, between the part sold
and the part retained.

§ 29.23 (m)-9 Determination of min-
eral contents of mines and of oil or gas
ioells. 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, bar-
rels, thousand of cubic feet, or other
measure) of mineral products reasonably
known, or on good evidence believed, to
have existed in the ground as of that
date, the estimate or detemination must
be made according to the method cur-
rent in the industry and in the light
of the most accurate and reliable infor-
mation obtainable. In the selection of
a unit of estimate, preference shall be
given to the principal unit (or units)
paid for in the product marketed. The
estimate of the recoverable units of the
mineral products in the property for
the purposes of valuation and depletion
shall include as to both quantity and
grade:

(a) The ores and minerals "in sight,"
"blocked out," "developed," or "assured,"
in the usual or conventional meaning of
these terms with respect to the type of
the deposit, and

(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
edidence although not actually known
to occur on the basis of existing de-
velopment; but "probable" or "prospec-
tive" ores and minerals may be esti-
mated (1) as to quantity, only in case
they are extensions of known deposits
or are new bodies or masses whose ex-
istence is ihdicated 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'has been previ-
D

ously estimated for the prior year or
years, and if there has been no known
change in the facts upon which the prior
estimate was based, the number of re-
coverable units of mineral in the prop-
erty as of the taxable year will be the
number remaining from the prior esti-
mate, but in any case in which It Is
ascertained either by the taxpayer or the
Commissioner as the result of operations
or development work prior to the close
of the taxable year that the remaining
recoverable mineral units as of the tax-
able year are materially greater or less
than the number remaining from the
prior estimate, then the estimate of the
remaining recoverable units shall be re-
vised and the annual depletion allowance
with respect to the property for the
taxable year and for subsequent taxable
years will be based upon the revised esti-
mate unless a change inthe facts requires
another revision. Such revised estimate
will not, however, affect the basis for
depletion.

§ 29.23 (m)-10 Depletion; adjust-
ments of accounts based on bonus or
advanced royalty. (a) If a bonus in
addition to royalties is received upon the
grant of rights in mineral property, there
shall be allQwed to the payee as a deple-

-tion deduction In respect of the bonus
an amount equal to that proportion of
the basis for depletion as provided in
section 114 (b) (1) or (2) which the
amount of the bonus bears to the sum
of the bonus ind the royalties expected
to be received. Such allowance shall be
deducted from the payee's basis for de-
pletion, and the remainder is recoverable
through depletion deductions on the
basis of royalties thereafter received. In
the case of the payor any payment made
for the acquisition of an economic In-
terest in a mineral deposit or standing
timber constitutes a capital investment
in the property recoverable only through
the depletion allowance.

(b) If the owner of operating rights in
mineral property for a term of years is
required to extract and pay for, annually,
a specified number of tons, or other
agreed units of measurement, of such
mineral, or to pay, annually, a specified
sum of money which shall be applied
in payment of the purchase price or
royalty per unit of such mineral when-
ever the same shall thereafter be ex-
tracted and removed from the premises.
the payee shall treat an amount equal
to that part of the basis for depletion
allocable to the number of units so paid
for in advance of extraction as an allowa-
ble deduction from the gross income of
the year in which such payment or pay-
ments shall be made; but no deduction
for depletion by such payee shall be
claimed or allowed in any subsequent
year on account of the extraction or re-
moval in such year of any mineral so
paid for in advance and for which deduc-
tion has once been made.

(c) If for any reason any grant of
mineral rights expires or terminates or
is abandoned before the mineral which
has been paid for in advance has been
extracted and removed, the grantor shall
adjust his capital account by restoring
therto the depletion deductions made In
prior years on account of royalties on
mineral paid for but not removed, and a

corresponding amount must be returned
as income for the year in which such
expiration, termination, or abandonment;
occurs.

d) In lieu of the treatment provided
for In paragraphs (a) and (b) above, the
owner of an economic interest in oil and
gas wells may take as a depletion deduc-
tion in respect of any bonus or advanced
royalty from the property for the tax-
able year 271 percent of the amount
thereof; and the owner of an economic
interest in sulphur mines, metal mines,
and coal mines may take as a depletion
deduction in respect of any bonus or ad-
vanced royalty from the property for the
taxable year 23 percent, 15 percent, and
5 percent, respectively, of the amount
thereof; but the deduction shall not in
any case exceed 50 percent of the net in-
come of the taxpayer (computed without
allowance for depletion) from the prop-
erty. The owner of an economic inter-
est In fluorspar, ball and sagger clay, or
rock asphalt mines may take as a deple-
tion deduction in rezpect of any bonus or
advanced royalty from the property for
the taxable year 15 percent of the
amount thereof, but the deduction shall
not in any case exceed 50 percent of the
net income of the taxpayer (computed
without allowance for depletion) from
the property.
(e) If a lessee or other owner of op-

erating rights in one or more mineral
properties is required to pay royalties on
a specified number of units of mineral
annually, whether or not extracted
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.
royaltie so paid or accrued in either one
of the following manners:

(1) As deductions from gross income
for the year the advanced royalties are
paidor 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-
iraph 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 ac-
cordance with the manner in which
such items are treated in the return. A
failure to deduct any such items for the
year paid or accrued will constitute an
election to have all such items treated
in accordance with paragraph (e) (2)
above. Any election made under this
section is binding for all subsequent
years and the taxpayer must treat all
advanced royalties paid or accrued in
such subsequent years in the same man-
per.

§ 29.23 (m)-l1 Depletion and depre-
ciation accounts on bookts. Every tax-
payer claiming and making a deduction
for depletion and depreciation of min-
eral property shall keep accurate ac-
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counts In which shall be recorded the
cost or other basis provided by section
113 (a), as the case may be, of the min-
eral deposit and of the plant and equip-
ment, together with subsequent allow-
able capital additions to each account
and all of the other adjustments re-
quired by section 113 (b).

If the plan or method of deiletion and
depreciation accounting adopted by the
taxpayer has bnce been approved by the
Commissioner, it cannot be changed by
the taxpayer without the consent of the
Commissioner. These accounts shall
thereafter be credited annually with the
amounts of the depletion and deprecia-
tion computed in accordance with
§§ 29.23 (m)-2, 29.23 (m)-3, 29.23 (m)-
4, or 29.23 (m)-5; or the amounts of the
depletion and depreciation so computed
shall be credited to depletion and depre-
ciation reserve accounts, to the end that
when the sum of the credits for deple-
tion and depreciation'equals the cost or
other basis of the property, plus subse-
quent allowable capital additions, no
further deductions for depletion and de-
preciation with respect to the property
shall be allowed, except such depletion
deductions as may thereafter be allow-
able under section 114 (b) (2), (3), or
(4) and §§ 29.23 (m)-3, 29.23 (m)-4, o;
29.23 (m)-5.

Every taxpayer to" whom section 114
(b) (2) and § 29.23 (m)W-3 are applicable
shall keep similar accounts with respect
to'discovery value.

§ 29.23 (i)-12 Statement t6 be at-
tached to return when valuation, depld-
tion, or depreciation of mineral prop-
erty is claimed. (a) Except as provided
In § 29.23 (m) -13, there shall be attached
to the return of every taxpayer Asserting
a value for any mineral property as of
specific date or claiming a deduction for
depletion or depreciation a statement
setting forth with respect to each min-
eral property (including oil and-gas
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 sec-
tion 113 (a);

(6) The value of the property on that
datQ with a statement -of the precise
method by which it was determined;

(7) An allocation of the cost or value
as between the mineral deposit and other
assets such as plant, equipment, or the
surface of the land for purposes other
than mineral production;

(8) Thie estimated number of uniti of
each kind of mineral at the end of the
taxable year, and also at the date of ac-
quisition, if acquired during the taxable
year or at the date as of which any

valuation is made, together with an ex-
planation of the method used in the esti-
mation, the name and address of the
person making the estimate, and an aver-
age analysis which will indicate the qual-
ity of the mineral valued, including the
grade or gravity in the case of-oil;

(9) The number of units sold'and the
number of units for which payment was
received. during the year for which the.
return is made (in the case of newly
developed oil and gas properties it- Is
desirable that this information be fur-
nished by month);

(10) The gross amount received from
the sale of mineral;(11) The amount of the depreciation
for the taxable year and the amount of
depletion for the taxable year computed
without reference to percentage deple-
tion or discovery value;

(12) The amounts of depletion and de-
preciation, stated, separately, which for
each and every prior year (i) were al-
lowed, iii) were allowable, and (iii) would
have been allowable without reference to
percentage depletion or discovery value;
and

(13) Any other data which will be
helpful in determining the reasonable-
ness of the-valuation asserted or of the
deduction claimed.

(b) To the return of every taxpayer
claiming a deduction for depletion in
respect of (1) property in which he owns
a fractional interest only, -or (2) a lease-
hold, or (3) property subject to lease,
there shall also be attached a statement
setting forth the fraction of the gross
production to which the taxpayer is en-.
titled, the name and address and the
precise nature of the holding of each per-
son interested inthe 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 atslgnor
of a lease with respect to any property,

-or the holder of an interest purporting
to be an overriding royalty interest, or of
any interest other than that of a lessor
or an operating lessee, and who claims
depletion with respect to such property
or interest, shall state the exact nature
of the interest held and shall furnish
a certified copy of the instrument or
instruments by which it was acquired.

(c) In the case of oil and gas prop-
erties the statement attached to the
return shall contain, in addition to the
foregoing, the following information with
respect to each property:(1) The number of acres of producing
oil or gas land and, if additional acreage
is claimed to be proven, the amount of
such acreage and the reasons for believ-
Ing it to be proven;

(2) The number of wells producing at
the beginning and end of the taxable
year;(3) The date of completion of wells
finished during the taxable year;

(4) The date of abandonment of all
wells abandoned during the taxable year;

(5) A property map showing the loca-
tion of the property and of the produc-
Ing and abandoned wells, dry. holes; and

proven oil and gas lands (the map should
show depth, initial production, and date -
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-
formatioh 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-gat lift, vacuum,-shooting, etc.,
which have a direct effect on the produc-
tion of the property; and -
. (10) Available geological information
having a probable bearing on th% oil and
gas content; information with respect to
edge water, water drive, bottom hole
pressures, oil-gas ratio, porosity of res-
ervoir rock, percentage of recovery, ex-
pected date of cessation of natural flow,
decline in estimated potential, and char-
acteristics similar to characteristics of
other known fields.

d) All of the foregoing Information
must be furnished under oath, should be
summarized, and may be Included in a
single affidavit.

(e) Any of the Information required
by this section which has been previously
filed by the taxpayer need not be filed
again but the statement attached to
the return must indicate clearly when
and In what form the information was
previously filed. When a taxpayer has
filed adequate maps with the Commis-
sioner he may be relieved of filing further
maps of the same properties, provided
all additional Information necessary for
keeping the maps'up to date Is filed each
year. This Includes records of dry holes,
as well as producing wells, together with
logs, depth and thickness of sands, loca-
tion of new wells, etc.

§ 29.23 (m)-13 Statement to be at-
tached to return when depletion is claim-
ed on percentage basis. (a) There shall
be atached to the return of every tax-
payer who claims depletion of oil and gas
wells under section 114 (b) (3) and
§ 29.23 (m)-4, or depletion of coal mines,
metal mines, fitlorspar mines, ball and

"sagger clay mines, rock asphalt mines, or
sulphur mines or deposits under section
114 (b) (4) and § 29.23 (m)-5, a state-
ment containing the following Informh-
tion with respect to every property for
which percentage depletion is allowable:

(1) All data necessary for the de-
termination of the "gross Income from
the property" as defined In § 29.23 (m)-I
(f), including the amounts paid to lessors
as rents or royalties, the amounts paid to
holders of other interests In the mineral
property and the price per unit at which
royalties were paid;

(2) All additional data pecessary for
the determination of the "net Income of
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-the taxpa~er (computed without allow-
ance for depletion) from the property"
as defined in § 29.23 (m)-1 (g) ; and

(3) The information required by par-
agraphs (a) (1), (a) (2), (a) (3), and
(b) of § 29.23 (m)-12. The other infor-
mation required by § 29.23 (m)-12 shall
also be furnished if necessary in de-
termining the gain or loss from the sale
or other disposition of the property dur-
ing the taxable year or if a valuation of

* the property is necessary for any pdr-
.pose. The taxpayer may find it desirable
to furnish such information in all cases.

(b) All of the foregoing information
shall be furnished under oath, should be
summarized, and may be included in a
single affidavit.

§ 29.23 (m)-14 Discovery of mines
other than coal, metal, fluorspar, ball and

'sagger clay, rock-, asphalt, or sulphur
mines. (a) To entitle a taxpayer to a
valuation of his property, for the purpose
of depletion allowances, by reason of the
discovery of a mine (other than a coal,
metal, -fluorspar, ball and sagger clay,
rock asphalt, or sulphur mine) or min-
erals (other than oil or gas, coal, sulphur,
metal, metallic ores, fluorspar, ball and
sagger clay, or rock asphalt), it must ap-
pear that the mine or minerals were not

*acquired as the result of the purchase of
a proven tract or lease; also, the dis-
covery must be made by the taxpayer
after'February 28, 1913, and must 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 afford a reason-
able expectation of return to the tax-
payer of an amount materially in excess
of the capital expended in making such
discovery plus the cost of future develop-
ment, equipment, and exploitation.

(b) A mine or minerals of a kind not
excepted by this section may be said to be
discovered when (1) there is found a
natural deposit of mineral, or (2) there
is disclosed by drilling or exploration,
•conducted above or below ground, a min-
eral deposit not previously known to ex-
ist and the existence of which was so
improbable that such deposit had not
and could not have been included in any
previous valuation for the purpose of
depletion, and which in- either case ex-
ists in quantity and grades sufficient to
justify commercial exploitation.

(c) In determining whether a discov-
ery entitling the taxpayer to a valuation
has been made, the Commissioner will
take into account the peculiar conditions
of each case; but no discovery, for the
purposes of depletion, can be allowed as
to minerals which constitute merely un-
interi ptfed extensions of continuing
commercial veins or deposits already
known to exist, which have been or
should have been included in "probable"

- or "prospective" mineral, or which were
in any other way comprehended in a
prior valuation, nor can a discovery, for
purposes of depletion, be allowed as of a
date subsequent to that when, in fact,
discovery was evident, when delay by the
.taxpayer in making claim therefor has

resulted or will result in excesve allow-
ances for depletion.

(d) Discoveries include minerals in
commercial quantities contained within
a vein or deposit discovered in an exist-
ing mine or mining tract by the taxpayer
after February 23, 1913, but such vein or
deposit must not be merely the uninter-
rupted extension of a continuing com-
mercial vein or deposit already known to
exist, and the newly discovered minerals
must be of sufficient value and quantity
that they could be separately mined and
marketed at a profit.

(e) The value of property claimed as
the result of a discovery must be the fair
market value, as defined in § 29.23 (m)-7,
based on what is evident within 30 days
after the commercially valuable charac-
ter and extent of the discovered deposits
of mineral have with reasonable certainty
been established, determlncd, or proved.

§ 29.23 (m)-15 Allowable capital ad-
ditions in case of mnes. (a) All expen-
ditures in excess .of net receipts from
minerals sold shall be charged to capital
account recoverable through depletion
while the mine is in the development
stage., The mine will be considered to
have passed from a development to a
producing status when the major portion
of the mineral production is obtained
from workings other than those opened
for the purpose of development, or when
the principal activity of the mine be-
comes the production of developed ore
rather than the development of addi-
tional ores for mining.

(b) Expenditures for plant and equip-
ment and for replacements, not includ-
ing expenditures for maintenance and
for ordinary and necessary repairs, shall
ordinarily be charged to capital account
recoverable through depreciation. Ex-
penditures for equipment (including its
installation and housing) and for re-
placements thereof, which are necessary

- to maintain the normal output solely
because of the recession of the working
faces of the mine, and which (1) do not
increase the value of the mine, or (2)
do not decrease the cost of production
of mineral units, or (3) do not represent
an amount expended in restoring prop-
erty or in making good the exhaustion
thereof for which an allowance is or ha
been made, shall be deducted as ordinary
and necessary business expenses.

§ 29.23 (m)-16 Charges to capital and
to expense in case of oil and gas wlls.--
(a) Taxable years beginning prior to
January 1, 1943 The provisions of this
paragraph apply only to taxable years
beginning prior to January 1, 1943.

(1) Items chargeable to capital or to
expense at taxpayer's option:

(I) Option with respect to intangible
drilling and development costs in gen-
eral: All expenditures .for wages, fuel,
repairs, hauling, supplies, etc., incident
to and necessary for the drilling of wells
and the preparation of wells for the pro-
duction of oil or gas, may, at the option
of the taxpayer, be deducted from gross
income as an expense or charged to cap-
ital account. Such expenditures have
for convenience been termed intangible
drilling and development costs. Exam-

ples of items to which this option applies
are, all amounts paid.for labor, fuel,
repairs, hauling, and supplies, or any
of them, which are used (a) in the drill-
ing, shooting, and cleaning of wells; (b)
in such clearing of ground, draining,
road making, surveying, and geological
work as are necessary in preparation for
the drilling of wells; and (c) in the con-
struction of such derricks, tanks, pipe
lines, and other physical structures as
are necessary for the drilling of wells
and the preparation of wells for the pro-
duction of oil or gas. In general, this
option applies only to expenditures for
those drilling and development items
which In themselves do not have a sal-
vage value. For the purpose of this
option labor, fuel, repairs, hauling, sup-
plies, etc., are not considered as having
a salvage value, even though used in
connection with the installation of
physical property which has a salvage
value. Drilling amid development costs
shall not be excepted from the option
merely because they are incurred under
a contract providing for the drillng of
a well to an agreed depth, or depths, at
an agreed price per foot or other unit
of measurement.

(i) Option with respect to cost of
nonproductive wells: In addition to the
foregoing option the cost of drilling non-
productive wells at the option of the
taxpayer may be deducted from gross
income for the year in which the tax-
payer completes such a well or be
charged to capital account returnable
through depletion and depreciation as
in the case of productive wells.

(Ill) If deductions for depreciation or
depletion have either on the books of the
taxpayer or in his returns of net income
been included in the past in expense or
other accounts, rather than specifically
as depreciation or depletion, or if capital
expenditures have been charged to ex-
pense in lieu of depreciation or depletion,
a statement indicating the extent to
which this practice has been carried
should accompany the return.

(2) Recovery of optional items, if
capitalized:

(I) tems returnable through deple-
tion: If in exercising -these options, or
either of them, the taxpayer charges
such expenditures as fall within the op-
tions to capital account, the amounts so
capitalized in so far' as they are not
represented by physical property, are re-
turnable through depletion. For the
purposes of this section the expenditures
for clearing ground, draining, road mak-
ing, surveying, geological work, excava-
tion, grading, and the drilling, shooting,
and cleaning of wells are considered not
to be represented by physical property,
and when charged to capital account are
returnable through depletion.

(if) 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, repais, hauling,
supplies, etc., used in the installation of
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casing and equipment and In the con-
struction on the-property of derricks and
other physical structures.

(11) In the case of capitalized in-
tangible drilling and development costs
incurred under a contract, such costs
shall be allocated between thejoregolng
classes of items for the purposes of de-
termining the depletion and depreciation
allowances.

(3) Nonoptional Items distinguished:
(I). Capital items: The option with re-

spect to Intangible drilling and develop-
ment costs in general does not apply to
expenditures by which the taxpayer ac-
quires tangible property ordinarily con-
sidered as having a salvage value. Ex-
amples of such items are the costs of the
actual materials in those strictures
which are constructed in the wells and
on the property, and the cost of drilling
tools, pipe, casing, tubing, tanks, engines,
boilers, machines, etc. The options do
not apply to any expenditure for wages,
fuel, repairs, hauling, supplies, etc., in
connection with equipment, facilities, or
structures, not incident to or necessary
for the drilling of wells, such as struc-
tures for storing or treating oil or gas.
These are capital items and are return-
able through depreciation.

(i) E x p e n s e items: Expenditures
which must be charged off as expense,
regardless of the options provided -by
paragraph (a) of this section, are those
for labor, fuel, repairs, hauling, supplies,
etc., in connection with the operation of
the wells and of other facilities on the
property for the production of oil or
gas. General overhead expense, taxes,
and depreciation of drilling equipment,
are not considered as capital items, even
when incurred during the development
of the property.

(4) Paragraph (a) of this section does
not grant a new option or election. Any
taxpayer who made an election or elec-
tions under article 223 of Regulations 69
or under article 243 of Regulations 74 or
under article 236 of Regulations 77 or
under article 23 (in) -16 of Regulations 86
or under article 23 (m)-16 of Regulations
941 or under article 23 (m)-16 of Regu-
lations 1011 or under article 23 (m)-16
of Regulations 1031 is, by such election
or elections, bound with respect to all
optional expenditures whether made be-
fore January 1, 1942, or after December
31, 1941, In connection with oil and gas
wells. Any taxpayer who has never
made expenditures for drilling oil or gas
wells prior to the first taxable year be-
ginning'after December 31, 1941, must
make an election as to intangible drilling
and development costs in general in the
return for the first taxable year in which
the taxpayer makes such expenditures,
and a taxpayer who has never made ex-
penditures for a nonproductive well prior
to the first taxable year beginning after
December 31, 1941, must make an elec-
tion as to the cost of such wells in the
return for the first taxable year in which
the taxpayer completes such a well. Any
election so made is binding for all sub-
sequent years. A taxpayer is considered
to have made an election in accordance

126 CFR, Supp., 3.23 (m)-16; 9.23 (in)-16;
19.23 (m)-16.

with the manner in which the respective
types of optional items are treated (I) in
his return for the first taxable year end-
Ing after December 31, 1924, In which
optional expenditures of the respective
types are or were made, or (ii) in an
amended return filed between June 18,
1927, and December 18, 1927, in accord-
ance with Treasury Decision 4025. Any
taxpayer who has made expenditures for
optional drilling and development costs
must attach to his return for the first
taxable year beginning after December
31, 1941; and for each year thereafter a
clear statement of his election under
each of the options, together with a.

.statement of the time at which, and the
manner in- which, such election was
made.

(b), Taxable years beginning after De-
cember 31, 1942. The provisions of this
paragraph apply only to taxable years
beginning after December 31, 1942.
• (1) Items chargeable to capital, or to

expeffse at taxpayer's option:
(i) Option with respect to intangible

drilling- and development costs incurred
by an operator (one who holds a working
or operating interest in any tract or
parcel of land either as a fee owner or
under a lease or any other form of con-
tract granting working or operating
rights) in the development of oil and gas
properties: All-expenditures made by an
operator for wages, fuel, repairs, hauling,
supplies, etc., incident to and necessary
for the drilling of wells and the prepara-
tion. of wells for the production of oil or
gas, may, at the option of the operator, be
deducted from gross income as an ex-
pense or charged to capital account.'
Such expenditures have for convenience
been termed Intangible drilling and de-
velopment costs. They include the cost
to operators of any drilling or develop-
ment work (excluding amounts payable
only out of production or the gross pro-
ceeds from production, and amounts.
properly allocable to cost of depreciable
property) done for them by contractors
under any form of contract, including
turnkey contracts. Examples of items
to which this option applies are, all
amounts paid for labor, fuel, repairs,
hauling, and supplies, or any of them,
which are used (a) in the drilling, shoot-
ing, and cleaning of wells; (b) in such
clearing of ground, draining, road mak-
ing, surveying, and geological work as
are necessary in preparation for the
drilling of wells; and (c) in the construc-
tion of such derricks, tanks, pipe lines,
and other physical structures as are nec-
essary for the drilling of wells and the
preparation of wells for the production
of oil or gas. In general,this option ap-
plies only to expenditures for those dril-
ling and developing items which in them-
selves do not have a salvage value. For
the purpose of this option labor, fuel,
repairs, 'hauling, supplies, etc., are not
considered as having a salvage value,
even though used in connection with the
Installation of physical property which
has a salvage value. Included in this
option are all costs of drilling and devel-
opment undertaken (directly or through
a contract) by an operator of an oil and
gas property whether incurred by him

prior or subsequent to the formal gran
or assignment to him of operating rights
(a leasehold interest, or other form of
operating rights, or working interest);
except that in any case where any drl.
Ing or development project Is undertaken
for the grant or assignment of a fraction
of the operating rights, only that part
of the costs thereof which Is attributable
to such fractional Interest is within this
option. In the excepted cases, costs of
the project undertaken, Including depre
ciable equipment furnished, to the ex-'
tent allocable to fractions of the operat-
ing rights held by others, must be capi-
talized as the depletable capital cost of
the fractional interest thus acquired.

(ii) If deductions for depreciation or
depletion have either on the books of
the taxpayer or in his returns of net
income been Included in the past on ex-
pense or other accounts, rather than
specifically as depreciation or depletion,
or if capital expenditures have been
charged to expense in lieu of deprecia-
tion or depletion, a statement indicating

- the extent to which this practice has
been carried should accompany the
return.

(2) Recovery of optional Items, if
capitalized:

(i) Items returnable through deple.
tion: If the taxpayer charges such ex-
penditures as fall within the option to
capital account, the amounts so capital-
ized end not deducted as a loss are re-
turnable through depletion insofar as
they are not represented by physical
property. For the purposes of this sec-
tion the expenditures for clearing
ground, draining, road making, survey-
ing, geological work, excavation, grad-
ing, and the -drlling, shooting, and
cleaning of well, are considered not to
be represented by physical property, and
when charged to capital account are
returnable through depletion.

(ii) Items returnable through depre-
ciation: If the taxpayer charges such
expenditures as fall within the option
to capital account, the amounts so cap-
italized and not deducted as a loss are
returnable through depreciation Inso-
far as they are represented by physical
property. Such expenditures are
amounts paid for wages, fuel, repairs,
hauling, supplies, etc., used in the In-
stallation of casing and equipment and
in the construction on the property of
derricks and other physical structures.

(iII) In the case of capitalized Intan-
gible drilling and development costs
incurred under a contract, such costs
shall be allocated between the foregoing
classes of items for the purpose of de-
termining the depletion and depreola-
tion allowances.

(iv) Option with respect to cost of
nonproductive wells: If the operator has
elected to capitalize intangible drilling
and development costs, then an addi-
tional option is accorded with respect
to intangible drilling and development
costs incurred in drilling a nonproduc-
tive well. Such costs Incurred In drlllg
ing a nonproductive well may b0 de-
ducted by the taxpayer As an ordinary
loss provided a proper election is made
in the return for the first taxable year,
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beginning after December 31, 1942, in
which such a nonproductive well is com-
pleted. Such election with respect to
intangible drilling and development
costs of nonproductive wells is a new
election, and, when made, shall be bind-
ing for all subsequent years. Any tax-
payer who incurs optional drilling and
development costs in drilling a nonpro-
ductive well must make a clear state-
ment of election under this option in
the return for the first taxable year be-
ginning after December 31, 1942, in
which such nonproductive well is com-
pleted. The absence of a clear indica-
tion in such return of an election to de-
duct as ordinary losses intangible drill-
ing and development costs of nonpro-
ductive wells shall be deemed to be an
election to recover such costs through
depletion to the extent that they are
not represented by physical property,
and through depreciation to the extent
that they are represented by physical
property.

(3) Nonoptional items distinguished:
(i) Capital items: ,The option with re-

spect to intangible drilling and develop-
ment costs does not apply to expendi-
tures by which the taxpayer acquires
tangible property ordinarily considered
as having a salvage value. Examples of
such items are the costs of the actual ma-
terials in those structures which are con-
structed in thd wells and on the prop-
erty, and the cost of drilling tools, pipe,
casing, tubing, tanks, engines, boilers,
machines, etc. The option does not ap-
ply to any expenditure for wages, fuel,
repairs, hauling, supplies, etc., in con-
nection with equipment, facilities, or
structures, not incident to or necessary
for the drilling of wells, such as struc-
tures for storing or treating oil or gas.
These are capital items and are return-
able through depreciation.

(i!) Expense items: Expenditures
which must be charged off as expense,
regardless of the option provided by
paragraph (b) of this section, are those
for labor, fuel, repairs, hauling, supplies,
etc., in connection with the operation of
the wells and of other facilities on the
property for the production of oil or gas.

(4) Paragraph (b) of this section
grants a new option with respect to in-
tangible drilling and development costs
incurred by an operator in a taxable year
beginning after December 31, 1942, in the
development of oil and gas properties,
and requires a new election under such
option. Any operator who incurs such
costs must make a clear statement of
election .under this option in the return
for the first taxable year beginning after
December 31, 1942, in which,such costs
are incurred. The absence of a clear n-
dication in such return of an election to
deduct as expenses intangible drilling
and development costs shall be deemed to
be an election to recover such costs
through depletion to the extent that they
are not represented by physical property,
and through depreciation to the extent
that they are represented by physical
property. This election is binding for all
subsequent years.

§ 29.23 (m)-17 Depreciation in case
of -mines. (a) The Internal Revenue
Code provides that deductions for depre-
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elation of improvements on mining prop-
erty may be taken "according to the'
peculiar conditions in each case." This
is deemed to include exhaustion and
wear and tear of the property used in
mining of deposits, including a reasona-
ble allowance for obsolescence. (See
§§ 29.23 (1)-1 to 29.23 (1)-10, inclusive,
as to deductions for depreciation and
obsolescence generally. See particularly
§ 29.23 ()-5 with regard to information
which must be furnished in substantia-
tion of deductions claimed for deprecia-
tion and obsolescence.)

(b) It shall be optional with the tax-
payer, subject to the approval of the
Commissioner, whether the cost or other
basis of the plant and equipment plus
allowable capital additions but minus
estimated salvage value shall be re-
covered (1) at a rate established by cur-
rent exhaustion of mineral, or (2) by
reasonable charges for depreciation (see
§ 29.23 (1)-i) at a rate determined by
the physical life or the economic life of
such plant and equipment, or, (3) ac-
cording to the peculiar conditions of the
case, by a method satisfactory to the
Commissioner.

(c) The estimated physical life of a
plant or unit thefeof (including build-
ings, machinery, apparatus, roads, rail-
roads, and other equipment and Improve-
ments whose principal use is in connec-
tion with the mining or treatment or
other necessary handling of mineral
products) may be defined as the esti-
mated time such plant, or unit, when
given proper care and repair, can be
continued in use despite physical de-
terioration, decay, and wear and tear.

(d) The estimated economic life of a
plant or unit thereof is the estimated
time during which the plant or unit may
be utilized effectively and economically
for its intended purposes and may be
limited by the life of the property or of
that portion of the mineral deposits
which it serves but can never exceed the
physical life.

(e) Any difference between the salvage
value of plant and equipment and the
basis provided in section 113 (a), ad-
justed as provided in section 113 (b),
remaining at the termination of mining
operations shall be returned as profit or
loss in the year in which It is realized.

(f) Nothing in these regulations shall
be interpreted as meaning (1) that the
cost or other basis of a mining plant and
equipment may be reduced by deprecia-
tion deductions to a sum below the value
of the salvage when the property shall
have become obsolete or shall have been
abandoned for the purpose of mining, or
(2) that proper deductions for deprecia-
tion on account of obsolescence and
decay shall not be made during periods
when the mine is Idle or is producing at
a rate below its normal capacity. In
estimating the salvage value of the equip-

Iment at the end of its estimated eco-
nomic life due consideration may be
given to its specialized character and
the cost of dismounting and dismantling
and transporting it to market.

(g) Nothing in these regulations shall
be interpreted to permit expenditures
charged to expense in any taxable year
or any Part of the value of land for pur-

poses other than mining to be recovered
through depletion or depreciation.

§ 29.23 (m)-18 Depreciatio. of im-
provements in case of oWl and gas wells.
Taxpayers operating oil or gas proper-
ties will, in addition to and apart from
the deduction allowable for depletion as
hereinbefore provided, be permitted to
deduct a reasonable allowance for depre-
ciation of physical property, such as ma-
chinery, tools, equipment, pipes, etc., so
far as not in conflict with the option ex-
ercised by the taxpayer under § 2923
(m)-16. The amount deductible on this
account shall be such an amount based
upon its cost or other basis equitably dis-
tributed over its useful life as will bring
such property to its true salvage value
when no longer useful for the purpose
for which such property was acquired.
Accordingly, where it can be shown to
the satisfaction of the Commissioner that
the reasonable expectation of the eco-
nomic life of the oil or gas deposit with
which the property is connected is
shorter than the normal useful life of
the physical property, the amount annu-
ally deductible for depreciation on such
property may be based upon the length
of life of the deposit. (See §§ 29.23
(1)-1 to 29.23 a)-lO, inclusive, as to de-
ductions for depreciation and obsoles-
cence generally. See particularly § 29.23
()-5 with regard to information which
must be furnished in substantiation of
deductions claimed for depreciation and
obsolescence.)

§ 29.23 (m)-19 Depletion and depre-
ciation of off and gas wells in years be-
fore 1916. If upon examination it is
found that in respect of the entire drill-
ing cost of wells, including physical prop-
erty and incidental expenses, between
March 1, 1913, and December 31, 1915, a
taxpayer has been allowed a reasonable
deduction sufficient to provide for the
elements of exhaustion, wear and tear,
and depletion, It will not be necessary
to reopen the returns for years prior to
1916 in order to show separately in these
years the portions of such deduction rep-
resenting depletion and depreciation, re-
s pectively. Such separation Will be re-
quired to be made of the reserves for de-
preciation at January 1,1916, and proper
allocation between depreciation and de-
pletion must be maintained after that
date.

§ 29.23 (m)-20 Capital recoverable
througft depletion allowance in case of
timber. In general, the capital remain-
ing In any year recoverable through de-
pletion allowances is the basis provided
by section 113 (a) adjusted as provided
by section 113 (b). For capitalization of
carrying charges, see § 29.113 (b) (1)-i.
The apportionment of deductions be-
tween the several owners of economic
interests in timber properties will be
made as specified in § 29.23 (m)-7. The
cost of timber properties shall be deter-
mined in accordance with the principles
indicated in § 29.23 (m)-6. For method
of determining fair market value and
quantity of timber, see §§ 29.23 (m)-25
to 29.23 (m):-27, inclusive. For depletion
purposes the cost of the timber shall not
include any part of the cost of the land.
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§ 29.23 (m)-21 Computation of allow-
ance for depletion of timber for given
year. 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 timber account or
accounts pertaining to the timber cut.
'The depletion unit of the timber for a
given timber account in a given year shall
be the quotient obtained by dividing, (a)
the basis, provided by section 113 (a)
and adjusted as provided by section 113
(b), of the timber on hand at the begin-
ning of the year plus the cost of the num-
ber 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 (dr minus)
the number of units required to be added
(or deducted) by way of correcting the
estimate of the number of units re-
maining available in the account. The
amount of the deduction for depletion
in any taxable year with respect to a
given timber account shall be-the prod-
uct of the number of units of timber cut
from the given account during the year
multiplied by the depletion unit of the
timber for the given account for the year.
Those taxpayers who keep their accounts
on a monthly basis may, at their op-
tion, 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 shalibe the
sum of the amounts deductible for the
several timber accounts. For description
of timber accounts, see §§ 29.23 (m)-27
and 29.23 (m)-28.

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.

§ 29.23 (m)-22 Revaluation of timber
not allowed. No revaluation of a timber
property whose value as of any specific
date has been determined and approved
will be made or allowed during the con-
tinuance of the ownership under which
the value was so determined and ap-
proved, except in. the case of misrepre-
sentation or fraud or gross error as to
any facts known on the date as of which
the valuation was made. Revaluation
on account of misrepresentation or
fraud or such gross error will be made
only with the written approval of the
Commissioner. The depletion unit
should bd changed when a revision of.
the remaining number of units of recov-
erable timber in the property has been
made in accordance with § 29.23 (m)-26.

§ 29.23 (m)-23 Depreciation of im-
provements in case of timber. The cost
or other basis of development not rep-

resented by'physical property having an
,inventory value shall be recoverable
through depreciation. It shall be op-
tional with the taxpayer, subject to the
approval of the Commissioner:

(a) Whether the cost or other basis of
the property subject to depreciation
shal 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 ac-
cording to the peculiar conditions of the
taxpayer's case by a method satisfactory
to the Commissioner.

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 regula-
tions shall be interpreted to mean that
the value of a timber plant and equip-
ment may be reduced by depreciation
deductions to a sum below the value of
the salvage when the plant and equip-
ment shall have become obsolete or worn
out or shall have been abandoned, or
that any part of the value of cut-over
land may be recoverable through depre-
ciation. (See §§ 29.23 (1)-1 to 29.23
(1)-10, inclusive, as to deductions for de-
preciation and obsolescence generally.
See particularly § 29.23 )-5 with re-
gard to information which must be fur-
nished in substantiation of deductions
claimed for depreciation and obso-
lescence.)

§ 29.23 (m)-24 Information to be fur-
nished by taxpayer claiming depletion
of timber. To the income tax return of
the taxpayer claiming a deduction for
depletion or depreciation or both there'
shall be attached a map and statement
(Form T-Timber) for the taxable year
covered by the income tax return. Foihm:
T-Timber requires the following:

(a) Mapr showing timber and land ac-
quired, timber cut, and timber and land
sold;

(b) Description of, cost of, and terins
of purchase or lease of, timber and land
acquired;

(6) Proof of profit or loss from sale
of capital assets;

(d) Description of timber with respect
to which claim for'ross, if any, is made;

(e) Record of timber cut,-
f) Changesin each timber account as

the result of purchase, sale, cutting, re-
estimate, 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 na-
ture of the information required for thd

earlier years Is given in detail In Form
T-General forest Industries question
naire for the years prior to 1919.

9 29.23 (m)-25 Determination of fair
market value of timber. If the fair maro
ket value of the property at a specified
date is the basis for depletion and de-
preciation deductions, such value shall
be determined, subject to approval or
revision by the Commissioner upon
audit, by the owner of the property in
the light of the most reliable and accu-(
rate Information available with refer-
ence to the condition of the property as
it existed at that date, regardless of all
subsequent changes, such as changes In
surrounding circumstances, In methods
of exploitation, In degree of utilization,
etc. The value sought will be the selling
price, assuming a transfer between a
willing seller and a willing buyer, as of
the particular date. Such factors as the
following will be given due considera-
tion:

(a) Character and quality of the timi
ber as determined by species, age, sizo
conditio , etc.;

(b) The quantity of timber per acre,
the total quantity under consideration,
and the location of the timber In ques-
tion with reference to other timber;

(c) Accessibility of the timber (oca.
tion with reference to distance from a
common carrier, the topography and
other features of the ground upon which
the timber stands and over which It must
be-transported in process of exploitation,
the probable cost of exploitation, and
the climate and the state of industrial
development of the locality)., and

(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, taking
into consideration such factors as those
mentioned above, will be consistent with
that of the other timber In the region.
The Commissioner will give due weight
and consideration to any and all facts
and evidence having a bearing on the
market value, such as cost, actual sales
and transfers of "similar properties, the
nargin between the cost of production
and the price realized for timber prod-
ucts, market value of stock or shares,
royalties and rentals, value fixed by the
owner for the purpose of the capital
stock tax, valuation for local or State
taxation, partnership accduntings, rec-
ords of litigation' in which the value of
the property has been involved, th0
amount at which the property may havo
been Inventoried or appraised in probate
or similar proceedings, disinterested ap-
praisals by approved methods, and other
factors. For depletion purposes the fair
market value at a specified date shall not
include any part of the value of the land.,

If, for the purpose of the equitable
apportionment of depletion among the
several owners of economic interests, the
value of any timber property must be
ascertained as of any specific date for the
determinatlon of the basis for depletion,
the values of the several Interests thereil
may be determined separately, but, when
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'determined as of the same date, shall
together never exceed the value at that
date of the timber property in fee simple.

§ 29.23 (m)-26 Determination of
quantity of timber. Each taxpayer
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 meas-
ure, log scale, cords, or other units) of
timber reasonably known, or on good
evidence believed, to have existed on the
ground, on March 1, 1913, or on the date
of acquisition of the property, as the
case may be. This estimate shall state
as nearly as possible the number of units
which would have been found present by
a careful estimate made on the specified
date with the object of determining 100
percent of 'the quantity of timber which
the area would have produced on that
date if all of the merchantable timber
had been cut and utilized in accordance
with the standards of utilization pre-
vailing in that region at that time. If
subsequently *during the ownership of
the taxpayer making the return, as the
result of the growth of the timber, of
changes in standards of utilization, of
losses not otherwise accounted for, of
abandonment Of timber, or of operations
or development work, it is ascertained
either by the taxpayer or the Commis-
sioner that there remain on the ground,
available for utilization, more or less
units of timber than remain in the tim-
ber account or accounts on the basis of
the original estimate, then the original
estimate (but not the basis for deple-
tion) shall be revised and the annual de-
pletion allowance with respect to the
property for subsequent taxable years
.shall be based upon the revised estimate.

§ 29.23 (m)-27 Aggregating. timber
and land for purposes of valuation and
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 includes all
of the taxpayer's timber which would
logically be removed by a single logging
development. In exceptional cases, pro-
vided there are good and substantial
reasons, and subject to approval or re-
vision by the Commissioner on audit, the
taxpayer may divide the timber in a
given block into two or more accounts,
e. g., timber owned on February 28, 1913,
and that purchased subsequently may be
kept in separate accounts, or timber
owned on February 28, 1913, and the
timber purchased since that date in sev-
eral distinct transactions may be kept in
several distinct accounts, or individual
tree species or groups of tree species may
be carried in distinct accounts, or special
timber products may be carried in dis-
tinct accounts, or blocks may be divided

into two or more accounts based on the
character of the timber or its acces-
sibility, or scattered tracts may be In-
cluded in separate accounts. If such a
division is mad6, a proper portion of the
total value or cost, as the case may be,
shall be allocated to each account.

The timber accounts mentioned In the
preceding paragraph shall not include
any part of the value or cost, as the case
may be, of the land. In a manner similar
to that prescribed in the foregoing part
of this section the land in a given "block"
may be carried in a single land account
or may be divided into two or more ac-
counts on the basis of its character or
accessibility. When such a division Is
made, a proper portion of the total value
or cost, as the case may be, shall be
allocated to each account.

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 sat-
isfactory to the Commissioner, or as re-
quired by the Commissioner, the timber
or the land accounts may be readjusted
by dividing individual accounts, by com-
bining two or more accounts, or by di-
viding and recombining accounts.

§ 29.23 (m)-28 Timber depiction and
deprecation accounts on booTx. Every
taxpayer claiming or expecting to claim a
deduction for depletion or depreciation
of timber property (including plants, im-
provements, and equipment used in con-
nection therewith) shall keep accurate
ledger accounts in which shall be re-
corded the cost or. other basis provided
by section 113 (a), as the case may be, of
the property, and the plants, improve-
ments, and equipment, together with
subsequent allowable capital additions
to each account and all of the other ad-
justments provided by section 113 (b)
and §§ 29.113 (a) (14)-1 and 29.113 (b)
(1)-i to 29.113 (b) (3)-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 of value shall be allo-
cated to each. (See §29.23 (m)-27.)
These accounts shall be credited with
the amount of the depreciation and de-
pletion deductions computed in accord-
ance with § 29.23 (m)-20 each year, or
the amount of the depreciation and de-
pletion shall be credited to depreciation
and depletion reserve accounts, to the
end that when the sum of the credits for
depreciation and depletion equals the
cost or other basis of the property, plus
subsequent allowable capital additions,
no further deduction for depreciation
and depletion will be allowed.

[SEc. 23. DmucrxoNs muom onoss ncomr--
as amended by secs. 211 (a), 224, Rev. Act
1939; seces. 301, 506 (b), 2d Rev. Act 1940; cec.
10 (b). Excess Profits Tax Amendments 1941;
sec. 202 (a), Rev. Act. 1941; Ees. 105 (c), 120
(b), 121 (a) (c), 1, 123 (a), 12 (a), 125, 12
(a). 127 (a) (c), 128,134 (d), 258 (b). 162 (b).
Rev. Act 1942.]

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

(o) Charitable and other contributions.
In the ca of an Individual, contributions or
gifts payment of which Is made within the
taxable year to or for the use of:

(1) The- United States, any State, Terri-
tory. or any political subdivision thereof or
the District of Columbia, or any possesIon
of the United States, for exclusively public
purpo:eo;

(2) a corparation, trust, or community
cheat, fund. or foundation, created or organ-
lzed In the United States or In any possezsion
thereof or under the law of the United States
or of any State or Territory or of any pos-
cezalon of the United States, organized and
operated exclusively for religious, charitab!e,
ccientific, literary, or educational purposes,
or for the prevention of cruelty to children
or anpalos, no part of the net earnings of
whlch inurs to the benefit of any private
nhareholder or Individual, and no substan-
tial part ot the activities of which is carrying
on prop2-anda. or otherwise attempting, to
Influence leg lation;

(3) the rpecial fund for vocational re-
habilitation authorized by section 12 of the
World War Veterans! Act, 1924, 43 Stat. 611
(U.S.C., Title 33, § 440);

(4) postz or organizations of war veterans,
or auxilary units or socetice of any such
poats or organizations, If such posts, organ-
izations, units. or societles are organizd In
the United Statea or any of its pcssessions,
and if no part of their net earnings Inures
to the benefit of any private shareholder or
individual: or

(5) a domestic fraternal society, order, or
acescelation, operating under the ledge sys-
tem, but only If such contributions or gifts
are to ba ucd exclusively for religious, char-
Itable, scientific, literary, or educational pur-
poces, or for the prevention of cruelty to
children or animals; .
to an amount which In all the above cases
combined does not exceed 15 per centunr of
the taxpayer'a net income as computed with-
out the bmnqflt of this subszection or of sub-
section (x). Such contributions or gifts shall
be allowable as deductions only if verified
under rules and regulations prescribed by
the Commls-ioner, with the approval of the
Secretary.

For unlimited deduction if contributions
and Gifts exceed go per centum of the net
income, sce section 120.

§ 29.23 (o)-i Contributions or gifts by
individuals. A deduction-is allowable
under section 23 (o) only with respect to
cQntributions or gifts which are actually
paid during the taxable year, regardless
of when pledged and regardless of the
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, 1938. A contribution or
gift to an organization described in sec-
tion 23 (o) Is deductible even though
some portion of the funds of such organ-
izatlon Is or may be used in foreign coun-
tries for charitable and educational pur-
poses. This section does not apply to
contributions or gifts by estates and
trusts (see section 162). For computa-
tion of deductions for charitable con-
tributions where the taxpayer also has
an allowable deduction for medical ex-
penses, see § 29.23 (x)-l.

A contribution or gift to the United
States, any State, Territory, or any po-
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litical subdivision thereof, or the Dis-
trict of Columbia, or any possession of
the United States, exclusively 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
section 23 (o). (See sections 169 and
183.) However, a partner's proportion-
ate share of contributions or gifts actu-
ally paid by a partnership during its
taxable year to such organizations may
be allowed as a.deduction in hiis indi-
vidual personal return for his taxable
year with or within which the taxable
year of the partnership ends, to an
amouni which, when added to the
amount of contributions made by the
partner individually and claimed as -a
deduction, is not in excess of 15- peicent
of his net income computed without the
benefit of the deduction for contripu-
tions. In the case of a n6nresfdent 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 -corporations,
see § 29.2a (q)-1. (7

In the case of a husband and 'wife
making a joint return, the deduction for
contributions or gifts is the aggregate
of such contributions or gifts made by
the spouses, and is limited to 15 percent
of the aggregate net income of the
spouses (computed without regard to
such contributions or gifts) as shown by
the Joint return.

A donation made by an individual to
an organization. oth6r than one referred
to in section 23 (o) which bears a. direct
relationship to his business and is made
with a reasonable expectation. of a finan-
cial return commensurate - with the
amount of the donation. may constitute
an allowable deduction as business ex-
pense.

Sums of money expended for 16bby-
ing purposes, the promotion or defeat of
legislation, the exploitation of propa-
ganda, including advertising other than
trade advertising, and contributions for
campaign expenses, are not deductible
from gross income.

If the contributiQn or gift is other thin
money, the basis for calculation of the,
amount thereof shall be the fair mar-
ket value of the property at the time
of the contribution or -gift.

In. connection with claims for deduc-
tions unde section 23 (o), there shall
be stated in returns of income the name
and address of each organization to
which a contribution or gift was made
and the amount, and the approximate
date of the actual payment of the con-
tributipn or gift in each case.. Claims
for deductions under section 23 (o) must
be substantiated, when required by the
Commissioner, by'a statement from. the
organization to which the contribution
or gift was made showing whether the
organization is a domestic organization,
the name and address of the contributor
or donor, the amount of the contribu-
tion or gift and the date of the actual
payment thereof. and by such other in-
formation as" the Commissioner may
deem necessary.

[S=e 23- DEmucross- Pnoa GancossEo -
as amended by sees. 211 (a), 224., Rev, Act
1939; sees. 301, SOT (b). 2d Rev. Act 1940;
sec. 10' (b) Excess Profits Tax Amendments
1911; sec. 202 (a), Rev. Act 1941; sees. 105 (cY,
120, (b), 121 (a)- (c). 122, 12 (a), 124 (al, 125,
126 (a, 127 (a)- (c). IW, 131 (da, 1 8 (b),
162 (b), Rev. Act 1942;]

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

(p) Contributions of an employer to an
employees, trustor annuitypras and compen-
sation under e deferred payment plan-()
General rule. If contributions are paid by
an employer to or under a. stoclk bonus, pen-
sian, profit-sharing, or annuity plan, or if
compensation'is paid or accrued on account
of any employee under a plan. deferring the
receipt of such compensation, such contribu-
tions or compensation shall not be deductible
under subsection (a) but shal be deductible,
if deductible under subsection (a) without
regard to this subsection, under this subsec-
tion but only to the following extent:

(A) In the taxable year when paid, if the
contributions are paid into a. pension trust,
and If-such taxable year ends within or with
a taxable year of the trust forwhlch the trust
is exempt undersectfon 165 (a)-, in an amount
determined as follows:

(I) %an amount not. in excess. of 5 per
centum of the compensation .otherwise- paid
or accrued during the taxable year to, all the
employees under the trust, but such amount
may be reduced. for future years if found by
the Commissioner upon periodical examina-
tons at not less than five-year intervals to
be more than the amount reasonably neces-
sary to provide the remaining unfundfed cost
of past and current service credits of alL em-
ployees under the plan, plu ,

(ii) any excess over the amount allowable
under clause (i1 necessary to provide with
respect to- all of the.employees under thetrust
the remaining unfunded cost of their past
and. current service credits distributed as a
level amount, or a level percentage of com-
pensation, over the remaining future service
of each such employee, as determined under
regulatlons prescribed by the Commissioner
with the approval of the Secretary, but if sucir
remaining unfunded cost with respect, to any
three individuals is more than 50 per centumn
of such remainlng unfunded cost, the amount
of such unfunded cost attributable to such
individuals shall be distribute, over a period
of at least 5 taxable years, or(iii) in lieu, of the amounts allowable un-
der (i- and (Ii) above, an amount equal to the
noiinal cost of the plan, ar determined under
regulations prescribed by -the Commissioner
with the approval of the Secretary, plus, if
past service or other 9upplementary pension
or annuity credits are provided by the plan,

- an amount not in excess of 10 per centum.
of the cost, which would be required to com-
pletely fund or purchase such pension or
annuity credits as of the date when they are
included in, the plan, as determined under
regulations prescribed by the Commissioner
with. the approval of the Secretary, except.
that In no case shall a deduction be allowed
for any amount (other than the normal cost-
paid.in after such pension or annuity credits.
are completely funded or purchased..

- (iv) Any amount paid In a taxable year In
excess of the amount deductible in such year
under the foregoing limitations shall be, de-
ductible in the succeeding taxable years in
order of time to the extent of the diffe'rence
between the amount paid and deductible in
each such succeeding year and the maximum
amount deductible for such year in accord-

, ance: with the foregoing limitations.
(B)-In the taxable year when paid, In an

amount'determined in accordance with sub-
paragraph (A) of this paragraph, if the con-
tributions are paid toward tne purchase of
retirement annuities and. such purchase Is,
a- part of a plan which meets the require-
ments of section 165 (a), (3),, (11, (5), and

(6), and If refunds of premiums, If any, are
applied within the current taxable year or
next succeeding taxable year'towards th&
purchase of such retirement annuities,

(C) In the taxable year when paid, If the
contributions are paid Into a stock bonus or
profit-sharing trust, and if such taxable year
ends within or with a-taxable year of the trust
with respect to which the trust Is exempt
under section 165 (a), In an amount not In
excess of 15 per centum of the compensation
otherwise paid or accrued during the taxable
year to all employees under, the stock bonus
or profit-sharing plan. If In any taxable
year beginning after December 31, 1041, there
is paid. into, the trust. or a similar trust then
In eflect. amounts less than the amounts
deductible under the preceding sentence, the
excess, or if no amount Is paid, the amounts
deductible, shall be carried forward and be
deductible when paid In the succeeding tax-
able years in. order of time; but the amount
so- deductible under this sentehco in any
such succeeding taxable year shall not eg-
ceed 15- per centum of the compensation
otherwise paid or accrued during such suc-
ceeding taxable year ta the beneficiaries un-
der the plan. In' addition, any amount paid
into the trust In a taxable year beginning
after December 31, 194 1 in excess of the
amount allowable with respect to such year
under the prededing provisions of this sub-
paragraph shall be deductible in the succeed-
Ing taxable years In order of time, but. the
amount so deductible under this sentence In
any one such. succeeding taxabletyear to-
gather with the amount allowable under the
first sentence of this subparagraph shall not
exceed 15, per centuan of the compensation
otherwise paid or accrued during such tax-
able year to the beneficiaries under the plan.
The term "stock bonus or profit-sharing
trust", as used in this subparagraph, shall not
Include any trust designed to provide bone-
£ta upon retirement and covering a period Of
years, if under t~eplan the arnounta to be
contributed by the employer can ba deter-
mined actuarlly I as. provided in subpara-
graph (A). It the contributions are made
to two ormore stock bonus or profit-sharing
trusts. suchtrusts shall be considered a single
trust for the purposes of applying the llmt'4
tatlons in this subparagraph.

(D) In the taxable year when paid. If the
plan is not one Included in paragraphs (A),
(B), or (C), If the employees, rights to or,
derived from such employer's contribution or
such compensation are nonforfeitable at the
time the contrlbutiol or compensation 14
paid.

(E) For the purposes of subpavagrapho (A),
(B). and (0), a taxpayer on tho accrual basis
shall be deemed to have made a payment on
the last day, of the year of accrual If the
payment is on account of such taxable year
and Is made within sixty days after the close
of the taxable year of accrual.

(F) If amounts are deductible utnder sub-
paragraphs (A and (C>, or (B) and (0), or
(A), (B). and (C), in connection with two
or more trusts, or one or more trusts and an.
annuity, plan, the total amount deductible
in a taxable year under-such trusts and plans
shall not exceed 25 per centum of the coi-
pensation otherwise paid or accrued during
the taxable year to the persons who are the
beneficiaries of the trusts or plans. In ad-.
dilon, any amount paid into, such trust or
under such annuity plans in a taxable year
beginning after December 31, 1941, In excess
of the amount allowable with respect to such.
year under the preceding provisions of this
subparagraph shall be deductible In the suc-
ceeding taxable years in; order of time, but.
the amount so deductible under this son-
tence in any one such succeeding taxable
year together with the amount allowable
under the first sentence of this subparagraph.
shall not exceed 30 per centumr of the coa

5 5o in original.

14936

HeinOnline -- 8 Fed. Reg. 14936 1943



FEDERAL REGISTER, Wednesday, November 3, 1913

pensation otherwise paid or accrued during
such taxable years to the beneficiaries under
the trusts or plans. This subparagraph shall
not have the effect of reducing the amount
otherwise deductible under subparagraphs
(A), (B), and (C), if no employee is a bene-
ficiary under more than one trust, or a trust
and an annuity plan.

If there is no plan 'but a method of employer
contributions or compensation has the ef-
fect of a stock bonus, pension, profit-sharing,
or annuity plan, or similar plan deferring the
receipt of compensation, this paragraph
shall apply as If there were such a plan.

(2) Deductions under prior income tax
acts. Any deduction allowable under section
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 section 23 (p) of the Revenue
Act of 1936 (49 Stat. 1661), or the Revenue
Act of 1938 (52 Stat. 464), or the Internal
Revenue Code for a taxable year beginning
before January 1, 1943, which under such
section was apportioned to any taxable year
beginning after December 31, 1942, shall be
allowed as a deduction for the years to which
so apportioned to the extent allowable under
such section if it had remained in force with
respect to such year.

[NoTE: Prior to its amendment by section
162 (b), Rev. Act 1942, section 23 (p) read,
as follows:

"(p) Pension trusts-(1) General rule.
An employer establishing or maintaining a
pension trust to provide for the payment of
reasonable pensions to his employees shall be
allowed as a deduction (in addition to the
contributions to such trust during the tax-
able year to cover the pension liability ac-
cruing during the year, allowed as a deduc-
tion under subsection (a) of this section)
a reasonable amount transferred or paid into
such trust during the taxable year in exce~s
of such contributions, but only If .such
amount (1) has not theretofore been allow-
able as a deduction, and (2) is apportioned
in equal parts over a period of en consecu-
tive years beginning with the year in which
the transfer or paymenl'is made.

"(2) Deductions under prior income tax
acts. Any deduction allowable under section
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, un-
der section 23 (p) of the Revenue Act of
1936, 49 Stat. 1661, or the Revenue Act of
1938, 52 Stat. 464, which under such section
was apportioned to-any taxable year begin-
ning after December 31, 1937, shall be al-
lowed as a deduction in the 'years to which
so apportioned to the extent allowable under
such section if It had remained 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 re-
spect to a taxable year (whether the year of
the transfer or payment or a subsequent year)
of the employer ending within or with a tax-
able year of the trust with respect to which
the trust is exempt from tax under section
165."-

S'. 162. PmxsioN Tausys. (Revenue Act
of 1942, Title I.)

(d) Taxable years to which amendments
applicable. The amendments made by this
section shall be applicable as to both the em-
ployer and employees only with respect to
taxable years of the employer beginning after
December 31, 1941, except that-

(1) In the case of a stock bonus, pension,
profit-sharing, or annuity plan in effect on
or before September.1, 1942,
- (A) such a plan shall not become iubject
to the requirements of section 165 (a) (3),

(4), (5), and (6) until the beginning of tho
first taxable year beginning after December
31, 1942.

(B) such a plan shall be considered as
satisfying the requirments of faction 105 (a)
(3), (4), (5), and (6) for the period begin-
ning with the beginning of the flrst taxable
year following December 31, 1942, and ending
December 31, 1943. if the plan ratilles such
requirements by December 31, 1943.

(C) if the contribution of an employer to
such a plan in the employer's taxable year
beginning In 1942 exceeds the maLmum
amount deductible for such year under rec-
tlon 23 (p) (1), as amended by this rection,
the amount deductible In such year shall be
not less than the sum of-

(1) the amount paid in such taxable year
prior to September 1, 1942. and deductible
under rection 23 (a) or 23 (p) prior to
amendment by this section, and

(11) with respect to the amount paid In
such taxable year on or after September 1,
1942. that proportion of the amount deducti-
ble for the taxable year under cction 23 (p)
(1), as amended by this section, wThlch the
number of months after August 31, 1942, In
the taxable year bears to twelve.

(2) In the care of a stock bonus, pension.
profit sharing or annuity plan put into effect
after September 1, 1942, such a plan Dhall be
considered as satlsfying the requirements of
rection 165 (a) (3), (4), (5) and (6) for the
period beginning with the date such plan is
put into effect and ending December 31. 1943,
if the plan satsfies such requirements by
December 31, 1943.

§ 29.23 (p)-I Contributions of an em-
ployer to an employees' trust or annuity
plan and compensation under a deferred
payment plan; in general. Section 23
(p) prescribes limitations upon deduc-
tions for amounts contributed by an em-
ployer under a pension, annuity, stock
bonus, or profit-sharing' plan, or under
any plan of deferred compensation. It
is immaterial whether the plan covers
present employees only, or present and
former employees, or only former em-
ployees. Section 23 (p) does not cover
contributions or compensation which
give the employee or former employee
present benefits such as life insurance
protection. The cost of such benefits is
deductible to the extent allowable under
section 23 (a). See § 29.165-6. Section
23 (p), however, is applicable to all con-
tributions under a stock bonus, pension,
profit-sharing, or annuity plan, whether
or not the employee's rights In such con-
tributions are nonfqrfeitable.

A contribution to be deductible under
section 23 (p) must be an ordinary and
necessary expense which would be de-
ductible under section 23 (a) if It were
not for the fact that the statute specifi-
cally provides that it shall be deductible
under section 23 (p). A contribution by
a corporation under a plan which Is
created primarily for the purpose of
benefiting shareholders of the company
is not deductibe. Such contribution may
constitute a dividend within the meaning
of section 115 (a). A contribution under
a plan that is set up for the exclusive
benefit of employees as such, and thus
represents an Item of expense, Is of the
nature of compensation for personal
services rendered by the employees cov-
ered by the plan. The amount of con-
tributions allowable as a deduction has
an over-all limitation-the entire con-
tributions for the taxable year when

added to other compensation paid must
represent reasonable compensation for
services rendered by the employee bene-
ficiaries. In the case of contributions for
pensions for employees, any contribu-
tions on behalf of an employee.in excess
of the amount necessary to provide a
reasonable pension for the employee in
view of his past and current services is
not deductible.' What constitutes a rea-
sonable pension will depend upon the
facts in the particular case. Compensa-
tion otherwise paid the employee, length
of serice, and retirement age are among
the elements to be considered in deter-
mining what is a reasonable pension. In
the case of a stock bonus or profit-shar-
Ing plan which provides for additional
compensation for employees not paid as
a pension, a contribution will not be fully
deductible unless it can be justified as a
reasonable addition to the compensation
otherwise paid to employees who are
beneficiaries under the plan. In addition
to the over-all limitation referred to
above, section 23 (p) sets forth further
limitations as to the amounts that may
be deductible for the taxable year.

Section 23 (p) is not confined to for-
mal stock bonus, pension, profit-sharing,
and annuity plans, or deferred compen-
sation plans, but it includes any method
of contributions or compensation hav-
ing the effect of a stock bonus, pension,
profit-sharing, or annuity plan, or sim-
ilar plan deferring the receipt of com-
pensation. Thus, a corporation paying
pensions to such of Its retired employees
and in such amounts as may be deter-
mined from time to time by the board of
directors or responsible officers of the
company has a plan in effect that is
governed by section 23 (p). If an em-
ployer on the accrual basis defers pay-
Ing any compensation to an employee
until a later year or years finder an ar-
rangement having the effect of a stock
bonus, pension, profit-sharing, or annu-
ity plan, or similar plan deferring the re-
ceipt of compensation, he shall not be
allowed a deduction until the year in
which the compensation is paid. This
provision is not intended to cover the
case where an employer on the accrual
basis defers payment of compensation
after the year of accrual merely because
of inability to pay such compensation
in the year of accrual, as, for example.
where the funds of the company are not
sufficient to enable payment of the com-
pensation without jeopardizing the
solvency of the company, or where the
liability accrues in the earlier year, but
the amount payable cannot be exactly
determined until the later year.

Deductions under section 23 (p) are
generally allow4ble only for the year
for which the contribution or compen-
,sation is paid, regardless of the fact that
the taxpayer may make his return on
the accrual basis. Exceptions are made
in the case of overpayments as provided
in subparagraphs (A), (C), and (F) of
section 23 (p) (1), and, as provided by
section 23 (p) (1) (E), in the case of
payments made by a taxpayer on the
accrual basis within 60 days after the
close of the taxable year of accrual.
This latter provision is intended to per-
mlt a taxpayer on the accrual basis to
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deduct such accrued contribution or
compensation, provided payment is ac-
tually made within 60 days after the
close of the year of accrual.

Any payments shall be disallowed as a
deduction under section 23 (p), if deter-
mined by the National War Labor Board,
the Secretary of Agriculture, or the Corn-.
missioner to have been made in contra-
vention of the Act of October 2, 1942, en-
titled "An Act to amend the Emergency
Price Control Act of 1942, to aid in pre-
venting inflation, and for other pur-
poses," as amended (Public Law 729,
Seventy-seventh Congress; Public Law
34, 'Seventy-eighth Congress), or of the
regulations, orders, or rulings promul-
gated thereunder.

§ 29.23 (p)-2 Information to be fur-
nfished by employer claiming deductions.
If a deduction from gross income is.
claimed unde section 23 (p) (1) (A),
(B), (C), or (F) the employer must file
the following information to establish
that the plan or plans meet the require-
ments of sections 165 (a) or 23 (p) (1)
(B), and that the deductions claimed do'
not exceed the amount allowable under
subparagraphs (A), (B), (C), or (F) of
section 23 (p) (1), as the case may be:

(a) Verified copies of all the instru-
ments constituting the plan or plans in-
tended to qualify under section 165 (a),
including trust indentures, group annuity
contracts, and specimen copy of each
type of individual contract, with all
amendments to any such instruments.,

(b) A statement describing the plan
or plans which indicates the name or
names of the employers, date of incep-
tion of each plan, type of administration
(whether- a trust or insured plan), and
a summary of the.provisions relating to:

(1) Employee eligibility requirements
for participation in the plan,

(2) Employee coniributions, it any,
(3) Employer contributions,
(4) The basis or formula for deter-

mining the amount of each type of bene-
fit and' the requirements for obtaining
such benefits,

(5) The vesting requirements,
(6) The method of funding, and
(7) The basis of distribution upon

liquidation.
(c) A tabulation in columnar form

showing the information specified below
with respect to each of the 25 highest
paid employees, listed in the 'order of
their compensation, covered by the plan:

(1) Name.
(2) Whether an officer.
(3) Percentage of each class of stock

owned directly or indirectly by the em-
ployee or members of his family.

(4) Whether the principal duties con-
sist in supervising the work of oth6r em-
ployees.

(5)- Year of birth.
(6) Length of service for employer on

date of statement.
(7) Total compensation paid or ac-

cru'ed during the taxable year showing
separately (i) basic salary, (ii) other
direct payments, such as bonuses and
commissions, (ii) compensation paid
other than in cash, such as goods, serv-
ices, insurance protection, etc.

(8) Amounts contributed during, the
taxable year with respect to the em-
ployee by the employer under each other
plan of deferred compensation.

(9) Amounts paid under the plan dur-
ing the taxable year by the employer for
the ben6at of the employee for (I) re-
tirement annuity or other deferred bene-
fits, showing amounts paid for (a) past
service and (b) current service, (i) life
insurance protection, if any, (ill) pbr-
centage which each such contribution
bears to total of such contributions made
for all employees under the plan.

(10) Based on the actuarial method
and assumptibns used in determining
the total employer contributions, the
amount of employer liability under the
plan (i) with respect to service rendered
by the employee prior to the taxable year
and (ii) with respect to current service
of the employee for the taxable year.

(11) If a pension plan, the amount of
benefit to be normally payable annually
to each such employee.

(d) The total for items (7) and (8)
set forth in paragraph (c) of this section
with respect to all of the employees in-
cluded under the plan and also with re-
spect to all of the employees; also 'the
total for item (9) with respect to all of
the employees included under the plan.

(e) A schedule showing the total
number of employees as of the close of
the'taxable year for each of the following
groups:

(1) All seasonal and part-time em-
ployees excluded under the percentage
calculation of section 165 (a) (3) (A)
(reasonably estimated).

(2) All employees excluded under the
years of service requirement (reason-
ably estimated).

(3) All employees excluded because
older than a maximum age (reasonably
estimated).

(4) All employees excluded because
younger than a minimum age (reason-
ably estimated).

(5) All employees excluded because of
maximum salary requirement.

(6) All "emjloyees excluded solely be-
cause of minimum salary requirement
and by separate schedule all employees
excluded both because of minimum sal-
ary requirement and other reason or
reasons.

- (7) All employees excluded for rea-
sons other than those listed above, speci-
fying reasons.

(8) All employees covered by the plan.
(9) All employees of the employer.
(f) A detailed balance sheet together

with or including actdarially determined
assets and liabilities, showing equities
under insurance or annult contracts, if
any; and a statement of receipts and
disbursements during the year.

(g)- A statement or schedules showing
the valuation assumptions with respect
to interest, mortality, turn-over, rate of
salary increase, etc., used in determin-
ing the costs under the plan. In addi-
tion; a statement showing the method
of application of such factors to the
data, in sufficient detail to permit actu-
arial analysis as to adequacy thereof hnd
a. summary of the total costs claimed, by
risk or other pertinent groups, showing

the basis for determining the amount
of deduction claimed.

If a deduction is claimed under section
23 (p) (1) (D) for the taxable year, the
taxpayer shall furnish such information

,as Is necessary to show that the deduc-
tion Is not allowable under the other
subparagraphs of section 23 (p) (1), that
the amount paid is an' ordinary and
necessary expense, and that the em-(
ployees' rights to or derived from suclh
employer's contribution or such compen-
sation were nonforfeltable at the time
the contribution or compensation was
paid.

The Commissioner may, in addition,
require anyfurther information that he
considers necessary to establish deduc-
tions under section 23 (p), and may waive
the filing of such information required
herein which he considers unnecessary
in the particular case. If the data and
information required to be filed under
paragraphs (a), (b), and (g) of this sec-
tion are filed for the first taxable year
for which deductions are claimed under
section 23 (p), such 'data and informa-
tion need not be filed for subsequent
years unless a change, is made in the
plan, instruments, or valuation assump-
tions described In paragraph (g) of this
section, in which case a statement shall
be filed at the close of the taxable year
showing what changes have been made
and the effect thereof. The information
required under the other paragraphs of
this section shall be filed annually, un-
less the Commissioner waives the filing
of any portion thereof in any particular
case.

Records substantiating all data and In-
formation specified in this section must
be kept at all times available for Inspec-
tion by internal revenue officers at the
main office or place of business of the
employer.

§ 29.23 (p)-3 Amounts deduttdble il:-
der a plan in effect on or before Septem-
ber 1, 1942 for a taxable year beginning
in 1942. Section 162 (d) of the Revenue
Act of 1942 (set forth immediately pre-i
ceding § 29.23 (p)-1 allows additional dO-
ductions for a taxable year of an em-
ployer beginning in 1942 If the deductions
are taken under a plan in effect on or
before September 1, 1942. For the tax-
able year mentioned such plan need not
meet the requirements of section 165 (a)
(3), (4), (5), and (6) of the Internal Rev-
enue Code. See § 29,165-5. If the plan
meets the other requirements of section
165 (a) at all times during the taxable
year, the employer will be entitled to tho
amount deductible under section 23 (p),
as amended by the Revenue Act of 1942,
for such taxable year, or for the amount
determined under the following compu-
tation, whichever is the greater: -The
amount paid in such taxable year prior
to September 1, 1942, to the extent that
such amount is deductible under aection

- 23 (a) and section 23 (p), prior to Its
amendment by the Revenue Act of 1942,
plus such portion of the amount paid on
or after September 1, 1942, and deduct-
ible under section 23 (p) (1), as amended
by the Revenue Act of 1942, which the
number of months after August 31, 1942,
In the taxable year bears to 12. For exn-
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anple, an employer making a return on
th- calendar year basis paid into a pen-
sion. trust on March 1, 1942, the sum of

- $200,000, and on October 1, 1942, he made
a further contribution of $100,000. As-
sume that the total contributions of
$300,000 would have been deductible un-
der section 23 (a) and section 23 (p),
prior to its amendment by the Revenue
Act of 1942, but that only $240,000 thereof
is deductible under section 23 (p), as
amended by the Revenue Act of 1942,
without giving effect to seftion 162 (d)
(1) (C) of the Revenue Act of 1942. A
deduction of $280,000 will be allowable
for 1942, determined as follows:
Amount contributed prior to Sep-

tembr 1, 1942, and deductible
Under section 23 (a) and section
23 (p), prior to Its amendment-.. $200, 000

Pro-rata portion of total 1942 con-
tributions allowed under section
23 (p), as amended ($i2 of
$240,000) --------.----------- 80,000

280,000

29.23 (p)-4 Contribution o1 an em-
ployer to an employees' pension trust,;
in general (section 23 (p) (1) (A)). A
contribution of an employer to a pension
trust to be deductible under section
23 (p) (1) (A) must be paid within the
taxable year of the employer which ends
within or with a taxable year of the trust

* for which the trust is exempt under sec-
tion 165 (a). The term "pension'trust"

* as used in section 23 (p) (1) (A) means
a trust created or availed of by an em-
ployer to provide definite actuarially de-
terminable benefits for his employees,
which may include former employees, or
their beneficiaries, to be paid over a

-period of years, generally for life, after
the retirement of employees, based on
service prior to retirement. The retire-
ment benefits may be forfeitable or non-
forfeitable. Retirement benefits are
basically only life annuities payable after
retirement. However, for purposes of
this section a retirement benefit may in-
clude the following additional benefits:
(a) a death benefit, as provided in the
plan but not to exceed the excess of
the reserve at retirement over the an-
nuity payments received prior to the
death of the retired employee (pay-
able either in cash or over a period of
years), (b) a benefit upon death or
separation from service or upon termi-
nation of participation in the plan of an
amount as provided in the plan but not
to exceed the reserve accumulated for
the retirement annuity at the time.
Any additional benefits, such as life in-
surance payments exempt under section
22 (b) (1), will not be considered as part
of the retirement annuity for purpose of
this section. The cost of such life in-
surance benefits as distinguished from
the cost of an annuity is deductible un-
der section 23 (a) to the extent it is an
ordinary, and necessary expense, and is
includible in the income of the employee

* as additional compensation in the year or
years payments for such life insurance
are made. See § 29.165-6. An amount
to be deductible under section 23 (p) (1)
(A) must also meet the requirements of

-section 23 (a). It must be an ordinary
and necessary expense. See § 29.23 (p)-

1. In addition to the requirement that a
contribution to be deductible must be an
ordinary and necessary expense, the
amount of contributions to a pension
trust deductible for any taxable year is
subject to the further limitations set out
in section 23 (p) (1) (A).

In determining allowable deductions
all calculations must consider discount
for expected mortality and anticipated
interest and may consider expected turn-
over, anticipated salary increases, vari-
able retirement ages, variations in mor-
tality for different classes of rsm, other
pertinent factors of an actuarial nature,
and expenses of operation. In any case,
the amount of deduction otherwise al-
lowable for the taxable year shall be re-
duced by any decrease in liability which
may arise from an experience during the
next preceding taxable year more favor-
able than the assumed experience on
which the cost calculations were based
for each year. In no event shall an in-
terest rate be less than, nor shall any
mortality table require premiums greater
than, reasonable amounts warranted un-
der the circumstances. In the case of
contributions made to a trust where the
employer incurs expenses, not payable
out of such contributions, such as trus-
tee's fees, actuary's fees, and other ex-
penses, the employer shall be allowed de-
ductions for such expenses under section
23 (a) to the extent they are ordinary
and necessary. A properly weighted re-
tirement age determined from reasonable
analyses of the experlence of the em-
ployees included In the plan may be used
as the normal retirement age. Different
basic assumptions or premium rates may
be used for different classes of risks or
different groups where such differences
are justified by conditions or required by
contract, so long as the results of the
application thereof are reasonable and
do not cause any discrimination.

529.23 (p)-5 Contributions of an
employer to an employees' penstn trust;
amounts deductible under section 23 (p)
(1) (A) (M. If the amount of contribu-
tions for the first taxable year that sec-
tion 23 (p) (1) (A) is applicable does not
exceed 5 percent of the compensation
otherwise paid or accrued during the tax-
able year to all the employees covered by
the trust, it will not be necessary for the
taxpayer for such taxable year to submit
actuarial data to show that such amount
is reasonably necessary to provide the
remaining unfunded cost of past and
current service credits to all employees
under the plan. The term "compensa-
tion otherwise paid or accrued" means
all of the compensation paid or accrued
except that for which a deduction is al-
lowable under a plan that qualifies under
section 165 (a), including a plan that
qualifies under section 23 (p) (1) (B).
However, the Commissioner will make
periodical examinations from time to
time, at not less than 5-year intervals,
and will redude the amount allowable as
a deduction below the 5 percent figure
for the years following the taxable year
with respect to which the examination is
made, if he finds that such percentage Is
producing contributions in excess of the
amount reasonably necessary to provide

the remaining. unfunded cost of past
and current service credits of all em-
ployees under the plan.

For the second year and each fifth
year thereafter the taxpayer shall sub-
mit with his return a certification by
a qualified actuary or the company un-
derwriting the pension of the amount
determined to be necessary to provide
the remaining unfunded cost of past
and current service credits. Such cer-
tificate shall be accompanied by appro-
priate supporting data. If the Commis-
sioner determines that the deduction
claimed for the taxable year is excessive,
the percentage limitation for future
years shall be reduced to such amount as
may be determined by the Commissioner.
During each future year the amount de-
ductible shall be limited to such lower
percentage as has been approved by the
Commissioner, and no change will be
permitted in such percentage until a sub-
sequent actuarial valuation shows such
change to be necessary. Such subse-
quent valuation may be made at any
time by the taxpayer and submitted to
the Commissioner.

§ 29.23 (p)-6 Contributionsofan em-
ployer to an emplojees' pension trust;
lamounts deductible under section 23 (p)
(1) (A) (if). The level amount or level
percentage of compensation under clause
(U) of section 23 (p) (1) (A) may be de-
termined by any reasonable and gener-
ally accepted actuarial method selected
by the employer. While the need for
actuarial calculations is implicit in clause
(U), the statute leaves the determination
of specific methods to regulations to be
prescribed by the Commissioner with the
approval of the Secretary. Clause (ii)
must be construed in the light of its ob-
vious relationship to classes U) and (iii)
and the interplay of clauses (i), i), and
(Ill). Each employer desiring to fund
under clause (M1) shall submit the pro-
posed method to the Commissioner and
receive approval of such method before
the results will be acceptable. Any
method which does not fund cost of
past service credits more rapidly than
that permitted under clause (iii) will
be acceptable, and the approval of the
Commissioner will not be necessary in
such a case.

If the total costs computed under
clause (i) exceed the amount allowable
under clause 0), the amount allowable
under clause (if) will be the excess of
such total cost over the amount allow-
able in clause (). In other words, if a
deduction s claimed under clause (ii),
the total amount allowable under both
clauses ) and (O will be the total cost
for the year with respect to either the
"level amount" basis or the "level per-
centage" of payroll basis.

§ 29.23 (p)-7 Contributions of an
employer to an employees' pension trust;
amounts deductible under section 23 (p)
(1) (A) (iii). The basic limitation on
deductions for any year under clause
(lil) of section 23 (p) (1) (A) is the sum
of the "normal" cost, plus an amount
equal to one-tenth of the cost of "past
service or other supplementary pension
or annuity credits" not provided by such.
"normal" cost.
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"Normal cost" for any taxable year is
the cost actuarially determined which
would be required during such year to
maintain the plan assuming that the
plani had been in effect from the begin-
ning of the service of each then included
employee and that such costs for prior
years )lad been paid and all assumptions
as to interest, mortality, time of pay-
ment, etc., had been fulflled. Such nor-
mal cost may be determined under any
reasonable and generally accepted ac-
tuarial method and may be expressed

-either as (a) a level amotnt or a level
percentage of payroll or (b) the total for
all of the employees of the single pre-
miums for the unit benefits of each ac-
cruing during the year. The method of
funding used for determining normal
costs must be reasonable and consistent
with the provisions of the plan. No
method of deteremining normal cost will
be permitted which results in discrimi-
nation or manipulation.

Past service or supplementary cost at
any time is the amount which would be
required at such time to meet all the fu-
ture retirement annuity benefits pro-
vided by the plan which will not be met
by the expected payments of normal costs
and expected future contributions of
employees.

§ 29.23 (p) -8 Contributions of an em-
ployer to an employees' pension trust;
deduction of excessive amounts paid in a
taxable year (section 23 (p) (1) (A)
(iv)). Any amount i5aid in a taxable
year in excess of the amount deductible
in such year under clause (ii) or (iii) of
section 23 (p) (1) (A) shall be deductible
under the provisions of clause (iv) in the
succeeding taxable years in order of time
to the extent of the difference between
the amounts paid and deductible in each
such succeeding taxable year and the
maximum amounts deductible for such
year in accordance with the limitations
under clause (ii) or (lii), whichever is
applicable. Thus, if the normal cost of
the plan required the taipayer to pay
under the plan $100,000 for the taxable
year 1942, and he paid $150,000, he would
be allowed a dedilction of $100,000 for
1942, but if the normal cost continued to
be $100,000 for 1943, and he paid in
$75,000 that year, he would be allowed a
deduction of $100,000 for 1943, and he
would be allowed to take the remaining
$25,000 in 1944, or for the first succeeding
year or years, in which he pays in less
than the normal cost for that year..

§ 29.23 (p)-9 Contributions of an em-
ployer toward the purchase of retirement
annuities (section 23 (p) (1) (B)). Sec-
tion 23 (p) (1) (B) relates to the deduc-
tion of amounts paid by an employer for
retirement annuities for his employees.
If amounts are contributed by an em-
ployer to a pension trust and the trust-
purchases such annuities, the amounts so
contributed are deductible under section
23 (p) (1) (A). In order that an em-
ployer's payments for retirement an-
nuities may be deductible under section
23 (p) (1) (B), the annuity contracts
must be purchased under a plan that
meets the requirements with respect to
coverage and discrimination in contribu-
tions and benefits set out in section

-165 (a) -(3), (4), (5), and (6). See
§§ 29.165-3 to 29.165-5, inclusive. In
the case of an annuity plan In effect on
or before September 1, 1942, the annuity
plan need not meet the requirements of
section 165 (a) (3), (4), (5), and (6)
except for taxable years beginning after
December 31, 1942. (See section 162 (d)
of the Revenue Act of 1942, set forth im-
mediately preceding § 29.23 (p)-1.) In
addition, no deduction will be allowable
for any taxable year under section 23
(p) (1) (B) if any refund of premiums
which may be made under the annuity
contracts is not applied within the taxa-
ble year in which received, or within the
next succeeding taxable year, toward the
purchase of such retirement annuities
for the employees covered under the
annuity plan. This provision applies
whether the refund is made upon the
termination of any annuity contract or
prior thereto. If the annuity plan is
discontinued, any amount refunded shall
be applied during the taxable year of the
employer in which the refund is made
or during his next succeeding taxable
year toward the purchase of annuity
contracts for all employees covered by
the plan, whether or not the rights of
such employees are nonforfeitable.
Such refund shall be applied equitably,
and, so far as the amount of refund will
permit, to the liability under the plan,
including contingent liability, with re-
spect to each included employee. See
§ 29.165-2 for similar requirements upon
termination of a pension trust. All
amounts refunded under an annuity
contract shall be considered a return of
premiums, to the extent that the amounts
recovered do not exceed the total pre-
miums paid. Any amounts credited to
an employer under an annuity contract
toward the payment of premiums then or
thereafter due and which are not re-
funded, are not required to be credited
against the premiums due for the current
taxable year or the next succeeding taxa-
ble year, but may be credited against pre-
miums due for any ' taxable year. If
under the terms of any annuity contract
it is possible fdr refunds of premiums
to be made and not applied within the
taxable year in which the refund is re-
6eived or the next succeeding taxable
year toward the purchase of such retire-
ment annuities, no deduction will be
allowable under section 23 (p) (1) (B).
However, section 23 (p) (1) (B) shall be
applicable if under the terms of the
annuity contract any refunds are re-
quired to be made to a trustee, other than

-the employer, under an irrevocable trust
indenture whichbprovides that such re-
funds shall be used solely for the pay-
ment of premiums for the current year
or subsequent years, under the annuity
contract.

§ 29.23 (p)-10 Contributions of an
employer to a stock bonus or profit
sharing trust (sections 23 (p) (1) (C)).
Section 23 (p) (1) (C) is applicable to
contributions of an employer to a stock
bonus or profit-sharing trust that meets
the requirements of section 165 (a).
The contributions to be deductible un-
der this section must be paid In a tax-
able year of the employer which ends

within or with a taxable year of the trust
- with respect to which the trust Is ex-

empt under section 165 (a)., Any
amount deductible under any of the sub-
divisions of section 23 (p) (1) (A) Is not
deductible under section 23 (p) (1) (C),
since such amounts represent contribu-
tions to a pension trust and not to a
stock bonus or profit-sharing trust, As
to the types of contributions deductible
under section 23 (p) (1) (A), see §§ 29.23
(p)-4 to 29.23 (p)-7, inclusive.

The amount of contributions deducti-
ble under section 23 (p) (1) (C) In any
taxable year is limited to 15 percent of
the compensation otherwise paid or ac-
crued during thetaxable year to all of
the employees covered by the stock
bonus or profit-sharing plan. The term
"compensation otherwise paid' or ac-
crued" means all of the compensation
paid or accrued except that for which a
deduction is allowable under a plan that
qualifies under section 165 (a). If con-
tributions are made by an employer dur-
ing a taxable year to two or more stock
bonus or profit-sharing trusts, he s lim-
ited in his deduction to 15 percent of
the compensation otherwise paid or ao-
crued during the taxable year to all of
the employees covered by such trusts.
If an employer contributes in any taxa-
ble year beginning 'after December 81,
1941, an amount In excess of the maxi-
mum amount for which he is allowed a
deduction under section 23 (p) (1) (C),
such excess shall be deductible in the
succeeding taxable years in order of time,
but the total amount deductible In any
one taxable year shall not exceed 15 per-
cent of thd compensation otherwise paid
or accrued during such succeeding tax-
able year to the employees covered by
the plan In such year. For example, if
an employer pays Into a profit-sharing
trust during 1943 $100,000, and he Is lim-
Ited to a deduction of $60,000 for such
year under the 15 percent limitation
provision, and he pays In $70,000 in 1044,
although entitled to a .deduction of
$100,000 for 1944, If he had paid In that
amount, nevertheless he will be allowed
a deduction of $100,000 for 1944. The
remaining $10,000 of the 1943 overpay-
ment not deductible for 1943 or 1944
shall be allowable as a deduction In any
succeeding year or years In order of
time to the extent that he has not made
a contribution of the maximum allow-
able for such succeeding year or years,

If such contributions are made In any
taxable year beginning after December
31, 1941, and such contributions are less
than the maximum amount that would
have been deductible for such year If
contributed, the excess of such maximum
amount over the amount actually con-
tributed, or if nb amount was con-
tributed, then such maximum amount
shall be carried forward and be de-
ductible for the succeeding taxable
years, In order of time, but the amount
so carried forward shall not be de-
ductible for any taxable year in an
amount in excess of 15 percent of the
compensation otherwise paid or accrued
during such taxable year to the em-
ployees covered by the plan. For ex-
ample, an employer paid into an exempt

14940

HeinOnline -- 8 Fed. Reg. 14940 1943



FEDERAL REGISTER, Wednesday, November 3, 19-13

profit-sharing trust in 1942 $50,000.
Bfteen percent of the total compensa-
tion paid or accrued to the employees
covered by the trust, not including the
amounts contributed to the trust on be-

.half of such employees, for such year
-amounted to $150,000. For 1943, 15 per-
cent of such compensation for such em-
ployees amounted to $125,000. The em-
ployer contributed $200,000 to such a
trust during that year. The amount de-
ductible for 1943 is limited by section
23 (p) (1) (C) to $225,000; $125,000
(amount equal to 15 percent of the com-
pensation otherwise paid in 1943) plus
$100,000 (amount carried forward from
V42, which amount is not in excess of.
such 15 percent of such conipensation).

§ 29.23 (p)-11 Contributions of an
employer under a plan that does not
meet the requirements of section 165 (a)
(section 23 (p) (1) (D)). Subparagraph
(D) of section 23 (p) (1) covers all cases
for which deductions are allowable un-
der section 23 (p) (1) but not allowable
under subparagraphs (A), (B), (C), or
(F) of such section. No deduction is al-
lowable under section 23 (p) (1 (D) for
any contribution paid or accrued by an
employer under a stock bonus, pension,
Profit-sharing, or annuity plan, or for
any compensation paid or accrued oic
account of any employee under a plan
deferring the receipt of such compensa-
tion, except for the year when paid, and
then only to the extent allowable under
section 23 (p) (1). See § 29.23 (p)-l. If
payments are made under such a plan
and the amounts are not deductible un-
der the other subparagraphs of section
23 (p) (1), they are deductible under
subparagraph (D) to the extent that in-
dividual employees' rights to or derived
from such employer's contribution or
such compensation are nonforfeitable at
the time the contribution or compensa-
tion is paid. As to what constitutes non-
forfeitable rights of an employee, see
§ 29.165-7. If an amount is accrued but
not paid during the taxable year, or if
-aid during the taxable year and the
employees' rights are forfeitable at the
time the amount is paid, no deduction
will be allowed the employer for such
amount for such taxable year.

§ 29.23 (p)-12 Contributions of an
employer to two or more employee
trusts, or annuity plans (section 23 (P)
(1) (F)). Section 23 (p) (1) (F) covers
cases where an employer makes contri-
butions either to (a) a pension trust and
a profit-sharing or stock bonus trust, or
(b) a profit-sharing or stock bonus
trust and under an annuity plan, or (c)
both pension and profit-sharing or stock
bonus trusts and under an annuity plan,
and such contributions are made under
a plan or plans that meet the require-
ments of section 165 ka). It does not
cover cases where an employer makes
contributions to two or more pension
trusts or to a pension-trust and under an
annuity plan or plans. In such cases
deductions are determined under section
23 (p) (1) (A) if made under a plan that
meets the requirements of section 165
(a) or, if not meeting such requirements,
then under section 23 (p) (1) (D).
Neither is it applicable to a case where
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there are only two or more stock bonus
or profit-sharing trusts. See § 29,23
(p)-10. If no employee is a beneficiary
under more than one trust, or a trust
and an annuity plan, section 23 (p) (1)
(F) is not applicable.

The amount deductible under section
23 (p) (1) (F) is limited to 25 percent
of the compensation otherwise paid or
accrued during the taxable year to the
employees covered by the plans. The
term "compensation otherwise paid or
accrued" means all of the compensation
paid or accrued except that for which a
deduction is allowable under a plan that
qualifies under Eection 165 (a). If an
employer contributes an amount under
such plans in excess of the 25 percent
limitation, he shall be allowed deduc-
tions for such excess in the succeeding
years in order of time but limited in
amount in any one year so that the total
amount allowable under section 23 (p)
(1) (F) for any one taxable year shall
not exceed 30 percent of the compensa-
tion otherwise paid or accrued during
such taxable year to the employees cov-
ered by the plans. For example, If an
employer on the calendar year basis con-
tributed during 1942 to pension and
profit-sharing trusts amounts equal to
40 percent of the compensation other-
wise paid employees covered by tfie
plans, and in 1943 contributed to such
trusts an amount equal to 25 percent of
such compensation, he would be allowed
a deduction for 1943 for the excess for
which no deduction was allowable for
1942 plus the amount otherwise allow-
able for 1943 in an aggregate amount
not in excess of 30 percent of the com-
pensation otherwise paid such employees
for 1943. If there remained a portion of
such excess for which no deduction was
allowable for 1943, such portion could be
carried over to 1944 and succeeding tax-
able years, subject to the 30 percent
limitation.

[SEc. 23. Doucxons rzo cnos n:corn-
as amended by rcs. 211 (a), 224, Re. Act
1939: se.. 301, 600 (b), 2d Rev. Act 1940;
sec. 10 (b), 1Mcczs Profits Tax Amendments
1941; sec. 202 (a), Rev. Act 1941; recs. 105 (c),
120 (b), 121 (a) (c), 122.123 (a), 121 (a), 125,
126 (a), 127 (a) (c), 128, 134 (d), 168 (b),
162 (b), Rev. Act 1942.1

[In computing net ncome thero shall be
allowed as deductlons:)

(q) Charitable and other contributions by
corporations. In the came of a corporation,
contributions or gifts payment of which is
made within the -taxable year to or for the
use of:

(1) The United States, any State, Territory.
or any political subdivision thereof or the
District of Columbia, or any po=e.ion of the
United States, for exclusively public purlo;
or

(2) A corporation, trust, or community
chest, fund, or foundation, created or organ-
ized In the United States or In any po=seson
thereof or under thelaw of the United States,
or of any State or Territory, or of the District
of Columbia, or of any po=eion of the
United States, organized and operated exclu-
sAvely for religious, charitable, Eclentiflc, lit-
erary, or educational purposes or for the
prevention of cruelty to children (but in the
case of contributions or gifts to a trust, che:t,
fund, -or foundation, payment of which In
made within a taxable year beginning after
the date of the cesation of hostilities Inthe
present war, as proclaimed by the President,
only If such contributions or gifts arc to be

used within the United States or any of its
poss.,sions escluolvely for such purpozes),
no part of the net earnings of which Inures
to the bneflt of any private shareholder or
Individual, and no substantial part of the
activities of which is carrying on propaganda,
or otherwiso attempting, to influence le2Is-
lation;
to an amount which does not exceed 5 pe
cQntum of the taxpayer's net income as com-
puted without the benefits of this subsec-
tin, Such contributions or gifts shall be
allowable as deductions only if verified under
rulC and regulations preccribed by the Cam-
misioner, with the approval of the Secretary.

§ 29.23 (q)-I .Contril.utions"or gifts
by corporations. A corporation may de-
duct from Its gross income contributions
or gifts to organizations described in sec-
tion 23 (q) (see § 29.22 (b) (4-! for defi-
nition of "poHticalsubdivision"). Where
payment is made in a taxable year be-
ginning prior to the first taxable year
beginning after the date of the cessation
of hostilities in the present war, as pro-
claimed by the President, the charitable
deduction prescribed is allowable to cor-
porations even though the gifts or con-
tributions are used outside of the United
States or Its possessions. Such deduc-
tion shall, to the extent provided by that
section, be allowed only for the taxable
year inwhich such contributions or gifts
are actually paid, regardless of when
pledged and regardless of the method of
accounting employed by the corporation
in keeping Its books and records. As to
charitable contributions by corporations
not deductible under section 23 (a), see
§ 29.23 (a)-13. Sums of money expend-
ed for lobbying purposes, the promotion
or defeat of legislation, the exploitation
of propaganda, including advertising
other than trade advertising, and contri-
butions for campaign expenses are not
deductible from gross income.

The provisions of the Last paragraph of
§ 29.23 (W)-1, relating to (1) the state-
ment 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 required0 by the
Commissioner, and (3) the basis for cal-
culation of the amount of a contribution
or gift which is other than money, are
equally applicable to claims for deduc-
tions of contributions or gifts by corpo-
rations under section 23 (q).

f1zc. 23. =mcrzo.s ro cmoss usco=e-
as amended by sees. 211 (a), 224, Rev. Act.
1939; sew. 201, M05 (b), 2d Rev. Act 1940;
ce. 10 (b), Excess Profits Tax Amendments

1941; sec. 202 (a), Rev. Act 1941; sees. 105 (c),
120 (b). 121 (a) (c), 122, 123 (a), 12- (a),
1, 126 (a), 127 (a) (c), 128. 134 (d), 153
(b), 162 (b), Rev. Act 1942.]

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

(r) Dl siends paid by baniLng corpora-
"tions. For deduction of dividends paid by
certain banking corporations, see section 12L

(a) Net op t ng lo, deduction. For any
taxable year beining after December 31,
1939, the net operating lcss deduction com-
puted under section 122.

(t) Amortizat ion deduction. The deduc-
tion for amortization provided In section 121,

(u) Alimony, etc., pajmentT. In the case
of a husband, decrlbed In section 22 (k),
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amounts includible under section 22 (k) in
the gross income of his wife, payment of
which is made within the husband's taxable
year. If the amount of any such payment is,
under section 22 (k) or section 171, stated to
be not includible in such husband's gross
income, no deduction shall be allowed with
respect to such payment under this subsec-
tion. [NoTE: Under section 120 (g) of the
Revenue Act of 1942, this provision is applica-
ble only with respect to taxable years begin-
ning after December 31, 1941; except that if
the first taxable year beginning after Decem-
ber 31, 1941, of the husband does not begin on
the same day as the first taxable year begin-
ning after December 31, 1941, of the wife,
this provision shall first become applicable
in the case of the husband on the first day
of the wife's first taxable year beginning after
December 31, 1941, regardless of the taxable
year of the husband in which such day falls.]

§ 29.23 (u)-1 Periodic alimony pay-
ments. A deduction is allowable under
section 23 (u) with respect to periodic
payments in the nature of, or in lieu of,
alimony or an allowance for support ac-
tually paid by the taxpayer during his
taxable year and required to be included
In the income of the payee wife or former
wife, as the case may be, under section
22 (k). As to the amounts required to
be included in the income of the wife or
former wife, as the case may be, see
§ 29.22 (k)-1. (For definition of hus-
band and wife in such cases, see section
3797 (a) (17).)

The deduction is allowed only for such
amounts as are actually paid on or after
January 1, 1942, in a taxable year of
the wife or former wife beginning after
December 31, 1941. For this purpose,
the taxpayer is treated as if he makes
his income tax returns on the cash re-
ceipts and disbursements basis, regard-
less of the method of accounting actually
employed by him in making such re-
turng.

The deduction under section 23 (u) is
allowed only to the obligor spouse. It is
not allowed to an estate, trust, corpora-
tion, or any other person who may pay
the alimony obligation of such obliger
spouse. The obligor spouse, however, is
not allowed a deduction for any periodic
payment includible under section 22 (k)
In the icome of the wife or former wife,
as the case may be, which payment is
attributable to property transferred in
discharge of his obligation and which,
under section 22 (k) or section 171 is
stated not to be includible in his gross
income.

The following examples illustrate
cases in which a deduction is or is not
allowed under section 23 (u):

Example (1). Pursuant -to the terms of
a decree of divorce, H, in 1940, transfers e-
curities valued at $100,000 in trust for the
benefit of W, which fully discharges all his
obligations to W. For 1942 and thereafter
the periodic payments made by the trust to
W are required to be included in W's income
under section 22 (k). Such payments are
stated in section 22 (k) not to be includible
In H's income and, therefore, under section
23 (u) are not deductible from his income.

Example (2). A decree of divorce obtained
by W from H incorporated a previous agree-
ment of H to establish a; trust, the trustees
of which were instructed to pay W $5,000 a
year for her life. The court retained juris-
diction to order H to provide further pay-

-ments if necessary for the support of W.
In 1942 the trustees paid to W $4,000 from
the income of the trust and $1,000 from the
corpus of the trust. Under the provisions of
sections 22 (k) and "171 (b), W will include
$5,000 in'her income for 1942. (The trustees
will deduct $4,000 from the income of the
trust under section 162.) H will not include
any part of the $5,000 in his income nor
take a deduction therefor. If H had paid the
$1,000 to W, rather than allowing the trustees
to pay it out of corpus, he would have been
entitled to a deduction for $1,000 under the
provisions of section 23 (u).

For other examples, see § 29.22 (k)-1.
[SEc. 23.-DEDutcnoNs FnOm GROSS mncomE-

as amended by secs 211 (a), 224, Rev. Act
1939; sees. 301, 506 (b), 2d Rev. Act 1940; sec.
10 (b), Excess Profits Tax Amendments 1941;
sec. 202 (a), Rev. Act 1941; secs. 105 (c),
120 (b), 121 (a) (c), 122, 123 (a), 124 (a),
125, 126 (a), 127 (a) (c), 128, 134 (d), 158
(b), 162 (b), Rev. Act 1942]

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

(v) Bond premium deduction. In the case
of a bondholder, the deduction for amortiz-
able bond premium provided in section 125.

(w) Deductions of estate, etc., on account
of decedent's deductions. (1) In the case of a
person described in section 126 (b), the
amount of the deductions in respect of a
decedent to the extent allowed by such sub-
section.
* (2) Inthe case of a person described in
sEction 126 (a), the amount of the deductions
in respect of a decedent to the extent allowed
by section 126 (c). [NOTE: Subsection (w)
is, under sec. 134 (f), Rev. Act 1942, applicable
only with respect to taxable years ending
after December 31, 1942.]

(x) Medical, dental, etc., expenses. Ex-
cept as limited under paragraph (1) or (2),
expenses paid during the taxable year, not
compensated for by insurance or otherwise,
Yor medical care of the taxpayer, his spouse,
or a dependent specified in section 25 (b) (2)
(A) of the taxpayer. The term "medical
care," as used in this subsection, shall in-
clude amounts paid for the diagnosis, cure,
mitigation, treatment, or'prevention of dis-
ease, or for the purpose of affecting any
structure or function of the body (including
amounts paid for accident or health nsur-
-ance).

(1) A husband and wife who file a joint
return may deduct only such expenses as ex-
ceed 5 per centum of the aggregate net in-
-come of such husband and wife, computed
without the benefit of this subsection, and
the maximum deduction for the taxable year
shall be not n excess of $2,500 in the case -of
such husband and wife.

(2) An individual who files a separate re-
turn may deduct only such expenses as ex-
ceed 5 per centum of the net income of the
taxpayer, computed without the benefit of
this subsection, and the maximum deduction
for the taxable year shall be not in excess of
$2,500 in the case of the head of a family, and
not in excess of $1,250 in the case of-all other
such individuals.

§ 29.23 (x)-I Medical, dental, etc., ex-
penses. Section 23 (x) permits a deduc-
tion from gross income of payments for
certain medical expenses. The deduc-
tion is allowable only to individuals and,
only with respect to medical expenses
actually paid during the taxable year, re-
gardless of when the incident or event
which occasioned the expenses occurred
and regardless of, the method of ac-
counting employed by the taxpayer in
making his income tax return. If the
medical expenses are incurred but not
paid during the taxable year, no deduc-

tion can be taken for such year. Thus,
if an expenditure was Incurred In De-
cember, 1942, but not paid until Janu-
ary, 1943, no deduction can be taken for
the- year 1942.

The expenses paid must be for medi-
-cal care of the taxpayer, his spouse, or
-a dependent of the taxpayer (see
-§ 29.25-6 for description of dependents),
not compensated for by Insurance or
otherwise. Where reimbursement, from
insurance or otherwise, for medical ex-
penses is not 'received until a taxable
-year subsequent to the year in which
allowable medical expenses were paid,
the reimbursement so received must be

-included in the gross Income of the tax-
.payer for the taxable year received to
the extent attributable to (and not In
excess of) deductions allowed under sec-
tion 23 (x) for any prior taxable year
(see section 22 (b) (5)). Where during
the year for which the deduction is taken
payments are made for medical care
which are not compensated for during
such year but for which compensation
is received in a subsequent year, the por-
tion of the compensation so received
which is attributable to the deduction
taken is that proportion of such com-
pensation which the amount of the de-
duction bears to the total amount of the
payments made in the prior year not
compensated for during such prior year.

It is unnecessary for the purposes of
this section that the spouse or dependent
of the taxpayer for whom the medical
expenses are paid be such at the time of
payment, or at the time they were in-
curred. Thus, payments made In June,
1942, by A, for medical services rendered
B, his wife, In 1941, may be deducted by
A for 1942 even though prior to payment
for that year B died or secured a di-
vorce; and payments made In July, 1942,
by C Tor medical services rendered D in
1941 may be deducted by C for 1942 even
though C and D were not married until
June, 1942.

Only such medical expenses are de-
ductible as exceed 5 percent of the net
income computed without the deduction
for medical expenses. Where a taxpayer
has allowable deductions in the taxable
year for both charitable contributions
and medical expenses the allowable de-
ductions for charitable contributions
should be computed first, without regard
to deduction for medical expenses, and
thereafter the deduction for medical ex.
penses should be calculated (see § 29,23
(o)-1). The maximum deduction allow-
able for medical expenses paid in any one
taxable year is $2,500 in the case of the
head of a family or a husband and wife
filing a joint return.' In all other cases,
the znaximum is $1,250.

The term "medical care" as used in this
section and in section 23 (x) includes
amounts paid for the diagnosis, cure,
mitigation, treatment, or prevention of
disease, or for the purpose of affecting
any structure or function of the body (in-
cluding amounts paid for accident or
health Insurance). Payments for hos-
pitalization insurance, or for member-
ship in an association furnishing coop-
erative or so-called free-choice medical
service, or group hospitalization and

14942

HeinOnline -- 8 Fed. Reg. 14942 1943



FEDERAL REGISTER, Wednesday, November 3, 193

clinical care are amounts which may be
deducted. Amounts paid for operations
or treatments affecting any portion of
the body, including obstetrical expenses
and expenses of X-rays or therapy treat-
ments, are deemed to be for the purpose
of affecting any structure or function of
the body and are therefore deductible.
Amounts expended for illegal operations
or treatments or illegally procured drugs
are not deductible. Allowable deduc-
tions under section 23 (x) will be con-
fined strictly to expenses incurred pri-
marily for the prevention or alleviation
of a physical or mental defect or illness.
Thus, payments for expenses for hos-
pital, nursing (including nurses' board
where paid by the taxpaper), medical,
laboratory, surgical, dental and other
diagndstic-and healing services, for
drugs and medical and dental sup-
plies- (including artificial teeth or limbs).
and-for ambulance hire and travel pri-
marily for and essential to the rendition
of the medical-services or to the preven-
tion or alleviation of a physical or mental
defect or illness, are deductible

In connection with claims for deduc-
tions under section 23(x), the taxpayer
shall furnish the name and address of
each'person to whom payment for med-
ical expenses was made and the amount
and the approximate date of the actual
payment thereof in each case. If pay-
ment was in kind, then such fact shall
be so reflected. Claims for deduction
must be substantiated, when requested
by the Commissioner, by a statement
from the individual or entity to which
payment for medical expenses was paid
showing the nature of the service ren-
dered, to or for whom rendered, the
amnount paid therefor, and the date of
the actual payment thereof, and by such
other information as the Commissioner
may deem necessary.

The application of section 23 (x) and
this section may be illustrated by the
following example:

Example. Taxpayer A, divorcid from B In
December 194 and having one dependent

* child, had net Income for 1942 of 3,000 be-
fore deduction of medical expenses. During
1942 he paid $300 for medical care, of which
$100 was for tteatment oV his dependent
child and $200 for an operation In Septem-
b ber 1941 on B, his wife at the time of the
operation. In 1942 le received a payment
of $50 for health insurance covering B's I-
ness during 1941.

The deduction allowable under section 23
(x) for the calendar year 1942 is $100, com-
puted as follows:
Payment for medical care In 1942- 300
Less: Amount of insurance received in

1942 ----------------------------- so

Payment for medical care in 1942 not
compensated for during 1942 . ... 250

Less.5 percent of $3,000 (net income
before deduction of medical ex-
peases) . 15D

Excess, allowable as deduction for 1942. 10
Assuming In the above example that, .in

1943, A brings suit and receives $150 .upon
a hospital insurance policy covering the ex-
penses incurred by B in 1941, the amount
included in taxable income for 1943 is $60,
computed as follows (see section 22 (b) (5)):

Compenatlon recelve4 in 19 -3 - $139
Less: Portion thereof attributable to the

deduction allowed for prior year
1942:

100 (deduction
for 1942)

250 (payments X $10 (compen-
not compen- atlon re-

-ated for in calved In

1942) 1943) co
Amount'to be excluded from grom in-

come for 1943__._ __ _ 90
Taxable InCome'for 1C43O........ CO

[SEc. 23 DEoucriozus r-oms cram u:co=--
as amended by scs. 211 (a), 21 Rev. Act
1939; secs. 301, 606 (b), 2d Rev. Act. 1940; cc_.
10 (b), Excess Profits Tax Amendments 19I1;
eec. 202 (a), Rev. Act 19M1, c=. 103 (c),
120 (b , 121 (a) (C), =,. 223 (a), 2 (a).5,

(a), 127 (a) (c), 128, 134 (d), 153 (b),
162 (b), Rev. Act 19-2.1

[In computing net Income thera shall be
allowed as deductlon :]

(Z) AmoUnts Vpressenting taxes and inter-
est paid to cooperative apartment corpora-

on-(1) In gencral. In the ca=e of a
tenant-stoelholder (as defined n paragraph
(2)), amounts, not othcrwio dleuctiblo, paid
or accrued to a cooperative apartment cor-
poration within the taxnblo year, ift cch
amounts rcpresent that proportion of the
real estate taxes on" the apartment building
nd the land on which It is situatcd, allow-
able as deductions under subzsction (c), paid
or Incurred by the corporation, or of the In-
terest paid or Incurred by the corporation on
Its ndebtednes contracted In the acquis-
tion, construction, alteration, rehabilitation,
or maintenance of such apartment building
or in the acquisition of the land on *hich
the building Is located, which the stock of
the corporation owned by the tenant-stock-
holder Is of the total outstanding stock of
the corporation, including that held by the
corporation.

(2) Dcflnftions. For the purpoam of this
subsection-

(A) Cooperatire apartment corporation.
The term "cooperative apartment corpora-
ton" mdans a corporaton-

(1) having one and only one clac. of stock
outstanding.

(Ii) all of the stockholdera of which are
entitled, solely by reason of their ovnerchip
of stock n the corporation, to occupy for
dwelling purpozes apartments In a building
omcd or leased by such corporation, and no
are not entitled, either conditionally or un-
conditionally. except upon a complete or
partial liquidation of the corporation, to re-
ceive any distributlon not out of earnings
and profits of the corporation, and

(i11) 80 per centum or more of the gross
income of which for the taxable year in whIch
the taxes and Interest de-cribed in paragraph
(1) are paid or incurred Is derived from
tenant-stockho!ders.

(B) Tenant-stcclazo~der. T term "ten.
ant-stockholder" means an individual who
is a stockholder In a cooperative apartment
corporation, and whose stockl Is fully paild-up
in an amount not less than an amount rhown
-to the satisfaction of the Commisloner as
bearing a reasonable relationship to the por-
tion of the value of the corporation' equity
In the building and the land on which it i-
situated which Is attributable to the apart-
ment which such Individual I, entitled to
occupy.

§ 29.23 (z)-1 Amounts representing
taxes and interest paid to cooperative
apartment corporation. A tenant-
stockholder may deduct frObn his gross
income amounts paid or accrued within
his taxable year to a cooperative apart-
ment corporation representing certain

taxes or interest paid or incurred by
such corporation. Such amounts are
not allowable as a deduction unless they
represent the tenant-stockholder's pro-

-portionate share of the real estate taxes
on the apartment building and the land
on which It is situated, allowable as de-
ductions under section 23 (c), paid or
incurred by the cooperative apartment
corporation prior to the close of the tax-
able year of the tenant-stockholder, or
of the interest paid or incurred by the
corporation prior to such time on its
indebtedness contracted in the acquisi-
tion, construction, alteration, rehabilita-
tion, or maintenance of such a.partment
building or in the acquisition of the land
on which the building is situated.

The deduction allowable under sec-
tion 23 (z) shall not exceed the amounf
of the tenant-stoE holder's proportion-
ate share of the taxes and interest de-
scribed therein. In case a tenant-
stocLholder pays or incurs all or a part
of his proportionate share of such taxes
and Interest to the corporation, the
amount so paid or incurred representing
taxes and interest is allowable as a de-
duction if the requirements of section 23
(z) are otherwie satisfied. As used
in this section the tenant-stockholder's
proportionate share is that proportion
which the stcck of the cooperative
apartment corporation owned by the
tenant-stockholder is of the total out-
standing stock of the corporation, in-
cluding that held by the corporation.
If a tenant-stckholder pays or incurs
to the corporation an amount on account
of such taxes and interest and other
Items, such as maintenance, overhead
expenses, and curtailment of mortgage
Indebtedness, the amount representing
such taxes and interest is an amount
which bears the same ratio to the total
amount of the tenant-stockholder's pay-
ment or liability, as the case may be, as
the total amount of the tenant-stock-
holder's proportionate share of such
ta.:es and Interest bears to the total
amount of the tenant-stockholder's pro-
portionate share of the taxes, interest,
and other items on account of which
such payment is made or liability in-
curred. No deduction is allowable un-
der section 23 () for such part of
amounts representing the taxes or in-
terest described therein as is deductible
by a tenant-stockholder under any other
provision of the Internal Revenue Code.

In order to qualify as a "cooperative
apartment corporation" under section
23 (z), the corporation shall have only
one class of stock outstanding. Each
stockholder of the corporation shall be
entitled to occupy for dwelling purposes
an apartment in a building owned or
leased by such corporation. The stock-
holder is not required to occupy the

,apartment. The right as against the
corporation to occupy the apartment is
sufficient. Such right shall be conferred
on each stockholder solely by reason of
his ownership of stock in the corpora-
tion, that Is, the stock shall entitle the
owner thereof either to occupy the
apartment or to a lease of the apart-
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ment. The fact that the right to con-
tinue to occupy the apartment is de-
pendent upon the payment of charges
to the corporation in the nature of rent-
als or assessments is immaterial. None
of the stockholders of-the corporation
shall be entitled, either conditionally or
unconditionally, except upon a complete
or partial liquidation of the corporation,
to receive any distribution other than
out of earnings or profits of the corpora-
tion. It is a prerequisite to the allowance
of a deduction under-section 23 () that
at least 80 percent of the gross income
of the corporation for the taxable year
of the corporation-in which the taxes
and interest are paid or incurred is de-
rived from tenant-stockholders.

The term "tenant-stockholder" means
an individual who is a stockholder in a
cooperative apartment corporation as
defined in section 23 (z), and whose stock
Is fully paid up in an amount at least
equal to an amount shown to the sat-
isfaction of the Commissioner as bear-
ing a reasonable relationship to the por-
tion of the fair market value, as of the
date of the original issuance of the
stock, of the corporation's equity in the
building and the land on which it is
situated which is attributable to the
apartment which such individual is en-
titled to occupy.

The application of section 23 (z) may
be illustrated by the following examples:

Example (1). The X Corporation is, and
at all times since 1940 has been, a cooperative
apartment corporation within the meaning
of section 23 (z). In 1940 it purchla.ed a
site and constructed thereon a building with
10 apartments at a total cost of $200,000. The
fair market value of the land and building
was likewise $200,000 at the time of com-
pletion of the building. Each apartment is
of equal value. Upon completion of the
building, the X Corporation mortgaged the
land and building for $100,000, and sold its
total authorized capital stock, consisting of
1,000 shares of common stock, for $100,000.
The stock was purchased by 10 individuals,
who each paid $10,000 for 100 shares. Each
certificate for 100 shares provides that the
holder thereof is entitled to a lease of a par-
ticular apartment in the building for a
specified term of years. Each lease provides
that the lessee shall pay his proportionate
part of the corporation's expenses. In 1940
the original owner of 100 shares of the com-
mon stock of the X Corporation and of the
lease to apartment No. 1 made a gift of the
stock 2nd lease to A, an individual. The
taxable year of A and of the X Corporation
is the calendar year. The corporation com-
putes its net income on the accrual basis,
while A computes his net income on the cash
basis. In 1941 the X Corporation incurred
expenses aggregating $13,800, namely, $4,000
for the real estate taxes on the land and
building, $5,000 for the interest on the mort-
gage, $3,000 for the maintenance of the build-
Ing, and $1,800 for other expenses. In 1942,
A pays the X Coporation $1,380, representing
his proportionate part of the expenses in-
curred by the corporation. The entire gross
income of the X Corporation for 1941 was
derived from tenant-stockholders. A is en-
titled under section 23 (z) to a deduction
of $900 in computing his net income for
t942. The deduction is computed as follows:

Shares of stock of X Corporationowned by A - 100
Shares, of stock of X Corporation

owned by 9 other tenant-stock-
holders ----------------------- 900

Total shares of stock of X Cor-
poration outstanding ------ 1,000

Proportion of outstanding stock.of
X Corporation owned by A -------- 0

Expenses incurred by X Corporation:
Real estate taxes -------- $4,000
Interest ---------------- 5, 000
Maintenance ----------- 3,000
Other expenses --------- 1,800

$13, 800
Amount paid by A representing his

proportionate part of such ex-
penses (/1s of $13,800) --------- 1,380

A's proportionate share of real estate
taxes and interest based on his
stock ownership ('Ao of $9,000)___ 900

A's proportionate share of total cor-
porate expenses based on his stock
ownership ('Ao of $13,800) ------- 1,380

Amount of A's payment representing
real estate taxes and interest
(9onlsso of $1,380) ---------------- 900

A's allowable deduction ------------ 900
Since the stock which A acquired by gift

was fully paid up by his donor in an amount
equal to the portion of the fair market value,
as of the date of the original issuance of the
stock, of the corporation's equity in the land
and building which is attributable to apart-
ment No. 1, the requirement of section 23 (z)
in this regard is satisfied. The fair market
value at the time of the gift of the corpora-
tion's equity attributable to the apartment Is
immaterial.

Example (2). The facts are the same as in
example (1) except that the building con-
structed by the X Corporation contained, in
addition to the 10 apartments, business space
on. the ground floor, which the corporation
rented at $2,400 for the calendar year 1941;
the corporation deducted the $2,400 from its
expenses In determining the amount of the
expenses to be prorated among its tenant-
stockholders; the amount paid by A to the
corporation n 1942 is $1,140 instead of
$1,380; and more than 80 percent of the gross
income of the corporation for 1941 was de-
rived from tenant-stockholders. A is en-
titled under section 23 (z) to a deduction of
$743.48 in computing his net income for 1942.
The deduction is computed as follows:
Expenses incurred by X Corpora-

tion ------------------------ $13,800.00
Less rent from business space .... 2,400.00

Expenses to be prorated among
tenant-stockholders --------- 11,400.00

Amount paid by A representing
his propertionate part of such
expenses (1/10 of $11,400) --- 1,140.00

A's proportionate share of real es-
tate taxes and interest based
on his stock ownership (1/10
of $9,000) ------------------ 900.00

A's proportionate share of total
corporate expenses based on his
stock ownership (1/10 of. $13,-.
800) ------------------------ f,38O.00

Amount of A's payment repre-
senting real estate taxes and
interest (900/1380 of $1,140).. 743.48

A's allowable deduction ..--------- 43.48
-Since the portion 6f A's payment allocable

to real estate taxes and interest is only
$743.48, that amount instead of $900 is al.

lowable as a deduction in computing A's noe
income for 1942.

Example (3). The facts are the same as
in example (2) except that the amount paid
by A to the X Corporatioft iA 1042 is $1,000
instead of $1,140. A is entitled under section
23 (z) to a deduction of $652,17 in com-
puting his net income for 1942. The deduc-
tion Is computed as follows:
Total amount paid by A ------- $1, 000,00
A's proportionate share of real es-

tate taxes and interest based on
his stock ownership (1/10 of
$9,000) --------------------- 900,00

A's proportionate share of total
corporate expenses based on his
stock ownership (1/10 of $13,-
800) ------------------- 1,380.00

Amount of A's payment represent-
ing real estate taxes and intereqt
(900/1380 of $1,000) ----------- 062,17

A's allowable deduction ---------- 062.17

Since the portion of A's payment allocablo
to real estate taxes and interest is only
$652.17, that amount instead of $900 is allovw-
able as a deduction in computing A's not
income for 1942.

Smc. 24. ITrzs NOT DEDUCTm [as amended
by sees. 121 (b), 127 (b), 129, 130 (a), Rov,
Act 19421.
' (a) General rule. In computing not In-
come no deduction shall in any case be al-
lowed in respect of- #

(1) Personal, living, or family expenses,
except extraordinary medical expenses deduc-
tible under section 23 (x);

(2) Any amount paid out for new buildings
or for permanent improvements or better-
ments 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 whicif'an allowance is or has been

* made;
(4) Premiums paid on any life Insurance

policy covering the life of any officer or em-
ployee, or of any person financially inter-
ested in any trade or business carried on by
the taxpayer, when the taxpayer is directly
or indirectly a beneficiary under such policy;

(5) Any amount otherwise allowable as a
deduction which is allocable to one or more
classes of income other than interest (wheth-
er or not any amount of income of that class
or classes is received or accrued) wholly ex-
empt from the taxes Imposed by this chapter,
or any amount otherwise allowable under sec-
tion 23 (a) (2) which is allocable to interest
(whether or not any amount of such interest
is received or accrued) wholly exempt from
the taxes imposed by this chapter,

(6) Any amount paid or accrued on in-
debtedness incurred or continued to purchaso
a single premium life insurance or endow-
ment contract. For the purposes of this
paragraph, if substantially all the premiums
on a life insurance or endowment contract
are paid within a period of four years from
the date on which such contract is purchased,
such contract shall be considered a single
premium life insurance or endowment con-
tract; or

(7) Amounts paid or accrued for such
taxes and carrying charges as, under regula-
tions prescribed by the Commissioner with
the appkoval of the Secretary, are chargablo
to capital account with respect to property,
if the taxpayer elects, in accordance with such
regulations, to treat such taxes or charges
as so chargeable.

(b) Losses from sales or exchanges of propi
orty--(1) Losses disallowed. In computing
net income no deduction shall in any case be
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allowed in respect of losses from sales or
exchanges of property, directly or indirectly-

(A) Between members of a fanly, as de-
fined in paragraph (2) (D);
. (B) Except in the case of distributions in
liquidation, between an individual and a cor-
poration more than 50 ier centum in value
of the outstanding stock of which is owned,
directly or indirectly, by or for such Indi-
vidual;

(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 fiduclary 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-
slhip 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 a reholders,
partners, or beneficiaries;

(B) An individual shall be considered as
owning the stock owned, directly or in-
directly, by or for his family;

(C) An individual owning (otherwise than
by the application of subparagraph (B)) any
stock in a corpoiation shall be considered as
owning the stock owned, directly or in-
directly, by'or for his partner;

(D) The family of an individual shall In-
clude dnly his brothers and sisters (whether
by the whole or half blood), spouse; an-
cestors, and lineal descendants; and

(M) Constructive Ownership as Actual
Ownership.-Stock constructively owned by
a person by reason of the application of sub-
paragraph (A) shall, for the purpose of ap-
plying subpamagrah (A), (B), or (C), be
treated as actually owned by such person, but
stock constructively owned by an individual
by reason of the application of subpara-
graph (B) or (C) shall not be treated as
owned by himi for the purpose of again ap-
plying either of such subparagraphs in order
to make another the constructive owner of
such stock.

(c) 'Unpaid expenses and interest. In com-
puting nqt income no deduction shall be
allowed under section 23 (a), reliting 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 montha 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 fo; 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 made are persons between whom losses
would be disallowed under section 24 (b).

(d) Holcers~of lie or terminable interest.
Amounts paid under the laws of any State,
Territory, District of Columbia, possession of
the United States, or foreign country as in-
come to the holder of a life or terminable
interest acquired by gift, bequest, or Inherit-

ance shall not be reduced or diminlrbed by
any deduction for chrinkago (by whatever
name called) in the value of such interezt
due to the lapz of time, nor by any deduc-
tion allowed by this chapter (ce pt the de-
ductions provided for In suhzctlons (1) and
(m) of section 23) for the purpo:o of com-
puting the net income of an estate or trust
but not allowed under the lav of such State,
Territory, District of Columbia, pbzezion of
the United States, or foreign country for the
purpose of computing the Income to wylch
such holder is entitled.

(e) Tax withheld on tax-Ircc corcnar9tt
bonds. For nondeductiblity of tax wlthheld
on tax-free covenant bonds, sEe rectlon 143
(a) (3).

§29.24-1 Personal and family ex-
penses. Insurance paid on a dwelling
owned and occupied by a taxpayer is a
personal expense and not deductible.
Premiums paid for life insurance by the
Insured are not deductible. In the case
of a professional man who rents a
property for residential purposes, but
incidentally receives clients, patients,
or callers there In connection with
his professional work (his place of
business being elsewhere), no part
of the rent is deductible as a busi-
ness 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 considera-
-tion of services or otherwise, are not al-
lowable deductions in his return of in-
come. Amounts paid as damages for
breach of promise to marry, attorneys'
fees and other costs of suit to recover
such damages, and attorneys' fees paid
in a suit for separation are not deductible
from gross income. Amounts paid as
alimony or allowance for support upon
divorce or separation are not deductible
except as provided in section 23 (u).
The cost of equipment of an Army ofcer
to the extent only that It is es-pecially
required by his profession and does not
merely take the place of articles required
in civilian life is, deductible. Accord-
ingly, the cost of a sword is an allowable
deduction, but the cost of a uniform Is
not. For deduction of extraordinary
medical expenses (including amounts
paid for accident or health insurance),
see section 23 (x) and § 29.23 (x)-L

§ 20.24-2 Capital expenditures.
Amounts paid for increasing the capital
value or for making good the deprecia-
tion (for which a deduction has been
made) of property are not deductible
from gross income. (See section 23 (D.)
Amounts expended for securing a copy-
light 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 building.
Commissions paid in purchasing securi-
ties are a part of the cost price of such
securities. Commissions paid in selling
securities are an offset against the selling
price, except that in the case of dealers
in securities such commissions may be
treated as an ordinary and necessary

business expense. Expenses of the ad-
mnnstration of an estate, such as court
costs, attorneys' fees, and executors'
commiss ons, are chargeable against the
corpus of the estate nd are not allow-
able deductions. Amounts to be assessed
and paid under an agreement between
bondholders or shareholders of a cor-
poration, to be used n a reorganiza-
tion of the corporation, are Investments
of capital and -not deductible for any
purpose in returns of income. (See
§ 29.22 (a)-16.) An assessment paid
by a shareholder of a national bank on
account of his statutory liability is ordi-
narily not deductible buk, subject to the
provisions of the Internal Revenue Code,
may in certain cases represent a loss.
Expenses of the organization of a cor-
poration, such as incorporation fees,
attorneys' and accountants' charges, are
capital expenditures and not deductible
from gross income., A holding company
which guarantees dividends at a speci-
fled rate on the stock of a subsidiary cor-
poration for the purpose of securing new
capital for the subsidiary and increasing
the vdaue of its stock holdings in the sub-
sidiary may not deduct amounts paid in
carrying out this guaranty in computing
its net income, but such payments may
be added to the cost of its stock in the
subsidiary.

§ 21243 Premiums on business in-
suranec. Premiums paid by a taxpayer
on an insurance policy on the life of an
bMcer, employee, or other individual
financially interested in the taxpayer's
business, for the purpose of protecting
the taxpayer from loss inthe event of the
death of the officer or employee insured
are not deductible from the taxpayeres
gross income. If, however, the taxpayer
is not a benWliary under such a policy,
the premiums so paid will not be disal-
lowed as deductions merely because the
taxpayer may derive a benefit from the
Increased efficiency of the officer or em-
ployee insured. (See §§ 29.22 (W)-3 and
29.23 (a)-6 to 29.23 (a)-9, inclusive.)
In either case the proceeds of such pol-
cle paid by reason of the death of the.
insured may be excluded from gross in-
come whether the beneficiary is an indi-
vidual or a corporation, except in the
case of certain transferees as provided in
§ 29.22 (b) (2)-3 and in the case of a
spouse to whom such proceeds are in-
come under section 22 (k). (See gen-
erally section 22 (b) (1) and (2) and
§§ 29.22 (b) (1)-1 and 29.22 (b) (2)-3.)

§ 29.24-4 Amounts allocable 'to ex-
empt income, other than interest-(a)
Class of oeanmlit income. As used in this
section, the term "cla of exempt in-
come" means any class of income, includ-
ilg interest 'only to the extent that
amounts otherwise allowable under sec-
tion 23 (a) .(2) are allocable thereto
(whether or not any amount of income
of that class or classes is received or ac-
crued), wholly *exempt from the taxes
Imposed by chapter L Included are any
Item or class of income, includin inter-
est only to the extent that amounts oth-
erwise allowable under section 23 (a) (2)
are allocable thereto, constitutionallyez-
empt from the taxes imposed by chapter
1; any item or class, as above defined,
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excluded from gross income under any
provision of section 22 or section 116;
and any item or class of income, as above
defined, exempt under the provisions of
any other law from the taxes imposed by
chapter 1. The term "taxable income"
as used in this section means income
which is required to be included in gross
Income; and the term "exempt income"
means income which is not required to
be included in gross income.

The object of section 24 (a) (5) is to
segregate the exempt income from the
taxable income, in order that a double
exemption may not be obtained through
the reduction of taxable income by ex-
penses and other items incurred in the
production of items of income wholly ex-
empt from tax. Accordingly, just as ex-
empt items of income are excluded from
the computation of gross income ulnder
section 22, so section 24 (a) (5) excludes
from the computation of deductions un-
der section 23 all items referable to the
production of exempt income, as above
defined.

(b) Determination of amounts allo-
cable to a class o1 exempt income. No de-
duction may be allowed for the amount
of any item or part thereof allocable to a
class or classes of exempt income. For
example, expenses paid or incurred for
the production or collection of income
which is wholly exempt from income-
'taxes, such as interest or dividends of a
type not includible in gross~income, are
not deductible expenses. Items, or parts
of such sums, directly attributable to any
class or classes of exempt income, shall be
allocated thereto; and items, or parts of
such items, directly attributable to any
class or classes of taxable income, shall
be allocated thereto.

If an item is indirectly attributable
both to taxable income and exempt in-
come, a reasonable proportion thereof,
determined in the light of all the facts
and circumstances in each case, shall be
allocated to each. Apportionments must
In all cases be reasonable.

(c) Statement of items o1 exempt in-
come, records. A taxpayer receiving any
class of exempt income or holding any
'property or engaging In any activity the
Income from which is exempt shall sub-
mit with his return as a part thereof an
Itemized statement, in detail, showing
(1) the amount of each class of exempt
income, and (2) the amount of items,
or parts of items, allocated to each such
class (the amount allocated by appor-
tionment being shown separately) as re-
quired by paragraph (b) of this section.
If an item is apportioned between a class
of exempt income and a class of taxable
Income, the statement shall show the
basis of the apportionment, Such state-
ment shall also recite that each deduc-
tion claimed in the return is not In any
way referable to exempt income. The
taxpayer shall keep such records as will
enable him to make the allocations re-
quired by this section (see section 54).

§ 29.24-5 Taxes and carrying charges
chargeable to capital account and treated
as capital items-(a) General. In ac-
cordance with section 24 (a) (7), items
enumerated in paragraph (b) of this
section may be capitalized at the election
of the taxpayer, Thus, taxes and carry-

Ing charges with respect to property, of
the type described in this section, are
chargeable to capital acount at the elec-
tion of the taxpayer notwithstanding
that they are expressly deductible under
section 23. No deduction is permitted
for any items so treated.

(b) Taxes and carrying charges. 'The
following .items may upon the election
of the taxpayer, In the manner provided
in paragraph (c) of this section, be
treated as chargeable to capital account

o(either as a component of original cost
or oth~r basis, for the purposes of sec-
tion 113 (a), or as an adjustment to basis,
for the purposes of section 113 (b) (1)
(A)), notwithstanding that they'are ex-
pressly deductible under section 23:

(1) In the case of unimproved, and
unproductive real property, annual
taxes, interest on a mortgage, and other
carrying charges; 1

(2) In the case of real property,
whether improved or unimproved and
whether productive or unproductive, ex-
penditures (otherwise deductible) paid
or incurred in the development thereof
or in the constrtctioi of an improvement
or additional improvement thereon, up
to the time the development or construc-
tion work has been completed, such as in-
terest on a loan made or continued to
furnish funds'for this purpose (but not
Including theoretical interest of a tax-
payer using his own funds), taxes of the
owner of the property measured by com-
pensation paid to his employees and taxes
of such owner imposed on the purchase
of materials for such work or on the stor-
'age, use, or other consumption in the
State of materials for such work which
are purchased for storage, use, or-other
consumption in that State, and other
necessary expenditures paid or incurred
in connection therewith up to the time
the development or construction work
has been completed. The development
or construction work with respect to
which such Items are incurred may re-
late to unimproved and unproductive real
estate whether the construction work
will make the property productive of tax-
able income (as in the case of a factory)
or not (as in the case of a personal resi-
dence), or may relate to property already
improved or productive (as in the case
of a plant addition or improvement, such
as the construction of another floor on a
factory or the installation of insulation
therein);

(3) In the case of personal property,
taxes of an employer measured by com-
pensation for services rendered in trans-
porting machinery or other fixed assets
to his plant or in installing them therein,
interest on a loan to purchase such prop-
erty or to pay for transporting or in-
stalllhg the same, and taxes of the owner
thereof imposed on the purchase of such
property or on the storage, use, or other
consumption of such property in the
State which is purchased for storage, use,
or other consumption in that State, paid
or Incurred up to the date of installation
or the date when such property is first
put into use by the taxpayer, whichever
date is later.

(4) Any other taxes and carrying
charges with respect to property, other-
wise deductible, Which in the opinion of

the Commissioner are, under sound ac-
counting principles, chargeable to capital
account.

If for any taxable year ther6 are two or
more items, such as social security taxes,
tise taxes, or any other type of Items
above described, relating to the same
project to which the election is appli-
cable, the taxpayer may elect to capital.
ize any one or more of such items even
though he does not elect to capitalize the
remaining items or to capitalize items of
the same type relating to other projects.
However, if several items of the same
type are incurred with respect to a single
project the election to capitalize must, if
exercised, be exercised as to all of items
of that type.

Once, however, such an election is
made under subparagraph (21, (3), or
(4), above, to capitalize a given charge
incurred with respect to a particular
project, charges of the same type in-
curred with respect to the particular
project in subsequent years, whether
they be social security taxes, use taxes,
sales taxes, or any other item enumer-
ated In any of these paragraphs, must
also be capitalized for the entire period
to which the election so to treat items
of that type is applicable. The term
"project" for thispurpose in the case of
items included in subparagraph (2)
means the particular development or
construction work with respect to which
the charge as to which the election was
exercised was incurred, and in the case
Qf items included in subparagraph (3)
this term means the act of transporting,
installing, or putting into use of the
machinery or other fixed assets, An
election under subparagraph (1, how-
ever, may be exercised for a given year
without regard to the manner in which
the same type of item with respect to the
same property was treated by the tax-
payer for a prior year.

Example (1). A in 1942 and 1943 pays
annual taxes and interest on a mortgage on
a piece of vacant and unproductive property.
T'hroughout 1943 he operates the property
as a parking lot. A may capitalize the taxes
and mortgage interest paid In 1942 but not
the taxes and mortgage interest paid in 1943.

Example (2). X began in February, 1042,
the erection of a building for himself. X in
1942 paid $6,000 social security taxes in con.
hection with the erection of the building,
which in his 1942 return he elected to capi-
talize. X must continue to capitalize the
social security taxes paid in connection with
the erectIoU of this building until its com-
pletion in 1944.

Example (3). Assume the facts in ex-
ample (2) except that In November, 1942, X
also begins to build a hotel which will
be completed In 1945. In 1042 X pays
$3,000 social security taxes in connection
with the erection of the hotel, X Is not
bound by the election to capitalize exercised
in connection with the social security taxes
paid in erecting the building started in Feb-
ruary, 1942, but may deduct the $3,000 social
security taxes.

Example (4). X in 1942 began the erec-
tion of a building for himself, which would
take three years to complete. X In 1042 paid
$4,000 social security taxes and $8,000 In-
terest on a building loan-in connection with
'this building. X may elect to capitalize the
social security taxes although he deducts the
interest charges.Example (5). A purchases machinery in
1943 for use In his factory. He pays social
security taxes on the labor for transportation
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and installation, as well as interest on a loan
to obtain funds to pay for the machinery and
for insallation costs. A may capitalize the
social security taxes and- the interest up to
the date of Installation or until the ma-
chinery Is first put Into use by him, whichever
is later.

The sole effect of section-24 (a) (7) is
to permit such items to be properly
charged to capital accoiuRt notwithstand-
ing that a deduction is expressly pro-
vided therefor in section 23. Any item
not charged to capital account which is
otherwise deductible under section 23 is
still deductible. An item may not be
charged to capital account under this
section where such treatment would be
disallowed whether or not a deduction
were expressly provided therefor in sec-
tion -23 (such, for example, as mainte-
nance expenses and the cost of repairs
and upkeep of a personal residence).
This section does not have the effect of
disallowing an item to be treated as a
capital item which would otherwise be
allowed to be so treated nor does it have
the effect of making deductible an item
which is not so under section 23 (such,
for example, as salaries or other com-
pensation paid or incurred for services
rendered in the construction of prop-
erty.)
- In the -absence of provision in this
section for treating a given item as a
capital item, this section has no effect
on the treatment otherwise accorded
such item. Thus, items which are other-
wise deductible are deductible notwith-
standing the provisions of this section,
and items which are otherwise treated as
capital items are to be so treated. Nor-
is the absence of a provision in this sec-
tion to be construed as withdrawing or
modifying, the right now given to the
taxpayer under some other provision of
chapter 1 of the Code or of the regula-
tions promulgated thereunder to elect to
capitalize or to deduct a given .item.
(See § 29.23 (m)-16, making intangible
drilling and development costs charge-
able to capital or to expenses at the tax-
payer's optioh and § 29.23 (c)-2, making
certain Federal duties and excise" taxes
deductible unless the taxpayer has added
them to the expenses of the business or
the-cost of the articles of merchandise.)

(c) Manner of exercising election. If
the taxpayer elects to capitalize an item
or items under this sectioh, such elec-
tion shall be exercised by filing with the
original return a statement for that year
indicating the item or items (whether
with respect to the same project or to
different projects) which the taxpayer
elects to treat as chargeable to capital
account (either as a component of origi-
nal cost or other basis, for the purposes
of section 113 (a), or as an adjustment
to basis, for the purposes of section 113
(b) (1) (A)).

(d) Ailocation. If any tax or carrying
charge with respect to property is in part
a type of item described in paragraph
(b) of this section andin part a type of
item or items with respect to which no
option to treat as a capital item or as an
allowable deduction is given, a reason-
able proportion of such tax or carrying
charge, determined in the light of all
the facts and circumstances in each case,

shall be allocated to each item. Appor-
tionment must in all cases be reasonable.

Example. A. the owner of a factory on
%vhic a new addition Is under construction,
in 1942 pays its general manager. B, a salary
of e4,000 and social security taxc3 of $90
measured thereby. B spends nine tenths of
his time in the general busne s of the firm.
and the remaining tenth n supervising the
construction work. A treats as exp=ne V,-
600 of B's salary and charges the rematning
8400 to capital account. A may aLo cap-
1talize $9 of the $90 soclal security taxes.

§ 29,24-6 Losses from sales or ex-
changes between certain classes of
persons-(a) Individuals (including fl-
ductaries). In the case of sales or ex-
changes of property, directly or indi-
rectly, between individuals (including
fiduciaries)' section 24 (b) (1) provides
that no deduction shall be allowed with
respect to losses arising therefrom in the
following cases: (1) between members
of a family as defined in section 24 (b)
(2) (D) ; (2) between fiduciaries of trusts
having a common grantor; (3) between
a grantor and a fiduciary of the same
trust; or (4) between a fiduciary of a
trust and a beneficiary of such trust

Cb) Corporations (including share-
holders). In the case of sales or ex-
changes of property (except In the case
of distributions in liquidation) where a
corporation not acting in a fiduciary ca-
pacity is a party to the transaction, sec-

*tion 24 (b) (1) also provides that under
certain circumstances no deduction shall
be allowed with respect to losses arising

-from such sales or exchanges, directly
or indirectly, between a corporation and
an individual shareholder (see section
24 (b) (1) (B) or between two corpora-
tions (see section 24 (b) (1) (C)). Un-
der section 24 (b) (1) (B) It is necessary
that there be owned, directly or Indirect-
ly, 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 transaction on the date of the sale
or exchange. Under section 24 (b) (1)
(C), however, as provided therein, not
only must more than 50 percent in value
of the outstanding stock of each of such
corporations be owned, directly or in-
directly, on the date of the sale or ex-
change by or for the same individual, but
one of the'corporations must be either a
personal holding company as defined in
section 501, or a foreign personal hold-
Ing company as defined in section 331,
for the taxable year preceding the date
of the sale or exchange. It is not neces-
sary that either of the corporations be
a personal holding company or a foreign
personal holding company on the date
of the sale or exchange.

(c) Stock ownership rule. For the
purpose of paragraph (b) of this section,
the ownership of stock shall be de-

- termined in accordance with the rules
provldesLln section 24 (b) (2). In order
that an individual shall be considered
under section 24 (b) (2) (C) as con-
structively'owning the stock of a cor-
poration owned, directly or indirectly, by
or for his partner, such individual must
himself own, directly or indirectly, stock
of such corporation. On the other hand,
under section 24 (b) (2) (B) an individ-
ual need not own any stock of a corpora-

tion, either directly or indirectlyin order
to be considered as constructively own-
ing the stock of such corporation which
Is owned, directly or indirectly, by or for
any member of his famiy.
(d) Ilustrations of the application of

section 24 (b). The application of sec-
tion 24 (b) may be Illustrated by the fol-
lowing examples:

Example (1). On July 1, 1942, the LI Car-
poration owned all of the stock. of the 0 Cor-
poration which for the calendar year 1941
wvas a personal holding company under sec-
tion 501. On that day all of the outstandin-g
stock of the L Corporation was owned by A.
By the appUcation of the rule provided in
ectlon 24. (b) (2) (A), the stock in the 0

Corporation owned by the M Corporation is
considered to be owned constructively by A,
the cole stockholder of the LI Corporation.
Such constructive ownership of the stock of
the 0 Corporation by A Is considered as
actual ownership for the purpeie of applying
the family rule provided n tection 2- (b) (2)
(B) to make a member of A's family, as, for
example, his wife AW, the constructive owner
of the stock of the 0 Corporation. But the
constructive ownership of the 0 Corporation
stock by AW may not be considered as a-tual
ownership by AW for the purpose of aain
applying the family rule so as to make a
member of AW's famlly, for example, her
lather, AWIP, In turn constructive owner of
such stocI. Theze rules apply in the same
manner and with the same effect in deter-
mining the ownership of stock in the M Cor-
poration.

Accordingly. ammng that A, AW, AV7P,
the LI Corporation and the 0 Corporation
make their income returns on the basis of a
calendar year and that there was no dIstribu-
tion In complete or partial liquidation of the
LI or 0 Corporation, no dedurtion is allow-
able under section 24 (b) (1) with respect-
to Io from rales or exchanges of property

ade on July 1, 1942, b-tween any of such
Individuals or corporations, except as between
A and AVI and betweeiL AVW and the LI or
O Corporation.

Example (2). On June 15, 1942, all of the
stock of the N Corporation was owned in
equal proportions by A and A's partner, AP.
Except in the case of distributIons in com-
plete or partial liquidation by the X Corpo-
ration, no deduction Is allowable with re-
sipect to losse from sales or exchanges of
property made on June 15, 1942, between A
and the If Corporation or AP and the H Cor-
poration inamuch as. by the application of

aection 2-1 (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 percept in value
of the outstanding stock of the N Corpo-a-
ton. Deductions for losses from sales or ex-
changes bstween A's brother, AB, and the N
Corporation, or between AP and A. or AP and
AB are not prohibited by section 24 (b).

§ 29.24-7 Disallowance of deductions
for unpaid expenses and interest. The
application of section 24 (c) may be
illustrated by the following example:

Example. A Is the holder and own-- of an
intermnt-bearing note executed by the LI Cor-
poration all of the stock of which Is owned
by him. A and the M Corporation make
their income return on the basis of a calen-
dar year but the LI Corporation makes its
returns an the accrual basis and A maake3
his returns on the cach recelipts and disburse-
ments b-.t. The LI Corporation does not
pay any Interest on such note during the
calendar year 1942 or within two and one-
half months after the close thereof, but
claims a dcduction for the year 1942 with
re-pect to the nterest accruing an the note
n that year. A, being on the cash receipts

• 14947

HeinOnline -- 8 Fed. Reg. 14947 1943



FEDERAL REGISTER, Wednesdaf, November 3, 1943

and disbursements basis, does not include
such ifiterest in his return for the year 1942.
By the application of section 24 (c), no de-
duction for such interest is allowable in com-
puting the net income of the M Corporation
for the year 1942. The provisions of such
section 24 (c) do not otherwise affect the
general rules governing the allowance of de-
ductions under the accrual basis. Hence,
in the event the M Corporation should pay
such interest after March 15, 1943, no deduc-
tion therefor would be allowable in comput-
ing its net income for the year in which the
payment' was made.

§ 29.24-8 Life or terminable interests.
Amounts paid to the holder of a life or
terminable interest acquired by gift, be-
quest, or inheritance shall not be subject
to any deduction for shrinkage (whether
called depreciation or any other name)
In the value of such interest due to the
lapse of time. In other words, the holder
of such an interest so 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 deduc-
tion under chapter 1 but there is no re-
duction of the income of the life or
terminable interest. For example, an
estate or a trust in a certain State sells
securities at a loss; if, under the laws of
that State, the beneficiary suffers no
actual loss, then even though the estate
or trust is permitted to deduct such loss
in making its return, the beneficiary
whose income has not been diminished
thereby is not entitled to a deduction on
account of such loss, but must include
in his return the full amount distributed
or distributable. (See section 162.)
However, in the case of property held
by one person for life with remainder to
another person and in the case of prop-
erty held in trust, see section 23 (1) as to
depreciation and section 23 (m) as to
depletion.

§ 29.24-9 Single Premium life insur-
ance or endowment contracts. Amounts
paid or accrued on indebtedness incurred
or continued, directly or indirectly, to
purchase a single premium life insurance
or endowment contract are not deduct-
ible under section 23 (b) or any other
provision of chapter 1. This prohibition
applies even though the insurance is not
on the life of the taxpayer. A contract
shall be considered a single premium life
insurance or endowment contract, 'for
the purposes of this section, if substan-
tially all the premiums on such contracts
are paid within a period of four years
from the date on which the contract was'
purchased.

SEc. 25. Csxrrs oF NDiIvmuAL AGAiNsT NE
zscoAcs [as amended by sec. 6 (a), Rev. Act
1940; secs. 111 (a), 113, Rev. Act 1941; secs.
112 (b), 120 (e), 126 (i), 131 (a) (b), Rev.
Act 1942].

(a) Credifs for normal tax only. There
shall be allowed for the purpose of the nor-
mal tax, but not for the surtax, the following
credits against the net income:

(1) Interest on United States obligations.
The amount received as interest upon obli-
gations of the United States, if such interest
is Included in gross income under section 22,

and if, under the Act authorizing the issue
of such obligations, as amended and supple-
mented, such interest is exempt from normal
tax.

(2) Interest on obligations of instrumen-
talities of the United States. The amount re-
ceived as interest on obligations of a cor-
poration organized under Act of Congress, if
(A) such corporation is an instrumentality
of the United States; and (B) such interest
is included in gross income under section 22;
and (C) under the Act authorizing the issue
thereof, as amended and supplemented, such
interest is exempt from normal tax. (For
reduction of credit under paragraph (1) or
(2) on account or amortizable bond premium,
see section 125).

(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 compensation
for the personal services actually rendered.
In the cast of a taxpayer engaged in a trade
or business inowhich both personal services
and capital are material income producing
factors, a reasonable allowance as compen-
sation for the personal services actually ren-
dered 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 excess
of the amount of the earned income over the
sum of the earned income deductions. If the
taxpayer's net income is not more than $3,000,
his intire 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 con-
sidered 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 $500; or in the case of the head of a fam-
ily or a married person living with husband
or wife, a personal exemption of $1,200. A
husband and wife -living together shall re-
ceive but one personal exemption. The
amount of such personal exemption shall be
$1,200. If such husband and wife make sep-
arate returns, the personal exemption may be
taken by either or divided between them.

(2) Credit for dependents--(A) Allowance
in general. $350 for each person (other than
husband or wife) dependent upon and receiv-
ing his chief support from the taxpayer if such
dependent person is under eighteen years of
age or is incapable of self-support because
mentally or physically defective. A payment
to a Wife which Is includible under section 22
(k) or section 171 in the gross income of such
wife shall not be consideied a payment by her
husband for the support of any dependent.

(B) Exception for certain heads of families.
If the taxpayer would not occupy the status
of head of a family except by reason of there
being one or more dependents for whom he
would be entitled to credit under subpara-
graph (A), the credit under such subpara-

graph shall be disallowed with respect to one
of such dependents.

(3) Change of status. If the status of the
taxpayer, insofar as it affects the *personal
exemption or credit for dependents, changes
during the taxable year, the personal exomp-
tion and credit shall be apportioned, under
rules and regulations prescribed by the Con-
missioner with the approval of the Secretary
in accordance with the number of months be-
fore and after such change. For the purpose
of such apporti6nment a fractional part of a
month shall be disregarded unless it amounts
to more than half a month In which case it
shall be considered as a month.

§ 29.25-1 Credits o individual against
net income. For the purpose of comput-
ng 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) obliga-
tions of the United States and (2) obli-
gations of corporations organized under
Act of Congress which are Instrumen-
talities of the United States; an earned
income credit; a personal exemption;
and a credit for dependents. (See sec-
tion 22 (b) (4).) For the purpose of
computing the surtax the taxpayer's net
income is entitled to none of these
credits, except the credit for personal
exemption and credit for dependents.'

§ 29.25-2 Earned i n c o m c credit.
Under section 25 (a) (3) the earned in-
come credit allowable for the purpose of
computing the normal tax is 10 percent
of the amount of the earned net income,
but not in excess of 10 percent of the
amount of the entire net income.

The entire amount received as profes-
sional fees may, be treated as earned in-
come if the taxpayer is engaged in a pro-
fessional occupation, such as a doctor or
a lawyer, even though he employs assist-
ants to perform part or all of the serv-
ices, provided the clients or patients are
those of the taxpayer and look to the
taxpayer as the person responsible for
the services performed. In the case of a
husband and -wife domiciled In a so-
called community property State and
rendering separate income tax returns
on the community Income basis, one-half
of the income derived from personal
services rendered by one spouse may be
treated as earned Income In the separate
return of the other spouse.

In the case of a taxpayer engaged In
a trade or business In which both per-
sonal services and capital are material
income-producing factors, a reasonable
allowance as compensation for the per-
sonal services actually rendered by the
taxpayer shall be considered earned In-
come, but the total amount which shall
be treated as the earned income of the
taxpayer from such a trade or business
shall, in no case, exceed 20 percent of
his share of the net profits of such trade
or business. No general rule can be pre-
scribed defining the trades or businesses
in which personal services and capital
are material income-producing factors,
but this question must be determined
with respect to the facts of the Individual
cases.

The provisions of sections 25 (a) (3)
and 25 (a) (4) may be illustrated gen-
erally by the following examples:
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Example (1). An individual receive
come from interest on bonds during th
endar year 19424 amounting to $6.000.
allowable deductions under section 2
that year amounted to $2,000. He is en
to an earned Income credit of $300, cor
as follota:

Gross income .............-.
Allowable deductions---.........

Entire net incoma ..........
Earned net income allowable under

section 25 (a) (4) (C) ...
Earned Income credit allowance (10

percent of V,000)

Ezample (2). An-Individual received
ary of $20,000 as a traveling salesman fi
calendar year 1902. His allowable dedu
under section 23 for that year amounl
$12.,000, of which $2,000 was for travelh
penses In the course of his busnes
$10,000 was for a loss of his home frot
His net income is $20,000 minus $12,0
8,.000. He is entitled to ari earned 13
credit of $80O, computed as follows:

Earned Income --------. V.
Earned income deductions ------

Earned net income before apply-
ing limitation In section 25(a) (4)(c

Earned net income as limited, to
maximum amount prescribed by

- section 25 (a) (4) (C)
Earned income credit before applying

limitation in section 25 (a) (3)
(10 percent of $14,000).-..-----

Earned income credit allowable as
limited by section 25 (a), (3) (10
percent of $8,000, net income) -----
Examje (3). During the calendar

1942 an Individual was engaged in a bu
In which both personal services and c
were income-producing factors. A r,
able allowance as compensation for th
sonal services actually rendered by th
payer In the conduct of the business fo
year was $10,000. The net profits c
business were $35,000, which constitut
net income for the year. He Is entit
an earned Inkcome credit of $700, compu
follows:
Earned income before'applying limi-

tation in section 25 (a) (4) (A) _
Earned income as limited by section

25 (a) (4) (A) (20 percent of
$35,000).-

Earned income credit allowable (10
percent of $7,000) ..............

In the case of ahusband and wife
Ing a joint retun, there is but one e
income credit, computed upon the
bined income of the spouses, ani
mamrnum and minimum limitation
scribed with respect to such credit
be based upon the combined incol
if the joint return were the retu
one individual.

§ 29.25-3 Amount of Personal ea
tion allowable. A single person or a
tied person not living with husba:
wife is entitled to a personal exem
of $500. and the head of a family
married person living with husbal
wife is entitled to a personal exem
of $1,200. A husband and wife
together have but one personal em
tion, which is $1,200. If they make
rate returns, each may claim onc
of the personal exemption, or suc
emption may, in accordance wit
agreement entered into by them, be
by either-or divided between them I
proportion. With regard to retur.

No. 218-10

d in- husband and wife under Supplement T,
e cal- see section 404.

lHMs
3 for § 29.25-4 Personal exemption of head
titled of family. A head of a family is an
puted Individual who actually supports and

maintains in one household one or more
s, oo individuals who are closely connected
2,000 with him by blood relationship, relation-
- ship by marriage, or by adoption, and

40 whose right to exercise family control
8,000 and provide for these dependent individ-

uals is based upon some moral or legal
Bo obligation. In the case of spouses who

are divorced or legally separated under
a sal- a decree of divorce or of separate main-
Dr the
ctlons tenance, periodic payments (in the na-
ted to ture of, or in lieu of, alimony or an
2g ex- allowance for-support) received by one-

and spouse which she is required under sec-
a fire. tion 22 (k) or section 171 (a) to include
00, or In her gross income and which she uses
=come for support of dependents are consid-

ered payments by her for such supporb
!o, co and not payments by the other spouse
2,000 for support of any person. In the ab-

- sence of continuous actual residence to-
gether, whether or not a person with

L8, 000 dependent relatives is a head of a family
within the meaning of the Internal Rev-
enue Code must depend on the character

14, 0o of the separation. If a father is absent
on business, or a child or other depend-
ent is away at school or on a visit, the

1,400 common home being still maintained, the
additional exemption applies. If, more-

co over, through force of circumstances a
parent is obliged to maintain his de-

year pendent children with relatives or In a
i pial boarding house while he lives elsewhere,

Bason- the additional exemption may still ap-
e per- ply. If, however, without necessity the
e .tax- dependent continuously makes his home
r that elsewhere, his benefactor is not the head
f the of a family, Irrespective of the question
ed his of support. A resident alien with chll-
led to dren abroad is not thereby entitled to
ted as credit as the head of a family. As to

the amount of the exemption, see

10,000 129.25-3.
§ 29.25 Personal exemption of mar-

ried person. In the case of a married
7. oo man or married woman the Joint exemp-

tion replaces the individual exemption
700 only if the man lives with his wife or

mak- the woman lives with her husband. In
imed the absence of continuous actual resi-
coin- dence together, whether or not a man
I the or woman has a wife or husband living
s pre- with him or her within the meaning of
shall the Internal Revenue Code must depend
ne as on the character of the separation. If
rn of merely occasionally and temporarily a

wife is away on a visit or a husband is
away on business, the Joint home being:emp- maintained, the additional exemption

maR - applies. The unavoidable absence of a
ad or wife or husband at a sanatorium or asy-
.ption lum on account of illness does not pre-
, or a lude claiming the exemption. If, how-
ad or ever, the husband voluntarily and con-
.ption tinuously makes his home at one place
Living and the wife hers at another, they are
:emp- not living together within the meaning
sepa- of the Code, Irrespective of their personal
i-half reations. A resident allen with a wife
1i ex- residing abroad Is not entitled to the
taken joint exemption.

a any § 29.25-6 . Credit for dependents. A
as by' taxpayer, other than a nonresident alien

who is not a resident of Canada or Mex-
Ico (see section 214), receives a credit of
$350 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, pro-
vided the dependent is either (a) under
18, or (b) incapable of self-support be-
cause defective. For credit for depend-
ents in computing tax under Supplement
T, see sections 400 and 401.

The credit is based upon actual finan-
cial dependency and not mere legal de-
pendency. It may accrue to a taxpayer
who is not the head of a family. But
a father whose children receive half or
more of their support from a trust fund
or other separate source is not entitled
to the credit. In the case of spouses
who are divorced or legally separated
under a decree of divorce or of separate
maintenance, Payments (in the nature
of, or In lieu of, alimony or an allowance
for support) received by one spouse
which she is required under section 22
(i) or section 171 (a) to include in her
gross income and which she uses for
support of dependents are considered
payments by her for such support and
not payments by the other spouse for
support of any person.

If a taxpayer occupies the status of
the head of a family solely by reason of
the existence of one or more dependents
for whom he would be entitled to credit
under section 25 (b) (2) (A) were it not
for section 25 (b) (2) (B), the credit in
respect of one of such dependents is dii-
allowed. For example, a widower who
occupies the status of the head of a
family solely by reason of the fact that
he is maintaining a home for two de-
pendent children under 18 years of age
Is tntitled to the credit of $350 allowed-
for one such dependent, and the credit
for the other dependent is disallowed.
If, however, in addition to the two de-
pendent children under 18 years of age,
the widower also supports and maintains
In the home a child who is over 18 years
of age and who is not mentally or phys-
Ically defective, he is entitled to a credit
of $350 for each of the two children un-
der 18 years of age, since his support and
maintenance of the child over 18 years
of hge is in itself sufficient to give him
the status of head of a family, and there-
fore he does not occupy such status solely
by reason of the existence of dependent
children under 18 years of age.

§ 29.25-7 Personal 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 married 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 mar-
ried person living with husband or wife
shall be considered as having the status
of a single person. For the purpose of
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the apportionment of the personal ex-
emption and credit for dependents a
fractional part of a month shall be dis-
regarded unless it amounts to mlore than
half a month, in which case it shall be
considered as a month. In general, the
personal exemption and credit for de-
pendents allowable to any taxpayer will
be the sum of the amounts apportioned
to the several periods of the taxable year
during which each status was occupied.

The return for the period in which
falls the date of the death of a taxpayer
is a return only for the period during
which the taxpayer was alive. The per-
onal exemption and credit for depend-

ents must be determined on the basis of
the period for which the return was
made. If during such period the status
of the taxpayer did not change, the per-
sonal exemption and credit for depend-
ents shall be reduced to that proportion
of the full credit which the number of
months in such period bears to 12
months. See § 29.47-1. If the status of
the taxpayer changed during shch pe-
riod, the full personal exemption and

,credit for dependents allowable for each
status occupied by the taxpayer shall be
apportioned to the period during which
such status was occupied in such pro-
portion as the number of months dur-
ing which such status was occupied bears
to 12 months.

Example (1). A and B, who were heads
of families during the first six months of 1942,
were married on July 1, 1942, and lived to-

'gether during the remainder of the year.
If a joint return is made by A and B on the
calendar year basis for 1942, the personal
exemption will be $1,800; that is, 1/2 of $1,200
for A w.,il. the head of a family, plus % of
$1,200 for B while the head of a family, plus
V of $1,200 for the pdrlod during which they
were married and living together. If sepa-
rate returns are made by A and B onQ the
calendar year basis for 1942, each may claim
a personal exemption of $900; that is, 1/2 of
$1,200, plus V2 of 1 of $1,200. • In the latter
case, however, the joint exemption of % of
$1,200 might by agreement be taken either by
A or B or divided between them in any pro-
portion.

Example (2). A, a widower, qualifies as
the head of a family until March 31, 1942, on
which date his one dependent child died. On
September 30, 1942, A dies. The executor or
administrator making a return for A may
claim a personal exemption of $550; that s,
*7_ of $1,200, or $300, for the period from Jan-
uary 1, 1942, to March 31, 1942, during which
period A was the head of a family, and 9i2
of $500 or $250, for the period from April 1,
1942, to September 30, 1942, during which
period A was a single person not the head of
a family.

Example (3). A and B were married and
living together until November 30, 1942,
when B, the wife, died. They had no de-
pendents. The taxable period of B is January
1, 1942, to November 30, 1942, the date of
her death. The combined personal exemp-
tion of A and B for the period during which
they were married and living together, that
is,"'/A2 of $1,200, or $1,100, may by agreement
be taken either by A, or by B's executor or
administrator in behalf of B, or divided-be-
tween them in any proportion. The personal
exemption for the last taxable period of B
Is the amount of the combined personal ex-
emption so. taken by B's executor or admin-
istrator. If A, the surviving spouse, files a
return for the calendar year 1942, he may
claim, In addition to his portion of the com-

bined personal exemption, a personal exemp-
tion for the period from the date of the death
of B to the close of his taxable year, that is,
1A2 of $500.

Example (4). A and B were married and
living together until June 30, 1942, when A,
the husband, died. Prior to the date of
death, A was the chief support of a child 10
years of age. B, the surviving spouse, sup-
ported and maintained the child in her
household during the remainder of the year.
The executor or administrator in making a
return for A is entitled, in addition to a per-
sonal exemption, to a credit for dependents in
the amount of $175; that is, %2 of $350.
However, since B qualifies as head of a family
for the the last six months solely by reason of
the fact that she maintained a home for such
dependent child, the credit for such depend-
ent is disallowed.

SEC. 26. CRmrrs or coapoRATioNs [as
amended by sec. 211 (j), Rev. Act 1939; sees.
105 (d) (e), 126 (1), 132 (a), 133, Rev. Act
19421.

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 United
States and . its instrumentalities. The

.amount received as interest upon obligations
of the United States or of corporations or-
ganized under Act of Congress which is al-
lowed to an individual as a credit for pur-
'poses of normal tax by section 25 (a) (1) or

(2). (For reduction of credit under this
subsection on account of amortizable bond
,premium, see section 125).

(b) Dividends received. 85 percentum of
the amount received as dividends from a do-
mestic corporation which is subject to taxa-
tion under this chapter, but not in excess
of 85 per centum of the adjusted net income
reduced by the credit for income subject to
the tax imposed by Subchapter E of Chapter

.2 'provided in subsection (e). The credit
-allowed by this subsection shall not be al-
lowed in respect of dividends received from
a corporation organized under the China
Trade Act, 1922, 42 Stat. 849 (U.S.C., Title
15, c. 4), or from a corporation which under
section 251 is taxable only on its gross income
from sources within the United States by
reason of its receiving a large percentage of
its gross income from sources within a pos-
session of the United States.

(c) Net operating loss of preceding year-
(1) Amount of credit. The amount of net
operating loss (as defined' in paragraph (2))
of the corporation for the preceding taxable
year (if beginning after Decenber 31, 1937),
but not in excess of (A) the section 102 net
income for the taxable year, in the case of
the tax imposed by section 102; (B) the Sup-
plemhent P net income for the taxable year,

'in the case of the computations required un-
der-Supplement P; or (C) the Subchapter A
net income for the taxable year, in the case
of the tax imposed under Subchapter A.

(2) -Definition. As used in this section the
term "net operating loss" means the excess
of the deductionis allowed by this chapter
over the gross income, with the following ex-
ceptions and limitations--

(A) The deduction for depletion shall not
exceed the amount which would be allowable
If computed without reference to discovery
value or to percentage depletion under 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.

(C) For the purposes of this paragraph, the
net operating loss deduction provided in sec-
tion 122 shall not be allowed.

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 20 (o)
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 cer-
tifies to the Commissioner has been devoted
by such affiliate during the taxable year to
the acquisition of readily marketable aeta
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 beginning
after December 31, 1935, shall not exceed
the amount required to be devoted under
such section 5144 to such purposes, and the
amount of the credit for any taxable year
shall not exceed the adjusted net income for
such year.

(e) Income subject to excess-profits tax.
In the case of any corporation subject to the
tax Imposed by Subchapter B of Chapter 2,
an amount equal to Its adjusted excess-
profits net income (aa defined in section
710 (b)). In the case of any corporation
computing such tax under section 721 (re-
lating to abnormalities In income In the
taxable period), section 726 (relating to cor-
porations completing contracts under the
Merchant Marine Act of 1930), section 731
(relating to corporations engaged in mining
strategic minerals), or section 736 (b) (rolat-
Ing to corporations with Income from long-
term contracts), the credit shall be the
amount of which the tax Imposed by such
subchapter Is 90 per centum, For the pur-
pose of the preceding sentence the term "tax
imposed by Subchapter E of Chapter 2"
means the tax computed without regard to
the limitation provided in section 710 (a)
(1) (B) (the 80 per centurm limitation), with-
out regard to the credit provided in section
'729 (c) and (d) for foreign taxes paid, and
without regard to the adjustments provided

'in *section 734. This subsection shall nob
apply to any corporation exempt from such
tax under secotion 725 or section 727.

(f) Dividends paid credit. For corpora-
tion dividends paid credit, see section 27.

(g) Consent dividends credit. For corpo-
ration consent dividends credit, see sec-
tion 28-

(h) Credit for dividends paid on certain
preferred stock-(1) Amount of credit. In
the case of a public utility, the amount of
dividends paid during the taxable year on
its preferred stock. The credit provided In
this subsection shall be subtracted from the
basic surtax credit provided.In section 27.

(2) Definitions. As used In this subsec-
tion and section 15 (a)-

(A) Public utility. The term "public
utility" means a corporation engaged In the
furnishing of telephone service or In the
sale of electric energy, gas, or water if the
rates for such furnishing or sale, as che Case
may be, have been established or approved
by a State or political subdivision there9f or
by an agency or Instrumentality of the
United States or by a public utility or public
service commission or other similar body of
the District of Columbia or of any State or
political subdivision thereof.

(B) Preferred stock. The term,"preferred
stock" means stock issued prior to October
1, 1942, which during the whole of the tax-
able year (or the part of the taxable year
after its issue) was stock the dividends In
respect of which were cumulative, limited
to the same amount, and payable In prefer-
ence to the payment of dividends on other
stock.

§ 29.26-1 Credit of corporation Jor in-
terest on obligations of the United States
and its instrumentalities. The credit
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1allowed by section 26 (a) is an amount
equal to the interest received upon obli-
-gations of the United States or of a cor-
poration organized under Act of Con-
gress (if such corporation is an instru-
mentality of the United States and
under the Act authorizing thie 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 unaer
section 22.

J 29.26-2 Credit of corporation for
net operating loss of preceding year.
Since the net operating loss credit al-
lowed by section 26 (c) cannot exceed
(a) the section 102 net income for the*
taxable year, in the case -of the tax im-
posed by section 102; (b) the Supple-
ment P net income for the taxable year,
in the case of the computations required
under Supplement P; or (c) the sub-
chapter A net income for the taxable
year in the case of the tax imposed under
subchapter A of chapter 2, it is the
smaller of the following amounts"

(1) The excess of the deductions al-
lowed by chapter 1 for the preceding
taxable year over gross income for such
year, both computed in accordance
*ith the exceptions and limitations pro-
Vided by section 26 (c) (2).

(2) (i) The section 102 net income for
the taxable year, in the cases of the tax
imposed by section 102; (ii) the Supple-
ment P net income for the taxable year,
in the case of the computations required
under Supplement P; (iii) the sub-
chapter A net income for the taxable
year, in the case of the tax imposed
under sutchapter A of chapter 2.

In computing deductions for the pre-
ceding taxable year any deduction for
depletion shall be computed without
reference to discovery value or percent-
age depletion under section 114 (b) (2),
(3), or (4) (see § 29.23 (m)-2). The
basis for such depletion is the basis pro-
vided in section 113 (a), adjusted as pro-
vided in section 113 (b), for the purpose
of determining the gain upon the sale
or other disposition of the property
involved.

In computing deductions for the pre-
ceding taxable year the net operating
loss provided in section 122 shall not be
allowed.

In computing the gross income for
the preceding taxable year there must
be included the excess, if. any, of the
amount of any interest received vthich
is wholly exempt from taxes imposed by
chapter 1 over the amount of interest
paid or accrued which is not allowed as
a deduction by section 23 (b), relating
to interest on indebtedness incurred or
continued to purchase or carry certain
tax-exempt obligations.

Example. For 1942 the X Corporation,
which makes Its income tax returns on the
calendar year basis, has a net income of
$1,000,000. computed on the accrual basis and
_ithout the net operating ldss deduction pro-
vided in section 23 (s), capital losses of
$550,000, and no capital gains. Its Federal
normal tax and surtax for 1942, not allowable
as a deduction under section 23, are $300,000,
and it made no contributions during that
year. For 1941 its gross income pas $500,000,
and its allowable deductions were $1,500,000.

Included in such deductions was M0000 for
net operating loss, allowed as a deduction
under section 23 (a) and computed under
section 122. There was llkewa included In
such deductions 0300,00D for depletion b_-d
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 0100.000.
For 1941 the corporation had 300.000 of
wholly tax-exempt interest, and paid .020,000
IL interest on indebtedne= incurred to carry
obligations from. which such tax-exempt in-
terest was derived. The net operating loss
credit available to such corporation for 1942
Is computed as follows:

Deductions for 1941 -------- , 00,000
Less excess of depletion

deduction computed
on basis of discovery
value over amount
allowable for deple-
tion without refer-
ence to discovery
value or pcrcentage
depletion (0300.000
minus $100.000).-- $200,000

Less net operating loss
deduction .......- ED, 000

'10.000

Daductions as limited by section
26 (c) (2) (A) and 20 (c) (2)

E00,000
Gross Income for 1911-- O.00, 000
Plus tax-exempt interest

minus interest paid
($300.000 minus6200.O00)_ _ _ 2O0D. 000

Gros income contemplated by
section 26 (c) (2) %B) __ _ C00,000

Excess of deductions over gross
income for 1941. ...... 200.000

Net Income for 1942 (computed
without net operating loss
deductions provided In sec-
tion 23 (s))1.,000,000

Les capital loses not
allowed by section 117

Less Federal normal tax
and surtax for 1942
not allowed as a de-
duction under zection
23 -- -----.. 00,000

850,000

Section 102 net Income for 1942- 1601 0Q0
The credit for the net operating loss for the

preceding year available to the X Corporation
for 1942 Is $150.000. Inacmuch as the xcxs
of deductions over gross Income for 1941, as
computed above, is greater than the rection
102 net income for 1942 the net oparating
loss credit available to the X Corporation for
1942 Is equal to the czction 102 net Income
for 1942. If the excs of deductions over
'gross income. for 1941, as computed above,
were smaller than the recton 102 net income
for 1942, the entire amount. of cuch exce--
would be allowed as the net operating lces
for 1942.

Similar rules for the computation of
the net operating loss credit are applica-
ble in the case of computations required
under Supplement P, or the tax Imposed
under subchapter A of chapter 2.

§ 29.26-3 Bank affiliates. The credit
provided in section 26 Cd) Is allowed:

(a) To a holding company affillate of
a bank, as defined n section 2 of the
Banking Act of 1933, which holding com-
pany amlate holds, at the end of the
taxable year, a general voting permit

granted by the Board of Governors of
the Federal Reserve System;

(b) In the amount of the earnings or
profits-of such holding company affiliate
which, in compliance with section 5144
of the Revised Statutes, has been devoted
by it during the taxable year to the ac-
quisition of readily marketable assets
other than bank stock;

(c) Upon certification by the Board
of Governors of the Federal Reserve
System to the Commissioner that such
an amount of the earnings or profits
has been so devoted by such affiliate dur-
ing the taxable year.

No credit is allowable under section
26 d) for the amount readily market-
able assets in excess of what is required
by such section 5144 to be acquired by
such afffliate, or In xcess of the adjusted
net income for the taxable year. Nor
may the aggregate of the credits allow-
able under section 26 (d) exceed the
amount required to be devoted under
section 5144 to the acquisition pf readily
marketable assets other than bank stock.

Every taxpayer claiming and making
a deduction for the credit provided for
in section 26 d) shall attach to its re-
turn a supplementary statement, in du-
plicate, setting forth all the facts and
information upon which the claim is
predicated, including such facts and in-
formation as the Board of Governors of
the Federal Reerve System may pre-
scribe as necessary to enable it, upon the
request of the Commisioner subsequent -
to the filing of the return, to certify to
the Commissioner the amount of earn-
ings or profits devoted to the acquisition
of such zeadily marketable assets. A
certified copy of such supplementary
statement shall be forwarded by the tax-
payer to the Board of Governors at the
time of the filing of the return. The
holding company afffliate shall also fur-
nish the Board of Governors such fur-
ther information as the Board shall
require. For the requirements with re-
spect to the amount of such readily
3tarketable assets which must be ac-
quired and maintained by a holding
company affiliate to which a voting per-
mit has buen granted, see section 5144
(b) and (c) of the Revised Statutes.

§ 29.26-4 Credit for income subject to
excess profits tax. A credit is provided
in section 26 (e) allowable under sections
13 (a) (2) and 15 (a) in computing nor-
mal tax net income and surtax net in-
come, respectively. See section 103 as
to certain fiscal years. The credit is
allowed only in the case of corporations
subject to the excess profits tax imposed
by subhapterE of chapter 2. The credit
does not apply to a corporation exempt
from such tax under section 725 (relating
to personal service corporations) or sac-
tion 727 (relating to corporations exempt
from excess profits tax).

In genera], the credit is the amount of
the corporation's adjusted excess profits
net income, as defined in section 710 (b).
In the case of the following corporations,
however, the credit is an amount of
which the tax imposed by subchapter E
of chapter 2 is go percent:

(a) Corporations computing such ex-
cess profits tax under section 721, relat-
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Ing to abnormalities in income in the
taxable period.

(b) Corporations computing such ex-
cess profits tax under section 726, relat-
ing to corporations completing contractE
under the Merchant Marine Act of 1936.

(c) Corporations computing such ex-
cess profits tax under section 731, relat-
ing to corporations engaged in mining
strategic minerals.

(d) Corporations computing such ex-
cess 'profits tax under section 736 (b)
relating to corporations with incomE
from long-term contracts.

For the purpose of the credit in thE
case of such corporations, the excesE
profits tax -(upon which the credit is tc
be computed) is the tax imposed under
subchapter E of chapter 2 computed
without regard to the limitation of taN
to 80 percent of surtax net income, a
provided in section 710 (a) (1). The
excess profits tax is also determined for
this purpose without regard to an5
credit for foreign taxes allowed in sec-
tion 729(c) and (d) and without regard
to the adjustments provided in section
734.

The determination of this credit may
be illustrated by the following example:

Example. The X Corporation is a domestic
corporation computing its excess profits tss
under section 731. It makes its income tas
returns on the calendar year bisis. The por-
tion of its excess profits net income attribut.
able to mining In the United States of plati-
num (a strateglo mineral) is $60,000 and the
remainder is attributable to other activities

* For 1942, its'totai excess profits net incomc
is $120,000 and its adjusted excess profits nel
Income is $50,000. The portion of the ad.
justed excess profits net income subject to ex-

cess profits tax is $25,000 (f-%-o $50,000)
The tax (computed without regard to sectior
731) on $50,000 under section 710 (a) (1) (A)
k90 percent rate) is $45,000. The tax undei" 25,000
section 731 is 50 of $45,000, or $22,500

Accordingly, the credit under section 26 (e)
is $25,000, the amount of which such $22,50(
tax is 90 percent.

If the excess profits tax of a corpora-
tion imposed by subchapter E of chaptei
2 for a taxable year beginning after De-
cember 31, 1941, is finally deterinec
by the use of the excess profits credil
based upon constructive average bas(
period net income determined under sec-
tion 722 or if the corporation is entitlec
to and uses such excess profits credil
in the computation of its excess profit:
tax for such year without the necessit3
of filing an application for relief undei
section 722 (see § 30.722-5 (e) of thi,'
chapter), the credit under section 26 (e)
allowable in computing the normal ta)
and surtax shall be the amount of th
corporation's adjusted excess profits nel
Income, as defined in section 710 (b)
computed with the use of the exces,
profits credit based upon constructiv
average base period net "income. How.
ever, if such corporation computes it.,
excess profts tax as provided in (a), (b)
(c), or (d) of this section, the credi
under section 26 (e) shall be the amoun
of which the tax imposed by subchaptei
E of chapter 2, computed as provided b3
the second paragraph of this section, i.
90 percent,

§29.26--5 Credit for dividends paid on
preferred'stock of public utilities. The

. credit provided in section 26 (h) is an
- amount equal to the dividends paid dur-

ing the taxable year by certain public
utility corporations on certain classes of

- preferred stock. As used in this section,
the term "public utility" means a corpo-
ration engaged in the furnishing of tele-
phone service, or in the sale of electric

- energk, gas, or water if the rates charged
by such corporation for such furnishing
or sale, as the case may be, have been
established or approved by a State or
political subdivision thereof or by an
agency or instrumentality of the United
States or by a public utility or public

* service commission or other similar body
of the District of Columbia or of any
State- or political subdivision thereof.
If a schedule of rates has been filed
with any of the above bodies having the
power to disapprove such rates, then such
rates shall be considered as established

. or approved rates even though such body
has taken no action on the filed schedule.
Rates fixed by contract between the cor-
poration and the purchaser, except where
the purchaser is the United States, a
State, the District of Columbia, or an
agency or political subdivision of the
United States, a State, or the District of
Columbia, shall not be considered as
established or approved rates in those
cases where they are not subject to direct
control, or where no maximum rate for
such contract rates has been established,
by the United States; a State, the District

e of Columbia, or by an agency or political
subdivision thereof. The credit provided
in section 26 (h) will not be denied solely
because part of the gross income of the
corporation consists of r~venue derived

a from such furnishing or sale at rates
which are not-so regulated, provided the

r corporation establishes to, the satisfac-
tion of the Commissioner (1) that the
revenue from regulated rates and the
revenue from unregulated rates are de-
rived from the operation of a single in-
terconnected and coordinated system
within a single area or region, in one
or more-States and (2) that the regu-
lation to which it it subject in part of
its operating territory is effective to con-
trol rates within the unregulated ter-
ritory so that the rates within the un-
regulated territory have been and are

I substantially as favorable to users and
consumers as are the rates within the

s, regulated territory.
r For the purposes of. section 26 (h)

preferred stock means stock which was
issued prior to October 1,1942, and which
during the whole of the taxable year (or
the part of the taxable year after its is-
sue) was stock nonparticipating as to
earnings or profits either currently or
in liquidation, the dividends in respect
of which were cumulative and payable
in preference to the payment of divi-
dends on other stock. In addition, the
preferred stock must be such tlfat the
rate of return is fixed and cannot be
changed by a vote of the board of direc-

b tors or by some similar method. How-
r ever, if therg are several classes of pre-

ferred stock, all of which meet the above
s requirements, the credit provided in sec-
, tlon 26 (h) shall not be denied in the

case of a given class of preferred stock
merely because there Is another class of
preferred stock whose dividends are to
be paid before those of the given class
of stock. Likewise, it is immaterial for
the purposes of this section whether the
stock be voting or nonvoting stock.

The amount allowable as a credit un-
der section 26 (h) shall be subtracted
from the basic surtax credit otherwise
computed under section 27 (b).

Swn. 27. CoPoRArioN DivmoEn~s PAre cnmrr
[as amended by sec. 222 (a), Rev. Act 1939:
sec. 1, Pub. Law 18, approved March 17,
1941; se6. 132 (b) (c), Rev. Act 1042].

(a) Definition in general. As used in this
chapter with respect to any taxable year the
term "dividends paid credit" means the sum
of:

(1) The basic surtax credit for such year,
computed as provided in subsection (b);

(2) The dividend carry-over to such year,
computed as provided in subsection (a),

(3) The amount, if any, by which any def-
icit in the accumulated earnings and profits,
as of the close of the preceding taxable year
(whether beginning on, before, or after Jan-
uary 1, 1939), exceeds the amount of the
credit provided in section 20 (c) (relating to
net operating losses), for such preceding ta*-
able year (if beginning after December 31,
1937) * and

(4) Amounts used or irrevocably set aside
to pay or to retire indebtedness of any kind,
if such amounts are reasonable with respeob
to the size and terms of such indebtednes.
As used in thisparagraph the term "Indebted-
ness" means only an indebtedness of the
corporation existing at the close of business
on December 31, 1937, and evidenced by a
bond, note, debenture, certificate of Indebted-
ness, mortgage, or deed of trust, issued by
the corporation and in existence at the close
of business on December 31, 1037, or by a
bill of exchange accepted by the corporation
prior to, and in existence at, the close of
business on such date. Where the indebted-
ness is for a principal sum, with interest, no
credit shall be allowed under this paragraph
for amounts used or set aside to pay such
nterest. A renewal (however evidenced) of

an indebtedness shall be considered an In-
debtedness.

§ 29.27 (a)-I Dividends paid credit.
The amount of the dividends paid credit
provided by section 27 (a) is an amount
equivalent to the sum of the following:

(a) The basic surtax credit for the
taxable year. For computation of the
basic surtax credit see section 27 (b),

(b) The dividend carry-over to the
taxable year. For computation of the
dividend carry-over see section 27 (c).

(c) The deficit credit provided by sec-
tion 27 (a) (3).

(d) Amounts' used or irrevocably set
aside topay or to retire Indebtedness as
provided in section 27 (a) (4).

§ 29.27 a)-2 Deficit credit. Included
In the dividends paid credit is an amount
equal to the excess of any deficit In ac-
cumulated earnings and profits asof the
close of the preceding taxable year over
the net operating loss credit allowed by
section 26 (c) for such preceding tax-
able year.

A deficit in accumulated earnings and
profits can arise only out of the oper-
ation of the business at a loss and can-
not be caused by distributions to share-
holders In excess of the amount of ac-
cumulated earnings and profits. If dis-
tributions are made to shareholders out
of accumulated earnings and profitsx
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however, such distributions inay contrib-
ute to the creation of a deficit by so ex-
hausting the accumulated earnings and
profits that they are incapable of ab-
sorbing a loss thereafter resulting from
the business. It is the subsequent op-
erating loss,-however, and not the dis-
tribution which creates the.deficit. For
example, the X Corporation, w hi c h
makes its income tax returns on the cal-
endar year basis, has on January 1,
1942, accumulated earnings and profits
of $100,000. During 1942 there are no
further earnings and profits. On Feb-
ruary 1, 1942, operating losses have re-
duced the accumiflated earnings and
profits account to $50,000. On March
1, 1942, $90,000 is distributed to share-
holders. On April 1, 1942, an opdrating
loss of $40,00(Y is incurred. There is no
further change during the taxable year.
Though the:.corporation closes its year
with total assets of $180,000 less than it
had on January 1, 1942, and $90,000 of
that amount was attributable to oper-
ating losses, only $40,000 constitutes a
deficit in accumulated earnings and
profits as of the close of the year. If,
however, no operating losses were n-
curred up to February 1,.$90,000 was dis-
tributed to shareholders on February 1,
a $50,000 operating loss was incurred on
March 1, and a $40,000 operathg loss on
April 1, the corporation's deficit in ac-
cumulated earnings and profits would
be $80,000 as of the close of the year.

§29.27 (a)-3 Amounts used or ir-
revocably set aside to 'ay or tp retire
indebtedness-(a) Indebtedness. The
term "indebtedness" means an obliga-
tion of a corporation, absolute and not
contingent, to pay, on demand or within
a given: time, in cash or other medium,

.a fixed amount, existing at the close of
business on December 31, 1937, and evi-
denced-by a bond, note, debenture, cer-
tificate of indebtedness, mortgage, or
deed of trust, issued by the corporation
and in existence at the close of business
on December 31, 1937, or by a bill of. ex-
change accepted by the corporation prior'
to, and in existence at, the close of busi-
ness on December 31, 1937. If the in-
debtedness was so evidenced at the close
of business on December 31, 1937, It is
still an indebtedness within the meaning
of section 27 (a) (4) though, prior to
the time payment is made or amounts
are irrevocably set aside, it has been re-
newed. Such renewal need not be evi-
-denced by one of the types of instru-
ments enumerated in section 27 (a) (4),
but it is sufficient if the debtor-creditor
relationship evidenced by one of such in-
struments at the close of business on
December 31, 1937, continues. An in-
debtedness once so renewed may be
again renewed without depriving the
corporation of the benefits of section
27 (a) (4). Indebtedness incurred after
December 31, 1937, is not indebtedness
within the meaning of section 27 (a) (4)
even though the proceeds of the loan are
used td dischage an indebtedness fall-
ing within the provisions of that section,
as, for example, where money is bor-
rowed from A to pay B,,but, if the credi-
tor remains the same and the trans-
action is in effect a renewal, the mere
fact that it takes the form of a new

borrowing, the proceeds of which re
simultaneously used to discharge the
prior obligation, will not of itself prevent
the transaction from being a renewal
within the meaning of section 27 (a) (4)
and this section.

The mere substitution, after Decem-
ber 31, 1937, of several instruments for
one instrument, or one instrument for
several instruments, existing at the close
of business on 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 transferee, 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 assump-
tion 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
enumerated in such section, Issued by
the taxpayer prior to, and inmexLstence at,
the close of business on such date.

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 discharge an
obligation to pay interest applies whether
the interest involved became due on, be-
fore, or after January 1, 1938. If in-
terest is allowable as a deduction under
section 23 (b) or a corresponding section
of a prior income tax law when paid or
accrued or would be so allowable if It
were not for the exception contained in
such Lection or section 24 (c), no credit
will be allowed under section 27 (a) (4)
with respect to such Interest, despite the
fact that such interest may have been
funded and forms part or all of the prin-
cipal amount of an obligation of the
character described in section 27 (a) (4).

(b) Amounts uscd or irrerocably 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 discharge
of indebtedness. The Issuance of a re-
newal obligation will, therefore, not re-
sult, in an allowable credit. If amounts
are set aside in one year, no credit is
allowable for such amounts for a later
year in which actually paid. As lorg as
all other conditions are satisfied, the
aggregate amount allowable as a credit
for ansrtaxable year includes all amounts
(from whatever source) used and, as
well, all amounts (from whatever source)
irrevocably set aside, irrespective of
whether in cash or other medium.
Double credits are not permitted.

(c) Reasonableness of the amounts
with. reference to the size and terms of
the indebtedness. ,The reasonableness

of the amounts used or irrevocably set
aside must be determined by reference
to the size and terms of the particular
Indebtedness. Hence, all the facts and
circumstances with respect to the na-
ture, scope, conditions, amount, ma-
turity, 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 retire-
ment of the same indebtedness.

All amounts irrevocably set aside for
the payment or retirement of an indebt-
edness in accordance with and pursuant
to the terms of the obligation, for ex-
ample, the annual contribution to trus-
tees required by the provisions of a man-
datory sinlking fund agreement, wl ba
considered as complying with the statu-
tory requirement of reasonablenes- To
be 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 adjust-
ment is allowable in respect of the
amounts set aside in the years prior to
1938.

[S m. 27. Ccrcv-,Amrr mv==ws cAm
-=, amended by E,.- 222 (a), R. Act 1933;
ra. 1. Pub. Lav7 18, approved LUrch 17, 141;
cec. 1 (b) (c), Rev. Act 1942.1

(bl) Basic -urta= credit. As ued In th'
chapter the term "basic surtax credIt" mea=3
the aura of:

(1) e dividend,; paid during the taxable
year, Increazad by the consent divIdends
credit provided In section 23, and reduced by
the amount of the credit provided In ec-
tion 23 (a), relating to Inte=t on certain
obligations of the United Statea and Gave=n-
ment ccreratlon;-

(2) The net operating Io credit provided
In Lectlon 26 (c) (1);

(3) The bank aiate credit provided in
cection 20 (d).
The aggrcgate of the amounts under para-
grapha (2) and (3) ahall not exceed (A) the
cectlon 102 net Income for the taxable year,
In the ca-oa of the tax Imposced by sectio
102: (B) the Supplement P net income for
the taxable year, in the c=a of the computa-
tionz required under Supplement P; or (-)
the Subchapter A net Income for the ta-
able year, In the cace of the tax imp--ed
under Subchapter A.

§ 29.27 (b)-l Basic surtax credit.
The amount constituting the basic sur-
tax credit of a corporation for the tax-
able year consists of the sum of the fol-
lowing, less the amount allowable as a
credit under section 26 (h) (relating to
the credit for dividends paid on certain
preferred stock of certain public utility
corporations), and less the amount al-
lowable as a deduction under section 121
(relating to the deduction of dividends
paid on certain preferred stock of certain
banks and trust companies):

(a) The dividends paid during the
taxable year (subject to the qualifica-
tions, limitations, and exceptions pro-
vided in section 27 (d) to 27 (1), Inclu-
sive) plus the consent dividends credit
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provided by section 28, less the credit for
interest on certain obligations of the
United States and its Instrumentalities,
provided by section 26 (a); and

(b) The smaller of the following:
(1) The sum of the net operating loss

credit for the preceding taxable year
provided in section 26 (a) (1) and the
bank affiliate credit provided in section
26 (d).

(2) (i) The section 102 net income
for the taxable year, in the case of tax
imposed by section 102; (ii) the Supple-
ment P net income for the taxable year,
In the case of computations required
under Supplement P; or (iiI) the sub-
chapter A net Income for the taxable
year, in the case of tax imposed under
subchapter A of chapter 2.

§ 29.27 (b)-2 Dividends pald-(a)
When dividends are considered paid. A
dividend will be considered as paid when
it Is received by the shareholder. An
allowance for dividends paid will not be
permitted unless the shareholder re-
ceives the dividend during the taxable
year for which the credit is claimed.

If a dividend is paid by check and the
check bearing a date within the taxable
year is deposited in the mails, in a cover
properly stamped and addressed to the
shareholder at his last known address,
at such time that in the ordinary han-
dng of the mails the check would be
received by the shareholder within the
taxable year, a presumption arises that
the dividend was paid to the shareholder
in such year.

The payment of a dividend during the
taxable year to the authorized agent of
the shareholder will be deemed payment
of the dividend to the shareholder dur-
ing such year.

If a corporation, instead of paying the
dividend directly to the shareholder,
credits the account of the shareholder on
the books of the corporation with the
amount of the dividend, the allowance
for a dividend paid will not be permitted
unless It be shown to the satisfaction
of the Commissioner that such crediting
constituted payment of the dividend to
the shareholder within the taxable year..

An allowance will not be permitted for
the amount of a dividend credited dur-
ing the taxable year upon an obligation
of the shareholder to the corporation un-
less it is shown to the satisfaction of the
Commissioner that such crediting consti-
tuted payment of the dividend to the
shareholder within the taxable year.

In the case of a stock dividend, if the
shares (other than fractional shares pay-
able to bearer) constituting the dividend
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 paid
in such year. Delivery of a certificate, or
certificates, for such new shares, within
the taxable year, constitutes prima facie
evidence of the payment of the dividend.

If the dividend is payable in obligations
of the corporation, they should be en-
tered or registered in the taxable year
on the books of the corporation, in the
name of the shareholder (or his nomi-
nee or transferee), and, in the case of

obligations payable to bearer, should be
received in the taxable year by the
shareholder (or his nominee or trans-
feree), to constitute payment of the divi-
dend within the taxable year.

In the case of a dividend from which
the tax has been deducted and withheld
as required by section 143 or 144, the
dividend is considered as paid when such
deducting and withholding occur.

(b) Methods of accounting. The de-
termination of whethei a dividend has
been paid to the shareholder by the
corporation during its taxable year is in
no way dependent upon the method of
accounting regularly employed by the
corporation in keeping its books or upon
the method of accounting upon the basis
of which the net income of the corpora-
tion is computed. See section 43.

(c) Records. E v e r y corporation
claiming an allowance for dividends paid
shall keep such permanent records as
are necessary (1) to establish that the
dividends with respect to which such
allowance is'claimed were actually paid
during the taxable year and (2) to sup-
ply the information required to be filed
with the income tax return of the cor-
poration. Such corporation shall file
with its return (I) a copy of the dividend
resolution; and (ii) a concise statement
of the pertinent facts relating to the
payment of the dividend, clearly specify-
ing (a) the medium of payment and (b),
if not paid in money, the fair market
value and adjusted basis (or face value,
if paid in its own obligations) on the
date of distribution of the property dis-
tributed, and the manner in which such
fair market value and adjusted basis
were determined. Canceled dividend
checks and receipts , obtained from
shareholders acknowledging payment of
dividends paid otherwise than by check
need not be filed with the return but
shall be kept by the corporation as a
part of its records.

- [SEc. 27. CoRpo5Amom DIVhENs PAID
cRm--as amended by see. 222 (a), Rev. Act
1939; sec. 1, Pub. Law 18, approved March
17, 1941; sec.'132 (b) (c), Rev.'Act 1942.]

(c) Dividend carry-over. There shall be
computed with respect to each ta2;able year
of a corporation a dividend carry-over to
such year from the two preceding taxable
years, which shall consist of the sum of-
. (1) The amount of the basic surtax credit
for the second preceding taxable year, re-
duced by the subchapter A net income for
such year, and further reduced by the
amount, if any, by which the subchapter A
net income for the first preceding taxable
year exceeds the sum of-

(A) The basic surtax credit for such year;
and

(B) The excess, if any, of the basic surtax
credit for the third preceding taxable year
over the subehapter A net income for such
year; and

(2) The amount, if any, by which the
basic surtax credit for the first preceding
taxable year exceeds the subchapter A net
income for such year. In the case of a pre-
ceding taxable year referred to in this sub-
section, the subchapter A net income shall
be determined as if the corporation was, un-
der the law applicable to such taxable year, a
personal holding company.

§ 29.27 (c)-1 Dividend carry-over.
The dividend carry-over to a given tax-
able year is computed as follows:

. (a) If the basic surtax credit for the
first preceding taxable year exactly
equals the subchapter A net income for
such year, the dividend carry-over is the
amount of the excess of the basic surtax
credit for the second preceding taxable
year over the subchapter A net income
for such year.

(b) If the basic surtax credit for the
first preceding taxable year exceeds the
subchapter A net income for such year,
the/-dividend carry-over Is the amount
of such excess plus the excess of the basic
surtax credit for the second preceding
taxable year over the subchapter A net
income for such year.

(c) If the basic surtax credit for the
first preceding taxable year is less than
the subchapter A net Income for such
year, the dividend carry-over is the
amount by which the basic surtax credit
for the second preceding taxable year
exceeds the subchapter A net Income
for such year reduced by the excess of
the subchapter A net income for the first
preceding taxable year over the sum of
the basic surtax credit for such year and
the excess of the basic surtax credit for
the third preceding taxable year over
the subchapter A net income for such
year.

In computing the dividend carry-over
the subchapter A net Income of any pre-
ceding taxable year shall be determined
as if the corporation was, under the law
applicable to such taxable year, a per-
sonal holding company.

Every corporatioi 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 follow-
ing examples:

Example (1). The X Corporation, which
makes its income tax returns on the calendar
year basis, has subchapter A not income of
$150,000 and a basic surtax credit of $225,000
for 1939. For 1940 its subchapter A net in-
come is $200,000 and its basic surtax credit
Is $350,000, and for 1941 its subchapter A net
income and its basic surtax credit are each
$175,000. Its dividend carry-over to 1942 Is
$150,000, computed as follows:
(1) Basic surtax credit for 1940.... $350, oo
(2) Less subchapter A net income

for 1940 ------------------ 200,000

(3) Dividend carry-over to 1042
((1) minus (2)) ------------ 10,000

Since the basic surtax credit for 1941 eX-
actly equals the subchapter A net Income
for that year, neither that year nor the year
1939 need be taken Into acocunt. The pre-
ceding taxable year (1941) is taken into ac-
count only if the basic surtax credit for
such year exceeds the subchapter A net in-
come for such year or if the subehapter A
net income for such year exceeds the sum
of the basic surtax credit for such year and
the excess of the basic surtax credit for the
third preceding taxable year (1939) over the
subchapter A net Income for such year.
The third preceding taxable year (1939) ia
taken into account only if the subchapter
A net income for the first preceding taxable
year (1941) exceeds the basic surtax credit
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for such year, In which case It operates to
reduce the amount of such excess which must
be deducted from the carry-over from the
second preceding taxable year (1940).

Example (2). The Y Corporation, which
makes its income tax returns on the calendar
year basis, has'subchapter A net Income of
$100,000 and a basic surtax credit of $150,000
for 1939. For 1940 its subchapter A net in-
come Is $50,0OO and its basic surtax rdit
Is $75,000; and tor 1941 Its subchapter A net
Income and its basic surtax credit are $25,000
and 8100,000, respectively. Its dividend carry-
over to 1942 Is $100,000, computed as follows:

Year 1940

(1) Basic surtax credit.. $75,000
(2) Less subchapter A net

income . .......--- 50, 00

(3) Excess- of basic surtax
credit over subchap-
ter A net income ------------ $25,000

Year 1941

(4) Basic surtax credit-.... $100,000
(5) Less subchapter A net

Income ......... ------ 25,000

(6) Excess of basic- surtax
credit over subchap-
ter A net income----------- 75,000

(7) Dividend carry-over to
1942 (sum of (3) and
(6)) - ------ 100,000

For the reason -why the year 1939 Is not
taken into account, see explanation at end

- of example (1).
Example (3). The Z Corporation, whi

makes its income tax returns on the calen-
dar year basis, has a subchapter A net in-
come of $90,000, and a basic surtax credit of
$150,000 for 1939. For 1940 its subchapter A
net income is $60,000 and its basic surtax
credit is $160,000, and for 1941 its subchapter
A net income and .its basic surtax credit are
$120,000 and $25,000, respectively. Its divi-
dend carry-over to 1942 is $65,000, computed
as follows:

Year 1940

(1) Basic surtax credit-. $160, 000
- (2) Less subchapter A net

income-.......--- 60, 00-

(3) Excesa of basic surtax
credit over sub-
chapter A net in-
come --------------- $100, 000

Year 1941

(4) Subchapter A net in-
come .........------- $120, 000

(5) Basic surtax credit- 25,000

Year 1939

(6) Basic surtax. credit. $150, 000
('17) Less subchapter A net I

income ------------ 90,000

(8) Excess of basic surtax
credit over sub-
chapter A net in-
come ......... 60,000

Sum of (5) and (8). 85,000

(9) Excess of subchapter
A net income for
the first preceding
taxable year (1941)
over sum of Items
(5) and (8) -------- - 5,000

(10) Dividend carry-over -
to 1942 ((3Lmlnus-
(9)) -65,000

[Sm. 27. Ooamonaxror mvi== PAm
camn=-a amended by sec. 222 (a), Rev. Act
1939; sec. 1. Pub. law 18, approved March 17,
1941; sec. 132 (b) (c). Rev. Act 142.]

d) Dividends in Mnd. If a dividend is
paid in property other than money (Includ-
tIg stock of the corporation If held by the
corporation as an Inve3tment) the amount
with respect thereto which rhall b3 u:ed in
computing the basic surtax credit shall be
the adjusted basis of the property In the
hands of the corporation at the time of the
payment, or the fair market value of the
property at the time of the payment, wbhich-
ever Is the lower.

§29.27Cd)-1 Dividends inldnd. ec-
tion 27 (d) Imposes limitations upon the
extent to which dividends paid in assets
(other than money) may be recognized
for purposes of determining the amount
of the allowance for dividends paid which
may be included In the basic surtax
credit. Irrespective of the form of the
corporate resolution by which a dividend
Is declared, if the dividend Is ultimately
and actually paid by the corporation in
any property other than money, con-
stituting 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;

(a) The adjusted basis of such prop-
erty in the hands of the corporation as
provided for in section 113; or

(b)- The fair market value of sucil
property.. As used in this section the term "prop-
erty" includes shares of cap!tal stock of
the corporation making the dividend dis-
tribution if such shares of stock are held
by it as an Investment. Unless shown to
the contrary, sharis of capital stock once
issued but thereafter acquired by, the
corporation in any manner whatsoever,
but not retired, shall be deemed to be
held by the corporation as an Invest-
ment. The term "property" also includes
obligations upon which the corporation
making the distribution Is liable as a
guarantor, Indorser, or surety.

The application of section 27 d) may
be illustrated by the following example:

Example. The S Corporation. in 1934. pur-
chased stock of the Y Corporation for
$100,000. In 1942 such stock bad a fair =r-
ket value of $70,000. During the period of
its ownership of such stock, the S Corpora-
tion received distributions amounting to
$5,000 out of earninga or proats of the Y
Corporation accumulated before March 1,
1913. In 1942 the corporation used such
stock for the payment of a dividend. The
allowance for dividends paid for purposes of
inclusion in the basic surtax credit for 1942
Is 870.000, computed as Iollo-..

Purchase price, or cast of stock_. 81O, Co0
Less tax-free dltribution_ ..... 5,coo

A~justed bAsis of stock in the hands
of the corporation at the time of
the dividend payment-...... 95,000

Fair market value of 'stoce at the
time of the dividend payment-__ 70,038

Allowance for dividends paid for
purposes of Incluslon in the basc
surtax credit for 1942. - '0,000

Since the fair nrket value of the ntotk
($70.400) at the time of the dividend pay-
ment Is less than the adjusted bas (635.000)

of the st . in the bands of the corporation
at the time of the dividend payment, the
le=r amount (870,000) should be uzed as
the allowance for dividends paid for pur-
poses of computing the basic surtax credit
for 1942 with repect to such. stock

[Sma 27. Cosroshm.o =vm ==s rmu
canrr--s amended by etc. 222 (a), Rev. Act
1939; tcc. 1. Pub. Law 18, approved 21archL
17 1941; cc,. 132 (b) (c), Rea. Act, 1942.1 '

(e) Dflfdendsfn obligatfons of the corpao-
ratiorm If a dividend is paid In obligaticns
of the corporation, the amount with respect
thereto which shall be uzed in computing the
basic surtax credit shall be the face value
of the obligations, or their fair market value
at the time of the payment, whichever is the
lower. If the fair market value of any such
dividend paid in any taxable year of tb- cor-
paration beinning after December 31,1935,1I
lower than the face value, then when the ob -
ligation is redeemed by the corporation the
exce of the amount for which redeemed
over the fair market value of the time of the
dividend payment (to the extent not allow-
able as a deductian in computing net income
for any taxable year) shall be treated as a
dividend paid n the taxable year In which
the redemption occurs.

§ 29.27 (e)-1 Dividends ino bligation,
of the corporation. Section 27 (e) iscon-
cerned solely with the amount of the
allowance for dividends paid for pur-
poses of inclusion in the basic surtat
credit to the extent that dividends are
paid by a corporation in its own obliga-
tions. If the corporation ultimately pays
a dividend in its own obligations (re-
gardless of the form of the corporate
resolution by wbich the dividend is de-
clared), the amount of the allowance for
dividends paid to which it is entitled with
respect thereto for the year in whicli
such dividend is paid is Iimted to the
lesser of the face value or fair market
valuetof such obligations as of the date
of payment. If in a taxable year of the
corporation beginning after December
31. 1935, the allowance for dividends
paid as of the date of payment is limited
to the fair market value of the corporate
obligations distributed and the corpora-
tion redeems such obligations, the corpo-
ration becomes entitled to an additional
allowance for dividends paid in comput-
Ing the basic surtax credit for the tax-
able year n which it redeems such obli-
gations, but only in the event that the
amount at which sucli obligations are
redeemed Is higher than their fair mar-
ket value at the time of the distribution.
The amount of such additional alov-
ance Is the excess of the price at which
such obligations are redeemed over their
fair market value at the time of the dis-
tribution, subject to the restriction that
such excess be diminished by any
amounts which were allowable as de-
ductions for amortized bond discount or
bond issue commissions and expenses al-
locable to the obligations redeemed in
computing the net income of the corpo-
ration for any taxable year. A corpora-
tion is entitled to such additional al-
lowance regardless of the identity of the
holders of the obligations at the time
of their redemption.

The term "obligations- as used in this
section means any lega liability on the
part of the corporation (not including
liability as a guarantor, indorser, or
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surety), regardless of when incurred, to
pay a fixed or determinable sum of
money, evidenced in writing executed by
the corporation. The terms "redeemed"
as used in this section includes (1) re-
purchase In the open market for invest-
ment or sinking fund purposes, (2) re-
tirement, or (3) cancellation of the
obligations before, at, or after maturity.

The application of section 27 (e) may
be illustrated by the following example:

Example. Thi X Corporation, which
makes its income tax returns on the calendar
year basis, declared a dividend of $85,000 in
1936, payable in that year in its 5 percent
bonds at 85. Pursuant to such declaration,
bonds having an aggregate face value of
$100,000 were issued during 1936 in payment
of the dividend. The fair market value of
the bonds at the time of issuance was $75,000.
The dividends paid credit for 1936 was the
fair market value of the bonds at the time
of the dividend payment ($75,000), since such
fair market value was lower than the face
value ($100,000) of the obligations.

lThe bonds were redeemed in 1942. The
corporation prior to the redemptibn of the
bonds at face value deducted in its returns
over the life of the bonds the $15,000 bond
discount resulting from the payment in 1936
of the $85,000 dividend in bonds having a
face value of $100,000. The allowance for
dividends paid for purposes of computing
the basic surtax credit with respect to the
bond redemption for the taxable year 1942, in
which the redemption of the bonds occurs,
Is $10,000, computed as follows:

Redemption price of bonds ------- $100, 000
Less fair market value of bonds

when dividend was paid in 1936.- 75, 000

Difference ----------------- 25,000
),ess bond discount allowed as a

deduction in computing net in-
come ------------------------ 15,000

Amount treated as dividend Y
paid in 1942 ------------- 10,000

[SEc. 27. Ca011P O zON DrvDENDs PAID
axrr-as amended by sec. 222 (a), Rev. Act

1939; sec. 1, Pub. Law 18, approved March
17, 1941; sec. 132 (b) (c), Rev. Act 1942.]

(f) Taxable stock dividends. In case of
a stock dividend or stock right which is a
taxable dividend in the hands of shareholders
under section 115 (f), the amount with re-
spect thereto which shall be used in com-
puting the basic surtax credit-shall be the
fair market value of the stock or the stock
right at the time of the payment,

§ 29.27 (f)-1 Taxable stock divi-
dends. The allowance for dividends paid
provided by section 27 (b) (1) Is limited
by section 27 (fW, in the case of distri-
butions in stock dividends or stock
rights, to distributions which are taxable
dividends.in the hands of shareholders
under section 115 (f). Such allowance,
however, is limited In amount to the fair
market value of such stock or stock
rights at the time of the payment of the
dividend. As to a distribution by a cor-
poration or its own capital stock held
as an investment, see § 29.27 (d)-1.

[Szc. 27. CORPORAT1IX DIVIDENDS PAID
,canErr-as amended by see. 222 (a), Rev. Act
1939; sec. 1, Pub. Law 18, approved March 17,
1941; see. 132 (b) (c), 3ev. Act. 1942.1

(g) Distributions in liquidation. In the
Case of amounts distributed in liquidation
the part of such distribution which is prop-
erly chargeable to the earnings or profits ac-
cumulated after February 28, 1913, shall,
for the purposes of computing the basic

surtax credit under this section, be treated
as a taxable dividend paid.
. § 29.27 (g)-1 Dividends paid credit
f o r distributions in. liquidation-(a)
Distributions which diminish earnings
or profits. To the general rule that an
allowance for dividends paid is permitted
only with respect to taxable dividends
paid, section 27 (g) makes one exception,
namely, for that part of an amount dis-
tributed in liquidation which, under the
Internal Revenue Code, constitutes a dis-
tribution of, and is properly chargeable
to, earnings or profits accumulated after
February 28, 1913. Thus, a distribution
either in complete'or partial liquidation
of a corporation is treated by the Code
as one constituting in part a distribution
of, and being properly chargeable to,
earnings or profits, if: -

(1) Under the provksions of section
115 (c), the amounts distributed in liqui-
dation are treated as received in pay-
ment in exchange for the stock; and

(2) Under the provisions of section
112, the gain or loss, If any, from such
exchange-is recognized.
In such a case, an allowance for divi-
dends paid may be included in the basic
surtax credit for the amount actually
involved in such distribution which is
properly chargeable tofthe earnings or
profits accumulated after February 28,
1913, even though the method of taxa-
tion of the distribution is that ordinarily
employed with respect to the gain or
loss realized and recognized upon an ex-
change, rather than that employed with
respect to a taxable dividend.

On the other hand, certain transac-
tions described in sections 112 and 115
are treated, for the purposes of the In-
ternal Revenue Code, not as distribu-
tions to the shareholders of earnings or
profits, but as transfers of such earn-
ings or profits-intact to another corpora-
tion in whose hands such earnings or
profits, being available for distribution
by it as dividends to its shareholders,
have essentially the same status for the
purposes of the Code as earnings or
profits derived from its own operations.
Characteristic of these transactions is
the circumstance that the gain or loss
realized from the receipt by the share-
holders of property is not recognized by
the Code. No allowance for dividends
paid is permissible with respect to such
transactions.

(b) Amount properly chargeable to
earnings or profits. In the case of a
distribution in liquidation with respect
to which an allowande for dividends paid
ispermissible (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
earnings or profits accumulated after
February 28, 1913. To determine the
amount properly chargeable to the
earnings or profits accumulated since
February 28, 1913, there must be de-
ducted from the amount of the distri-
bution that part allocable to capital ac-
count: The capital account, for pur-
poses of these regulations, includes not
only amounts representing the par or
stated value of the stock with respect to
which the. liquidating distribution is be-

Ing made but also that stock's proper
share of the paid-in surplus, and such
other corporate Items, if any, which, for
purposes of incone taxation, are treated
like capital in that they are not taxable
dividends when distributed but are ap-
plied against and reduce the basis of
the stock. The remainder of the distri-
bution in liquidation Is, ordinarily, prop-
erly chargeable to the earnings or profits
accumulated since February 28, 1913.
The application of this paragraph may
be illustrated by the folldwing example:

Example. The Y Corporation, which makes
its income tax returns on the calendar year
basis, was organized on January 1, 1010, with
an authorized and outstanding capital stock
of 2,000 shares of common stock of a par value
of $100 each and 1,000 shares of participating
preferred stock of a par value of $100 each.
The -preferred stock was to receive annual
dividends of $7 per share and $100 per share
on complete liquidation of the corporation in
priority to any payments on common stock,
and was to participate equally with the com-
mon stock In either instance .after the com-
mon stock had received a similar amount. o
However, the preferred stock was redeem-
able in whole or in part at the option of the
board of directors at any time at $100 per
share plus Its proportion of the earnings of
the.company at the time of such redemption.
In 1910 the preferred stock was issued at $100
per share, for a total of $106,000, and the com-
mon stock was issued, at $100 per share, for
a total of $200,000. On July 15, 1942, the
company had a paid-in surplus of $8,000, con-
sisting of the premium iccelved on the pre-
f'drred stock, earnings or profits of $30,000
accumulated prior to March 1, 1913, and earn-
ings or profits accumulated since February
28, 1913, of $75,000. On July 15, 1042, the
option with respect to the preferred stock was
exercised and the entire amount of such
stock was redeemed at $141 per share or a
total of $141,000 in a transaction upon which
gain or loss to the distributees resulting from
the exchange was determined and recog-
nized under the Internal Revenue Code, such
transaction being only a partial liquidation
under section 115 (c), The amount of the
distribution allocable to capital account was
$116,000 ($100,000 attributable to par value,
$6,000 attributable to paid-in surplus, and
$10,000 attributable to earnings or profits ac-
cumulated prior to March 1, 1913). The re-
mainder, $25,000 ($141.000, the amount of the
distribution, less $116,000, the amount al-
locable to capital account) Is properly charge-
able to the earnings or profits accumulated
since February 28, 1913, and is allowable as
dividends paid.

(c) Credit in respect o1 earnings or
profits transferred under certain tax-
freetransactions. If, as a result of one
or more transactions described in sec-
tion 112, a corporation's earnings or
profits accumulated after February 28,
1913, and its undistributed earnings or
profits of the taxable year, shall have
become the earnings or profits of another
corporation subject to distribution as
dividends by such other corporation, any
dividend paid by the transferee corpora-
tion during that portion of the trans-
feror's taxable year subsequent to the
consummation of such tax-free trdnsac-
tion may, subject to the provisions of
section 115, be apportioned and allocated
to the transferor as a distribution out of
such earnings or profits of transferor.
The resolution of the board of directors
of the transferee shall-specifically desig-
nate the distribution, or part thereof, so
apportioned and allocated. For the pur-
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poses of the allowance for dividends
paid, any such. distribution so allocated
shall be treated as a dividend paid only
in the computation of the basic surtax
credit allowable to the transferor, and
must be consistently so treated by both
corporations for the current and suc-
ceeding taxable years. Each corpora-
tion shall file as a part of its return for
the taxable year involved (1) a statement
setting forth concisely all of the material
facts, including the date and the charac-
ter-of the transaction under section 112,
the status at that time of the earnings
or profits of both corporations, the date
and amount of all dividend distributions
subsequently made, and the particular
distribution or portion thereof desig-
nated as effecting a distribution of the
earnings or profits of the transferor cor-
poration;'and (2) a certified copy of the
zesolution of the board of directors of
the transferee corporation with respect
to the distribution. No allowance for
dividends paid based upon such appor-
tionment and allocation will be permitted
unless the Commissioner is satisfied that
the transferor corporation is entitled
thereto pursuant to the provisions of
this paragraph and that there has been
a full compliance with the requirements
of this paragiaph. The piovisions of
this paragraph may be illustrated by the
following example:
. Example. The P Corporation, which makes
its income tax returns on the basis of a fiscal
year ending March 31, owned all of the capital
stock of the S Corporation. The S Corpora-
tion, which makes its returns on the calendar
year basis, was completely liquidated on De-
.cember 1,1942. - At that time, the S Corpora-
tion had earnings or profits accumulated sub-
sequent to February 28, 1913, in the amount
.of $50,000, in addition to earnings or profits
for 1942 of $20,000, and an adjusted net in-
come of $45,000. It had paid no dividends
prior to its liquidation. The P Corporation
.had .earnings or profits accumulated subse-
quent to February 28, 1913, in the amount of
j$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 Crporation pays dividends as follows:
June 15, 1942, $25,000, September 15, 1942,.

-$25,000; December 15,1942, $25,000; and March
-15, 1943, $25,000. No portion of the dividends
paid on June 15 and September 15 prior to the
liquidation and no portion of the dividend
paid on March 15, 1943, after the close of the
taxable year of the S Corporation may be
allocated to the S Corporatlon. The dividend

.paid on Decemibier 15 may, by appiopriatelcor-
-porate action, be made as one effecting a dis-
.tribution, out of the current earnings or
profits of the S Corporation to the extent of
$20,000. No part of that distribution may be
allocated to the S Corporation's accumulated
earnings or profits "since, under section 115
(b), the earnings or profits of the P Corpora-

-tion -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).

[Sme. 27. CosPonATo DrvIENS PA D
csxrz--as amended by see. 222 (a), Rev. Act
1939; sec. 1, Pub. Law 18, approved March 17,
1941; see. 132 (b) (c), Rev. Act 1942.]

(h) Preferential div&Wends. The amount of
any distribution (although each portion
thereof is received by a shareholder as a tax-

" abledividend), not made n connection with
a consent distribution (as defined In section

-28 (a) (4) ), shall not be considered as divi-
dends paid for the purpose of computing the
basic surtax credit, unless such distribution

No. 218----i11

Is pro rats, with no preference to any share
of stock as compared with other char a of
the same clats, and with no preference to one
class of stock as compared with another elnas
except to the extent that the former is en-
titled (without reference to vmvers of their
rights by shareholders) to such preference.

For a distribution made in connection with
a consent distribution see cection 28.

§ 29.27 h)-1 Preferential distribu-
tions. Section 27 (W) imposes a limita-
tion upon the general rule that corpora-
tion 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 n the case of a partial
distribution (see section 28 (a) (5)) made
in connection with a consent distribution
as defined in section 28 (a) (4), if the
entire distribution composed of such
partial distribution and consent distri-
bution (see section 28 (e)) is not prefer-
entlal. The existence of a preference is
sufficient to prohibit allowance regard-
less of the fact (1) that such preference
is authorized by all the shareholders of
the corporation, or (2) that the part of
the distribution received by the share-
holder benefited by the preference is tax-
able to him as a dividend. A corporation
wlft not be entitled to an allowance for
dividends paid with respect to any dis-
tribution upon a class of stock if there
is distributed to any shareholder of
such class (in proportion to the number
of shares held by him) more or less than
his pro rata part of the distribution as
compared wlth 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 blass of stock more or less than the
amount to which it Is entitled as com-

.pared with any other class of stock. A
preference exists if any rights to pref-
erence inherent In any class of stock
are violated. The disallowance, where
any preference in fact exists, extends to
the entire amount of the distribution
and not merely to a part of such distri-
bution. The term "distribution," as
used in this section, includes a dividend
as defined in section 115, and a distribu-
tion in liquidation referred to in section
27 (g).

The application of the provisions of
section 27 (h), relating to distributions
which are preferrentlal, may be illus-
trated by the following examples:

Example (1). A. B, 0. and D are the
owners of all the shares or cl= A common
stock In the M Corporation, which manke its

€ income tax returns on a calendar year bais.
With the consent of all the shareholders, the
Mf Corporation, on July 15, 1942, dlared a
dividend of 85 a share payable In cash on
August 1, 1942, to A. On September 15, 1942,

it declared a dividend of ,5 a share payable
In cash on October 1, 1942, to B, C, and D.
No allowance for dividends paid for the tax-
able year 1942 ia permitted to the LE Cor-
poration with respect to any part of the
dividends paid on August 1, 1942% and Octo-
ber 1, 1942.

Example (2). The N Corporation, which
makes its income tax returns on the calendar
year basaLs ha a capital of $1C0,00 (con-
cisting of 1,000 shares of common stock of a
par value of $100) and earnfngs or profits
accumulated after February 23, 1913, In the
amount of $50,000. In the year 1942, the IT
Corporation distributes $7,500 in cancella-
tion of Z0 shares of the stock owned by three
of the four shareholders of the corporation.
No allowance for dividends paid Is permissi-
ble under section 27(h) with respect to such
distribution.

Example (3). The P Corporation ha two
cln'e of stock outstanding, 10 shares of
cumulative preferred, owned by E, entitled
to 05 per share and on which no dividends
have been paid for two years, and 10 shgles
of common, owned by P. On December 31,
1942, the corporation distributes a dividend
of 6125, 830 to E and $75 to P. The corpora-
tion I- entitled to no allowance for any part
of such dividend paid, since there has been
a preference to F. If, however, the corpora-
tlon had distributed $10O to E and $25 to F
it would have been entitled to include $125
In Its badic surtax credit as a dividend paid.

[ S.c. 27. Como-Awr mvno-s rnm
,mrr--aS amended by sec. 222 (a), Rev. Act
1939; rec. 1, Pub. Law 18, approved March
17, 1941; sec. 132 (b) (c), Rev. Act 1942.]

(i) Nontaxable distribUtionS. If any part
of a distribution (including stock dividends
and Stock rights) is not a taxable dividend In
the bands of such of the shareholders as are
subject to taxation under this chapter for
the perlod In which the distribution is made,
such Part shall not be included in computing
the basic surtax credit.

§ 29.27 Wi)-1 Nontaxable distrzinrtiow.
No allowance for dividends paid is per-
mitted with respect to any part of the
distribution by a corporation to Its
shareholders which is:

(a) Not out of earnings or profits of
the taxable year or out of earnings or
-profits of the corporation accumulated
subsequent to February 28, 1913 (see sec-
tion 115), or, in the case of distributions
in liquidation, not properly chargeable to
earnings or profits of the corporation ac-
cumulated after February 28,1913, under
§ 29.27 (g)-1;

Cb) In the case of a corporation which
was classified as a personal service cor-
poration under the Revenue Act of 1918
or the Revenue Act of 1921, out of earn-
ings or profits which were taxable in ac-
cordance with the provisions of section
218 of the Revenue Act of 1918 or section
218 of the Revenue Act of 1921 (see sec-
tion 115 (e)); or

Cc) A distribution In stock of the cor-
poration or rights to acquire its stock
which does not constitute income to its
shareholders within the meaning of the
sixteenth amendment to the Constitution
(see section 115 Cf) and §§ 29.115-3 and
29.115-4).

The effect of sections 27 (h) and ()
is that no allowance for dividends paid
may be included in the basic surtax
credit with respect to any distribution
unless each of the shareholders of that
class, who are subject to taxation under
chapter 1 for the period in which the dis-
tribution is made, receives a taxable divi-
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dend as a result of the distribution, (See
also section 27 (g).)

The application of section 27 (1) may
be illustrated by the following examples:

Example (1). A, B, C, and 1) are the share-
holders of the Y Corporation, which makes
its income tax returns on the calendar year
basis, D being an educational corporation ex-
empt from income tax under section 101. On
July 15, 1943, the Y Corporation paid a divi-
dend (within the neaning of section 115) in
cash of $1,000. A and B make their returns
on the calendar year basis, I0ut 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 preceding
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 en-
,titled to an allowance for dividends paid in
the amount of $1,O00 with respect to the
dividends paid on July 16. ' °

Smr. 28. CONsENT DIVrENDS cRmr [as
amended by sec. 186 (e), Rev. Act 142].

(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 df preferred divi-
dends (as defined in paragraph (2)), t a
share in the distribution (other than in com-
plete of partial liquidation) within the tax-
able year of all the remaining earnings or
profits, which share constitutes the same
proportion of such distribution regardless of
the amount of such distribution.

§ 29.28 (a) (1)-1 Consent stock. The
term "consent stock," as defined in sec-
tion 28 (a) (1), includes what is generally
known as common stock. It also in-
cludes participating preferred stock, the
participation rights of which are unlim-
ited. The application of section 28 (a)
(1) may be illustrated as follows:

If in the case of the X Corporation
there is only one class'of stock outstand-
ing, it would all be consent stock. If, on
the other hand, there were two classps
of stock, class A and class B, and class'A
was entitled to 6 percent before any dis-
tribution could be made on class B, but
class B was entitled to everything dis--
tributed after class A had received its
6 percent, only class B stock would be
consent stock. Similarly, if class A, after
receiving its 6 percent, was to participate
equally or in some fixed proportion with
class B until it had received a second 6
percent, after which class B alone was
entitled to any further distributions, only
class B stock would be consent stock.
The same result woilid follow if the order
of preferences were class A 6 percent,
then class B 6 percefit, then class A a
second 6 percent, either alone or in con-
junction with class B, then class B the
remainder. If, however, class A stock
Is entitled to ultimate participation
without limit as to amount, then it, too,
may be consent stock. For example, if
class A is to receive 3 percent and then
share equally or in some fixed propor-
tion with class B in the remainder of the
earnings or profits distributed, both class
A stock and class B stock are consent
stock.

[Sre. 28. CoNsENT D rIVrENDs camr-as
amended by sec. 186 (e), Rev. Act 1942.1

[(a) Definitions. As used in t1his sec-
tion-I

(2) Preferred dividends. The term "pre.
ferred dividends' means a distribution (other
than in complete orpartial liquidation), lim-
ited in amount, which must be made on any
class of stock before a further distribution
(other than in complete or partial liquida-
tion) of earnings or profits may be made
within the taxable year.

§ 29.28 (a) (2)-1 Preferred dividends.
The term "preferred dividends," as de-
fined in section 28 (a) (2), includes all
fixed afhounts (whether determined by
percentage of par value, a 'stated return
expressed In a certain number of dollars
per share, or otherwise) the distribution
(other than In liquidation) of which on
any class of stock is a condition prece-
dent; to a further distribution (other
than in liquidation) of earnings or
profits. A distribution, though expressed
In terms of a fixed amount, is not a pre-
ferred dividend, however, unless it is pre-
ferred over a subsequent distribution
within the taxable year upon some other
class or classes of stdck than the one on

-which it is payable. The application of
section 28 (a) (2) may be illustrated as
follows: -,

If, in the case (f the X Corpoiation,
there are only two classes of stock out-
standing, class A and class B, and class
A is entitled to a distribution of 6 per-
cent of par, after which the balance of
the earnings and profits are distributable
on class B exclusively, class A's 6'per-
cent is a preferred dividend. If the-or-
der of preferenices is class A $6 per share,
class B $6 per share, then class A and
class B in fixed proportions -until class
A receives $3 more per share, then class
B the remainder, all of class A's $9 per
share and $6 per share of the amount
distributable on class B are preferred
dividends. The amount which class B
Is entitled to receive in conjunction with
the payment to class A of its last $3 per
share is not a preferred dividend, because
the payment of such amount is preferred
over no subsequent distribution except
one made on class B itself. Finally, if
a distribution must be $6 on class A, $6 on
class B, then on class A and class B share
and share alike, the distribution on class
A of $6 and the distribution on class B
of $6 are both preferred dividends. -

[SE. 28. CoNsE n ivImNs c5EDrr--as
amended by sec. 18a (e), Rev. Act 1942.]

1(a) Definitions. As used in this sec-
tion-]

(3) Consent dividends day. The term
"consent dividends day" means the last; day
of the-taxable year of the corporation, unless
during the last month of such year there
have occurred one or more days on which was
payable a partial distribution (as defined in
paragraph (5)), in which case it-means the
last 'of such days.

§29-28 fa) (3)-1 Consent dividends
day. The term "consent dividends'day"
is defined in section 28 (a) (3). If therd
was no partial distribution (as defined

-in section 28 (a) (5)) payable during,
the last month of the corporation's tax-,
able year, the consent dividends day Is
the last °day of such taxable year. If
there were one or more days during such
last month onwhich was payable a par-,
tial distribution, the, consent dividends
day is the last of such days. The day

upon which shareholders, under the
terms of the resolution of the board of

'directors directing the distribution, are
entitled to receive the distribution is the
day it is payable.

[SEC. 28. COSE=' DIVIDENDS casIT-WS
amended by sec. 186 (e), Rev. Act 1942.]

[(a) Definitions. A used In this sec-
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 paragraph
(3)) there had actually been distributed in
cash aid received by each shareholder malk-
ing a consent filed by the corporation under
subsection (d), the specific amount stated in
such consent.

§ 29.28 (a) (4)-i Consent distribu-
tion. The term "consent distribution,"
as defined in section 28 (a) (4), does not
include any actual distributions but is
limited to the hypothetical distribution
evidenced by shareholders' consents.
The consent distribution equals the ag-
gregate of all the amounts specified in
the several consents, whether or not, if
actually distributed, such amounts would
have constituted in whole or in part a
return of capital. Section 28 (a) (4) may
be illustrated by the following exampleI

Example. The X Corporation, which mal:e03
its income tax returns on the calendar year
basis, has only one class of stock outstand-
Ing,'consisting of 600 shares, 200 of whichl
are owned by A, and 300 by B. On December
15, 1942, the corporation distributes to A
$5 per share, or $1,000. On December 81,
1942, B executes a consent to include $1,500
In his gross income as a taxable dividend.
At the beginning of 1942 the corporation
had no accumulated earnings or profits. For
the taxable year 1942 the earnings or profits
are 82,000. Nevertheless the corporation will
be deemed to have made a consent distri-
bution of $1,500 on December 15.

LS=. 28. Co sExT DwVrDEmDS crnrr--at
amended by see. 186 (e), Rev. Act 1942.]

[(a) Definition.. 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 steel: (as
defined in paragraph (1)), which part of
the distribution, if considered by Itself and
not in connection with a consent distrlbu-
tion (as defined in paragraph (4)), would
b . a preferential distribution, as defiled in
paragraph (6).

§ 29.28 (a) (5)-1 Partial distribution.
The term "partial distribution," as de-
fined In section 28 (a) (5), does not in-
clude preferred dividends even though
payable on consent stock. The applica-
tion of section 28 (a) (5) may be illus-
trated by the following example:

Example. The X Corporation, which mal,s
its income tax returns on the calendar year
basis, has only two classes of stock outstand-
Ing, class A and class B, each of which is
consent stock. Class A, consisting of 600
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 n any further distributions of carf
Ings or profits. On December 15, 1942, tho
X Corporation distributes $6 per share o
$3,000 on class A stock, and $3 per share o
$1,500 on class B stock. Such distribution,
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to the extent of $1,500 paid on class A stock,
is a partial distribution.

ISOc. 28. CoNsmT DIVZmmNS CRErr-as
amended by sec. 186 (e), Rev. Act 1942.]

[(a) Definitions. As used In this sec-
tion-]

(6) Preferential distributon. The term
"preferential distribution" means a distrlbu-
tion which is not pro rata, or which is with
preference to any share of stock as com-
pared with other shares of the same class,
or to any class of consent stock as-compared
with any other class of consent stock.

1 29.28 (a) (6)-i Preferential distribu-
tion. A preferential distribution is an
actual distribution (other than the dis-
tribution of a preferred dividend as de-
fined in section 28 (a) (2)), or a consent
distribution, or a combination of the two,
upon consent stock, which involves a
preference to one or more shares of stock
as compared with other shares of the
same class or to one class of consent
stock as compared with any other class
of consent stock. Such a preference ex-
ists if there is distributed to any share-
holder (in proportion to the number of
shares held by him) more or less than
his pro rata part of a distribution as
compared with the distribution made to
any other shareholder of the same class,
or if there is distributed to all the share-
holders of one class of consent stock in
the aggregate more or less than their pro
rata part of a distribution as compared
with the distribution made to all the
shareholders of any other class of con-
sent stock. If such preference exists,
the entire distribution is preferential.

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
yiar basis, has one class of consent stock out-
standing, owned in equal amounts by A, B,
and C. On December 15, 1942. the corpora-
tion makes a distribution in cash of $5,000
each to A and B, and $3,000 to C. The dis-
tribution is preferential. If A and B each
receives a distribution in cash of $5,000 and
C consents to include $3.000 In gross income
as a taxable dividend, the combined actual
and consent distribution is preferential.
Similarly, if no one receives a distribution
in cash, but A and B each consents to In-
clude $5,000 as a taxable dividend In gross
income but C agrees to include only $3,000.
the consent- distribution is preferential.

Example (2). The Y Corporation, which
makes its income tax returns on the calendar
year basis, has only two classes of stock out-
standing, each class being consent stock and
consisting of 500 shares.. Class A, with a par
value of $40 per share, is entitled to two-
thirds of any distribution of earnings and
profits. Class B, with a par value of $20 per
share, is entitled to one-third of any distribu-
tion of earnings and profits. OnDecember 15,
1942, there is distributed on the class A stock
$2 per share, or $1,000, and on the class B
,stock $2 per share, or $1,000. The distribution
is preferential, inasmuch as the class B stock
has received more than its pro rata share of
the distribution.

[SEc. 28. CoNstanT DVIDENDS caxrr-as
amended by sec. 186 (e), Rev. Act 1942.]

(b) Corporations not entitled to credit. A
corporation shall not be entitled to a consent
dividends credit with respect to any taxable
year-

(1) Unless, at the close of such year, all
preferred dividends (for the taxable year and,
if cumulative, for prior taxable years) have
been paid; or

(2) If, at any time during such year, the
borporati6n has taken any steps in, or in pur-

suance of a plan of, complete or partial liqui-
dation of all or any part of the consent etodL

§ 29.28 (b)- Payment of preferred
dividends. Section 28 (b) (1) provides
that a corporation shall not be entitled
to a consent dividends credit for any
taxable year, regardless of compliance
with other requirements of section 23,
unless at the close of such year all pre-
ferred dividends (for the taxable year
and, if cumulative, for prior taxable
years) have been paid. Whatever form
such payment takes, it must result in the
complete discharge of the obligation of
the corporation to pay such dividends.
For what constitutes payment of a divi-
dend before the close of the taxable year,
see § 29.27 (b)-2. For what constitutes
a preferred dividend.see section 28 (a)
(2). A preferred dividend will be con-
sidered paid for the purposes of this re-
quirement, even though it is paid as part
of a preferential dividend as defined in
section 27 (h), and the corporation re-
ceives no credit for dividends paid in
consequence thereof.

§ 29.28 (b)-2 Liquidation of consent
stoclo. A corporation Is not entitled to
a consent dividends credit for any tax-
able year in which It has taken any steps
in, or in pursuance of a plan of, complete
or partial liquidation of all or any part
of the consent stock.

Example. The X Corporation, %hlch makes
its Income tax returns on the calendar year
basis, has outstanding on January 1, 1942,
1,000 shares of class A stock, the dividend
rights of which are limited to an annual re-
turn of $6 per share. It alro has outstand-
ing on that date 1,000 haren 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 sare. On April
1, 1942, the corporation makes a distribution
in partial liquidation, whereby five share
of class B stock (consent stock) are canceled
or redeemed. The corporation is barred from
obtaining a consent dividends credit for the
taxable year, regardl= of compliance with
other requirements of cectlon 28. If, how-
ever, class A stock (not consent stock), in-

- stead of clas B stock, had bean canceled or
redeemed In the liquidation, the corporation
would not be barred, because of such liquida-
tion, from obtaining a consent dividends
credit.

The mere purchase by a corporation of
Its own stock for investment is not,
within the meaning of section 28 (b) (2),
the taking of any step in, or in pursuance
of a plan of, complete or partial liquda-
tion and will not prevent a corporation
from obtaining a consent dividends
credit for the taxable year.

[SEc. 28. CoNs=.T DnivrDEis caEorr-a
amended by sec. 186 (e), Rev. Act 1942.1

(c) Allowance of credit, There shal be
allowed to the corporation, as a part of its
basio surtax credit for the taxable year: a
consent dividends credit equal to ouch por-
tion of the total sum agreed to be Included
in the gross Income of shareholders by their
consents filed under subsection (d) as it
would have been entitled to include in com-
puting Its basic surtax credit if actual dis-
tribution "of an amount equal to such total
sum had been made in cash and each share-
holder making such a consent had received,
on-the consent dividends day, the amount
specified in the consent.

§ 29.28 (c)-1 Amount of consent divi-
dends credit. The consent dividends
credit forms part of the basic surtax

credit (see section 27 (b) (1)). It con-
sists of the amount which the corpara-
tion woud be permitted to include in its
basic surtax credit as a dividend paid
if it had distributed to each shareholder
whose consent has been filed pursuant
to section 28 (d), and each such share-
holder had received, on the consent divi-
dends day (see section 28 (a) (3)), an
amount equal to the amount specified in
such consent. The amount of the con-
sent dividends credit, therefore, cannot
exceed the sum of the amounts specified
in the several consents. It may, how-
ever, regardless of the fact that such
amounts are treated and taxed in their
entirety to the consenting shareholders
as a dividend (see section 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
itd Income tax returns on the calendar year
basi, has only one ca of stock outstanding,
owned in equal amounts by A and B. It
makes no distributions during the taxable
year. Its earnings and profits for the calen-
dar year 1942 amount to $8,000, there being
at the beginning of such year no accumulated
earnings or profits. A and B execute proper
consents to include $5,000 each in their gross
Income as a dividend received by them on
December 31, I92 The sum of the amount
s-pecified In the consents executed by A and B
is $10,000, but If $10.000 had actualy been
distributed by the X Corporation on Decem-
ber 31. 1942, only $8,000 would have con-
stituted a dividend. The allowance for divi-
dends paid, Includible In the computation of
the badc surtax credit, would have amounted
to only 3.,000. The consent dividends credit
of the corporation, therefore, is limited to88.000.

1S. 28. Coxsxnr mvmmrns =--as
amended by sec. 186 (e), Rev. Act 1942.1

(d) Shareholders' consents. The corpora-
tion shall not ba entitled to a consent divi-
dends credit with respect to any taxable
year-

(1) Unless It fles (in accordance with the
regulations prescribed by the Commissioner
with the approval of the Secretary) with its
return for such year, or within one year after
the date of enactment of the Revenue Act of
1942, In the case of a corporation which Is a
personal holding company for the taxable
year with rezpect to which it clalms the bene-
fits of this section, signed conscents made
under oath by persons who were shareholderm,
on the last day of the taxable year, of the
corporation, of any class of consent stock;
and

(2) Unles- in each such consent the share-
holders 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) Unlem the consents filed are made by
Such of the shareholders and the amount
specified in each conent is such, that the
consent distribution would not have been a
preferential distribution-

(A) If thare 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) Unles3 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 speciflo amount stated In the con-
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sent shall be considered as a dividend received
by him from sources within the United States;
and

(5) Unless each consent filed is accom-
panied by cash, or such other medium of
payment as the Commissioner may by regu-
lations authorize, in an amount equal to
the amount that would be required by sec-
t n 143 (b) or 144 to be deducted and with-
held by the corporation if the amount speci-
fled in the consent had been, on. the last day
of the taxable year of the corporation, paid
to the shareholder In cash as a dividend.
The amount accompanying the consent shall
be credited against the tax imposed by sec-
tion 211 (a) or 231 (a) upon the shareholder.

§ 29.28 (d)-1 Making and filing 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 is-
sued therewith and may be made only
by or on behalf of a person who was the
actual owner on the last day of the
corporation's taxable year of any class
of consent stock, I. e., the person who
would have been required to include in
gross income any dividends on such stock
actually distributed on the last day of
such year. In the consent such person
must agree:

(a) To include in his gross income for
his taxable year in which or with which
the taxable year of the corporation ends
a specific amount as a taxable dividend;
and

(b) If he is a shareholder who is tax-
able with respect to a dividend only if
received from sources within the United'
States, that the specific amount stated
in his consent shall be considered as a
dividend received by him from sources
within the United States.

A consent may be made at any time
not later than. the due date of the cor-
poration's income tax return for the tax-
able year for which the credit is claimed
(see § 29.53-4) or such consent may be
made at any time not later than one year
after October 21, 1942, if the corporation
was a personal holding company for the
taxable year for which the credit is
claimed. With such return, and not
later than the due date thereof, or in
the case of a personal holding company
referred to in section 28 (d) (1), within
one year after October 21, 1942, the
corporation must file two duly executed
duplicate originals of each consenting
shareholder's consent, and a return on
oath -or affirmation on Form 973, or
Form 973A, in the case of a personal
holding company, showing by classes the
stock outstanding on the first and last
days of the taxable year, the dividend
rights of such stock, distribution made
during the taxable year to shareholders,
and giving all the other information re-
quired by the form.

In the event that any consent filed by
the corporation is made by a shareholder
in the payment to whom of a dividend in
cash, on the last day of the taxable year
of the corporation, the corporAtion would
have been required to deduct and with-
hold 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 cor-
poration's taxable- year, been paid to the
shareholder in cash as a dividend. Such
payment must be in one of the following
forms:

(1) Cash;
(2) United States postal money order;
(3) dertifled check drawn on a domestic

bank, provided that the law of the place where
the bank Is located does not permit the cer-
tification to be rescinded prior to presenta-
tion;

(4) A cashier's check of a domestic bank;
or

(5) A draflion 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.

§ 29.28 (d)-2 Consent distribution
must be nonpreferential. The applica-
tion of section 28 (d) (3) may be illus-
trated as follows:

Example. The X Corporation, which makes
its income tax returns on the -calendar year
basis, has 200 shares of-atock outstanding,
owned by A and. B in equal amounts. On
December 15, 1942, the corporation distributes
$600 to B and $100 to A. On December 31,
1942, A executes a consent to include $500
in his gross income as a taxable dividend,
though such amount is not distributed to
him. The X Corporation, assuming the other
requirements of section 28 have been com-
plied with, is entitled to a consent dividends
credit of $500. Though considered by them-
selves, both the partial distribution of $700
and the consent distribution of $500 are
preferential, when considered together they
constitute a single nonpreferential distribu-
tion of $1,200.

§29.28 (d)-3 Oveipayments and defi-
ciencies. ' For the refund or credit of
any overpayment, and the assessment or
collection of any deficiency ieferred to
in section 186 (h) of the Revenue Act
of 1942, see §-29.504-6.

[SEc. 28. CoNSENT DiVmENDS cRErr-as
amended by sec. 186 (e), Rev. Act 1942.1 ,
(e) Consent distribution as part of entire

distribution. If during the last month of
the taxable year with respect to which share-
holders' consents are filed by the corpora-
tion under subsection (d) there is made a
partial distribution, then, for the purposes
of this chapter, such partial distribution and
the consent distribution shall be considered
as having been made in connection with each
other and each shall be considered together
with the other as one entire distribution.

§ 29.28 (e)-l Consent and partial dis-
tributions to be considered together.
The rule provided in section 28 (e), that
a consent distribution and a partial dis-
tribution are to be considered ashaving
been made in connection with each
other and as together forming parts of
one entire distribution, is not limited to
the purposes of section 28, but is applica-
ble in connection with any of the pur-
poses of chapter 1. Thus, such rule is to
be applied to determine whether a par-
tial distribution is a preferential dividend
under section 27 (h). See § 29.27 (h)-l.

[Snc. 28. CONSENT mvmENDs camrr-ag
amendted by sec. 186 (e), Rev. Act 1942.1

(f) Taxability of amounts specifie in-
consents. The total amount specified in a
consent filed under subsection (d) shall be

included as a taxable dividend in the grosa
Income of the shareholder making such con-
sent, and, It the shareholder is taxable with
respect to- a dividend only if received from
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 htvo
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.

§29.28 (fP-1 Taxability of amounts
specified in consents. Once a share-
holder's consent is filed, the full amount
specified therein shall be Included in his
gross income as a taxable dividend, and,
in cases where the shareholder is taxable
on a dividend only if received from
sources within the United States, shall
be treated as a dividend so received; re-4
gardless of:

(a) Whether he actually so Includes it
In his return;
. (b).Whether he would hve been tax.(

able- on all or any part of such amount
as a dividend if it had been distributed
to him In cash; and

(c) Whether the corporation, as a re-
sult of filing such consents, is entitled
to any consent dividends credit or to a
smaller consent dividends credit than
the sum of the amounts specified in the
several consents.

The groundupon which a consent divi-
dends 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-
calves 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 con-
sents. 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 (1) pre-
ferred dividends have not been paid, (2)
part or all of the consent stock has been
in a state of liquidation at any time
during the taxable year, (3) the distrbu-
tion of which the consent distribution Is
a part Is preferential, (4) a consenting
shareholder who is taxable with respect,
to a dividend only if, r e c e i v e d from
sources within the United States fails to
agree that the amount specified in his
consdnt shall be considered as a dividend
received by him from sources within the
United States, or (5) payment has not
been made as required by section 28 (d)
(5) and § 29.28 (d)-1.

[SEC. 28. CONSENT DIVIDENDS CfrD1T-a
amended by sec. 186 (o)P, Rev. Act 1042.1

(g) Corporate shareholders. If the share-
holder who makes the consent is- a corpora-
tion, the amount-specified In the consent,
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shall be considered as part of its earnings
or profits lor the taxable year, and shall be
included in the computation of Its accumu-
lated earnings and profits.

§ 29.28 (g)-1 Treatment of amount
- specifted in consent of corporate share-

holder. From the standpoint of comput-
ing a shareholder's income for a taxable
year relative to which he has agreed to
include a specific amount in gross in-
come, such amount is treated exactly
as though such shareholder had received
in cash a taxable dividend equal to the
amount specified in his consent. There-
fore, in the case of a corporate share-
holder, such amount shall be included in
the- computation-of its earnings and
profits for the taxable year and its ac-
cumulated earnings and profits as of the
close of the taxable year. The effect of
a corporate shareholder's consent upon
the computation of its earnings and
profits may be illustrated as follows:

Example. The X Corporation has one
,shareholder, the Y Corporation, whose con-
sent to include $10,000 in Its gross income
for the calendar year 1942 has been duly
made and filed. The earnings and profits of
the X Corporation for the calendar year 1942
amount to only $8,000, therd being at the
beginning of such year no accumulated
earnings or profits. t'he Y Corporation must
nevertheless include in its gross income
$10,000 as a taxable dividend. Assume the
Y Corporation to have begun the year 1942

* -with $5,000 accumulated earnings and profits.
to have made no distributions during the
year, and (without considering the amount
specified in its consent) to have had neither

.profit nor loss during the year. Its earnings'
and profits for the year will be $10,000 and
its accumulated earnings and profits at the
close of the year will be $15.000.

[SEc. 28. Coxs=T- -nr avmms cn=orr-as
amended by sec. 186 (e), Rev. Act 1942.]

(h) Basis of stock in hands of share-
holders. The amount specified in a consent
made under subsection.-4d) shall, for the
purpose of adjusting the basis of the consent
stock with respect to which the consent was
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
stock bears to the total amount of consent-
stock with respect to which consents are
made. I

(i) Effect on capital account of corpora-
tion. The amount of the consent dividends
credit allowed under subsection (c) shall be
considered as paid in" surplus or as a contri-
bution to the capital of the corpoiation, and
the accumulated earnings and profits as of
the close of the taxable year shall be cor-
.respondingly reduced.

§ 29.28 (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 calendar
year basis, has only one class of stock out-
standing, owned entirely by A and B in
equal amounts. A makes a consent to in-
clude $50 in his gross income as a dividend,
but B refuses to do so. The X Corporation
therefore distributes $50 to B in cash during
the last month of its taxable year 1942. The
consent distribution evidenced by A'a con-
sent and the actual distribution to B are
treated together, as though one distribution
'of $100 had been made. The earnings and

profits of the X Corporation for 1942. how-
ever amount to only $0, 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 content dis-tr-
bution and B's actual distribution, had been
actually distributed, EO percent thereof
would have been a dividend, includible In
the X Corporation's basic surtax credit, and
20 percent a return of capital. Applying this
principle to the facts stated, the following
results are obtained:

(1) In the case of the X Corporation-
(a) Its consent dividends credit 13 $40,

being 80 percent of the amount specified in
A's consent;

(b) Its basle aurtax credit. as-suming it
has no net operating loss in the preceding
year and no bank alillato credit, Is 080. com-
posed of a consent dividends credit of 40
and an allowance for dividends paid of $40;

(c) The amount of Its accumulated earn-
ings and profits as of the clozo of the taxable
year is zero, because of the transfer of 40
(the amount of the content dividends credit)
from earnings and profits to capital account
and the deduction of an additional $40 on
account of dividends paid to B. If, there-
fore, in the following year the X Corporation
has no earnings and pyoats but nevertheless
makes a distribution to shareholders, no part
of such distribution will a a dividend, but
It will all constitute a return of capital.

(2) In the case of A-
(a) A is taxable on M0 as a dividend:
(b) The basis of his stock Is Increased by

$40, his pro rata share, 1. e., all, of the con-
sent dividends credit.

(3) In the case of B-
(a) B is taxable on $40 as a dividend;
(b) The basis of his stock is reduced by

$10.
[Sm. 28. CoNSENT nDIVDmS cmrr-as

amended by sec. 186 (e), Rev. Act 1942.1
(j) Amounts not included in shareholders'

return. The failure of a shareholder of con-
sent stock to include In his gram Income for

.the proper taxable year the amount specified
in the consent made by him and filed by the
corporation, shall have the same effect with
respect to the deficiency resulting therefrom.
as is provided in section 272 (f) with respect
to a deficiency resulting from a mathematical
error appearing on the face of the return.

CREDITS AGAINST TAX
Sm. 31. TAXS oi romsz; couscr.ms Aim

PosSEssIoNs or u n= =T~MM.
The amount of income, war-profits, and

excess-profits taxes impowsd by foreign coun-
tries or posseslons of the United States shall
be allowed as a credit against the tax, to the
extent provided in section 131.

Sm. 32. T&xrs wrHE~v AT sourc.
The amount of tax withheld at the sourco

under section 143 or 144 shall be allowed as
a credit against the tax.

Ste. 33. CEnrrron ovAzPAY=xa.
For credit against the tax of overpayments

of taxes Imposed by this chapter for other
taxable years, see section 322.

Stc. 34. Cnzrrs AGAuIsT vxcronr TAx [as
added by sec. 172 (f), Rev. Act 1942, and
amended by sec. 2 (b), Current Tax Payment
Act 1943].

For credits against victory tax, re sections
453 and 454. [No=: Prior to Its amendment
by sec. 2 (b), Current Tax Payment Act 1943,
such amendment being effective July 1, 1943,
section 31 reads as follows: 'Tor credits
against victory tax, see cection 453, 454. and
466 (e)!:']

SEC. 35. Cnrn nOs TAx wrm orr wcm
[as added by sec. 172 (f), Rev. Act 1942, cod
amended by sec. 3, Current Tax Payment A t
19431.

The amount deducted and withheld as tax
under Subehapter D of Chapter 9 during
any calendar year upon the wages of any
individual shal be allowed as a credit to the

recipient of the income against the tax Int-
posed by this chapter for the taxable year
be nuning In such calendar year. It more
than one taxable year begins In any such
calendar year such amount shall be allowed
as a credit agrainst the tax for the last taxable
year so beginning. [Nor-. Prior to its
amendment by sec. 3, Current Tax Payment
Act 1943. section 35 read as follows: "For
credits against the 'tax withheld on wages,
see section M6 (e):'1]

ACCOUNTING PERIODS AND ZIETHODS Or AC-
COUING

Src. 41. Gm aAL nu=.
The net income shall be computed upon

the bas of the taxpayer's annual account-
ing period (fLscal 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
to employed, or if the method employed does
not learly reflect the income, the compu-
tation shall be made in accordance with such
method as in the opinion of the Commis-
cioner does clearly reflect the income. If the
taxpayer's annual accounting period is other
than a fitcal year as defined in section 43 or
It 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 uo of Inventories, see section 22 (c).

§ 29.41-1 Computation of net income.
Net income must be computed with re-
spect to a fixed period. Usually that
period is 12 months and is known as the
taxable year. Items of income and of
expenditure which as gross income and
deductions are elements in the computa-
tion of net income need not be in the
form of cash. It is sufficient that such
items, if otherwise properly included in
the computation, can be valued in terms
of money. The time as of which any
item of gross income or any deduction
is to be accounted for must be deter-
mined n the light of the fundamental
rule that the computation shall be made
in such a manner as clearly reflects the
taxpayer' income. If the method, of
accounting regularly employed by him in
keeping his books clearly reflects his in-
come, It is to be followed with respect to
the time as of which items of gross in-
come and deductions are to be accounted
for. (See §§ 29.42-1 to 29.42-3, inclu-
sive.) If the taxpayer does not regularly
employ a method of accounting which
clearly reflects his income, the computa-
tion shall be made in such manner as in
the opinion of the Commissioner clearly
reflects it.

§ 29.41-2 Bases of computation and
changes in accounting methods. Ap-
proved standard methods of accounting
will ordinarily be regarded as clearly re-
flecting income. A method of accounting
will not, however, be regarded as clearly
reflecting income unless all items of gross
Income and all deductions are treated
with reasonable consistency. See section
48 for definitions of "paid or accrued"
and "paid or incurred" All items of
gross income shall be includea in the
gross income for the taxable year in
which they are received by the taxpayer,
and deductions taken accordingly, unless
In order clearly to reflect income such
amounts are to be properly accounted
for as of a different period. But see
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sections 42 and 43. See also-section 48.
For instance, in any case in which it
is necessary to use an inventory, no
method of accounting in regard to
purchases and sales will correctly re-
flect income except an accrual method.
A taxpayer is deemed to have received
items of gros income which have -been
credited to or set apart for him without
restriction. (See §§ 29.42-2 and 29.42-3.)
On the other hand, appreciation in value
of property is not even an accrual of in-
come to a taxpayer prior to the realiza-
tion of such appreciatibn through sale
or- conversion of the property. (But see
§ 29.22 (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 attach'to his return a
separate statement setting forth for the
taxable year and for the preceding year
the classes of items differently treated
under the two systems, specifying in par-
ticular all amounts duplicated or entirely
omitted as the result of such change.

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
§§ 29.22 (c)-1 to 29.22 (c)--8, inclusive) ;
a change from the cash or accrual
method to the long-term contract
method, or vice versa; a change in the
long-term contract method from the
percentage of completion basis to the
completed contract basis, or vice versa
(see § 29.42-4); or a change involving
the adoption of, or a change in the use
of, any other specialized basis of com-
puting net income such as the crop basis
(see § 29.22 (a)-7 and 29.23 (a)-11).
Application for permission ,to change
the method of accounting employed
and the basis upon which the return
Is made shall be filed within 90
days after the beginning of the tax-
able year' to be covered by the return.
The application shall be accompanied
by a statement specifying the classes of
items differently treated under the two
methods and specifying all amounts
which would be duplicated or entirely
omitted, as a result of the proposed
change. Permission -to change the
method of accounting will not be
granted unless the taxpayer and the
Commissioner agree to the terms and
conditions under which the change will
be effected. See section 22 (d) and reg-
ulations thereunder with respect to

changing to optional method of inven- a taxpayer shall make his return on tho
torying goods, basis upon which he made his return -for

Section 44 contains special provisions the taxable year immqdiately preceding,
for reporting the profit derived from the unless, with the approval of the Corn-
sale of property on the installment plan. missioner, he has changed his account-(

The foregoing requirements relative to ILng period. See § 29.46-1.
a change of accounting method are not S. 42. PEniOD nx .vmcn nm or onoss
applicable if a taxpayer desires to adopt n,,,= n~cunv [as amended by seeg. 114,
the installment basis of returning in- 115'(a), Rev. Act 1941; see. 134 (a) , Rev. Act.
come, as provided in § 29.44-1, but are 19421.
applicable if a taxpayer desires to change (a) General rale. The amount of all ItemS
from -such basis to a straight accrual of gross income shall be Included In the gr.5
basis. In case where permission to make income for the taxable year In which ra-
such change is granted, the taxpayer will celved by the taxpayer, unless, under rnath-
be required to return as additional n- ots of accounting permitted under section 41,forequid thetxabe yea in i . any such amounts are to be properly ac-
come for the taxable year in which the counted for as of a different porlod. In the
change is made all the profit not there- case of the death of a taxpayer whose net
tofore returned as income pertaining to income is computed upon the basis of the
the payments due on installmekit sales accrual method of accounting, amounts (ex-
contracts as of the close of the preceding cept amounts includible In computing a
taxable year. partner's net Income under section 182)

accrued only by reason of the death of the
§ 29.41-3. Methods of accounting. It taxpayer shall' not be included In computing

Is recognized that no uniform method of net income for the period In which falls the
accounting can be prescribed for all tax- date of the taxpayer's death. (For appliea-
payers, and the law contemplates that tion of this subsection to taxable years be-
each taxpayer shall adopt such forms ginning before January i, 1043, see § 2042-1
and systems of accounting as are in his (b) loninterest-bearing obligations issued
judgment best suited 'to his purpose. at discount. If, In the case of a taxpayer
Each taxpayer is required by law to make owning any noninterest-bearing obligation
a return of his true income. He must, issued at a discount and redeomable for
therefore, maintain such accounting fixed amounts increasing at stated Intervals,
records as will enable him to do so. "(See the increase In the redemption price of such
section 54 and § 29.54-1.) Among the 6bligation occurring In the taxable year does
essentials are the following: not (under the method of accounting used

in computing his net Income) constitute ln-1
(a) In all cases in which the produc- come to him In such year, such taxpayer

tion, purchase, or sale of merchandise of may, at his election made In his return for
any kind is an income-producing factor, any taxable year beginning after December
inventories of the merchandise on hand 31, 1940, treat such Increase as income ro-
(including finished goods, work in proc- ceived In such taxable ycai. If any such
ess, raw materials, and supplies) should election is made with respect to any such
be taken at the beginning and end of the obligation, It shall apply also to all such
year and used in computing the net in- obligations owned by the taxpayer at the

beginning of the first taxable year to which
come of the year (see section 22 (c) and It applies and to all such obligations there-
§§ 29.22 (c)-1 to 29.22 (c)'-8, inclusive); after acquired by him and shall be binding

(b) rxpenditures made during the for all subsetuent'taxable years, unles upon
year should be properly classified as be- application by the taxpayer the Commls-
tween capital and expense; that is to say, sioner permits him, subject to such condi-
expenditures for items of plant, equip- tions as the Commissioner deems necessary
ment, etc., which have a usefui life ex- to change to a different method. In the caso

su satalybyn tey -.,.-of any such obligations owned by the tax-
tending payer at the beginning of the first taxable
should be charged to a capital account year to which his election applies, the in-
and not to an expense account; and crease In the redemption price of such obli-

(c) In any case in which the cost of gations occurring between the date of a-
capital assets is being recoVered through qulsition and thse first day of such taxable
deductions for wear and tear, depletion, year shall also be treated as income received
or obsolescence, any expenditure (other in such taxable year.
than ordinary repairs) made to restore (c) Short-term obligations issued on dis-

count basis. In the case of any obligationthe property or. prolong its useful life of the United States or any of its poosessions,
should be added to the property account or of a State or Territory, or any political
or charged against the appropriate re- subdivision thereof, or of the District of
serve and not to current expenses. Columbia, Issued on or after March 1, 1041,

on a discount basis and payable without In-
§ 29.41-4 Accounting period. The re- terest at a fixed maturity date not exceeding

turn of a taxpayer is made and his in- one year from the date of Issue, the amount
come computed for his taxable year, of discount at which such obligation Is orig-
which in general means his fiscal year, inally sold shall not be considered to accrue
or the calendar year if he has not estab- until the date on which such obligation Is
lished a fiscal year. (See section 48.) paid at maturity, sold, or otherwise disposed
The term "fiscal year" means an account- of.
ing period of 12 months ending on the § 29.42-1 When included in gross in-
last day of any month other than De- come-(a) In general. Except as other.,
cember. No fiscal year will; however, wise provided in section 42, gains, profits,
be recognized unless before its close it
was definitely established as an account- and income are to be included In the
ing period by the taxpayer and the books gross income for the taxable year In
6f such taxpayer were kept in accordance which they are received by the taxpayer,
therewith. A person having no such unless they are included as of a different
fiscal year must make his return on the period in accordance with the approved
basis of the calendar year. Except in method of accounting followed by him.
the case of a first return for income tax (See §§ 29.41-1 to 29.41-3, InclUsive.) (As
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to income from noninterest-bearing ob.
ligations issued at discount, see § 29.42-A,
and as to income from short-term obli-
gations issued on a discount basis, see
§ 29.42-7.) If na determination of com-
pensation is had until the completion
of the services, the amount received is
ordinarily income -for the taxable year
of its determination, if the return is ren-
dered on the accrual basis; or, for the
taxable year in which rceived, if the
return is rendered on the receipts and
disbursements basis. If a person sues in"one year on a pecuniary claim or for
property, and money or property is re-
covered onia judgment therefor in a later
year, income is realized in the later year,
assuming that the money or property
would have been income in the earlier
year if then received. This is true of
a recovery for patent infringement. Bad
debts or accounts charged off subsequent
to March 1, 1913, because of the fact
that they were determined to be worth-
less,, which are subsequently recovered,
whether or not by suit, constitute income
for the year in which recovered, regard-
less of the date when the amounts were
charged off. (See § 29.23 (k)-l.) Such
items as claims for compensation under
canceled Government contracts consti-
tute income for the year in which they
are allowed or their value is otherwise
definitely determined, if the return is
rendered on the accrual basis; or for the
year in which received, if the return is
rendered on the basis of cash receipts
-and disbursements.

(b) Last taxable Year of decedent. <-f
the taxable year in which falls the date
of the death of a taxpayer began-on or
after January 1, 1943, then there shall
be included in computing net income for
such year only amounts properly in-
cludible under the approved method of
accounting followed by the taxpayer, or,
if the taxpayer followed no such method,
only amounts received during such year.
However, if the taxpayer followed the
accrual method of accounting, amounts
accrued only by reason of his death shall
not be included in computing net income
for such year, except that, if the taxpayer
was a member of a partnership, his share
of the partnership income for the part-
nership year ending with its dissolution
on account of his death shall be included
in computing his net income. The ap-
proved accounting practice of the part-
nership in computing its income shall
not be changed by reason of the tax-
payer's death. Thus, if the partnership
computed its income on the basis of cash
receipts and disbursements, the partner-
ship income for the year ending with the
dissolution, a distributive share of which
is included in the taxpayer's income,
shall be so computed. If the partnership
used the accrual method of accounting,
its income shall be computed according
to such practice. For example, if a law
partnership keeping its books on the ac-
crual method of accounting is entitled
to certain contingent fees which are ac-
.crued only upon the completion of the
cases involved, such partnership will
compute its income for the year ending
with its dissolution on acdount of the
death of the taxpayer without accruing,
on account of the death of the partner

at such time, any such contingent fees
in uncompleted cases. Under section 126,
any distribution by the partnership to
the estate or a beneficiary of the de-
ceased partner out of such fees will be
income to such estate or person. There
must also be included In computing net
income for the taxable year in which
falls the date of death of a taxpayer the
gain described In section 44 (d), relating
to gain upon the disposition of install-
ment obligations, except as otherwise
provided in that section. See § 29.44-5.
This amount must be Included in com-
puting net income regardless of the
m~ethod of accounting followed by the
taxpayer.

Section 134 (a) of the Revenue Act
of 1942 changed the last sentence of sec-
tion 42 (a) of the Internal Revenue Code
to Its present form, as set forth above.
Prior to such change, the last sentence of
section 42 (a) provided as follows:

In the case of the death of a taxpayer there
shall be Included in computing net income
for the taxable period In which falls the date
of his death, amounts accrued up to the date
of his death if not othervio properly in-
cludible In respect of such period or a prior
period.

Section 134 (f) of the Revenue Act of
1942 provides that the change in the last
sentence of section 42 (a) shall be ap-
plicable to taxable years beginning after
December 31, 1942. Section 134 (g) of
the Revenue Act of 1942 provides that
such change shall be applicable to tax-
able years beginning before January 1,
1943, if the executor, the administrator,
or other personal representative of the
taxpayer and the persons who acquire
as beneficiaries of his estate or by rea-
son of his death his right to receive any
income make the election provided in
such section 134 (g) (see § 29.126-4) to
have the amendments made by section
134 apply to the law in effect for such
taxable years. Accordingly, if the tax-
able year in which falls the date of the
death of a taxpayer begins before Janu-
ary 1, 1943, the provisions of the first
paragraph of this paragraph (b) are ap-
plicable only if such election has been
made. See § 29126-4, relating to such
election and to the method of comput-
ing, and limitations with respect to,
credit or refund of any overpayment
which is a result of such election. If
such election is not made, then there
shall be included in computing net In-
come for such taxable year, in addition
to the amounts described in paragraph
(a) of this section, all amounts accrued
up to the date of the taxpayer's death
which are not otherwise properly in-
eludible in respect of such taxable year
or a prior taxable year, regardless of the
fact that the decedent may have kept
his books and made his return on the
basis of cash receipts and disbursements.

§ 29.42-2 Income not reduced to Vos-
session. Income which is credited to the
account of or set apart for a taxpayer
and which may be drawn upon by him
at any time is subject to tax for the year
during which so credited or set apart,
although not then actually reduced to
possession. To constitute receipt in such
a case the income must be credited or

set apart to the taxpayer without any
substantial limitation or restriction as
to the time or manner of payment or
condition upon which payment is to be
made, and must be made available to
him so that it may be drawn at any time,
and its receipt brought within his own
control and disposition. A book entry
if made, should indicate an absolute
transfer from one account to another.
If a corporation contingently credits its
employees with bonus stock, but the
stock is not available to such employees
until some future date, the mere credit-
ing on the books of the corporation does
not constitute receipt.

§ 29.42-3 Examples of constructive
receipt. If ihterest coupons have ma-
tured and are payable, but have not been
cashed, such interest, though not col-
lected when due and payable, shall be
included In gross income for the year
during which the coupons mature, unless
It can be shown that there are no funds
available for payment of the interest
during such year. The Interest shall be
included in gross income even though
the coupons are exchanged for other
property instead of eventually being
cashed. The amount of defaulted cou-
pons is income for the year in which
paid. Dividends on corporate stock are
subject to tax when unqualifiedly made
subject to the demand of the share-
holder. If a dividend is declared payable
on December 31 and the corporation in-
tended to and did follow its practice of
paying the dividends by checks mailed
so that the shareholders would not re-
ceive them until January of the following
year, such dividends are not considered
to have been unqualifiedly made subject
to the demand of the shareholders prior
to January, when the checks were actu-
ally received. As to the distributive
share of the profits of a partner in a part-
nership, see section 188. Interest cred-
ited on savings bank deposits, even
though the bank nominally has a rule,
seldom or never enforced, that it may
require so many days' notice before with-
drawals are permitted, is income to the
depositor when credited. An amount
credited to shareholders of a building
and loan association, when such credit
passes without restriction to the share-
holder, has a taxable status as income
for the year pf the credit. If the amount
of such accumulations does not become
available to the shareholder until the
maturity of a share, the amount of any
share in excess of the aggregate amount
paid in by the shareholder is income for
the year of the maturity of the share.

§ 29.42-4 Long-term contracts. In-
come from long-term contracts is tax-
able for the period in which the income
Is determined, such determination de-
pending upon the nature and terms of
the particular contract. As used in
this section the term "long-term con-
tracts" means building, installation, or
construction contracts covering a period
in excess of one year from the date of
execution of the contract to the date
on which the contract is finally com-
pleted and accepted. Persons whose in-
come is derived in whole or in part fiom
such contracts may, as to such income,
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prepare their returns upon either of the
following bases:

(a) Gross income derived from such
contracts may be reported upon the basis
of percentage of completion. In such
case there should accompany the return
certificates of architects or engineers
showing the percentage of completion
during the taxable year of the entire
work to be performed under the con-"
tract. There should be deducted from
such gross income all expenditures made
during the taxable year on account of
the contract, account being taken of the
material and supplies on hand at the
beginning and end of the taxable period
for use in connection with the work un-
der the contract but not yet so applied.

(b) Gross income may be reported for
the taxable year in which the contract
is finally completed and accepted if the
taxpayer elects as a'consistent practice so
to treat such income, provided such
method clearly reflects the net income.
If this method is adopted there should
be deducted from gross income all ex-
penditures during the life of the contract
which are properly allocated thereto,
taking into consideration any material
and supplies charged to the work under
the contract but remaining on hand at
the time of completion. .

A taxpayer may change his method of
accounting to accord with paragraph (a)
or (b) of this section only after per-
mission is secured from the Commis-
sioner as provided in § 29A1-2.-

§ 29.42-5 Subtraction for redemption
of trading stamps. If a taxpayer, for the
purpose of promoting his business, issues
with sales trading stamps or premium
coupons redeemable in merchandise or
cash, he should in computing the income
from such sales subtract only the amount
which will be required for the redemption
of such part of the total issue of trading
stamps or premium coupons issued dur-
ing the taxable year as will eventually
be presented for redemption. This
amount will be determined in the light
of the experience of the taxpayer in his
particular business and of other users of
trading stamps or premium coupons en-
gaged In similar businesses. The tax-
payer shall file for each of the five pre-
ceding years, or such number of these
years as stvimps or coupons have been
Issued by him, a statement showing:.

(a) The total issue of stamps during
each year;

'(b) The total stamps redeemed in each
year; and

(c) The rate, in percentage, which the
stamps redeemed in each year bear to
the total stamps issued in such year, re-
gardless of the year when such redeemed
stamps were issued.

A similar statement shall also be pre-
sentedshowing the experience of other
users of stamps or coupons whose ex-
perience is relied upon by the taxpayer to
determine the amount to be subtracted
from the proceeds of sales. The Com-
missloner 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 ex-
cessive, appropriate adjustient will be
made.

-§ 29.42-6 Nonfnterest bearing obli-
gations -issued at discount. If a tax-
payer owns any noninterest-bearing ob-
ligation Issued at a discount and re-
deemable for fixed amounts increasing
at stated intervals, and if the increase
In redemption price of such obligation
occurring in the taxable year does not
constitute income for such year under
the method of accounting used in com-
puting his net income, the taxpayer may,
at his election, treat such increase as
constituting income for the year 4a which
it occurs rather than in the year in which.
the obligation is disposed of, redeemed,
or paid at maturity. The election mjst
be made in the taxpayer's return, and
may be made for any taxable year. The
election shall apply also to all other.
obligations of the type described in this
section owned by the taxpayer at the.
beginning of the first taxable year to
which the election applies and to those
thereafter acquired by him. It shall
apply to the taxable year for which such
return is filed, and shall be binding for
all subsequent taxable years unless up-
on application by the taxpayer the Com-
missioner permits the taxpayer, subject
to such conditions as the Commissioner
deems necessar'y, to change to a different
method of reporting income from such
obligations. -'Although the election, once
made, is binding upon the taxpayer, it
does not apply to a transferee of such
taxpayer.

In any case in which an election is
made under this section, the amount
considered to accrue in any taxable year
to which the election applies is measured
by the actual increases in the redemp-
tion price occurring in that year. Such
amount shall not be considered to ac-
crue ratably between the dates on which
the redemption price changes. Thus, if
two dates on which the redemption price
increases fall within a taxable year and.
if the redemption'price increases in the
amount of 50 cents on each such date,
the amount deemed to accrue in that
year would be $1. If at the beginning
of the first taxable year to which the
election applies the taxpayer owns non-
interest-bearing bonds .of the prescribed
character acquired prior thereto, he Is
required to report in such year, in ad-
dition to the increases in the redemption
price actually falling within that year,
the total of the increases in such price
occurring between the date of his ac-
quisition and the beginning of such year.
-Eam ple. Throughout the calendar year

1945, a taxpayer who makes his income tax
returns on the calendar year basis and com-
putes his net ncome on the cash receipts and
disbursements basis holds the following
United States bonds:

(a) United States savings bonds having a
maturity value of $10,000, which he pur-
chased on January 1, 1938, for $7,500. The
entire increase In the redemption price of
these bonds Is exempt from normal tax but
only such. part of the increase as is attrlbu-
table to $5,000 In principal amount (purchase
price) of- such bongis is exempt from the
surtax.

(b) United States Defense savings bonds,
Series E, having a maturity value of $5,000,
vhich he purchased on January 1, 1942, for
$3,750. The increase in the redemption price

of these bonds is subject to both the normal
tax and the surtax.

(c) United States savings bonds, Defense
Series F, having a maturity value of $10,000,
which he purchased on JanUary 1, 1944, for
$7,400. The increase in the redemption price
of these bonds is subject to both the normal
tax and the surtax.
The taxpayer holds no other obligations of
the type described In this section. In his
zeturn for 194$ the taxpayer elects to treat
the Increases In the redemption prices of
such bonds ocurring In such year as In-
come to him for such year. Under this
section he is required In such return to re-
port with respect to such bonds $250 as
subject to normal tax and $750 as subject
to surtax, determined as follows:

Subject to Subject to
normal lax surtax

n.In- In- In,
p crcisr s prior In
to I to 19W6

1945 1015 19 15

'Bonds acquired Jan. 1,
------ None Nno W1O $100

Bonds acquired Jan. 1,
1942. ----------------- $100 $100 100 100

Bonds acquired Jan. 1,
1944 ................. None 0 None to

Tota ............. . $210 $76Q

In the case of the United States savingo
bonds acquired on January 1, 1938, the in-
-creases of $400 and $100 in the redemption
,price are attributable to the principal
amount (purchase price) In excess of 05,000.

q29.42-7 S ho or t- erm obligations
issued on discount basis. In the case of
any obligation of the United States or
any of its possessions, or of a State or
'Territory, or any political subdivision
thereof, or of the District of Columbia,
issued on or after March 1, 1941, on 6
discount basis and payable without in-
terest at a fixed maturity date not ex-
ceeding one year from the date of issue,
the amount of discount at which such
obligation is originally sold shall not be
considered to accrue until the date on
which such obligation is paid at ma-
turity, sold, or otherwise disposed of.
Accordingly, if a taxpayer who computes
his net income on the accrual basis pur-
chases upon issuance a United States
Treasury bill issued on or after March 1,
1941, and holds it until maturity, the
entire amount of the discount at which
the bill was originally sold accrues on
the date of maturity; and if stich a tax-
payer holds a United States Treasury
bill Issued on or after March 1, 1941, for
a period less than its life, the portion of
the original discount attributable to such
period accrues only on the date on which
he sells or otherwise disposes of the bill
or receives payment at maturity. The
original discount or the portion of such
discount, as the case may be, is includi.
ble only in the gross income for the tax-.
able year in which the taxpayer sells or
otherwise disposes of the bill or receives
payment at maturity. For examples il-
lustrating rules for computation of in-
come from sale or other disposition of
obligations of the type described In this
section, see § 29.117-1.
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SEc. 43. Pmuoo ron wmcH nimucZoNs mN

Cmrfs*TANS' [as amended by sec. 134 (b),
Rev. Act 1942].

The deductions and credits (other than the
corporation dividends paid credit provided
in section 27) provided for in this chapter
shall be taken for the taxable year in which
"paid or accrued" or "paid or incurred", de-
pendent upon the method of accounting
upon the basis of which the net income Is
computed, unless in order to clearly reflct
the income the deductions or credits should
be taken as of a different period. In the case
of the death of a taxpayer whose net income
is computed upon the basis of the accrual
method of accounting, amounts (except
amounts includible in computing a partner's
net income under section, 182) accrued as
deductions and credits only by reason of the
death of the taxpayer shall not be allowed in
computing net incomne for the period in
which falls the date of the taxpayer's death.
[NOT. For application of this section to
taxable years beginning before January 1,
1943, see § 20.43-1 (b).]

§ 29A3-1 "Paid or incurred" and "Paid
or accrued." (a) The terms "paid or in-
curred" and "paid or accrued" will be
construed according to the'method of
accounting upon the basis of which the
net income is computed by the taxpayer.
(See section 48 (c).) The deductions
and credits provided for in chapter 1
(other than the dividends paid credit
provided in section 27) must be taken
for the taxable year in which "paid or
accrued" or "paid or incurred," unless
in order clearly to reflect the income such
deductions or credits should be taken
as of a different period. If a taxpayer
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 re-
turn a statement setting forth his re-
quest for consideration of the case by the
Commissioner together with a complete
statement of the facts upon which he
relies. However, in his income tax re-
turn 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 Commis-
sioner will decide whether the case is
within'the exception provided by the 1117
t~rna Revenue Code, and the taxpayer
will be advised as to the period for which
the deduction or credit is properly allow-
able.

In any case in which, owing to mone-
tary"exchange, or other restrictions im-
posed by a foreign country, an amount
otherwise constituting gross income for
the 'taxable year from sources without
the United States ,is not includible in
gross income of the taxpayer for that
year, the deductions and credits charged
against the amount so restricted shall
be deemed to have been "paid or ac-
crued" or "paid or incurred" propor-
tionately in any subsequent taxable year
in -which such amount or portion thereof
is includible in gross income. See
§ 29.131-6 for the treatment of foreign
income tax imposed with respect to such
amount as a basis of 6redit for foreign
income tax in such cases. -

(b) The provisions of paragraph (a)
are in general applicable with respect
to the taxable year during which the tax-
payer dies if such taxable year begins
on orpafter January 1, 1943. However,

No. 218- 12

if the taxpayers followed the accrual
method of accounting, there shall be in-
cluded in computing net income for such
year no amount accrued solely by reason
of his death other than his distributive
share of the losses of a partnership for
the year ending with the dissolution of
the partnership on account of his death.
No change in the accounting practice of
the partnership shall be made because
of the taxpayer's death when the income
and losses of the partnership are com-
puted for the year ending with the dis-
solution of the partnership on account
of the partner's death.

Section 134 (b) of the Revenue Act of
1942 changed the last sentence of sec-
tion 43 of the Internal Revenue Code to
its present form, as set forth above.
Prior to such change, the last sentence
of section 43 read as follows:

In the case of the death of a taxpayer there
shal be allowed as deductions and credits
for the taxable period In which falls the
date of his death, amounts accrued up to the
date of his death (except deductions under
section 23 (o) if not otherwiso properly
allowable in respect of such period or a
prior period.

Section 134 () of the Revenue Act of
1942 provides that the change in the last
sentence of suction 43 shall be applicable
to taxable years beginning after Decem-
ber 31, 1942. Section 134 (g) of the Rev-
enue Act of 1942 provides that such
change shall be applicable to taxable
years beginning before January 1, 1943,
if the executor, the administrator, or
other personal representative of the tax-
payer and the persons who acquire as
beneficiaries of his estate or by reason
of his death his right to receive any in-
come make the election provided in such
section 134 (g) (see § 29.126-4) to have
the amendments made by section 134
apply to the law in effect for such taxable
years. Accordingly, f the taxable year
in which falls the date of the death of
a taxpayer begins before January 1, 1943,
the provisions of the first paragraph of
this paragraph are applicable only If
such election has been made. See
§ 29.126-4, relating to such election and
to the method of computing, and limita-
tions with respect to, credit or refund of
any overpayment which is a result of
such election. If such election Is not
made, then there shall also be allowed as
deductions and credits forsuch taxable
year, in addition to the amounts de-
scribed in paragraph (a) of this section,
all amounts (except deductions under
section 23 (o)) accrued up to the date of
the taxpayer's death which are not
otherwise allowable with respect to such
taxable year or a prior taxable year, re-
gardless of the fact that the decedent
may have been required to keep his books
and make his return on the basis of cash
receipts and disbursements.

§ 29.43-2 When chmrges deductible.
Each year's return, so far as practicable,
both as to gross income and deductions
therefrom, should be complete in Itself,
and taxpayers are expected to make every
reasonable effort to ascertain the facts
necessary to make a correct return. The
expenses, liabilities, or deficit of one year.
cannot be used to reduce the income of a

subsequent year. A taxpayer has the
right to deduct all authorized allow-
ances, and It follows that if he does not
within any year deduct certain of his
expenses, losses, interest, taxes, or other
charges, he cannot deduct them from the
income of the next or any succeeding
year. It is recognized, however, that
particularly in a going business of any
magnitude there are certain overlapping
Items both of income and deduction, and
so long as these overlapping items do
not materially distort the income they
may be included in the year in which
the taxpayer, pursuant to a consistent
policy, takes them into his accounts.
Judgments or other binding adjudica-
tions, such as decisions of referees and
boards of review under workmen's com-
pensation laws, on account of damages
for patent infringement, personal in-
juries, or other cause, are deductible
from gross income when the claim is
so adjudicated or paid, unless taken
under other methods of accounting
which clearly reflect the correct deduc-
tion, less any amount of such damages
as may have been compensated for by
insurance or otherwise. Ifsubsequent to
Its occurrence, however, a taxpayer first
ascertains the amount of a loss sustained
during a prior taxable year which has
not been deducted from gross income, he
may render an amended return for such
preceding taxable year including such
amount of loss in the deductions from
gross income and may file a claim for
refund of the excess tax paid by reason
of the failure to deduct such loss in the
original return. (See section 322.) A
loss from theft or embezzlement occur-
ring in one year and discovered in an-
other is ordinarily deductible for the
year in which sustained:

Sia. 44. isTALsT 5&=- .
(a) Dealers in personal property. Under

regulations prezcribed by the Commissioner
with the approval of the Secretary, a per-
con who regularly sells or otherwise disposes
of perconal property on the installment plan
may return as income therefrom in any tax-
able year that proportion of the Installment
payments actually received inthatyear which
the groa profit realized or to be realized
when payment is completed, bears to the total
contract price.

(b) Sales of realty and casual sales of
personalit L In the case (1) of a casual sale
or other casual disposition of personal prop-
erty (other than property of a kind which
would properly be included in the Inventory
of the taxpayer If on hand at the close of the
taxable year), for a price exceeding $1,C00,
or (2) of a sale or other disposition of real
property, If in either case the initial pay-
ments do not exceed 30 per centum. of the
selling price (or, in case the sale or other
dispositlon was in a taxable year beginning
prior to January 1, 1934, the percentage of
the seling price prescribed In the lav ap-
plicable to such year), the income may, under
regulations prescribed by the Commiysioner
with the approval of the Secretary, be re-
turned on the basis and in the manner above
-presclbed In this section. As used in this
section the term "initial payments" means
the payments received in cash or property
other than evidences of Indebtedness of the
purcbaer during the taxable period in which
the tale or other disposition is made.

'So in original.
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(a) Change from acerual to initallmgnt
basis. If a taxpayer entitled to the benefits
of subsection (a) elects for any taxable year
to report his net income on the installment
basis, then In computing his income for the
year of change or any subsequent year,
amounts actually received during any such
year on account of sales or other dispositions
of property made in any prior year shall not
be excluded.

(d) Gain or loss upon disposition of in-
stallment obligations. If an installment ob-
ligation is satisfied at other than its face
value, or distributed, transmitted, sold, or
otherwise disposed of, gain or loss shall re-
sult to the extent of the difference between
the basis of the obligation and (1) in the
case of satisfaction at other than face value
or a sale or exchange-the amount realized,
or (2) In case of a distribution, transmission,
or disposition otherwise than by sale or ex-
change-the fair market -value of the obliga-
tion at the tlmt of such distribution, trans-
mission, or disposition. Any gain or loss so
resulting shall be consIdered as resulting
from the sale or exchange of the property
In respect of which the installment obliga-
tion was received. The basis of the obliga-
tion shall be the excess of the face value of
the obligation over an amount equal to the
Income which would be returnable were the
obligation satisfied in full., This subsection
shall not apply to the transmission at death
of installment obligatlons if there is filed
with the Commissioner, at such time as he
may by regulation prescribe, a bond n such
amount and -with such sureties as he may
deem necessary, conditioned upon the return
as income, by the person receiving any pay-
ment on such obligations, of the same pro-
portion of such payment as would be re-
turnable as Income by the decedent if he had
lived and had received such payment. If an
installment obligation is distributed by one
corporation to another corporation in the
course of a liquidation, and under section
112 (b) (6) no gain or loss with respect to
the receipt of such obligation is recognized
in the case of the recipient corporation, then
no gain or loss with respect to the distribu-
tion of such obligation shall be recognized
in the case of the distributing corporation.

§ 29.44-1 Sale of Personal property on
installment plan. Dealers in personal
-property ordinarily sell either for cash
or on the personal. credit of the pur-
chaser or on the installment plan. Deal-
ers who sell on the installment plan
usually adopt one of four ways of pro-
tecting themselves in case of default:

(a). By an agreement that title is to
remain in the vendor until the purchaser
has completely performed his part of the
transaction;

(b) By a form of contract in which
title is conveyed to the purchaser imme-
diately, but subject to a lien for the un-
paid portion of th selling price;

(c) By a present transfer of title to
the purchaser, who at the same time
executes a reconveyance in the form of
a chattel mortgage to the vendor; or

(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 gen-
eral rule prescribed Is that a person who
regularly sells or otherwise disposes of
personal property on the installment
plan, whether or not title remains in the
vendor uutil the property is fully paid for,
may return as income therefrom in any
taxable year that proportion of the in-

stallment 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 prop-
erty 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 proportion of the total pay-
ments received in the taxable year from
installment -sales (such payments be-
ing allocated to the year against the sales
of which they apply) which the total or
gross profit realized or to be realized on
the total installment sales made during
each year -bears to the total contract
price of all such sales made during that
respective year. No payments received
in the taxable-year shall be excluded In
computing the amount of Income to be
returned on the ground that they were
received under a sale the total profit
from which was returned as income dur-
ing a taxable year-or years prior to the
'change by the taxpayer to the install-
ment basis of returning income. But
In the case of any taxpayer who, by an
original return made prior.to February
26, 1926, changed the method of report-
ing his net income for the taxable year
1924 or any prior taxable year to the in-
stallment basis, see section 705 of the
Revenue Act of 1928. Deductible items
are not to be allocated to the years in

-which the profits from the sales of a par-
ticular year are to be returned as In-
come, but must be deducted for the tax-
able year in which the items are "paid or
incurred" or "paid or accrued," as pro-
vided by sections 43 and 48. A dealer
who 'desires to compute his income on
the Installment basis shall m a i n t a i n
books of accounts in such a manner as
to enable an accurate computation to be
made on such basis in accordance with
the provisions of this section.

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-
fdults in any of his payments; and the
vendor returning income on the install-
ment basis repossesses the property sold,
whether title thereto had been retained
by the vendor or transferred to the pur-
chaser, gain or loss for the year in which
the repossession occurs is to be computed
upon any installment obligations of the
purchaser which are satisfied or dis-
charged upon the repossession or are
applied by the vendor to the purchase or
bid price of the property. Such gain or
loss is to be measured by the difference
between the -fair market value of the
property repossessed and the basis in
the hands of the vendor of the obliga-_

- tions of the purchaser which are so sat-
isfied, discharged, or applied, with proper
adjustment for any other amounts real-
ized or costs incurred in connection with
the repossession. (See also § 29.44-5.)

- The basis in the hands of the vendor of
the obligations of the purchaser satis-

fled, discharged, or applied upon.the raq
possession of the property shall be thO
excess of the face value of such obline
tions over an amount equal to the Income
which would be returnable were the ob-

-ligations paid In full. No deduction for
a bad debt shall in any case be taken
on account of any portion of the obliga-
tions of the purchaser which are treated
by the vendor as not having been satis-
fied, discharged, or applied upon the ro.
possession, unless it Is clearly shown that
after the property was repossessed the
purchaser remained liable for such por.
tion; and in no event shall the amount
of the deduction exceed the basis In th0
hands of the vendor of the portion of
the obligations with respect to which the
purchaser remained liable after the re-
possession. (See also § 29.23 (k)-1.) Xf
the property repossessed Is bid in by the
vendor at a lawful public auction or Ju.,
diial sale, the fair market Value of the
property shall be presumed to be the
purchase or bid price thereof in the ab
sence of clear and convincing proof to
the contrary. The property repossessed
shall be carried on the books of the ven-
dor at its fair market value at the time
of repossession.

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-
ment basis, such a course is permissible,

§ 29A4-2 Sale of real property involve
ing deferred 'payments. Under section
44 deferred-payment sales of real prop-
er include (a) agreements of purchase
and sale which contemplate that a conq
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 bJing 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 propertyj
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-Oayment' sales not on
the installment plan, that Is, sales in
which the payments received in cash or
property other than evidences of in-
debtedness of the purchaser during the
taxable year in which the sale is made
exceed 30 percent of the selling price.

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 ba
considered as a part of the "Initial pay-
ments" or of the "total contract price,"
as those terms are used In section 44j
in §§ 29.44-1 and 29.44-3, and In this
section. The term "initial payments"
does not include amounts received by the,
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-'vendor in the year of sale from the dis-
position to a third person of notes given
by the vendee as part of the purchase
price which are due and payable in sub-
sequent years. Commissions and other
selling expenses paid or incurred by the
vendor are not to be deducted or taken
into account in determining the amount
of the "initial payments," the "total con-
tract price," or the "selling price." The
term "initial payments" contemplates
at least one other payment in addition
to the initial payment. If the entire
purchase price is to be paid in a lump
sum in a later year, there being no pay-
ment during the first year, the income
may not be returned on the installment
basis. Income may not be returned on
the installment basis where no payment
in cash or property, other than evidences
of indebtedness of the purchaser, Is re-
ceived during the first year, the pur-
chaser having promised to make two or

. more payments in later years.

§ 29.44-3 Sale of real propert-r on in-
stallment plan. In transactions included
in class (M in § 29.44-2 the vendor may
return as income from such transactions
in any taxable year that proportion of
the installment payments actually re-
ceived in that year which the total profit

- realized or to be realized when the
property is paid for bears to the total
contract price.

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 trans-
ferred to the purchaser, gain or loss for
the year in which the reacquisition oc-
curs is to be computed upon any instill-
ment obligations of the purchaser which
are satisfied or discharged upon the re-

- acquisition br are applied by the vendor
to the purchase or bid price of the prop-
erty. Such gain or loss is to be measured
by the difference between the fair market
value of the property reacquired (includ-
Ing the fair market~value of any fixed im-
provements placed on the property by
the purchaser) and the basis in the
hands of the vendor of the obligations of
the purchaser which are so satisfied, dis-
charged, or applied, with proper adjust-
ment for any other amounts realized or
costs incurred in connection with the
reacquisition. (See also § 29.44-5.) The
basis in the hands of the vendor of the
obligations of the purchaser satisfied,
discharged, or applied upon the reacqui-
sition of the property will be the excess
of the face value of such obligations over
an amount equal to the income which
would be returnable were the obligations
paid in full. No deductioh for a bad
debt shall in any case be taken on ac-
count of any portion of the obligatiom
of the purchaser which are treated bS
the vendor as not having been satisfied,
discharged, or applied upon the reacqui-
sition of the property, unless it is clearlS
shown that after the property was re-
acquired the purchaser remained liabh
for such portion; and in no ,event shal
the amount of the deduction exceed th
basis in the hands of the vendor of thi
portion of the obligations with respecl
to which the purchaser remained liabl(
after the rea6qutsition. (See § 29.23 (k)-

1). If the property reacquired Is bid
in by the vendor at a foreclosure sale,
the fair market value of the property
shall be presumed to be the purchase or
bid price thereof in the absence of clear
and convincing proof to the contrary. If
the property reacquired is subsequently
sold, the basis for determining gain or
loss is the fair market value of the prop-
erty at the date of reacquisition (Includ-
ing the fair market value of any fixed
improvements placed on the property by
the purchaser).

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-
merits basis, such a course Is permissible,
and the sales will bp treated as deferred-
payment sales not on the Installment
plan.

§ 29.44-4 Deferred-payment sale of
real property not on installment plan.
In transactions included in class (2) in
§ 29.44-2, the obligations of the pur-
chaser received by the vendor are to be
considered as the equivalent of cash to
the amount of their fair market value in
ascertaining the profit or loss from the
transaction.

If the vendor has retained title to the
property and the purchaser defaults In
any of his payments, and the vendor re-
possesses the property, the difference be-
tween (a) the entire amount of the pay-
ments actually received on the contract
and retained by the vendor plus the fair
market value at the time of repossezson
of fixed improvements placed on the
property by the purchaser and (b) the
sum of the 'profits previously returned
as income in connection therewith and
an amount representing what would
have been a-proper adjustment for ex-
haustion, wear and tear, obsolescense,
amortization, and depletion of the prop-
erty during the period the property was
in the hands of the purchaser had the
sale not been made will constitute gain or
loss, as the case may be, to the vendor
for the year in which the property is
repossessed, and the basis of the property
in the hands of the vendor wi be the
original basis at the time of the sale
plus the fair market value at the time
of repossession, of fixed improvements
placed on the property by the purchaser.
If the vendor has previously transferred
title to the purchaser, and the purchaser
defaults in any of his payments, and
the vendor accepts a voluntary recon-
veyance of the property, in partial or
full satisfaction of the unpaid portion
of the purchase price, the receipt of the
property so reacquired, to the extent of
its fair market value at that time, in-
eluding the fair market value of fixed
improvements placed on the property by
the purchaser, shall be considered as the
receipt of payment on the obligations
satisfied. If the fair market value of
the property is greater than the bisis of
the obligations of the purchaser so satis-
fled (generally, such basis being the fair

1 market value of such obligations pre-
- viously recognized in computing Income),
! the excess constitutes ordinary income,

and if the value of such property is less
e than the basis of such obligations, the
- difference may be deducted as a bad debt

if ascertained to be worthless and
charged off within the taxable year, ex-
cept that if the obligations satisfied are
securities (as defined In section 23 (k)
(3) and section 117 (f)), any gain or loss
resulting from the transaction is a capi-
tal gain or loss subject to the provisions
of section 117. If the property reac-
quilred Is subsequently sold, the basis for
determining gain or loss is the fair
market value of the property at the date
of reacquisition including the fair mar-
ket value of the fixed improvements
placed on the property by the purchaser.
See § 29.23 (k)-3 with respect to prop-
erty reacquired in a foreclosure pro-
ceeding.

If the obligations received by the
vendor have no fair market value, the
payments in cash or other property hav-
ing a fair market value shall be applied
against and reduce the basis of the prop-
erty sold, and if in excess of such basis,
shall be taxable to the extent of the ex-
cess. Gain or loss is realized when the
obligations are disposed of or satisfied,
the amount being the difference between
the reduced basis as provided above and
the amount realized therefor. Only in
rare and extraordinary cases does prop-
erty have no fair market value.

§ 29.44-5 Gain or loss upon disposition
of installment obligations. The entire
amount of gain or loss resulting from
the disposition or satisfaction of install-
ment obligations, computed in accord-
ance with section 44 (d), is recognizsd
under the Internal Revenue Code unless
the disposition is within one of the excep-
tions made by the Code. Such an ex-
ception Is provided in section 44 (d) with
re pect 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 1940 the M Corporation
sold a piece of unimproved real estate to B
for $20,000. Tae company acquired the prop-
erty In 1918 at a cost of 610.000. During 1940
the company received $5,000 cash and vendee's
notes for the reminder of the selling price,
or $15,000. payable in subsequent years. In
1942, before the vendee made any further
payments, the company sold the notes for
013,000 In cash. The corporation mak Its
returns on the calendar year basis. The in-
come to ba reported for 1942 Is 85,50, com-
puted as follows:
Proceeds of sales of notes- $13, 0c0
Selling price of property--_ 20, 000
Cost of property-.... 10,000

Total proflt..- ... 10,000
Total contract price...- 20,000

Percent of profit, or propor-
tion of Each payment re-
turnable a a income,
810,000 divided by $20.000,
50 percent.

Face value of notes-.... 15,000
Amount of income return-

able were the notes satis-
fled In full, &0 percent of
615.000 ..... . 7,50O0

ccez of face value of notes
over amount of Income re-
turnable were the notes
ratilfed In fulL-. 7,500

Taxable income to be
reported for 1 5, 00
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Example (2). Suppose In the example
given above the M Corporation, -instead of

.selling the notes, distributed them in 1942
to Its shareholders, as a dividend, and at
the time of such 'distribution the fair mar-
ket value of the notes was $14,000. The in-
come to be reported for 1942 is $6,500,
computed as follows:

Fair market value of notes -------- $14, 000
Excess of face value of notes over

amount of Income returnable were
the notes satisfied in full (com-
puted as in example (1)) -------- 7,500

Taxable income to be reported

for 1942 -------------------- 6,500

If the taxpayer, referred to in the
above examples (1) and (2) as Corpora-
tion M, had beei an individual, the tax-
able income to be reported, shown ab6ve
as $5,500 and $6,500, respectively, would
have been limited to 50 percent thereof
by section 117 (b), the real estate having
been held for mor9 than 24 months prior
to its sale in 1940. See also section 117
(c).

In the case of a decedent, who dies.
possessed of installment obligations, no
gain on account of the transmission at
death of such obligations is required to
be reported as income in the return of
the decedent for the year of his death,
if the executor or administrator of the
estate of the decedent or any of the next
of kin or legatees files with the Com-
missioner a bond on Form 1132 condi-
tioned upon the return as income, ,by
any person receiving any payment in
satisfaction of such obligations, of the
same proportion of such payment as
would be returnable as income by the
decedent if he had lived and received
such payment. - The bond shall be sub-
Ject to the approval of the Commissioner,
shall be in an amount sufficient in his
judgment to insure collection of the tax
resulting from the fulfillment of the
conditions stated in the bond, and shall
be filed at the time of filing the return
for the decedent for the year of his death
or at such later time as may be-specified
by the Commissioner. A corporation
will not be accepted as a surety on such
bond unless the corporation holds a cer-
tificate of authority from the Secretary
as an acceptable surety 'on Federal
bonds. In lieu of surety or sureties there
may be deposited bonds or notesof the
United States.

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. ALLOTizo oF Incomx'AD 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 affliated)
owned or controlled directly or Indirectly
by the same Interests, the Commissioner is
authorized to distribute, apportion, or allo-
cate gross Income or deductions between or
among such organizations, trades, or busi-
nesses, if he determines that such distribu-
tion, apportionment, or allocation is neces-
sary in order to prevent evasion of .ta Kes or
clearly to reflect the Income of any of such
organizations, trades, or businesses.

§ 9.45-1 Determination of the taxable
net income of a controlled taxpayer-

(a) Definitions. When used in this sec-
tion

(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-
tenal 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 "business"
include any trade oi business activity
of any kind, regardless of whether or
where organized, whether owned indi-
vidually or otherwise, and regardless of
the place where cariied 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 Oecisive,
not its form 'or the mode of its exercise.
A presumption of control arises if in-
come or deductions have been arbitrarily
shifted.

(4) The term "controlled taxpayer"
means any one of two or more' organiza-
tions, trades, or businesses owned or
controlled directly or indirectly by the
same interests.

(5) The terms "group" and "group of
controlled taxpayers" mean the organi-
zations, trades, or businesses owned or
controlled by the same interests.

(6) The term "true net in c o m e"
means, in the-case of a controlled tax-
payer, the net income (or, as the case
may be, any item or element affecting
net income) which would have resulted
to the 'controlled taxpayer had it in the
conduct of its affairs (or, as the case may
be, in the particular, contract, transac-
tion, arrangement, or other act) dealt
with the other member or members of
the group at arm's length. qt does not
mean the income, the deductions, or the
item or element of either, resulting to
the controlled taxpayer by reason of the
particular contract, transaction, or ar-
rangement, the controlled taxpayer, or
the interests controlling it, chose to make
(even though such contract, transaction,
or arrangement be legally binding upon
the parties thereto).

(b) Scope and purpose. The purpose
of section 45 is to place. a controlled tax-
payer-on a tax parity with an uncon-
trolled taxpayer, by determining, accord-
ing to the standard of adi uncontrolled
taxpayer, the true net income from the
property and business of a controlled
taxpayer. The interests controlling a
group of controlled taxpayers are as-
sumed to have complete power to cause
each controlled taxpayer so to conduct
its affairs that its transactions and ac-
counting records truly reflect the net in-
come from the property and business of
each of the controlled taxpayers. If,
however, this has not been done, and the
taxable net incomes are thereby under-
stated, the statute contemplates that the
Commissioner shall intervene, and, by
making such distributions, apportion-
ments, or allocations as he may deem

necessary of gross Income or deductions,
or of any Item or element affecting net
income, between or among the controlled
taxpayers constituting the group, shall
determine the true net Income of each
controlled taxpayer. The standard to
be applied In every base is that of an un-;
controlled taxpayer dealing at arm's
length with another uncontrolled tax-
payer.

Section 45 and this section apply to
the case of any controlled taxpayer,
whether such taxpayer makes a separato
or a consolidated return. If a controlled
taxpayer makes a separate return, the
determination Is of its true separate net
income. If a controlled taxpayer is a
party to a consolidated return, the true
consolidated net income of the affillated
group and the true separate net Income
of the controlled taxpayer are deter-
mined consistently with the principles of
a consolidated return.

Section 45 grants no right to a con-
trolled taxpayer to apply its provisions
at will, nor does it grant any right to
compel the Commissioner to apply such
provisions. It is ndt Intended (except
in the case of the computation of con-
solidated net income under a consoli-
dated return) to effect In any case such
a distribution, apportionment, or alloca-
tion of gross incoine, deductions, or any
item of either, as would produce a result
equivalent to a computation of consoli-
dated net Income under section 141,

(c) Application. Transactions between
one controlled taxpayer and another will
be subjected to special scrutiny to ascer-
tain whether the common control is be-
ing used to reduce, avoid, or escape taxes,
In determining the true net Income of
a controlled taxpayer, the Commissioner
is not restricted to the case of improper
accounting, to the case of ia fraudulent,
colorable, or sham transaction, or to the
case of a device designed to reduce or
avoid 'tax by shifting or distorting in-
come or deductions. The authority to
determine true net Income extends to
any case in.which either by Inadvert-
ence or design the taxable net income,
in whole or in part, of a controlled tax-
payer, 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
uncontrolled taxpayer.

SE. 46. CHANo OF ACCOUNTIn PfIUOD.
If a taxpayer changes his accounting period

from fiscal year to calendar year, from cal-
endar year to fiscal year, or from one fiseal
year to another, the net income shall, with
the approval of the Commissioner, be com-
puted on the basis of such ncw accounting
period, subject to the provisions of scedtiorn 47,

§ 29.46-. 'Change of accounting pe-
riod. If a taxpayer (other than a sub-
sidiary corporation required to change
its accounting period by reason of the
provisions of § 23.14 or § 33.14 of this
chaptqr) changes his accounting period
he shall, prior to the expiration of 30
days from the close of the fractional part
of the year for which a return would
be required to effect the change, furnish
to the collector, for transmission to the
Commissioner, the information required
on Form 1128. However, if the fractional
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part of the year for which a return would
be required to effect the change ends
after July 31, 1943, such taxpayer shall,
before using the new period for income
tax purposes, secure the consent of the
Commissioner; and application for per-
mission to change the accounting period
shall be made direct to the Commissioner
on Form 1128 at least 60 days prior to
the close of the fractional part of the
year for which a return would be re-
quired to effect the change. If a change
of accounting period of a subsidiary Is
required for income tax purposes under
§ 23.14 of this chapter or for excess prof-
its tax purposes under § 33.14 of this
chapter, the information required on
Form 1128 shall be furnished by the sub-
sidiary at or before the time of filing
the consolidated income tax return or
the consolidated excess profits tax re-
'turn, as the case may be. For the due
date of returns for fractional parts of
a year see § 29.53-1. If the change is
approved by the Commissioner, the tax-
payer shall thereafter make his returns
and compute his net income upon the
basis of the new accounting period. (See
section 47.)

SEC. 47. RETURNS FOR A PERIOD OF LMS THAN
e'wmvE NonHrs [as amended by sec. 135 (a)
.(c), Rev. Act 19421.

(a) Returns for short period resulting from
change of accounting period. If a taxpayer
with the approval of the Commissioner,
changes the basis of computing net income
from fiscal 'year to calendar year a separate
return shall be made for the period between
the close of the laft fiscal year for which re-
-turn was made and the following December
'31. If the change Is from calendar year to
fiscal year, a separate return shall be made
for the period between the close of the last
calendar year for which return was made and
the date designated as the close of the fiscal
year. If the change is from one fiscal year,
to another fiscil 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
under subsection (a) on account of a change
In the accounting period, and In all other
cases, where a separate return is required or

.permitted, by regulations prescribed by the
Commissioner with the approval of the Secre-
tary, 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 piaced on annual basis-(1)

General rule. If a separate return Is made
-under subsection (a) on account of a change
in the accounting period, the net income,
computed on the basis of the period for
which separate return is made (referred to In
this subsection as "the short period"), shall
be placed on an annual, basis by multiplying
the amount thereof by twelve, and dividing
by the number of months in the short period.
The tax shall be such part of the tax com-
puted on such annual basis as the number of
months in the short period is of twelve
months.

(2) Exception. If the taxpayer establishes
the amount of his net income for the period
of twelve months beginning with the first
day of the short period, computed as If such
twelve-month period were a taxable year, un-
der the law applicable to such year, then
the tax for the short period shall be reduced
to an amount which is such part of the tax
computed on the net income for such twelve-
month period as the net Income computed
on the basis of the short period is of the net

income for the twelve-month period. The
taxpayer (other than a taxpayer to which
the.next sentence applies) shall compute the
tax and file his return without the applica-
tion of this paragraph. If the taxpayer (other
than a corporation) was not In existence at
the end of the twelve-month period, or if the
taxpayer is a corporation and has dispczed
of substantially all its asslets prior to the end
of such twelve-month period, then In lieu
of the net income for such twelve-month
period there shall be used for the purpo:ze
of this paragraph the net Income for the
twelve-month period ending with the last day
of the short period. The tax computed un-
der this paragraph shall n no care be IEts
than the tax computed on the net inco '0
for the short period without placing auch net
income on an annual basis. The benefitz of
this paragraph shall not- be allowed unle=
the taxpayer, at such time as regnlations pre-
scribed hereunder require (but not after the
time prescribed for the filing of the return
for the first taxable year which ends on or
after twelve months after the beginning -of
the short period), makes application there-
for in accordance with such regulations.
Such application, in case the return was
filed without regard to this paragraph, shall
be considered a clal for credit or refund
with respect to the amount by which the tax
Is reduced under this paragraph. The Com-
missioner, with the approval Of the Secre-
tary, shall prescribe such regulations as he
may deem necessary for the application of
this paragraph.

(d) Earned income. The Commiioner
with the approval of the Secretary rhall by
regulations prescribe the method of apply-
ing the provisions of subsections (b) and (c)
(relating to computing income on the basis
of a short period, and'placing such Income
on an annual basis) to cases where the tax-
payer makes a separate return under aub:ec-
.tion (a) on account of a ch~nge n the ac-
counting period, and it'appar that for the
period for which the return Is so made he
has received earned income.(e) Reduction of credits against iet in-
come. In the case of a return made for a
fractional part of a year, except a return
made under subsection (a). on account of
a change in the accounting period, the per-
sonal exemption and credit for dependents
shall be reduced respectively to amounts
which bear the same ratio to the full credits
provided as the number of months In the
period for which the return Is made bears
to twelve months.

(f) Closing of taxable year it care of
Jeopardy. For closing of taxable year In caso
of jeopardy, see section 146.

,(g) Returns tchere taxpayer not in' ex-
istence for twelre months. In the coaco of
a taxpayer not in existence during the whole
of an annual accounting period ending on
the last day of a month, or, if the taxpayer
has no such annual accounting period or
does not keep books, during the whole of a
,calendar year, the return shall be made for
the fractional part of the year during which
the taxpayer was n existence.

§ 29.47-1 Returns for Periods of less
than 12 months. No return can be made
for a period of more than 12 months. A
separate return for a fractional part of
a year is therefore required wherever
there is a change, with the approval of
the Commissioner, in the basis of com-
puting net income from one taxable year
to another taxable year. The periods to
be covered by such separate returns in
the several cases are stated in section
47 (a). The requirements with respect
to the filing of a separate return and the
payment of tax for a part of a year are
the same as for the filing of a return and
the payment of tax for a full taxable year

closing at the same time, except as other-
wise provided in § 29.53-1 and § 29.56-1
(a). (S2e sections 53 and 55.) If a re-
turn is made for a fractional part of a
year, ecept where a return is made for
a period of less than 12 months by reason
of a change in accounting period, the
personal exemption and credit for de-
pendents shall be reduced to that pro-
portion of the full credit which the num-
ber of months in the period for which
the return is made bears to 12 months.
A return is required in the case of every
taxable year which is a period of less
than 12 months if the gross income for
such taxable year is greater than the
personal exemption for such taoxable year
as so reduced. In the case of a return
by a corporation for a fractional part
of a year, the credit provided by section
26 (e) for the income of the corporation
subject to excess profits tax is considered
an amount of which the excess profits tax
of the corporation for such period is SO
percent. For the computation of such
credit in case the net Income of the cor-
poration Is placed on an annual basis,
see § 29.47-2.

The return of a decedent for the tax-
able year in which falls the date of his
death is a return for the period during
which he was alive.

§ 29.47-2 Returns for period of less
than 12 months on account of a change
in accounting period-a) Net income
placed on annual basis and taz computed
thereon. In the case of a return for a
period of less than 12 months on account
of a change in accounting period, section
47 (c) provides that the net income com-
puted on the return for such short period
shall be placed on an annual basis by
multiplying the amount thereof by 12
and dividing by the number of months in
the short period. The tax is such part
of the tax computed on such annual basis
as the number of months in the period
is of 12 months.

In placing on an annual basis the net
income of a corporation for a short pe-
riod, the credit for dividends received is
placed on an annual basis to correspond
to the amount of dividends received in-
cluded in the net income, which amount
is placed on an annual basis when such
net income is placed on an annual basis.
Similarly, the credit for interest on
United States obligations should reflect
the amount of such interest as increased
when such amount is placed on an an-
nual basis as part of the net income
which Is placed on an annual basis. If
the corporation computes its excess
profits tax under section 711 (a) (3) (A),
the credit provided in section 26 (e) for
the adjusted excess profits net income
of the corporation Is determined with
the excess profits net income placed on
an annual basis under such section 711
(a) (3) (A). The credit for the ad-
Justed excess profits net iccoina- so de-
termined on an annual basis is applied
against the net income after such net
income has been placed on an annual
basis. If the corporation computes its
excess profits tax under section 711 (a)
(3) MS), the credit provided in section
26 (e) Is computed as an amount of
which the tax of the corporation for the
short period under section 711 (a) (3)
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(B) is 90 percent. This adjusted excess
profits net income is placed on an an-
nual basis by multiplying by 12 and di-
viding by the number of months in the
short period, and the credit for the ad-
justed excess profits net income so de-
termined on an annual basis is applied
against the net income after such-net
income has been placed on an annual
basis.

The following examples illustrate the
application of this paragraph:

Example (1). A citizen of the United
States made a return for a 10-month period
endcd October 31, 1942, on account of a
change In accounting period. His net in-
come including his earned 'et income for
such 10-mgnth period was $10,000 and his
earned net ncome for such period wag
$4,000. He waslentitled to a personal ex-
emption of $1,200 but not to a credit for
dependents. His tax for the period is $2,-
412.67, computed as follows:
Netincome for 10-month period- $10, 000.00
Multiplied by 12 --------------- 120,000.00
1Tet income on annual b as is

($120,000- 10) ------------ 12,000.00
Less: Personal exemption ..------ 1,200.00

Surtax net income ---------- 10,8 .00
Earned net Income for

10-month perlod. $4,000.00
Multiplied by 12 --- 48,000.00

Earned net income
on annual basis
($48,000 -o10).. 4,800. 0

Subtracting: Earned income
credit (10 perceit of $4,800).. 480.00

Net income subject to normal tax. 10,320.00
Normal tax (6 percent of $10,320)- 619.20
Surtax on $10,800 -------------- 2,276.00

Total tax on annual basis.. 2,895.20
Amount of tax for p e r 1o d

($2,895.20X 19) --------------. 2,412.67

Example (2). The X Corporation made
a return for the 8-month period ended Au-
gust 31, 1942, on account of a change In ac-
counting period. The net income of the
corporation for such 8-mgnth period was
$72,000, including $4,000 interest on obliga-
tions of the United States described in
section 26 (a) and $12,000 in dividends from
a domestic corporation, for which the credit
provided in section 26 (b) is applicable. The
adjusted excess profits net income of the
corporation for such period was $27,375, com-
puted after the excess profits net income
for such, period was placed on an annual
basis under section 711 (a) (3) (A), and its
excess profits tax computed under such

section was $16,402.50 ; X 90 percent of
1365

$27,375). The tax for the 8-month period is
$16,460, computed as follows:

Net income for. 8-month period --- $72, 000
Multiplied by 12 --------------- 8664,000
Net income on annual basis

($864,000--8) ------------------- 108,000
Less: Adujusted excess profits net

income -------- .....-------- 27,375

Remainder ------------------- 80, 625
Dividends received, sub-

ject to the credit pro-
vided In section 26 (b)-- $12,000

Multiplied by 12 --------- 144,000
Dividends received placed on

annual basis ($144.000"8) -18, 000
Subtracting: Credit provided in

section 26 (b) for dividends re-
ceived (85 percent of $18,000) ---- 15,800

Surtax net income ------------ 65,825

Interest on United States
obligations subject to
credit provided n section
26 (a) ------- --------- -$4,000

Multiplied by 12---- 48,000
Subtracting: Credit provided in

section 26 (a) for interest placed
on annual basis ($48,000--8) ....

Normal tax net income .......
Normal tax on $59,325 ............
Surtax on $65,325 .................

$6,
59,
14,
10,

- Total tax on annual basis ---- 24,
Amount of tax for period ($24,690

X % 2 .. .. . .................... 16,
*'If it had been assumed that the corpi

tion bad applied for the benefits of sac"
711 '(a) (3) (B), and that the excess pri
tax of the 'corporation was reduced.iu
that section to $11,250, then in the al
computations the credit for the adjmw
excess profits net income of the corporat
applied against the $108,000 net income
placed on an annual basis), would not
$27,375, the amount computed 'upon
application of section 711 (a) (3) (A),
would be $18,50, theadjuSted excess pr(
net incoma computed on the basis of
excess profits tax determined under sec
711 (a) (3) (B) and placed on an am
basis. The computation is as follows:

Excess profits tax for short period-.- $11,
Adjusted excess profits net income

for short period (amount of which
excess profits tax is '90 percent, or
100- ;-$11,250) ------------------..12

Multiplied by 12 ------------------ 150,
Adjusted excess profits net income

on annual basis ($150,000- 8)- 18,

(b) Tax for short perio determine
annual income. If the taxpayer app
to the Commissioner in the manner r
vided In paragraph (c) of this sectior
have his tax computed under the pro,
ions of section 47 (c) (2), and if the t
payer establishes the amount of his
income for the 12-month period herE
after described, then section 47 (c)
provides that the tax for the short pei
shall be reduced to an amount whici
such part of the tax computed on
basis of the net income which the t
payer has established for the 12-mo:
period as the net income for the sb
period is of the net income for the
month period. If such amount, hi
ever, is greater than the tax compu
under paragraph (a) of this section,
tax for the short period is the tax cc
puted under paragraph (a). The
month period referred to above Is the
month period beginning with the f
day of the short period except thai
the taxpayer (other than a corporatii
Is not in existence at the end of such
month period, or if the taxpayer i
corporation which has distributed s-
stantially all its assets prior to the
of such 12-month period, then it is
12-month period ending with the lastI
of the short period. If a corporat
ceases business and distributes so mi
of the assets used'in its business tha
cannot resume its customary oberati
with the remaining assets, it will be ci
sidered to have distributed substanti:
all of its assets.

In computing the tax under section
(c) (2), the net income for the siA
period is not placed on an annual ba

The net income for the 12-month period
is computed under the same provisions
of law as are applicable to the short
period, and is computed as if the 12.
month period were an actual account-
ing period of the taxpayer. All Items

0o which fall in such 12-month period must
,325 be included even if they are extraordi-
238 nary in amount or of an unusual nature.
452 If the taxpayer is a member of a partner-

*69 ship, there shall be Included in comput-"
ing his income for the 12-month period

,460 his share of the partnership income for
Dra- taxable years of the partnership ending
tion with or during such 12-month period, but
ofIts no amount shall be included with respect
ider to a taxable year of the partnership end-
)ove lng after such 12-month period. In the
ted case of a corporation, the credit provided

ion, by section" 26 (e) for the adjusted excess
(as .profits net income of the corporation Isbhe

the computed as an amount of Which the ex-'
but cess profits tax imposed for Such 12-
fits month pdriod ls 90 percent. The excess
the profits tax Imposed for such 12-month
lion -period is the excess profits tax for the
lUal short period plus, for any taxable year

which includes only part of such 12-,
25o month period, such part of the excess

profits tax for such taxable year as is
allocable to the part of the 12-month
period included in such taxable year.

,5oo The excess profits tax for such a taxable
year may, In general, be allocated to the
12-month period in such proportion as

7150" the excess profits net income computed
f6r the part of the 12-month period In-

by cluded in the taxable year is of the excess
lies profits net income computed for the tax-
iro- able year. However, if some other
Ito method of apportionment will more
vis- clearly reflect the portion of the excess
ax- profits tax which is attributable to tho
net part of the 12-month period Included in
dn- the taxable year, such other method shall
(2) be used.
'od If any other item partially applicable
I is to such 12-month period, can be deter-
the mined only at the end of a taxable year
ax- which includes only part of the 12-
nth month period, the taxpayer, subject to
Lort review by the Commissioner, shall ap-
12- portion such item to the 12-month
)w- period In uch manner as will most
ted clearly reflect the income for the 12-
the month period. In the case of a taxpayer
0m- permitted or required to tale Inven-
12- tories, the cost of goods sold during the
12- part of the 12-month period included in
irst the taxable year shall be considered, un-
t if less a more exact determination is avail-
n) able, as such part of the cost of goods
12- sold during the entire taxable year as
s a the-gross receipts Irom sales for the part
Llb- of the 12-month period included in the
and taxable year is of the gross receipts from
the sales for the entire taxable year. For
day example, the 12-month period of a cor-
,ion poration, engaged in the sale of mer-
Lch chandise, which has a short period from
t it January 1, 1942, to September 30, 1942,
ons is the calendar year 1942. The 3-month
on- period October 1, 1942, to December 3 11
Illy 1942, is a part of the fiscal year ending

September 30, 1943. The cost of goods
L 47 sold during such 3-month period is such
ort part of the cos of goods sold during the
sis. entire fiscal year ending September 301
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1943, as the gross receipts from sales for
such 3-month period are of the gross
receipts from sales for the entire fiscal
year. The Commissioner may, in grant-
ing permission to a taxpayer to change
its accounting period, require as a con-
dition to granting the change that, if the
taxpayer is to obtain the benefits of sec-
tion 47 (c) (2), it shall take a closing
inventory upon the last day of the 12-
month period. Such closing inventory
will be used only for the purposes of sec-
tion 47 (c) (2), and the taxpayer will not
be required to use such inventory in com-
puting the net income for the taxable
year in which such inventory is taken.

The tax for-the short period may not
be reduced under section 47 (c) (2) to
an amount which is less than the tax for
the short period computed on the basis
of the net income for the short period
without placing such net income on an
annual basis. If the tax computed un-
der section 47 (c) (2) by reference to
the net income for a 12-month period is
less than such amount, the tax may be
reduced only to such amount. In com-
puing the tax of a corporation for the
short period without placing its net in-
come on an annual basis, the adjusted
excess profits net income of the corpora-
tion is, for the purpose of determining
the credit under section 26 (e), an
amount,of which the excess profits tax
of the corporation for the short period
is 90 percent.

The following examples illustrate the
application of section 47 (c) (2):

Example (1). The facts are the same as
In example (1) in paragraph (a) of this sec-
tion. In the period from November 1, 1942,
to December 31, 1942, the taxpayer has $1,000
'net income, all of which is earned income.
The net income for the 12-month period
from January 1, 1942, to December 31, 1942,
including the earned net income for such
period, is, therefore, $11,000, of which $5,000
Is earned income. The taxpayer files an ap-
plication under the provisions of paragraph
(c) of this section for a reduction of his tax
to an amount computed on the basis of his
actual net income for the 12-month.period
from January 1, 1942, to December 31, 1942.
His tax is reduced to $2,292.73, computed as
follows:

Net income for 12-month period
January 1, 1942, to December
31, 1942 -------------------- $11,000.00

Less: Personal exemption- .... 1,200.00

Surtax net income ---------- 9,800.00
Less: Earned income credit (10

percent of $5,000) ------------- 500. 00

Net income subject to normal tax 9,300.00
Normal tax (6 percent of $9,300).- 558.00
Surtax on $9,800 ----- ..----- 1,964.00

Total tax on annual income. 2, 522.00
Net income for 10-
- month period Jan-

uary 1, 1942, to oc-
- tober 31, 1942-.... $10, 000.00

Net incoine for 12-
month period Jan-
uary 1, 1942, to De-
cember 31, 1942_- 11,000. 00

Amount of tax for 10-month

period (00 X$2,522 )- 2,292.73

The amount of tax that would be due if
'the income for the short period were not
placed on an annual basis Is $2,256, computed
as follows:

Net income for 10-month period
January 1, 1942, to October 31,
1942 ....... - - 000,.00

Loss: Personal exemption
(-10XS0 . .... . 1,000.00
(0- ) ----o)------- -- -10.0
Surtax net income-------- 9,000.00

Less: Earned income credlt (10
percent of $4,000).------- 400.00

Net income subject to normal
tax -------------------. 8, 60.00

Normal tax (6 percent of e8.C00). 616.00
Surtax on $9,000.......1,740.00

Total tax for period- ----..... 2,250.00
Since the tax for the-short period computed

under section 47 (c) (2) by reference to the
actual income for the 12-month period, or
$2,292.73, is greater than the tax that would
be due if the Income for the short period
were not placed on an annual basts, or *2,256,
the tax for the short period Is reduced to
$2,292.73, the tax computed by reference
to the income for the 12-month period.

Example (2). The facts are the fme as
in example (1) of this paragraph, except
that during the period from November 1,
1942, to December 31, 1942. the taxpayer has
no income, but has deductible busLness ex-
penses of $1,000. His net Income for the 12-
month period from January 1, 1942, to Da-
cember 31, 1942, including his earned net
income, is, therefore, 69,000, of which C4,000
is earned income. The taxpayer files an ap-
plication under paragraph (c) of this sectlon
for a reduction of his tax under the pro-
visions of section 47 (c) (2). The tax com-
puted on the basis of the net Income for the
period from January 1, 1942, to October 31,
1942, without placing such not income on an
annual basis Is $2,256 ( ceo example (1)).
The tax computed under section 47 (c) (2) by
,reference to the actual net Income for the
12-month period from January 1,1042, to De-
cember 31, 1942, Is $2,082.22, computed as
follows:

Net income for 12-month period
January 1, 1942, to December 31,
1942 ------------------------ $9,000.00

Less: Personal exemption--..... 1,200.00

Surtax net income------ - 7, 00.00
Less: Earned income credlt (10

percent of $4,000) 40.. dO0.00

l't income subjectto normal tax. 7 400.00
Normal tax (6 percent of $7,400). 444.00
Surtax on $7800 1,412.00

Total tax on annual income.. 1, 850. 00
Net income for 10-

month period Janu-
ary 1, 1942. to Octo- -
ber 31, 1942 - $ ---- - 10,000.00

Net income for 12-
month period Janu-
ary 1, 1942, to De-
cem 31, 1942......_ 9,000.00

Amount of tax for 10-month period( 9 10 .856 ) 2, 082.22
9,0O0

Since the tax computed on the basis of the
net Income for the short period without
placing such net income on an annual basis.
or $2,256, is greater than C2,02.22, the tax
computed'by reference to the actual net lq-
come for the 12-month period, the tax for
the short period under section 47 (c) (2) is
$2,258.

Example (3). The facts are the came as In
example (2) in paragraph (a) of this cc-
tion. The taxpayer applies to have its tax
reduced under the provisions of cection 47
(c) (2). During the 4-month period from
September 1, 1942, to December 31, 19M2, the
X Corporation has $16,000 not income, in-
cluding $3,000 dividends from a domestic cor-

poratlon for which the credit provided in sec-
tion 26 (b) is applicable and $1,000 interest
on obligations of the United States described
in section 28 (a), and Its excess profits net
income computed for such 4-month period is
012,00. The net Income for the 12-month
period from January 1, 1942, to December 31,
1942, Is, therefore, M000. For such 12-month
period, the dividends from domestic corpora-
tions for which the credit provided In section
20 (b) L3 applicable amount to $15.000, and
the inte=t on United. States obllgations d-
combed n section 26 (a) amounts to $5,000.
The ezess profits tax for the short period is
$16,402.50. The excess profits tax for the tax-
able year from S&ptember 1, 1942, to Au-ast
31, 1943, which Includes the last four months
of the 12-month period. is $43,00, and the
excess profits net income for such period Is
C93,000. The tax for the short period s re-
ducd under section 47 (c) (2) to $15,480.61,
computed as follows:

January 1, 1942, to December31, 2942. -------------- $8,000. 00
Exce profits tax for

8-month period
January 1, 1942, to
August 31, 1942--- $16,402.50

Exccss profits tax for
fiLcal year Septem-
ber 1. 1942, to Au-
gust 31. 1943 _..... 43,200.00

Exce=3 profits net n-
come for period
September 1. 1942,
to December ' 31,
1942 2......... 12,000.00

Exce profits net in-
come for fiscal year
September 1, 1942,
to August 31, 1943. 96,000.0

Portion of exces prof-
its tax allocable to
period S-ptember 1,
1942. to December
31, 194212,000 0
(=Y.643,200)1 5,400:'00

90,000 /
Excess profits tax Im-

po ed for 12-month
period January 1,
1942. to December
31,1942 (816,402.50+
85,400.00) ...... 21, 802. 50

Subtr actng: Adjusted excess
profits net income for 12-month
period January 1, 1942, to
December 31, 1942 (amount of
which tax for 12-month period
is 90 percent, or

is-110 o)) --- 24,225. 00

L Dividends received credit
provided by section 26 (b) (85
percent of $15.000)- ..... 12,750.00

Surtax net ncome_. 51,025.00
Les: Credit provided in section

26 (a) for interest on United
States obligations .....-... 5, 000. 00O

Normal tax net ncome.... 46,025.00
Normal tax on 646,025 -..... 10,767.75
Surtax on $5!025 --- 8,18.00

Total tax on annual income- 18,931.75
Net Income for 8-month-

period January 1, 1942,
to August 31, 1942.-- $72,000

Net income for 12-month
period January 1, 1942,
to December 31, 1942. $83,000

Amount of tax for 8-month pe-
rlcd January 1, 1942, to August
31, 1942
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(E, X $18,931.) ----- $15, 489. 61
88000

The ainount of tax that would be due If
the income for the short period were not
placed on an annual basis is $15,354.75, com-
puted as follows:

Net income for 8-month period-- $72; 000.00
Excess profits tax for -

8-month period-.... $16,402.50

Subtracting: Ad-
justed excess prof-
its net income
(amount of which
tax for period is
90 percent, or
(192 X$16,402.50 18,225.00

Credit for dividends
received (85 per-
cent of $12,000)---- 10, 200. 00

28, 425. 0o

Surtax net income --------- 43,575.00
Less: Credit for interest on

United States obligations --- 4,000.00

Normal tax net income- 39, 575.00

Normal tax on $39,575 ----------- 8,768.25
Surtax on $43,575 -------------- 6,586.50

Total tax for period -------- 15,354.75

Since the tax for the short period computed
under section 47 (c) (2) by reference to the'
actual income for the 12-month period, or
$15,489.61, is greater than the tax that would
be due if -the Income for the short period
were not placed on an annual basis, or
$16,354.75, the tax for the short period is
reduced to $15,489.61, the tax computed by
reference to the income for the 12-month
period.

(c) Application to compute tax under
section 47 (c) (2). A taxpayer desiring
the benefit of section 47 (c) (2) must
file an application therefor. If at the
time the return for the short period is
filed the taxpayer is able to detern ne
that the 12-month period ending with
the close of the short period will be used
In the computations under section 47 (c)
(2), then the tax on the return for the
short period may be determined under
the provisions of section 47 (c) (2). In
such a case, an income tax return form
covering the 12-month period shall be
attached to the return as a part thereof,
and the return will then be considered
the application for the benefits of section
47 (c) (2) required by that section. In
all other cases, the taxpayer shall file its
return and compute its tax as provided
in parairaph (a), and the application for
the benefits of section 47 (c) (2) shall be
made In the form of a claim for credit
or refund. The claim shall set forth
the computation of the net income and
the tax thereon for the 12-month period,
and must be filed not later than the tim6
prescribed for filing the return for the
first taxable year ending with or after
the twelfth month after the beginning
of the short period. Forexample, the
taxpayer changes its accounting period
from the calendar year basis to the fiscal
year basis ending September 30, and files
a return for the period from January 1,
1942, to September 30, 1942. Its applica-
tion for the benefits of section 47 (c) (2)
must be filed not later than the time
prescribed for filing its return for the
first taxable year which ends on or after

the last day of December, 1942, the
twelfth month after the beginning of
the short period. In this case, the tax-
payer must file its application not later
than December15, 1943, the time pre-
scribed for filing the return for its fiscal
year ending September 30, 1943. How-
ever, if it obtains an 6xtension of time
for filing the return for such fiscal year,
it may file its application during the pe-
riod of such extension. If the Commis-
sioner determines that the taxpayer has
established the amount of the net income
for the 12-month period, any excess of
the tax paid for the short period over
the tax computed under section 47 (c)
(2) will be credited or refunded to the
taxpayer in the same manner as in the
case of an overpayment.
SEc. 48. DEFn TIONS [as amended by seo.

135 (d), Rev. Act 19421.
When used in this chapter-
(a) Taxable year. "Taxable year" means

the calendar year, or the fiscal year ending
during such calendar year, upon the basis of
which the net income is computed under this
Part' "Taxable year" means, in the c.,se of a
return made for a fractional part of a year
under the provisions of this chapter or under
regulations prescribed by the Commissioner
with the appioval of the Secretary, the period
for which such return is made.

(b) Fiscal year. -'iscal year" means an
accounting period of twelve months ending
on the last day of any month other than
December.

(c) "Paid or incurred", "paid or accrued".
The terms "paid or incurred" and "paid or ac-
crued" shall be construe& according to the
method of accounting upon the basis of
which the net income is computed under this
Part. •

(d) 7rade or business. The term "trade or
business" includes the -performance of the
functions of a public office.

RETURNS AND PAYLMENT OF TAX
SECL 51. INDuAL nruRNs [as amended by

sec.P7, Rev. Act 1940; sec. 112 (a), Rev. Act
1941; sees. 131 (c), 136 (a), Rev. Act 19421.

(a) Requirement. The following individuals
shall each make a return, which shall contain
or be verified by a written declaration that
it is made under the penalties of perjury,
stating specifically the items of his gross
income and, the deductions and credits al-
lowed under-this chapter and such other in-
formation for the purpose of cariying out the
provisions-of this chapter as the Commissioner
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 having a gross income for the taxable
year of $500 or over.

(2) Every indlyidual who is married and
living with husband or wife, if no joint re-
turn is made under subsection (b) and if-

(A) Such individual has for the taxable
yeai a gross income of $1,200 or over, and the
other spouse has no gross income; or (B)
Such individual and his spouse each has for
the taxable year a gross income and the ag-
gregate gross income is $1,200 or over.

(b) Husband and wife. In the case of a
husband and wife living together the income
of each (even though one has no gross in-
come) may be included n 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
nonresident alien.

'This Part comprises sections 41 to 48,
Inclusive.

(c) Persons under disability. If the tax-
payer is unable to make his own return, the
return shall be made by a duly authorized
agent or by the guardian or other person
,charged with the care of the person or prop-
erty of such taxpayer.

(d) Signature presumed correct. The fact
that an individual's name Is signed to a filed
return shall be prima-aclo evidence for all
purposes that the return was aetualy signed
by him.

(e) Fiduciaries. For returns to be made by
fiduciaries see section 142.

§ 29.51-1 individual returns-(a) In
general. For each taxable year a return
of income shall be made by each citizen
of the United States, whether residing
at home or abroad, and every individual
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 liV-
ing with husband or wife for any part
of the taxable year, and if having for
the taxable year a gross income (as de-
fined in sections 22 and 116) of $500 or
over, or such income Is equal to, or In
excess of, the credit allowed by section
25 (b) (1) and (3) (computed without
regard to any credit to which he may be
entitled as the head of a family). See
§§ 29.25-7 and 29.47-1.

(2) If married and living with hus-
band or wife for the entire taxable year,
if no joint return Is made, and if:

(i) Having for the taxable year a gross
income of $1,200 or over, and the otler
spouse has no gross Income; or

(ii) Such Individual and his or her
spouse each has for the taxable year a
gross income and the aggregate gross in-
come of the two is $1,200 or over; or

(iii) Such taxable year is a period of
less than 12 months, if such individual
has for the taxable year a gross Income,
and if the aggregate gross income of such
individual and his or her spouse Is equal
to, or in excess of, the credit for personal
exemption allowed by section 25 (b) (1)
and (3). See §§ 29.25-7 and 29,47-1.

(3) If married and living with hus-
band or wife for any part of the taxable
year but not at the close thereof, or If
married and living with husband or wife
at the close of the taxable year, but not
during the entire taxable year, if no Joint
return is made, and If:

(i) Having for the taxable year a gross
Income equal to, or in excess of, the
credit allowed him or her by section 25
(b) (1) and (3) (computed without re-
gard to any credit to which he or she
may be entitled as the head of a family
(see § 29.25-7), and the other spouse has
no gross income; or

(ii) Such individual and his or her
spouse each has for the taxable year a
gross income, and their aggregate gross
income Is $1,200 or over, or Is equal to, or
in excess of, the credit allowed them by
section 25 (b) (1) and (3) (computed
without regard to any credit to which
either or both may be entitled as the
head of a family (see § 29.25-7) ).

(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,

14972

HeinOnline -- 8 Fed. Reg. 14972 1943



FEDERAL REGISTER, Wednesday, November 3, 1913

of each, even though one has no gross
Income. In such a case, the tax shall be
computed on-the aggregate income. The
liability with respect to the tax shall be
joint and several. If one spouse dies
prior to the last day of the taxable year,
the surviving spouse may not include
the income of the deceased spouse in a
joint return f6r such taxable year. A
joint return may not be made if either
the husband or wife is a nonresident
alien.

A joint return of a husband and wife
(if not made by an agent, see § 29.51-2)
shall be signed by both spouses. An
oath is not necessayi but both spouses
shall verify the return as provided in
section'51. If signed by one spouse as
agent foi the other, authorization for
such action must accompany the retdrn.
(See § 29.51-2.) The spouse acting as
agent for the other shall, with the prin-
cipal, assume the responsibility for mak-
ing the return and incur liability for the
penalties provided for erroneous, false,
or fraudulent returns.

For.returns by fiduciaries, see section
142; by partnerships, see section 187; and
by nonresident alien individuals, see sec-
tion 217. For time and place for filing
returns, see section 53.

§ 29.51-2 Form of return. The re-
turn shall be on Form 1040 except that
it nay be on short Form 1040A if (1) the
gross income does notexceed $3,000 and
consists -wholly of salary, wages, com-
pensation for personal services, divi-
dends, interest, or annuities, (2) the re-
turn is made on a cash basis, and (3)
the taxpayer (if not excluded by sec-
tion 404) elects to pay the tax imposed
by section 400 in lieu of the tax imposed
by sections 11 and 12. The forms may
be had from the collectors of the several
districts. The return may be made by
an agent if, by reason of illness, the per-
son liable for the making of the return
is unable to make it. The return may
also be made by an agent if the taxpayer
is unable to make the return by reason
of continuous absence from the United
States for a period of at least 60 days
prior to the date prescribed by law for
making the return. Whenever a return
is made by an agent it must be accom-
panied by the prescribed power of at-
torney, Form 935, except that an agent
holding a valid and subsisting general
power of attorney authorizing him to
represent his principal iii making, exe-
cuting, and filing the income return, may
submit a certified copy therbof in lieu of
the authorization on Form 935. The tax-
payer and his agent, if any, are respon-
sible for th6 return as made and incur
liability, for the penalties provided for
erroneous, false, or fraudulent returns.
For returns of nonresident aliens, see
§§ 29.217-1 and 29.217-2.

The home or residential address of the
taxpayer (including the street and num-
ber; if any) shall be given in the space
-provided at the top of the return for
the name and address of the taxpayer.
A taxpayer having a permanent business
address may give that address as the
'principal or-mailing address, provided
that the complete home or residential

No. 218-13

address is also given within the space
provided.

§ 29.51-3 Return. of income of minor.
An individual, although a minor, who Is
single, is required to render a return
of income If he hds a gross income of his
own of $500 or over for the taxable year,
regardless of the amount of his net in-
come. If the aggregate of the gross in-
come of such a minor from any property
which he possesses, and from any funds
held in trust for him by a trustee or
guardian, and from his earnings which
belong to him, is at least $500, regardless
of the amount of his net income, a re-
turn, as in the case of any other indi-
vidual, must be made by him or for him
by his guardian, or other person charged
with the care of his person or property.
(See § 29.142-2.) If he Is married, see
§ 29.51-1. If under the laws of a State
the earnings of a minor belong to the
minor, such earnings, regardless of
amount, are not required to be included
in the return of the parent. In the ab-
sence of proof to the contrary, a parent
will be assumed to have the legal right
to the earnings of the'minor and must
include them in his return.

§ 29.514 Verification of returns. (a)
A return of an individual required to be
filed under section 51 shall contain or
be verified by a written declaration that
it is made under the penalties of per-
jury. All other income tax returns must
be verified under oath or affirmation.
The oath or affirmation may be admin-
istered by any person duly authorized to
administer 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 affirmation
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 respec-
tive services. Income tax returns ex-
ecuted. abroad may be attested free of
charge before United States consular
officers. If a foreign notary or other for-
eign 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
oficer having knowledge of the appoint-
ment and official character of the attest-
ing officer. I

(b) Income tax returns actually pre-
pared by other persons for individuals
required to file returns under section 51
shall be verified as provided in section 51.
If any person or persons actually prepare
any other income return for another per-
son, the prescribed form of affidavit on
the return shall be subscribed and sworn
to by such person or persons preparing
the return. Such affidavit Is required on
all such income returns required under
the Internal Revenue Code except the
following:

(1) Returns required under sections
143 and 144 (relating to withholding of
tax at the source);

(2) Returns required to be made by
departing aliens under section 146;

(3) Returns required under sections
147, 148, and 149 (relating to informa-
tion at source);

(4) Returns by subsidiary corporations
included in consolidated returns; and

(5) Returns required under sections
338 (a), 339, and 3604 (relating to
monthly Information returns filed by
officers and directors, and also monthly
and annual information returns filed by
certain shareholders, of certain foreign
corporations, and returns as to the for-
mation of foreign corporations).
Such affidavit Is not required if the actual
preparation of the return Is a regular and
usual Incident of the employment of one
regularly and continuously employed for
full time by the person for whom the re-
turn is made (as in the case of a clerk,
secretary, bookkeeper, accountant, etc.).
If, however, the employee is not regu-
larly or continuously employed by the'
person for whom the return is made for
the full time, or the actual preparation
of the return is not a regular and usual
incident of such employment, the re-
quirements of this paragraph apply.
Thus, if the return is prepared by an
accountant or firm of accountants mak-
ing periodical audits of the accounts of
the person for whom the return is pre-
pared, the affidavit is required. If the
return is a separate return of a married
person, the affidavit is required, although
the one actually preparing the return is
the husband or wife of the taxpayer. A
person who renders mere mechanical as-
sistance or preparation as, for example,
a stenographer or typist, is not considered
as preparing the return. If, n the course
of his official duties, a deputy collector,
an internal revenue agent, or other officer
or employee of the Bureau of Internal
Revenue actually prepares the return,
the person for whom the return is made
shall make in the return a brief state-
ment to that effect, and It will not be
necessary to make the sworn statement
required by this pararaph.

§ 29.51-5 Use of Prescribed forms.
Copies of the prescribed return forms
will so far as possible be furnished taxr
payers by collectors. A taxpayer will
not be excused from making a return,
however, by the fact that no return form
has been furnished to him. Taxpayers
not supplied with the proper forms
should make application therefor to the
collector in ample time to have their
returns prepared, verified, and flied with
the collector on or before the due date.
Each taxpayer should carefully prepare
his return so as fully and clearly to set
forth the data therein called for. Re-
turns which have not been so prepared
will not be accepted as meeting the re-
quirements of the Internal Revenue
Code. In lack of a prescribed form a
statement made by a taxpayer disclosing
his gros income and the deductions
therefrom may be accepted as a tentative
return, and if filed within the prescribed
time the statement so made will relieve
the taxpayer from liability to penalties,
provided that without uiinecessary delay
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such a tentative return is supplemented
by a return made on the proper form.
(See further §§ 29.53-2 to 29.53-4, inclu-
sive.)

SEc. 52. CORPORATION RETURNS [as amended
by sec.'159 (f), Rev. Act, 1942.1

(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 allowid by this chapter and such
other information for the purpose of carry-
ing out the provisions of this chapter as the
Commissioner with the approval of the Sec-
retary may -by regulations prescribe. The
return shall be sworn to by the president,
vice president, or other principal officer and
by the treasurer, assistant treasurer, or chief
accounting officer. In cases where receivers,
trustees in bankruptcy, or assignees arg oper-
ating the property or business of corpora-
tions, such receivers, 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 re-
ceivers, trustees, or assignees shall be col-
lected 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 relat-
ing to consolidated returns, see section 141.

§ 29.52-1 Corporation returns. Every
corporation not expressly exempt from
tax must make a return. of income, re-
gardless of the amount of its net income.
In the case of ordinary corporations, the
return shall be on Form 1120. For re-
turns of insurance ,companies, see
§§ 29.201 (b)-1, 29.204 (a)-1, and 29.207-7;
of foreign corporations, see section 235;
and of affiliated corporations, see section
141 and § 29.141-1. A corporation having
an existence during any portion of a
taxable year. is required to make a re-
turn. If a corporation was not in ex-
istence throughout an annual account-
ing period (either calendar year or fiscal
year), the cotporation is required to
make a return for that fractional part
of a year during which it was in ex-
istence. A corporation is not in existence
after it ceases business and dissolves, re-
taining no assets, whether or not under
State law it may thereafter be treated as
continuing as a corporation for certain
limited purposes connected with winding
up its affairs, such as for the purpose of
suing and being sued. If the corporation
has valuable claims for which it will
bring suit during this period, it has re-
tained assets, and it continues in exist-
ence. A corporation does not go out of
existence if it is merely turned over to
receivers or trustees who continue to
operate it. A corporation which has re-
ceived a charter, but has never perfected
its organization, which has transacted
no business and had no income from any
source, may upon presentation of the
facts to the collector. be relieved from
the necessity of making a return as long
as It remains in an unorganized condi-
tion. In the absence of a proper show-
Ing to the collector such a corporation
will be required to make a return. For
information returns by 'corporations
contemplating dissolution or liquidation,
see section 148 (d). For information re-
turns by corporations of distributions in
liquidations, see section 148 (e). For
information returns by corporations re-

lating to profits of the taxable year de-
clared as dividends, see section 148 (b).
For verification of returns and use of
prescribed forms, see §§-29.51-4 and
-29.51-5.

§ 29.52-2 Returns by receiver. Re-
ceivers, trustees in dissolution, trustees
in bankruptcy, and assignees, operating
the property or business of corporations,
must make returns of income for such
corporations. If a receiver has full cus-
tody of and control over the business or
property of a corporation, he shall be
deemed to be operating such business or
property within the meaning of section
52, whether he is engaged in carrying on
the business for which the corporation
was organized or only in marshaling, sell-
ing, and disposing of its assets for pur-
poses of liquidation. Notwithstanding
that the powers and functions of a cor-
poration are suspended and that the
property and business. are for the time
being in the custody of the receiver,
trustee, or assignee, subject to the order
of the court, such receiver, trustee, or
assignee stands in the place of the cor-
porate officers and is required to perform
all the duties and assume all the liabili-
ties which would devolve upon the officers.
of the corporation were they in control.
(See sections 274 and 298 and §§ 29.274-1

* and 29.274-2.) A receiver in charge of
only part of the property of a corpora-
tion, however;, as, for example, a receiver-
in mortgage foreclosure proceedings in-
volving merely a small portion of its
property, need not make a return of
income.

SEC. 53. TiMz AND PLACE FOR FMnON RE-
TURNS.

(a) Time for fling-(1) General rule.
Returns made on the basis of the calendar
year shall be made on or before the 15th- day
of Maich 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 regula-
tions as he shall prescribe with the approval
of the Secretary. Except in the case of tax-
payers who are abroad; no such extension
shall be for more than'six months.

(b) To whom return made-(l) Individu-
als. Returns (other than corporation re-
turns) 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, Maryland.

(2) Corporations. Returns of corpora-
tions 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 og business or principal office or agency
in the United States, then to the collector
at Baltimore, Maryland.

§29.53-1 Time for filing returns.
Returns of income (except in the case
of nonresident alien individuals, as to
which see section 21.7, and foreign cor-
porations, as to which see section 235,
and except in the case of a return for a
fractional pa'rt of a year) must be made
on or before the 15th day of the third
month following the close of the taxable

year. The return by a taxpayer (other
than a nonresident alien individual or
nonresident foreign corporation) for a
fractional part of a year beginning in
1942 and ending in that year shall be
filed on or before March 15, 1943, In
all other cases, the return (other than a
return by a nonresident alien individual
or foreign corporation) for a fractional
part of a year shall be filed on or befdro
the 15th day of the third full calendar
month following the close of the frac-
tional part of a year, except that upon
a showing by the taxpayer Of unusual
circumstances, the Commissioner may
prescribe a later time for the filing of
the return. In such a case, the time
prescribed by the Commissioner shall
not be later than the 15th day of the
fifteenth month ending after the begin-
ning of such fractional part of a year.
A corporation going into liquidation dur-
ing any taxable year may, upon the com-
pletion of such liquidation, prepare a
return for that year covering Its income
for the part of the year during which It
was engaged in business and may Im-
mediately file such return with the col-
lector. See also section 148 (d) and (e),
For provisions relating to certain cases
in which the time for filing income tax
returns is postponed by reason of a mem-
ber (whether or not the taxpayer) of thle
military or naval forces of the United
States serving on sea duty or outside
the continental United States, by rea-
son of any other Individual (whether
or not the taxpayer) being outside the
Americas, or by reason of a locality
bing an area of enemy action or con-
trol, see Part 472 of this chapter.' See
such 15art also for the circumstances
under which the time for filing income
tax returns of the spouses of such mem-
bers or 'of such other individuals is in
certain cases postponed. See such part
also as to the time for filing income tax
returns of China Trade Act corporations.

§ 29.53-2 Extensions of time for filing
returns. It is important that the tax-"
payer render on or before the due date a
return as nearly complete and final as
it is possible for him to prepare. However,
the Commissioner is authorized to grant
a reasonable extension of time for filing
returns under such rules and regulations
as he shall prescribe with the approval
of the Secretary. Accordingly, authority
for granting extensions of time for filing
income tax returns is hereby delegated
to the various collectors of Internal rev-
enue. Application for extensions of time
for filing income tax returns should be
addressed to the collector of internal rev-
enue for the district in which the tax-
payer files his returns and must contain
a full recital of the causes for the delay,
Except in the case of taxpayers who are
abroad, no extension for filing Income tax
returns may be granted for more than
six months. For extensions of time for
payment of tax, see sections 56 (c) and
272 (J) 'and §§ 29.53-3, 29.50-2, and
29.272-3.

§ 29.53-3 Extensions of tine in the
case of foreign organizations, certain do-

18 F.R. 9602.
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mestic corporations, citizens of United
States residing or traveling abroad, and
nontazable returns of fiduciaries for es-
tates or trists. (a) An extension of time
'for filing returns of income for taxable
.years beginning after December 31, 1941,
is hereby granted up to and including the
15th day of the sixth month following the
close of the taxable year in the case of:

(1) Foreign partnerships regardless of
whether they maintain an office or place
of business within the United States;

(2) Foreign corporations which main-
tain an office or place of business within
the United States; /

(3) 'Domestic corporations which
transact their business and keep their
records and books of account abroad;

(4) Domestic corporations whose prin-
cipal income is from sources within the
possessions of the United States; and

(5) American citizens residing or trav-
eling abroad, including persons in mill-
tarypr naval service on dut y outside the
United States.
-In all such cases a statement must be

attached to the return showing that the
person for whom the return is made is a
person described in this subsection.

Takpayers 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 irstallment of tax, ifIany, from the original due date until
*paid.

(b) An extension of time for fling
*nontaxable returns of income for taxable
years beginning after December 31, 1941,
is hereby granted u1P to and including the
15th day of the Tafth month following the

'close of the taxable year in the case of
'fiduciaries for estates or trusts. The ex-
tension so granted is not applicable to
returns of benefibiaries or other distrib-
utees of sucli estates or trusts.

§ 29.53-4 Due date of return. The
due date is the date on or before which
a return is required to be fied in ac-
qordance with the provisions of the In-
ternal Revenue Code, including, in the
case of certain taxpayers to which sec-
tion-3804 or 3805 is applicable, the
provisions of such section and the regu-
lations prescribed thereunder (see Part

"472-of-this chdpter1), or the last day of
the period covered by an extension of
time granted by the Commissioner or a
collector. When the due date falls on
Sunday or a legal holiday, the due date
for fling returns will be the day follow-
ing such Sunday or legal holiday. If
placed in the mails, the returns should
be posted in ample time to reach the
collector's office, under ordinary han-
dling 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 ad-
dressed-and postage paid, in ample time

'to reach the office of the collector on or
before the due date, no penalty will at-
tach should the return not actually be
received by such officer until subsequent
to that date. If a question may be
raised as to whether the return was
posted in ample time to reach the col-
-lector's -office on or before the due date,

'8 P.R. 9602.

the envelope In which the return was
transmitted will be preserved by the
collector and forwarded to the Com's-
'sioner with the return. As to additions
to the tax in the case of failure to file
return within the prescribed time, see
section 291.

§ 29.53-5 Place for filing indfvidual
returns. Section 53 (b) (1) provides
that individual returns shall be made to
the collector for the district I 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
commis ion basis who Is not also en-
gaged in conducting a commercial or
professional enterprise for profit on his
own hccount does not have a "principal
place of business" within the meaning of
section 53 (b) (1), and shall make his
return to the collector for the district in
which is located his legal residence, or, if
he has no legal residence in the United
States, then to the collector at Balti-

.more, Md.
Smc. 54. ERconvs Aim srECX nEnrums.
(a) By taxpayer. Every person liable to

any tax Impozed by this chapter or for the
collection thereof, rhal keep such records,
render under oath such statementz, make
such returns, and comply with such rules and
*egulatlons, as the Commissioner, with the
approval of the Secretary, may from time
'to time prescribe;

(b) To determine Iabflity "to fax. When-
ever In the judgment of the Comm=isoner
necessary he may require any p=on, by
notice served upon him, to make a return,
render under oath, such statementa, or keep
such records, as the Corissoner deems
sufficlent to show whether or not such person
'is liable to tax under this chapter.

(c) Information at the rource. For require-
ment of statements and returns by one per-
son to assist In determining the. tax liability
of another person, seo sectIons 147 to 1[0.

(d) Copf s of returns. If any person, re-
quired by law or regulations made pursuant
to law to file a copy of any income return
for any taxable year, falls to file such copy
at the time required, there shall be due and
assessed against such person 65 in the case
of an'ndLvldual return or $10 In the caso of
a fiduciary, partnership, or corporation -e-
,turn, and the collector with whom the re-
turn Is filed shall prepare such copy. Such
amount shn ba collected and paid, without
'interest, In the sme manner as the amount
of tax duo In excess of that shown by the tax-
payer upon a return In the cae of a mathe-
matical error appearing on the face of the
return. Copies of returansfiled or prepared
pursuant to this subsection shall remain
on file for a period of not less than two years
from the date they are required to be flied.
and may be destroyed at any time thereafter
under the direction of the Commissoner.

(e) Foreign personal holding companies.
For information returns by oMcers, directors,
ud large shareholders, with respect to
foreign personal holding companl-, ree sec-
tions 338, 339, and 340.

For information returns by attorneys, ac-
countants, and so forth, as to formation,
and so forth, of foreign corporations, see sec-
tion 3604.

§ 29.54-1 Records and income tax
forms. Every person subject to the tax,
except persons whose gross income (a)
consists solely of salary, wages, or similar

compensation for personal services ren-
dered, or (b) arises solely from the busi-
ness of growing and selling products of
the 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 ageordance with these
regulations and the instructions on the
-form or Issued therewith.

S m. 5. Pu= r ox amows [as amended
by sec. 607, 2d Rev. Act 1940; sec 554 (d),
Rev. Act 19411.

(a) Public record and inspection. (1) Re-
turns made under this chapter upon which
the tax has been determined by the Comms-
loner shall constitute public records; but,

except as hereinafter provided in this sec-
tion, they shal be open to inspection only
upon order of the President and under rules
'and regulations preccribed by the Secretary
and approved by the President.

(2) And all returns made under this chap-
ter, subchapters A, B, ), and E of chapter
2. subchapter B of chapter 3, chapters 4, 7,
12. and 21. subchapter A of chapter 20, and
chapter 30, shall constitute public records
-and shall be open to public examination and
inspection to such extent as rb1ll be author-
Ized in rulez and re.ulatlons promulgated by
the PreAdent.

(3) Whenever a return is open to the in-
spection of any person a certified copy there-
of ehall, upon request, be furnished to such
person under rules and regulations pre-cribed
by the Commis. oner with the approval of
the Secretary. The Commissioner may pre-
scribe a reaconable fee for furnishing such
copy.

(b) Inspcction by Stcte-(1) State of-
17ce r. The proper ofcers of any State may,
upon the request of the governor thereof,
have cccec3 to the returns of any corpo-
ration, or to an abstract thereof showing the
namo and income of the corporation, at
such times and In such manner as the Sec-
retary may preccribe.

(2) State bodies or commi3sions. All in-
come returns filed under this chapter (or
copies thereof, If so prescribed by regula-
tons made under this subsection), shall be
open to inspection by any ofcilal, body, or
commLsIon, lawfully charged with the ad-
mini'ration of any State tax law, If the
inspection I, for the purpose of such ad-
mitinisi-atlon or for the purpose of obtaintn
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 commission to make the
inspection on behalf of such offiial, body, or
co-m- on. The inspection shall be made
In such manner, and at such times and
plaqes, as shall be prescribed by regulations
made by the Commtsioner with the approml
of the Secretary. Any information thus za-
cured by any official, body, or conission
of any State may be used only for the ad-
minlstration of the tax laws of such State,
except that upon written request of the
governor of such State any such Information
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may be furnished to any official, body, or
commission of any political subdivision of
such State, lawfully charged with the ad-
ministration 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 request
of the Commissioner, be allowed to examine
the annual income returns of such corpo-
ration and of its subsidiaries.

(d) Inspection by committees o1 Congress-
(1) Committees on Ways and Means and
Finance. (A) The Secretary and any officer
or employee 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 concurrent
resolution, shall furnish such committee sit-
ting in executive sesslo!i with any data of
any character contained in or shown by any
return.

(B) Any such committee shall have the
right, acting directly as a committee, or by
or through such, examiners or agents as
it may designate or appoint, to inspect any
or all of the returns at such times and in
such manner as it may determine.

(C) Any relevant or useful information
thus obtained may be submitted by the com-
mittee obtaining it to the Senate or the
House, or to both the Senate and the House,
as the case may be.

(2) Joint Committee onInternal Revenue
Taxation. The Joint Committee on Internal
Revenue Taxation shall have the same right
to obtain data and to inspect returns as the
Committee on Ways and Meansror the Com-
mittee on Finance, and to submit any rele-
vant or useful information thus obtained to
the Senate, the House of Representatives, the
Committee on Ways and Means, or the Com-
mittee on Finance. The Committee on Ways

.and Means or the Committee on Finance may
submit such information to the Hquse or. to
the Senate, or to both. the Houge and the
Senate, as the case may be.

(e) Inspection in collector's office of list
of taxpayers. The Commissioner shall as
soon as practicable in each year cause to be
prepared and made available to public in-
spection in such manner as he may deter-
mine, in the office of the collector In each
Internal revenue district and in such other
places as he may determine, lists containing
the name and the post-office address of each
person making an income-tax return in such
district.

(f) Penalties -for disclosing information-
(1) Federal employees and othbr persons. It
shall be unlawful for any collector, deputy
collector, agent, clerk, or other officer or em-
ployee 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, e)Fpendi-
tures, or any particular thereof, set forth or
disclosed in any income return, 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 thereof
or source of income, profits, losses, or, ex-
penditures appearing i7 any income return;
and any offense against the foregoing pro.
vision shall be a misdemeanor and be pun-
ished by a fine not exceeding $1,000 or by
imprisonment not exceeding one year, or
both, at the discretion of the court; 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 adminis-
trative 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 an-
other under paragraph 2 of subsection (b)
shall be guilty of a misdemeanor and shall
upon conviction be punished by a fine of not
more than $1,000, or by imprisonment for
not more than one year, or both.-

(3) Shareholders. Any shareholder who
pursuant to the provisions of this section
is allowed to examine the return of any
corporation, and who makes known in any
manner whatever not provided by law the
amount 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 punished
by a fine not exceeding $1,000 or by -impris-
onment not exceeding one year, or both.

(4) Cross reference. For penalties for dis-
closing operations, style of work, or apparatus
of any manufacturer or producer, see section
4047.

§ 29.55 (b)-1 Inspection of returns.
Any properly authorized official, 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.income returns for the purpose
of such administration.' For the pur-
poses of this section the word "returns"
shall include information returns, sched-
ules, lists, andother written statements
filed with the Commissioner designed to
be supplemental to or to become a part
of income returns.

Requests for permission to inspect re-
turns must be in writing signed by the
governor under the seal of his State, and
must be addressed to the Commissioner
of Internal Revenue, Records Division,
Washington, D. C. The request must
state (a) the kind of returns it is desired
to inspect, (b) the taxable year or years
covered by the returns it is desired to
inspect, (c) the name of the official,
body, or commission by whom or which
inspection is to be made, (d) the name
of the representative of such official,
body, or commission, designated to make
the inspection, (e) by specific references,
the State tax law which such official,
body, or commission is charged with ad-
ministering 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 pur-
pose of obtaining information to be fur-
nished to local taxing authorities, (1) the
name of the official, body, or commission
of any political subdivision of the State,
lawfully charged with the administra-
tion of the tax laws of such political sub- -
division, if any, to whom or to which the
information secured by the inspection is
to be furnished, and (2) the purpose for
whch the information is to be used by
such official, body, or commission.

In any case where inspection of the
returns is authorized in accordance with
the provisions of this section, the Coin-"
missioner may, in his discretion, permit

inspection of other records and reports
which contain Information Included or
required by statute to be Included In tho
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 Subparb
F, approved by the President on August
28,, 1939, and Subpart H, approved Sep-
tember 20, 1939, of Part 458 of this
chapter.

SEc. 56. PAYiMNT oF TAX [as amended by
sec. 172 (f), Rev. Act 1942; sec. 5 (d), Current
Tax Payment Act 1943.]

(a) Time of'payment. The total amount
of tax Imposed by this chapter shall be paid
on the fifteenth day of March following the
close of the 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. Except in the
case of an individual (other than an estate
or trust and other than a nonresident alien
with respect to whose wages, as defined In
section 1621 (a), withholding under Sub-
chapter D of Chapter 9 Is not made applica-
ble), the taxpayer may elect to pay the tax
in four equal Installments, in which caso the
first Installment shall be paid on the date
prescribed for the payment of the tax by the
taxpayer, the second installment shall be
paid on the 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 pay-
ment; the whole amount of the tax unpaid
shall be paid upon notice and demand from
.the collector. [Nor: The amendment of
this provision by sec. 5 (d), Current Tax
Payment Act 1943, effective with respect to
taxable years beginning after Decembor 31,

'1942, added the first clause, "Except * *
is not made applicable),".]

(c) Extension of time for 2)ayment-(l)
Genteral 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 installment
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 tho ex-
tdnslon is granted shall be paid on or before
the date of the expiration of the period of
the extension.

(2) Liquidation of personal holding com-
panies. At the request of the taxpayer, the
Commissioner may (under regulations pro-
scribed by the Commissioner with the ap-
proval of the Secretary) extend (for a period
not to exceed five years from the date pro-
scribed for the payment of the tax) the time
for the payment of such portion of the.
amount determined as the tax by the tax-
payer as is attributable to the short-term ok
long-term capital gain derived by the tax-
payer from the receipt by him of ptoporty
other than money upon the complete liquida-
tion (as defined in section 116 (o)) of a cor-
poration. This paragraph shall apply only if
the corporation, for its taxable year preceding
the year in'which occurred the complete liqui-
dation (or the first of the series of distribu-
tions referred to in such section), was, under
the law applicable to such taxable year, a
personal holding company or a foreign per-
sonal holding company. An extension under
this paragraph shall be granted only if it is
shown to the satisfaction of the Commissioner
that the failure to grant it will result In un-
due hardship to the taxpayer. If an exten-
slon is granted the amount with respect to
which the extension is granted shall b paid
on or before the date of the expiration of the
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extension. If an extension is granted under
this paragraph the Commissioner may require
the taxpayer to( furnish a bond In such
amount, not exceeding double the amount
with respect to which the extension is
granted, and with such sureties as the Com-
missioner deems necessary conditioned upon
the payment of the amount with respect to
which the extension is granted in accordance
with the terms of the extension.

(d) Voluntary advance payment. A tax
imposed by this chapter, or any installment
thereof, may be paid, at the election of the
taxpayer, prior to the date prescribed for its
payment.

(e) Advance payment in case of jeopardy.
For advance payment in case of jeopardy, see
-section 146.

(f) Tax idthheld at source. For require-
ment of withholding tax at source, see sec-
tions 143, 144, and Part U of Subehapter D.
" (g) Fraationl parts of cent. In the pay-
ment of any tax under this chapter a frac-
tional part of a cent shall be disregarded un-
less it amounts to one-half cent or more, In
which case it shall be increased to 1 cent.

(h) "-Receipts. Every collector to whom any
payment of any income tax is made shall
upon request give to the person making such
-payment a full written or printed receipt
therefor.

§ 29.56-1 Date on which tax shall be
paid. -The tax, unless it is required to be
withheld at the source (see sections 143
and 144) or unlessit is to be paid by a
nonresident alien individual (see section
218) or a foreign corporation not hav-
ing any -office or place of business in the
United States (see section 23Q), is to be
paid on or before the 15th day of March
-following the close of the calendar year,
or, if the return is made on the basis of
a fiscal year, on or before the 15th day
of the third month following the close
of such fiscal year. In the case of a re-
turn. (other than a return by a nonresi-
dent hlien individual "or nonresident
foreign corporation) for a fractional
part of a year, the tax is to be paid on or
before the last day prescribed for the
filing of the return (see § 29.53-1). But
see I 2953-3. The tax may, at the option
of the taxpayer, be paid in four equal
Installments instead of in a single pay-
ment, in which case the first installment
is to be paid on or before the date pre-
scribed for the payment of the tax as a
single payment, the second installment
on or before the 15th day of the third
month, the third installment on or be-
fore the 15th day of the sixth month,
and the fourth installment on or before
the 15th day of the ninth month, after
such date. If the taxpayer elects to pay
the tax in four installments, each of the
four installments must- be equal in
amount, but any installment may be
paid, at the election of the taxpayer,
prior to the date prescribed for its pay-
ment. If an installment is not paid in
full on or before the date fixed for its
payment either by the Internal Revenue
Code or by the Commissioner in accord-
ance with the terms of an extension, the
whole amount of the tax unpaid shall be
paid upon notice and demand from the
collector.
I For provisions relating to certain cases
In which the date otherwise prescribed
for the payment of the tax or an install-
ment thereof is postponed by reason of
a member (whether or not the taxpayer)
of the military or naval forces of the

United States serving on sea duty or out-
side the continental United States, by
reason of any other individual (whether
or not the taxpayer) being outside the
Americas, or by reason of a locality be-
ing an area of enemy action or control,
see Part 472 of this chapter1 See such
part also for the circumstances under
which the date otherwise prescribed for
the payment of the tax or an installment
thereof of the spouses of such members
or of such other individuals is in certain
cases postponed. See such part al o as
to the time for payment of the tax by
China Trade Act corporations.

§ 29.56-2 Extension of time for pay-
ment of the tax or installment thereof.
If it is shown to the satisfaction of the
Commissioner that the payment of the
amount determined as the tax by the
taxpayer or any part or Installment
thereof upon the date or dates prescribed
for the payment thereof will result in
undue hardship to the taxpayer, the
Commissloner, at the request of the tax-
payer, may grant an extension of time
for the payment for a period not to ex-
ceed six months from the date prescribed
for'the payment of such amount, part,
or installment, except that the extension
may be for a period not to exceed five
years from the date prescribed for the
payment of the tax In the case of such
portion of the amount determined as the
tax by the taxpayer which is attributable
to the short-term or long-term capital
gain derived by the taxpayer from the
receipt by him of property other than
money upon the complete liquidation (as
defined in section 115 (c)) of a corpora-
tion if the corporation, for Its taxable
year preceding the year in which oc-
curred the complete liquidation (or the
first of the series of distributions re-
ferred to in section 115 (c)), was, under
the law applicable to such taxable year,
a personal holding company or a foreign
personal holding company., An exten-
sion will not be granted upon a general
statement of hardship. The term "un-
due hardship" means more than an in-

-convenience to the taxpayer. It must
appear that substantial financial loss, for
example, due to the sale of property at
a sacrifice price, will result to the tax-
payer from making payment of the
amount at the due date. If a market
exists, the sale of property at the cur-
rent market price is not ordinarily con-
sidered as resulting in an undue hard-
ship.

An application for an extension of
time for the payment of such tdx 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 tag-
payer and an Itemized statement under
oath showing all receipts and disburse-
ments for each of the three months Im-
mediately preceding the due date of the
tax are required and should accompany
the application. The application, with
the evidence, must be filed with the col-

18 F.R. 9602.
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lector, who will transmit it to the Com-
missioner with his recommendations as
to the extension. When it is received by
the Commissioner, It will be examined
and, if possible, within 30 days will be
denied, granted, or tentatively granted,
subject to certain conditiong of which
the taxpayer will be notified. The Corn-
mlsoner will not consider an applica-
tion for an extension of time for the
payment of a tax unless request therefor
is made to the collector on or before the
date prescribed for payment of the tax
or Installment thereof for which the ex-
tension is desired, or on or before the
date or dates prescribed for payment in
any prior extension granted.

As a condition to the granting of such
an extension, the Commissioner will usu-
ally require the taxpayer to furnish a
bond on Form 1130 in an amount not ex-..
ceeding double the amount of the tax or
to furnish other security satisfactory to
the Commissioner for the payment of
the tax, or installment thereof, on or
before the date or dates prescribed for
payment in the extension, so that the
risk of loss to the Government will not
be greater at the end of the extension
period than It was at the beginning of
the period. If a bond is required it shall
be conditioned upon the payment of the
tax, Interest, and additional amounts
assessed In connection therewith in
accordance with the terms of the ex-
tension granted, and shall be executed
by a surety company holding a cer-
tificate of authority from the Secre-
tary of the Treasury as an acceptable
surety on Federal bonds, and shall be
subject to the approval of the Com-
missioner. In lieu of such a bond, the
taxpayer may file a bond secured by
deposit of bonds or notes of the United
States equal in their total par value to
an amount nrot exceeding double the
amount of the tax, or installment there-
of. (See section 1126 of the Revenue
Act of 1926, as amended.) A request by
the taxpayer for an extension of time for
the payment of one installment does not
operate to procure an extension of time
for payment of subsequeht installments.
Nor does an extension of time for filing
a return operate to extend the time for
the payment of the tax or any part
thereof, unless so specified in the exten-
sion. If an extension of time for pay-
ment of the tax or any installment is
granted, the amount, time for payment
of which is so extended, shall be paid on
or before the expiration of the period of
the extension, together with interest at
the rate of 6 percent per annum on such
amount from the date when the payment
should have been made if no extension
had been granted until the expiration of
the period of the extension. (Seesection
295.)

§ 29.56-3 When fractional partof cent
may be disregarded. In the payment of
taxes a fractional part of a cent shall
be disregarded unless it amounts to one-
half cent or more, in which case it shall
be increased to 1 cent. Fractional parts
of a cent should not be disregarded in
the computation of taxes.

§ 29.56-4 , Receipts for tax payments.
3Upon request a collector will give a re-
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ceipt for each tax payment. In the case
of payments made by check or money
order the canceled check or the money
order receipt is usually a sufficient -re-
ceipt. In the case of payments in cash,
however, the taxpayer should in every
instance require and the collector should
furnish a'receipt.

SEC. 57. EkXAMIATIOTN OF RTURN AND DE-
TERMINATION 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.

§ 29.57-1 Examination of return and
determination of tax by the dommis-
sioner. As soon ds 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. 68. DECLARATION OF ESTIMATED TAX Sy
INDIVIDUALS [as added by sec. 5 (a), Current
Tax Payment Act 1943].

(a) Requirement of declaration. Every in-
dividual (other than an estate or trust and
other than a. nonresident alien with respect
to whose wages, as defined in section 1621 (a),
withholding under Subchapter D of Chapter
9 is not made applicaple) shall, at the time
during the taxable year prescribed in sub-
section (d), make a declaration of his es-
timated tax for the taxable year If-

(1) his gross income from wages (as de-
fined in section 1621)

(A) in case such individual is single or
married but not living with husband or wife:
can reasonably be expected to exceed $2,700
for the taxable year; or did exceed $2,700 for
the preceding taxable year; or

(B) In case such individual Is married and
living with husband or wife: can, when added
to the gross income which can reasonably be
expected to be received by such husband or
wife from wages (as so defined), reasonably
b0 expected to exceed $3,500 for the taxable
year; or did when added to the gross income
of such husband or wife from wages (as so
defined) for the preceding taxable year, exceed
$3,600 for such preceding taxalle year; or

(2) his gross income from sources other
than wages (as defined in section 1621)

(A) in case such individual is single or
married but not living with husband or wife:
can reasonably be expected to exceed $100
for the taxable year and his gross income to
be such as will require the making of a return
for the taxable year under section 51; or did
exceed $100 for the preceding taxable year
and such individual either was required to
make a return under section 51 or 455 for such
preceding taxable year or would have been so
required If he had been single during the
whole of such preceding taxable year; or

(B) in case such individual is married and
living with .husband or wife: can, when
added to the gross income which can rea-
sonably be expected to be received by hus-
band or wife from such sources, reasonably
be expected to exceed $100 for the taxable
year and the aggregate gross income of such
husband and wife can reasonably be expected
to be such as will require the making of a re-
turn under section 51 or 455; or did, whgn
added to'the gross income of such husband
or wife from such sources for the preceding
taxable year, exceed $100 for such preceding
taxable year and such individual would have
been required to make a return under iec-
tion 51 or 455 for such preceding taxable year
if he had been married and living with hus-
band or wife during the whole of such pre-
ceding taxable year; or

(3) in case such taxable year Is the taxable
year beginning in 1943, such individual was

required to make a return under section 51
for the taxable year beginning in 1942, and
his gross income from wages (as defined in
section 1621)' for such taxable year is greater
than the gross income which can reasonably
be expected to be received fromn wages for
the taxable year beginning in 1943.

(b) Contents of declaration. In the dec-
laration required under subsection (a) the
individual shall state-

(1) the amount which he estimates as the
amount of tax under this chapter for the
taxable year, without regard to any credits
under sections 32, 35, and 466 (e); ,

(2) the amount which he estimates as the
credits for the taxable year under sections
32, 35, and 466 (e); and

(3) the excess of the amount estimated
under paragraph (1) over the amount esti-
mated under paragraph (2), which excess
for the purposes of this chapter shall be held
and considered the estimated tax for the
taxable year.

The declaration shall also contain such other
information for the purposes of carrying out
the provisions of this chapter as the .Com-

. missioner, with the approval of the Secre-
tary, may by regulations prescribe, and shall
contain or be verified by a written statement
that' it is made under the penalties of
perjury.

(c) Joint declaration by husband and
wife: In the case of a husband and wife
living together, a single declaration under
this section may be made by them jointly,
in which case the liability with respect to
the estimated tax shall be joint and several.
No joint declaration may be made if either
the husband or wife is a nonresident alien.
If a joint declaration is made but a joint
return is not made for the taxable year,
the estimated tax for such year may be
treated as the estimated tax of either the
husband or the wife, or may be divided be-
tween them.

(d) Time and place 1o: filing. The dec-
laration required under subsection (a) shall
be filed on or before the fifteenth day of the
third month of the taxable year, except that
if the requirements of subsection (a) are
first met after such date, the declaration
shall be filed on or before the fifteenth day
of the last month of the quarter of the
taxable year in which such requirements are
first met. An individual may make amend-
ments or revisions of a declaration f led un-
der this subsection, under regulations pre-
scribed by the Commissioner with the ap-
proval of .the Secretary. If so made, such
amendments or revisions shall be filed on or
before the fifteenth day of the last month of
any quarter of the taxable year subsequefit
to that in which the declaration was filed
and in which no previous amendments or
revisions have been made or filed. Decla-
rations and amendments and revisions there-
,of shall be fied with the Collector specified
in.section 53 (b) (1).

(e) Extension of time. The Commission-
er may grant a reasonable extension of
time for filing declarations and paying the
estimated tax, 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 months.

(f) Persons under disability. If the tax-.
payer is unable to make his own declaration,
the declaration shall be made by a duly.
authorized agent or by the guardian or other
pIerson .charged with the care of the person
or property of such taxpayer.

(g) Signature presumed correct. The fact
that an individual's name is signed to a filed
declaration shall be prima facie evidence for
all purposes that the declaration was ac-
tually signed by him.

(h) Publicity of declaration. For the pur-
poses of section 55 (relating to publicity of

returns), a declaration of estimated tax shall
be held and considered a return under this'
chapter. [NoT: Section 58 Is, under sec.
(f), Current Tax Payment Act 1943, effective
with respect to taxable years beginning after
December 31, 1942. The original section 60
consisted of cross-references.]

SEC. 59, PAYMENT OF ESTIMATED TAX 10s
added by sec. 5 (a), Current Tax Payment
Act 1943].

(a) In general. The estimated tax shall
be paid in four equal installments except
that-

(1) if the declatation is filed (otherwise
than pursuant to an extension of time) after
the fifteenth day of the third month of the
taxable year, ihe estimated tax shall be paid
in equal installments the humber of which
Is equal to the number of quarters remaining
in the taxable year (including the quarter In
which the declaration Is filed); and

(2) if any amendment or revision of a
declaration is filed, the remaining install-
ments shall be ratably Increased or decreased,
as the case may be, to reflect the Increase or
decrease, as the case may be, in the esti-
mated tax by reason of such amendment or
revision; and

(3) at the election of the individual, any
Installment of the estimated tax may be paid
prior to the date prescribed for its payment.

One installment of the estimated tax shall
be paid at the time of making the declar-
ation, and an Installment thereof shall be
paid on tte fifteenth day of the last month
of each succeeding quarter of the taxable
year. Payment of any installment of the
estimated tax shall be considered payment
on account of the tax for the taxable year,

(b) Assessment. The estimated tax shall
be assessed only to the. extent paid, [No,ll
Section 69 is, under see. 5 (f), Current Tax
Payment Act 1943, effective with respect to
taxable years beginning after December 31,
1942. The original section 59 congisted of
cross-references.]

SEC. 60. SPECIAL RULES FOR APPLICATIOIN Or
SECTIONS 68 AMn 59 [as added by sec. 6 (a),
Current Tax Payment Act 1943].

(a) Farmers. In the case of an individual
whose estimated gross income from farming
for the taxable year Is at least 80 per centurn
of the total estimated gross income from all
sources for the taxable year, in lieu of the
time prescribed in section 58 (d), the declar-
ation for the taxable year may be made at
any time on or before the fifteenth day of
the last month of the taxable year.

(b) Application to short taxable years.
The application of sections 68, 69, and 20
(a) (3), (4), and (6) to taxable years of
less than twelve months shall be as pro-
scribed in regulations prescribed by the Com-
missioner with the approval of the Secretary,

(c) Application to taxable years beginning
in 1943. If the taxable year is the calendar
year 1943, the fifteenth day of September,
1943, shall be substituted for the fifteenth
day of March for the purposes of section
58 (d). If the taxable year begins 'in 1043
after January 1, the date which shall be
substituted for the fifteenth day ofthe third
month of the taxable year for the purposes
of section 58 (d) shall be prescribed by regu-
lations prescribed by the Commissioner with
the approval of the Secretary. In either case
installments of the estimated tax for such
taxable year payable after September 1, 1943,
shall be ratably decreased to reflect the pay-
ments on account of a taxable year beginning
in 1942 which are treated as payments on
account of the estimated tax for a taxable
year begin'hing In 1943. [No',z Section 60
is, under sec. 5 (f), Current Tax Payment
Act 1943, effective with respect to taxable
years beginning after December 81, 1042.
The original section 60 consisted of cross-
references.]
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MMCELLANEOUS PROVISIONS

Sc. 61. LAws MADE APPLCADLE.
All administrative, special, or stamp provl-

idons of law, including the law relating to
the assessment of taxes, so far as applicable.
Ahall be extended to and made a part of
this chapter.

Sic. 62. Ruzi Am swuLoNs.
The Commissioner, with the approval of

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

SEa. 63. P ICwAor ON STATSTCS.
The Commissioner, with the approval of

the Secretary, shall prepare and publish an-
nually statistics reasonably available with
respect to the operation of the income. vr-
profts and excess-profits tax laws, ncluding
classifications of taxpayers and of Income, the
amounts allowed- as deductions, exemptions,
and credits, and any other facts deemed pertl-
nent and valuable.

S=. 64. DEFOniNs.
For definitions of a general character, see

section 3797.

[Subpart C will appear in the issue for
Tzrursday, November 4, 1943, Subparts

D, E, F, and G will appear in the issue
for Friday, November 5, 19431

[SEAL] - ROmuT E. HANNEGAN,
Commissioner of Internal Revenue.

Approved: October 26, 1943.
JoH L. SULLIVAN,

Acting Secretary of the Treasury.

[F. R. Doe. 43-17458; Filed, October 28, 1943;
9:43. a m.]

TITLE Sf-AllERAL RESOURCES
..Chapter VI-Soid Fuels Administration

- for War
[BReg. 61

PART 602-GEN1MAL ORDERS AXD
DIRECTIVES

DELIVERIES OF ANTHRACITE COAL

The present interruptions in the pro-
duction of anthracite coal and the ful-
flIment of requirements for the defense'
of the United States will create a critical
shortage in the supply of anthracite Coal
for defense, for private account, and for
export. In order to insure the equitable
distribution of the available supply of
anthracite coal, it is necessary as a pre-
cautionary measure to place restrictions
upon deliveries of anthracite by retail
dealers. Accordingly, in order to effec-
tuate the purposes of Executive Order
No. 9332 and by virtue of the authority
conferred by that order, the following
regulation is issued by the Solid Fuels
Adminitrator for War:-

§602.101 Definitions. (a) "Anthra-
cite" means that coal which is generally
referred to as Pennsylvania anthracite
and is produced in the following coun-
ties In Pennsylvania: Carbon, Columbia,
Dauphin, Lebanon, Lackawanna, Lu-
zere, Northumberland, Schuylkill, Sus-
quehanna, and Wayne; and is limited to
the sizes generally known as broken, egg,
stove, chestnut, pea, No. 1 buckwheat and
No. 2 buckwheat (rice).

(b) "Retail dealer" means any person
who purchases anthracite for resale to
consumers.

(c) "Ten days' supply" includes all
anthracite coal of any usable kind, grade
or size n the consumer's bin required by
reasonable estimate to meet minimum
anthracite requirements of the consumer
for a ten-day period. 

§ 602.102 Restrictions upon anthracite
deliveries by retail dealers. (a) No retail
dealer shall deliver any anthracite coal
to any consumer if such consumer has
more than a ten days' supply; and no
consumer shall accept delivery of any
anthracite coal from a retail dealer if
such consumer has more than a ten days'
supply.

(b) A retail dealer may deliver an-
thracite coal up to but not in excess of o
one-half ton to any household consumer
If such consumer has less than a ten
days' supply.

(c) The restrictions of this section
shall apply regardless of whether any
consumer had title to any coal in the
possession of any retail realer on the
effective date of this regulation.

§ 602.103 Contemplated activities of
local committees of the office of Defense
Transportation. (a) It Is understood
that local committees functioning under
the direction of the Office of Defense
Transportation will, during the period
bf work stoppages In the anthracite pro-
ducing districts and during the effective
period of this Regulation, ascertain the
amount of anthracite In retail yard stor-
age piles In their communities, will ar-
range for the pooling of retail dealer de-
liveries and will coordinate in other ways
retail dealer activities in each anthracite
consuming community.

(b) It is understood that the local
committees functioning under the direc-
tion of the Office of Defense Transporta-
tion will indicate to the regional offIces,
of the Solid Fuels Administration for
War the tonnages of anthracite coal
critically needed by those communities
havirig insufficient anthracite to fore-
stall suffering threatened by weather
conditions. The Solid Fuels Administra-
for for War will, upon the recommenda-
tion of such local committees, arrange,
so far as practicable and appropriate, for
the shipment of sufficient tonnages of
anthracite that Is now being held, pur-
suant to direction of the Solid Fuels Ad-
ministration for War, In the anthracite
producing districts for distribution into
those communities whose need for an-
thracite appears to be critical.

§ 602.101 Delireries are not author-
ized under Office of Price' Adminirtra-
tion Ration Order No. 19 in contrarn-
tion of this regulation. 'As provided in
section 15 of Ration Order No. 19 Issued
by the Office of Price Administration, no
deliveries are authorized to be made
-under the provisions of that ration
order in contravention of the provisions
of this regulation.

' § 602.105 Violations. Any person who
wilfully violates any provisions of this
regulation is guilty of a crime, and upon
conviction may be punished by fine or
imprisonment. In addition, any such
person may be prohibited from making
or obtaining further deliveries of, or

from proce-sing or using material under
priority control and may be deprived
of priorities assistance.

§ 602106 Communications. All com-
munications regarding this regulation
should be addressed to the Solid Fuels
Administrator for War, Washington,
D.C.

This regulation shall become effective
immediately.
(E.O. 9332, 8 F.R. 5355; E.O. 9125, 7 F.R.
27/19; se. 2 (a), 54 Star. 676, as amended
by 55 Stat. 236 and 56 Stat. 1716)

Issued this 30th day of October 1943.
AB: FoarAS,

Acting Solid Fuels
Administrator for War.

[F. I. Dec. 43-17706; Filed. November 2.1943;
9:23 a. n.]

[Beg. 6, Amdt. f1
PART 602-GzuNst, ORDERS AN

DImcTIvEs
DELIVERIES OF AHTESACIZE COAL

It Is necessary to amend Solid Fuels
Administration for War Regulation No.
6 in order to prevent the imposition of
undue distribution difficulties upon retail
dealers of anthracite coal who serve as
a source of supply for larger consumers
of anthracite. Accordingly, pursuant to
powers conferred by Executive Order No.
9332, Solid Fuels Administration for War
Regulation No. 6 is hereby amended as
follows.

1. Section 602.102 (b) is amended to
read as follows:

§ 602.102 Restrictions upon anthra-
cite delireries by retafl dalers. * * *

(b) A retail dealer may deliver an-
thracite coal up to bug not in excess of
one-half ton to any household consumer
if such consumer has less than a ten
days' supply. A retail dealer may de-
liver anthracite coal in any quantity to
other than household consumers pro-
vided that the tonnage delivered, when
added to the Inventory on hand, does not
exceed a ten days' supply.

This amendment shall become ef-
fective Immediately.

Issued this Ist day of November 1943.
HAROLD L. ICXES,

Solid Fuels Administrator for War.

[P. I Doc. 43-17707; Filed, November 2,1943;
9:29 a. m.]

TITLE 32-NATIONAL DEFENSE
Chapter XI-Office of Price

Administration

PART 1351-FOOD Am FoOD PRODUCTS
[Lon 4so]

VDIBLE TREE NUTS
This regulation establishes maximum

prices for certain sales of edible tree
nuts, both In-shell and shelled, In order
to aid In stabilizing the cost of living.
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Regulations

TITLE 6=-AGRICULTURAL CREDIT

Chapter. H-War Food Administration
(Commodity, Credit)

[1943 C.C.C. Bran and Pea Form 1, Supp. 21
PART 237-1943 BEAx AND PEA LOAxS AND

PURCHASES

nisTRucToNs CONCERNING BEAN PlUCHASES
'BY COUMTY A.A.A. CO IT

Pursuant to the provisions of Title Il,
section 302 of the Agricultural Adjust-
ment Act of 1938, as amended (52 Stat.
43; 7 U.S.C., 1940 ed., 1302), Commodity
Credit Corporation has authorized the
making of loans on dry edible beans and
dry edible smooth -peas stored on farms
in approved storage structures or In ap-
proved warehouses, in accordance with
the regulations in 'this part (1943 C.C,C.
Bean and Pea Form I-Instructions).
Such regulations are hereby supple-
mented by the addition, under "C. Pur-
chases", of § 237.38 entitled 'ean pur-
chases by County A.A.A. Committees",
reading as fol 2 _ws:

§ 237.38 Bean purchases by County
A.A.A. Committees-() "Eligible beans.
Eligible beans shall be beans produced in
1943, of the classes specified herein,
which grade No. 1 and No. 2 or which
can be cleaned or cleaned and picked to
grade No. 2 or better.

(2) Eligible producers. An eligible
producer shall be any person, partner-
ship, asiociation or corporation -produc-
ing dry edible'beans in 1943 as land-
owner, landlord, or tenant.

(3) Program outline. In order to
handle this year's record crop of beans
in an orderly and efficient manner, and
assure producers of the announced sup-
port prices, it is necessary that we have
close cooperation between country ship-
pers, the county A.AJA. committee, the
Food Distribution Administration, and
Commodity Credit Corporation. County
committees should contact country
dealers to determine if they will cooper-
ate with the 1943 Bean Program by sign-
ing a 1943 C.C.C. Edible Bean Form A,
and shall also determine the quantity of
beans the country shippers and country
buyers in their counties can handle.

Every effort should be made by county
committees to have all beans purchased
by country shippers. If beans are offered
for sale to a country shipper, or country
buyer, by a producer at the support
price, less applicable charges, and the
shipper or buyer does not purchase than,
or if there are no country shippers or
country buyers to purchase beans, ar-
rangements should be made by county
committees to purchase beans up to the
capacity of C.C.C. bins or available
warehouse storage, or for Immediate
shipment, as directed by Commodity
Credit Corporation.

(4) Purchases o1 beans. County A.A.A.
committees shall receive beans from the
producer and draw a representative
sample in cooperation with the producer.
Such sample shall be mailed to the State
A.A.A. laboratory or to a laboratory 11-
censed to grade beans. The bean shall
be stored in C.C.C. bins or shipped in ac-
cordance with shipping instructions from
C.C.C. Payment for the beans shall be
made by means of a sight draft drawn
on C.C.C. in the manner designated by
the producer, for the amount determined
by the quantity, class, and grade of beans
delivered, less applicable charges for
cleaning, bags, bagging, labeling, and
other charges, as stated in 1943 C.C.C.
Bean Form A. The draft shall be issued
by the county committees upon receipt
-of the analysis of the producer's beans,
and the information on the scale tickets
and inspection certficates is to be trans-
ferred to the sight draft. The draft is
to be prepared in triplicate, the original
to be issued to the producer, the first
copy to be sent to the regional director
of Commodity Credit Corporation on the
date of preparation, and the second copy
to be retained In the county office. In
the event the county committee pur-
chases a carload of beans for Immediate
shipment, the coples of the slght draft
sent to the regional director of Com-
modity Credit Corporation shall be ac-
companied by the original bills of lading.
The sight draft may be presented by the
producer to a local bank or mailed to
the regional office of Commodity Credit
Corporation for collection. CountyAA.A.
committees shall send weekly reports, on
Commodity Loan 23-A, of all beans pur-
chased and placed in C.C.C. bins, to the

(Continued on next page)
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TITLE 26-INTERNAL REVENUE

Chapter I-Bureau of Internal Revenue

Subihapter A-Income and Excess-Profits Taxes

[.Regulations 111]

PART 29-INcoME TAX; YEARS BEGINNING
AFTER DECEMBER 31, 1941

NOTE: The table of contents and Sub-
parts A and B appeared in the issue of
Wednesday, November 3, 1943.

SUBI'ART C-SUPPLEMENTAL PROVISI6NS

RATES OF TAX7

SEC. 101. EXEMPTIONS FnOT TAX ON CORPORA-
TiONS [as amended by sec. 217 (a), Rev. Act
1939; secs. 137 (a), 165 (a), Rev. Act 1942.]

The following organizations shall be ex-
empt from taxation under this chapter-

§ 29.101-1 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 it is necessary that every or-
ganization claiming exemption file with
the collector for the district in which is
located the principal place of business or
principal office of the organization an
affidavit or a questionnaire as set forth
below. An organization claiming exemp-
tion under section 101 (1), (3), (4), ex-
cept a bona fide credit union, (6), (7),
(8), (9), (10), (12), (14), or (16) shall
file the form of questionnaire appro-
priate to its activities, filled out in ac-
cordance with the instructions on the
form or issued therewith. Copies of the
following questionnaire forms may be
obtained from any collector: For cor-
porations claiming ekemption under sec-
tion 101 (6), Form 1023; under section
101 (1), (3), (7), or (8), Form 1024; un-
der section 101 (9), Form 1025; under
section 101 (10), (14), or (16), Form
1026; under section 101 (4), except bona
fide crediVunions, Form 1027; and under
section 101 (12), Form 1028. All other
organizations claiming exemption, in-
cluding bona fide credit unions, shall file
an affidavit showing the character of the
organization, the purpose for which it

,was organized, its actual activities, the
sources of its income and the disposition
of such Income, whether or-not any of its
income is credited to surplus or may
inure to the benefit of any private share-
holder or individual, and in general all
facts relating to its operations which
affect its right to exemption. To each
such affidavit or questionnaire shall be
attached a copy of the articles of incor-
poration, declaration of trust, or other
instrument of similar import, setting
forth the permitted powers or activities
of the organization, the by-laws or other
code of regulations, and the latest finan-
cial statement showing the assets, iabil."
ities, receipts, and disbursements of the
organization. An organization claiming
exemption under section 101 (5), (6),
except organizations organized and
operated exclusively for religious pur-
poses, (7), (8), (9), or (14) shall also file
with the other information specified
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herein a return of information on Form
990 relative to the business of the or-
ganization for the last complete year of
operation: Provided, however, That such
return shall not be required of an or-
ganization which is organized and oper-
ated exclusively for educational pur-
poses, or educational and religious pur-
poses, if no part of its net earnings or
assets are distributable to any private
shareholder in liquidation or otherwise
and if, in the case of an organization
privately owned or operated, the Com-
missioner is advised of any increase in
the compensation of its owners, man-
agers, trustees, or directors over the
amount of such compensation for the
last year for which its exemption under
section 101 (6) was approved by the
Commissioner. Form 990 will not be re-
quired of charitable organizations oper-
ated or controlled by religious or educa-
tional organizations of the type exempt
under-the preceding sentence from the
requirement of filing such returns, nor
of separately conducted charitable or-
ganizations meeting the above condi-
tions as to distributions and compensa-
tion, nor of charitable organizations
operated under the control of a State or
any political subdivision thereof.

The words "private shareholder or in-
dividual" in section 101 refer to indi-
viduals having a personal and private
interest in the activities of the corpora-
tion. Although religious, or apostolic
associatfons or corporations exempt un-
der section 101 (18) are relTeved from
paying the tax, they are required to file
returns of income (see § 29.101 (18)-1).

In the case of the particular classes of
organizations listed below, the following
additional information shall be embodied
in or attached to, and made a part of,
the affidavit or questionnaire referred to
above:

(a) Mutual insurance companies shall
submit copies of the policies or certifi-
cates of membership; ,

(b) In the case of holding companies
claiming exemption under section 101
(14), if the organization for which title
s held has not been specifically notified

.in writing by the Bureau of Internal
Revenue that it is held to be exempt
under section 101, the holding company
shall submit the information indicated
herein as necessary for a determination
of the status of the organization for
which title is held.

"The collector, upon receipt of the affi-
davit, or questionnaire, and other papers,
will examine them as to completeness
and will forward completed documents
to the Commissioner for decision as to
whether the organization is exempt. In
addition to the information specified
herein, the Commissioner may require
any additional information deemed
necessary for a proper determination of
whether a particular organization is ex-
empt under section 101, and when
deemed advisable in the interest of an
efficient administration of the internal
revenue laws he may in the cases of par-
ticular types of organizations provide

additional questionnaires or otherwise
prescribe the form in which the proof of
exemption shall be furnished.

When an organization (other than a
mutual insurance company) has estab-
lished its right to exemption, It need not
thereafter make a return of Income or
any further showing with respect to its
status under the law, unless It changes
the character of Its organization or op-
erations or the purpose for which it was
originally created, except that every or-
ganization exempt or claiming exemp-
tion under section 101 (5), (6), except-
organizations organized and operated
exclusively for religious purposes, (7),
(8), (9), or (14) shall file annually re-
turns of information on Form 990 with
the collector for the district In which is
located the principal place of business or
principal office of the organization: Pro-
vided, however, That such return shall
not be required of an organization which
Is organized and operated exclusively for
educational purposes, or educational and
religious purposes, if no part of Its net
earnings or assets are distributable to
any private shareholder In liquidation 'or
otherwise and If, in the case of an or-
ganization privately owned or operated,
the Commissioner Is advised of any In-
crease in the compensation of its own-
ers, managers, trustees, or directors over
the amount of such compensation for
the last year for which Its exemption
under section 101 (6) was apprpved by
the Commissioner. Form 990 will not
be required of charitable organizations
operated or controlled by religious or
educational organizations of the type ex-
empt under the preceding sentence from
the requirement of filing such returns,
nor of separately conducted charitable
organizations meeting the above condi-
tions as to distributions and compensa-
tion, nor of charitable organizations op-
erated under the control of a State or
any political subdivision thereof. The
return of information on Form 990 'shall
be flied on or before the 15th day of the
fifth month following the close of the
taxable yqar. When a mutual Insurance
company has established its right to ex-
emption under section 101 (11) of the
Internal Revenue Code or a correspond-
ing provision of a prior income tax law
it need not thereafter make a return of
income or any further showing with re-
spect to its status under the law, unless
it changes the character of -its organi-
zation or operations or unless the gross
amount received during the taxable
year from interest, dividends, rents, and
premiums (including deposits and as-
sessments) exceeds $75,000. See § 29.101
(18)-i with respect to returns by re-
ligious or apostolic associations or cor-
porations exempt under section 101 (18).
See also sections 275 (a) and 276 (a)
with respect to the statute of limitation4.

Collectors will keep a list of all organi-
zations held to be exempt to the end
that they may occasionally Inquire into
their status and ascertain whether or not
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they are observing the conditions upon
which their exemption is predicated.

An organization which Is exempt
under section 101 and the regulations
thereunder, from filing returns of in-
come is not, however, relieved from the
duty of filing returns of information
(see sections 147 and 148).

[SEC. 101. ExznoNs TRoLr TAx Orr Con-
PoPA=ows--as amended by see. 217 (a), Rev.
Act, 1939; sees. 137 (a), 165 (a), Rev. Act,
1942.]

[The following organiations shall be
exempt from taxation under this chapter-]

(1) Labor, agricultural, or horticultural
organizations;

S§29.101 (1)-1 Lab or, agricultural,
and horticultural organizations. The
organizations contemplated by section
101 (1) as entitled to exemption from In-
come taxation are those which:

(a) Have no net income inuring to
the benefit of any member;
. (b) Are educational or instructive in
character; and

(c) Have as their objects the better-
ment of the conditions ofthose engaged
in such pursuits, the improvement of
the grade of their products, and the de-
velopment of a higher degree of effi-
ciency in their respective occupations.

Organizations such as county fairs
and like associations of a quasi public
character, which are designed to en-
courage the development of better agri-
cultural and horticultural products
through a system of awards, and whose
income from gate receipts, entry fees,
and donations is used exclusively to
meet the necessary expenses of upkeep
and operation, are thus exempt. On the
other hand, associations which have for
their purpose, for example, the holding
of periodical race meets, the profits from
which may inure to the benefit of their
shareholders, are not exempt. Similarly,
corporations engaged in growing agri-
cultural or horticultural products for
profit are not exeippt from tax.

[SEC. 101. EXmmnioNs FROZ TAX ON con-
voaTrozs--as amended by sec. 217 (a), Rev,
Act 1939; sees. 137 (a), 165 (a), Rev. Act.
1942.1

[The following organizations shall be ex-
empt from taxation under this chapter-]

(2) Mutual savings banks not having a
capital stock represented by shares;

§ 29.101 (2)-i Mutual savings banks.
In order that a corporation may be en-
titled to exemption as a mutual savings
bank, it must appear that it is an or-
ganization:
' (a) Which has no capital stock repre-
sented by shares, and

(b) Whose earnings, less only the ex-
penses of operation, are distributable
wholly among the depositors.

If it appears that the organization has
shareholders who participate n the
profits, the organization will not be
exempt.

A mutual savings bank need not be in-
corporated or be under public supervi-
sion, unless, in either case a State statute
so requires, nor need it serve the public
in general, in order to be exempt. It may
confine its business to a designated class
Of individuals, such as employees of a

single corporation, without losing Its
exempt status.

[SEc. 101. EX ONS noer TAX oN Con-
Pona Ous-as amended by cc. 217 (a), Rev.
Act. 1939; sems. 137 (a), 165 (a), Rev. Act.
1942.1

[The following organizations shall b ex-
empt from taxation under this chapter-]

(3) Fraternal beneficiary Vocietis, orderV,
or associations, (A) operating under ttelodge
system or for the exclusive benefit of the
members ofa fraternity Itself operating under
the lodge system; and (B) providing for the
payment of life, sick, accident, or other ben-
efits to the members of such society, order, or
association or their dependents;

§ 29.101 (3)-1 Fraternal beneficiary
societies. A fraternal beneficiary society
Is exempt from tax only if operated un-
der the lodge system," or for the exclu-
sive benefit of the members of a society
sooperating. "Operating under the
lodge system" means carrying on its ac-
tivities under a form of organization that
comprises local branches, chartered by
a parent organization and largely self-
governing, called lodges, chapters, or the
like. In order to be exempt It is also nec-
essary that the society have an estab-
lished system for the payment to Its
members or their dependents of life, sick,
accident, or other benefits.

[Sc. 101. EXZZIONS n0"r TAX ON coma-
naTions-as amended by sec. 217 (a), Rev.
Act 1939; secs. 137 (a), 165 (a), Rev. Act
142.1

[The following organizations ehall be ex-
empt from taxation under this chapter-I

(4) Domestic building and loan nosscla-
tions substantially all the buzineza 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;

§ 29.101 (4)-1 Building and loan as-
sociations and cooperative banksh. 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 associatiQn 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
cooperative banks, are likewise exempt
from tax.

[SEC. 101. ExcurroZ;s sno:e TAX o coN-
PoanoT&xs--as amended by ec. 217 (a) Rev.
Act 1939; Sees. 137 (a), 165 a), Rev. Act.
1942.1

[The following organizations shall be ex-
empt from taxation under this chapter-]

(5) Cemetery companlcs owned and oper-
ated exclusively for the benefit of their mim-
bersoor 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 n [ny
business not necezsrily incident to that
purpose, no part of the net earnings of which
nures to the benefit of any privat3 share-

holder or Individual;

§ 29.101 (6)-1 Cemetery companies.
A cemetery company may be entitled to
exemption:

(a) If It Is owned by and operated ex-"
clusively for the benefit of its lot owners
who hold such lots for bona fide burial
purposes and not for purpose of resale,
or

(b) If It Is not operated for profit.
Any cemetery corporation chartered

solely for burial purposes and not per-
mitted by its charter to engage in any
business not necessarily incident to that
purpose, is exempt from income tax, pro-
vided that no part of its net earnings
inures to the benefit of any private share-
holder or individual. A cemetery com-
pany which fulfills the other 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 ratenot 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
Issmed, provided that its articles of in-
corporation require:

(1) That the preferred stock shall be
retired at par as soon as sufficient funds
available therefor are realized from sales,
and

(2) That all funds not required for
the payment of dividends upon or for
the retirement of preferred stock shal
be used by the company for the- care and
improvement of the cemetery property.

[SM. 101. Ex.ONS rE01r TAX oN come-
nnous-as amended by see. 217 (a), Rev.
Act 1939; sees. 137 (a), 165 (a), Rev. Act.1942.]

[The following organizations shall be ex-
empt from taxation under this chapter-]

(6) Corporations, and any community
chest, fund, or foundation, organized and
operated exclusively for relgiou-, charitable,
ccientific, literary, or educational purposes,
or for the prevention of cruelty to children
or anfma-l, no part of the net earnings of
which nures to the benefit of any private
aharebolder or individual, and no substantial
part of the activities of which is carrying on
propaganda, or otherwise attempting, to in-
fluence legislation;

§ 29.101 (6)-1 Religious, charitable,
scientific, literary, and educational or-
ganizations and community chests. In
order to be exempt under section 101 (6),
the organization must meet three tests:

(a) It must be organized and operated
exclusively for one or more of the speci-
fled purposes;

(b) Its net income must not inure in
whole or in part to the benefit of private
shareholders or individuals; and

(c) It must not by any substantial part
of Its activities attempt to influence leg-
islation 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
Indigent 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 improve-
ment or development of the capabilities
of the individual, but, under exceptional
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circumstances, may Include an assocla-
tion whose sole purpose is the instruc-
tion of the public, or an association
whose primary purpose is to give lectures

"on subjects useful to the individual and
beneficial to the community, even though
an association of either class has inci-
dental amusement features. An organ-
ization formed, or availed of, to dissemi-
nate controversial or partisan propa-
gandi is not an educational organization
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 forms no substantial part of its
activities, its principal pilrpose and sub-
stantially all of its activities being clearly
of a nonpartisan, noncontroversial, and
educational nature.

Since a corporation to be exempt un-
der section 101 (6) must be organized
and operated exclusively for one or more
of the specified purposes, an organiza-
tion which has certain religious pur-
poses and which also manufacturers and
sells articles to the public for profit, is
not exempt under section 101 (6Y even
though its property is held in common
and its profits do not inure to the
benefit of individual members of the
organization. See section 101 (18) as to
religious or apostolic associations or
corporations.

A corporation otherwise exempt under
section 101 (6) does not lose its status as
an exempt corporation by receiving in-
come such as rent, dividends, and inter-
est from investments, provided such in-
come is devoted exclusively to one or
more of the purposes specified in that
section.

[Src. 101. Exemptions from tax on cor-
porations-as amended by see. 217 (a), Rev.
Act 1939; sees. 137 (a), 165 (a), Rev. Act
1942.1

[The following organizations shall be ex-
empt from taxation Under this chapter-]

(7) Business leagues, chambers of com-
merce, real-estate boards, or boards of trade,
not crganized for profit and no part of the
net earnings of which inures to the benefit
of any private share holder or individual;

§ 29.101 (7)-l Business leagues,
chambers of commerce, real e s t a t e
boards, and boards of trade. A business
league is an association of persons hav-
ing some common business interest, the
purpose of which is to promote such
common interest and not to engage in
a regular business of a kind ordinarily
carried on for profit. It is an organi-
zation of the same 'general class as a
chamber of commerce or board of trade.
Thus its activities should be directed to
the improvement of business conditions
of one or more lines of business as dis-
tingusfed 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
ordinarily carried on for profit even
though the business is conducted on a
cooperative basis or produces only suffic-
ient Income to be self-sustaining, is not
a business league. An association en-

gaged in furnishing information -j pro-
spective investors, to enable them to
make sound investments, is not a busi-
ness league, since its activities do not
further any common business interest,
even though all of its income is devoted
to the purpose stated. A stock exchange
is not a business league, a chamber of
comnaerce, or a board of trade within
the -meaning of the Internal Revenue
Code and 'is not exempt from tax.

- [SEC. 101. ExznrnroNs.ro TAX ON coR-
PoRa&Tos-as amended by sec. 217 (a), Rev.
Act. 1939; secs. 137 (a), 165 (a), Rev. Act
1942.]

[The following organizations shall be
exempt from taxation under this chapter-]

(8) Civic leagues or organizations not
organized 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 desig-
nated person or persons in a particular
municipality, and the net earnings of which
are devoted exclusively to chajitable, educa-
tional, or recreational purposes;

§ 29.101 (8)-1 Civic leagues and local
associations of employees. Civic leagues
entitled to exemption under section
101 (8) comprise those not organized for
profit but operated exclusively for pur-
poses beneficial to the community as a
whole, and, in general, include organiza-
tions engaged in promoting the welfare
of mankind, other than organizations
comprehended within section 101 (6).
Certain local associations of employees
are also expressly entitled to exemption
under section 101 (8). The Internal
Revenue Code prescribes as conditions
to exemption (1) that the membership
of such an association be limited to the
employees of a designated person or
persons in a particular municipality,
and (2) that the net earnings of the
association be devoted exclusively to
charitable, educational, or recreational
purposes. See § 29.101 (6)-1 with ref-
erence to the meaning of "charitable"
and "educational" and § 29.101 (10)-1 as
to the meaning of "local" as used in the
Code.

[SEc. 101. ExEM ONS FROM TAX ON COR-
PoATio Ns-as amended by sec. 217 (a), Rev.
Act, 1939; sees. 137 (a), 165 (a), Rev. Act
1942.1

[The following organizations shall be
exempt from taxation under this chapter-]

(9) Clubs organied and operated exclu-
sively for pleasure, recreation, and other non-
profitable purposes, no part of the net
earnings ofwhich inures to the benefit of
any private shareholder;

§ 29.101 (9)-i Social clubs. The
exemption ranted by section 101(9) ap-
plies to practically all social and recrea-
tion clubs which are supported by
membership fees, dues, and assessments.
If a club engages in traffic; in agriculture
or horticulture, or in the sale of real
estate, timber, etc., for profit, such club
isnot organized and operated exclusively
for pleasure, recreation, or social pur-
poses. Generally, an incidental sale of
property will not deprive the club of the
exemption.

[SEC. 101. ExEMPnONs FOM TAX ON COR-
PORATiONS-as amended by sec. 217 (a), Rev.
Act 1939; sees. 137 (a), 165 (a), Rev. Act
1942.]

[The following organizations shall be ex-
empt from taxation under this chapter-]

(10) Benevolent life insurance associations
of a purely local character, mutual ditch or
Irrigation companies, mutual or cooperative
telephone companies, or like organizations;
but only if 85 per centur or more of the
income consists of amounts collected from
members for, the sole purpose of meeting
losses and; expenses;

§ 29.101 (10)-1 Local benevolent Zle
insurance associations, mutual irrigation
and telephone companies, and like or-
ganizations. It Is a prereluisite to ex-
emption under section 101 (10) that at
least 85 percent of the Income of the or-
ganization shall consist of amounts col.
lected from members for the sole purpose
of meeting losses and expenses. If an or-
ganization issues policies for stipulated
cash premiums, or if it requires advance
deposits to cover the cost of the Insurance
and maintains investments from which
more than 15 percent of Its income is
derived, it is not entitled to exemption.
On the other hand, an organization may
be entitled to exemption, although it
makes advance assessments for the sole
purpose of meeting future losses and ex-
penses, provided that the balance of such
assessments 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 charac-
ter" applies to benevolent life insurance
associations, and not to the other organ-
izations specified in section 101 (10). It
applies, however, to any organization
seeking exemption on the ground that It
is an organization similar to a benevolent
life insurance association, An organiza-
tion of a purely local character is one
whose business activities are confined to
a particular community, place, or dis-
trict, irrespective, however, of political
subdivisions. If the activities of an or-
ganization are limited only by the bor-
ders of a State, it cannot be considered
to be purely local In character.

[SEc. 101. EXEMPT 6NS FROM TAX ON COa-
PonAToNs-as amended by see. 217 (a) Rev.
Act 1939; secs. 137 (a), 165 (a), Rov. Act
1Q42.]

[The following organizations shall be ex-
empt from taxation under this chapter-]

(11) Mutual insurance companies or as-
sociations other than life or marine (includ-
ng interinsurers and reciprocal underwriters)
if the gross amount received during the tax-
able year from interest, dividends, rents, and
premiums (including deposits and assess-
ments) does not exceed $75,000;

§ 29.101 (11)-i Mutual insurance
companies or associations. An insuranco
company is exempt from taxation under
this chapter If it is a mutual company or
association (other than life or marine)
or an interinsurer or reciprocal under-
writer and if the gross amount received
during the taxable year from Interest,
dividends, rents, and premiums (includ-
ing deposits and assessments) does not
exceed $75,000. Such a company Is not
required to file income-tax returns or
pay income taxes.

[Sa. 101. EX=PrONS FaOl TAX ON COR-
PORATiONs-as amended by sec. 217 (a), Rev.
Act 1939; Secs. 137 (a), 165 (a), Rev. Act
1942.1
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[The following organizations shall be ex-

empt from taxation under this chapter-]
(12) Famere', fruit growers', or like as-

soclations organized and operated on a co-
operative basis (a) for the purpose of mar-
keting the products of membrs or other
prbducers. and-turning back to them the
proceeds of sales, less than necessary mar-
keting expenses, on the basis of either the
quantity or the vilue of the products fur-
nished by them, or (b) for the. purpose of
purchasing supplies and equipment for the
use of members or other persons, and turn-
Ing over such supplies and equipment to them
at actual cost,-plus necessary expenses. Ex-
emption shall not be denied any such asso-
ciation because It has capital stock, if the
dividend rate of such stock Is fixed at not
to exceed the legal rate of Interest n the
State of Incorporation or 8 per centuny per
annum, whichever is greater, on the value
of the consideration for which the stock was
issued, and If substantially all such stock
(other than nonvoting preferred stock, the
owners of wihich are not entitled or permitted
to participate, directly or Indirectly, In the
profits of the association, upon dissolution or
otherwise, beyond the fixed dividends) Is
owned by producers who market their prod-
ucts or purchase their supplies and equip-
nent through the association; nor shall ex-
emption be denied any such association be-
cause their Is accumulated and maintained
by It a reserve required by State law or a
reasonable reserve for any necessary purpose.
Such an association may market the products
of nonniembers In an amount the value of
vhich does not exceed the value of the
products marketed for members, and may
purchae supplies and equipment -for non-
members in an amount the value of which
does not exceed the value of the supplies
and equipment purchased for members, pro-
Vided the value of the purchases made for
persons who are neither members noT pro-
ducers does not exceed 15 per centum of the
value of all its purchases. Business done
for the United States or any of its agencies
shall be disregarded in determining the right
to exemption under this paragraph;

§ 29.101 (12)-i Farmers' cooperative
marketing and purchasing associations.
(a) Cooperative associalions engaged in
the marketing of farm products for
farmers, fruit growers, livestock growers,
dairymen, etc., and turning back to the
producers the proceeds of the sales of
theirproducts, less the necessary operat-
Ing expenses, on the basis-of the products
furnished by them, are exempt from in-
come tax and shall not be required to
file returns. For instance, cooperative
dairy companies which are engaged in
collecting milk and disposing of it or the
products thereof and distributing the
proceeds, less necessary operating ex-
penses, among the producers upon the
basis of the-quantity of milk or of butter
fat in the milk furnished by such pro-
ducers, are exempt from the tax. If the
proceeds of the business are distributed
In any other way than on such a propor-
tionate basis, the association does not
meet the requirements of the Internal
Revenue Code and is not exempt. In
other words, nonmember patrons must
be treated the same as members in so
far as the distribution of patronage divi-
dends is concerned, that is, if products
are marketed for nonmember producers,
the proceeds of the sale, less necessary
operating expenses, must be returned to
the patrons from the sale of whose goods
such proceeds result, whether or not
such patrons are members of the asso-

No. 219-2

ciation. In order to show its cooperitive
nature and to establish compliance with
the requirement of the Code that the
proceeds of sales, less necessary ex-
penses, be turned back to all producers
on the basis of the products furnished
by them, It is necessary for such an as-
sociation 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 association. Any
permanent records which show that the
association was operating during the
taxable year on a cooperative basis in the
distribution of patronage dividends to
all producers will suffice. While under
the Code patronage dividends must be
paid to all producers on the same basis,
this requirement is compiled with If an
association, instead of paying patronage
dividends to nonmember producers in
cash, keeps permanent records from
which the proportionate shares of the
patronage dividends due to nonmember
producers can be determined, and such
shares are made applicable toward the
purchase price of a share of stock or of
a membership in the association.

An association which has capital stock
will not for such reason be denied exemp-
tion (1) if the dividend rate of such stock
is fixed at not to exceed the legal rate
of interest In the State of incorporation
or 8 percent per annum, whichever is
greater, on the value of the considera-
tion for which the stock was issued, and
(2) if substantially all of such stock
(with the exception noted below) Is
owned by producers who market their
products or purchase their supplies and
equipment through the association. Any
ownership of stock by others than such
actual producers must be satisfactorily
explained in the association's application
for exemption. The association will be
required to show that the ownership of its
capital stock has been xestricted 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 omcer
will not destroy the association's exemp-
tion. Likewise, if a shareholder for any
reason ceases to be a producer and the
association is unable, because of a consti-
tutional restriction or prohibition or
other reason beyond the control of the
association, to purchase or retire the
stock of such nonproducer, the fact that
under such circumstances a small
amount of the outstanding capital stock
is owned by shareholders who are no
longer producers will not destroy the ex-
emption The reftrIction placed on the
ownership of capital stock of an exempt
cooperative association shall not apply to
nonvoting preferred stock, provided the
owners of such stock are not entitled or
permitted to participate, directly or indi-
rectly, in the profits of the association,
upon dissolution or otherwise, beyond
the fixed dividends. The accumulation
and maintenance of a reserve required by
State statute, or the accumulation and
-maintenance of a reasonable reserve or
surplus for any necessary purpose, such

as to provide for the erection of build-
ings and facilities required in business or
for the purchase and installment of ma-
chinery and equipment or to retire in-
debtedness incurred for such purposes,
will not destroy the exemption. An as-
soclation will not be denied exemption
because it markets the products of non-
members, provided the value of the prod-
ucts marketed for nonmembers does not
exceed the value of the products mar-
keted for members. Anyone who shares
in the profits of a farmers' cooperative

amrketing association, and is entitled to
participate In the management of the as-
sociation, must be regarded as a member
of such association within the meaning
of section 101 (12).

(b) Cooperative associations engaged
In the purchasing of supplies and equip-
ment for farmers, fruit growers, live-
stock growers, dairymen, etc., and turn-
Ing over such supplies and equipment to
them at actual cost, plus the necessary
operating expenses, are exempt. The
term "supplies and equipment! as used
in section 101 (12) includes groceries and
all other goods and merchandise used
by farmers in the operation and mainte-
nance of a farm or farmer's household.
The provisions of paragraph (a) of this
section relating to a reserve or surplus
and to capital stock shall apply to asso-
ciations coming under this paragraph.
An association which purchases sup-
plies and equipment for nonmembers will
not for such reason be denied exemp-
tion, provided the value of the purchases
for nonmembers does not exceed the
value of the supplies and equipment pur-
chased for members, and provided the
value of the purchases made for non-
members who are not producers does not
exceed 15 percent of the value of all its
purchases.

c) In order to be exempt under either
paragraph (a) or (b) of this section an
association must establish that it has no
net income for Its own account other
than-that reflected in 2 reserve or sur-
plus authorized in paragraph (a).. An
association engaged both in marketing
farm products and in purchasing sup-
plies and equipment is exempt if as to
each of Its functions it meets the require-
ments of the Internal Revenue Code.

usiness 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 ac-
tually operated in the manner and for
the purposes specified in section 101 (12).
(d) Cooperative organizations engaged

in occupations dissimilar from those of
farmers, fruit growers, and the like, such
as marketing building materials, are not
exempt.

[(Sc. OL Zxsw-n s wznor rx o:r co'o-
umos--as amended by sec. 217 (a), Rev.
Act 1939; recs. 137 (a), 165 (a), Rev. Act
1942.

[The folloWing organizations shall be ex-
empt from taxation under this chapter:-]

(13) Corporations organized by an asso-
elatlon exempt under the provisions of para-
graph (12), or members thereof, for the
purpme of financing the ordinary crop op-
erations of such members or other prcdu=rs,
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and operated in conjunction with such asso-
ciation. Exemption shall not be denied any
such corporation because it has capital stock,
if the dividend rate of such stock is fixed at
not to exceed the legal rate of interest in the
State of incorporation or 8 per centum per
annum, whichever is greater, on the value
of the consideration for which the stock was
issued, and if substantially all such stock
(other than nonvoting preferred stock; the
owners of which are not entitled or permitted
to participate, directly or indirectly, in the
profits of the corporation, upon dissolution
or otherwise, beyond the fixed dividends) is
owned by such association, or m e m b e r s
thereof; nor shall exemption be denied any
such corporation because there -is accumu-
lated and maintained by it a reserve required
by State law or a reasonable reserve for any
necessary purpose; .

§ 29.101 (13)-1 Corporations organ-
ized to finance crop operations. Corpo-
rations organized by farmers' cooperative
marketing or purchasing associations, or
the members thereof, for the purpose of
financing the ordinary crop operations
of such members or other producers are
also exempt, provided the marketing or
purchasing association is exempt under
section 101 (12), and the financing cor-
poration Is operated in conjunction with
the marketing or purchasing association.
The provisions of § 29.101 (12)-i relat-
ing to a reserve or surplus and to capital
stock shall also. apply to corporations
coming under this section.

[SEC. 101. ExrmPTiONd PROM TAX ON COR-
PoRATIoNs-as amended by see. 217 (a), Rev.
Act 1939; sees. 137 (a), 165 (a), Rev. Act
1942.1 -

[The following organizations slhall be ex-
empt from taxation under this chapter-]

(14) Corporations organized for the ex-
clusive purpose of holding title to property,
collecting income therefrom, and turning
over the entire amount thereof, less expenses,
to an organization which itself Is exemlkt
from the tax Imposed by this chapter:

(15) Corporations organized under Act of
Congress, if sucti corporations are instru-
mentalities of the United States and if, under
such Act, as amended and supplemented,
such corporations are exempt from Federal
Income taxes;

(16) Voluntary employees' beneficiary, as-
sociations providing for the payment of life,
sick, accident, or other benefits to the mem-
bers of such association or their dependents,
if (A) no part of their net earnings inures
(other than through such payments) to the
benefit of any private shareholder or indi-
vidual, and (B) 85 per centum or more of
the income consists of amounts collected
from members and amounts- contributed to
the association by the employer of the mem-
bers for the sole purpose of making 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
treaury, even if such associations or cor-
porations engage in business for the common
benefit of the members, but only if the mem-
bers thereof include (at the time of filing
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.

§ 29.101 (18)-i Religious or apos-
tolic associations or corporations. Re-
ligious or apostolic associations or cor-
porations are exempt from taxation un-
der chapter 1 if they have a common
treasury or community treasury, even
though they engage in business for the
common benefit of the members, pro-
vided each of the members includc. (at
the time of filing his return) in his gross
income his entire pro rata share, wheth-
er distributed or not, of the net income
of the association or corporation for the
taxable year of the association or cor-
poration ending with or during his tax-
able year. -Any amount so included in
the gross income of a member shall be
treated as a dividend received.

Every association or corporation claim-
ing exemption as a religious or apostolic
association or corporation under the
provisions of section 101 (18) and this
section shall make for each taxable year
a return stating specificallyT the items
of its gross income and deductions, and
its net income, and there shall be at-
tached to the return as a-part thereof a
statement showing the- name and ad-
dress of each member of the association
or corporation and the amount of his
distributive share of the net income of
the association or corporation for such
year. If the taxable year of any mem-
ber is different from the taxable year of
the association or corporation, the dis-
tributive share of the net income of the
association or corporation to be included
in the gross income of the member for
his taxable year shall be based upon the
net income of the association or cor-
poration for the taxable year of the as-
sociation or corporation ending within
the taxable year of the member.

[SEC. 101. EXEMTIONS FROM TAX ON CORPORA-
TioNs-as amended by sec. 217(a), Rev. Act
193? sees. 137 (a.), 165 (a), Rev. Act 1942.]

[The following organizations shall be ex-
empt from taxation under this chapter-]
. (19) 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
or 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.

SEc. 102. SURTAX ON CORPOATiONs nIP5oP-
ERLY ACCUMULATING SUPLUS [as amended by
sec. 211 (f), Rev. Act 1939; sees. 103 (d),
202 (b), Rev. Act 1941; secs. 105 (e), 135 (b),
138, Rev. Act 1942.]

(a) Imposition of tax. There 'shall 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 sectiol 501 or a foreign
personal holding company as defined in Sup-
plement P) if such corporation, however
created or organized, is formed or availed of
for the purpose of preventing the imposition
of the surtax upon its shareholders or the
shareholders .of any other corporation,,
through the medium of permitting earnings
or profits to accumulate Instead of be-ng di-

vided or distributed, a surtax equal to the
sum of the following:

27V per centum of the amount of the un-
distributed section 102 not income not in
excess of $100,000, plus

38Y2 per centum of the undistributed sec.
tion 102 net income in excess of $100,O00.

(b) Prima facie evidence. The fact that
any corporation is a mere holding or invest-
ment company shall be prima fMcle evidence
of a purpose to avoid surtax upon share-
holders.

(c) Evidence determinative of purpose.
The fact that the earnings or profits of a
corporation are permited to accumulate be-
yond the reasonable needs of the business
shall be determinative of the purpose to
avoid surtax upon shareholders unless the
corporation, by the clear preponderance of
the evidence shall prove to the contrary.

(d) Definitions. As used In this chapter-
(1) Section 102 net income. The term

"section 102 net income" means the net in-
come, computed without the benefit of the
capital loss carry-over provided in section
117 (e) from a taxable year which begins
after December 31, 1940, and computed with-
out the net operating loss deduction pro-
vided in section 23 (s), minus the sum of-

(A) Taxes. Federal income, war-profits,
and excess-profits taxes (other than the tax
imposed by subchapter E of chapter 2 for a
taxable year beginning after December 31,
1940) paid or accrued during the taxable
year, to the extent not allowed as a deduc-
tion by section 23, but not including the
tax Imposed by this section or a corresponding
section of a prior income-tax law.

(B) Disallowed charitable, eto., contribu-
ions. Contributions or gifts payment of
which Is made within the taxable year, not
otherwise'allowed as a deduct Ion, to or for
the use of donees described in section 23 (o),
for the purposes therein specified.

(C) Disallowed losses. Losses from sales or
exchanges of capital assets which are dis-
allowed as a deduction by section 117 (d).

(D) Income subject to excess-profits tax.
The credit for income subject to the tax im-
posed by subchapter E of chapter 2 pro-
vided in section 26 (e).

(2) Undistributed section 102 net Income.
The term "undistributed section 102 net in-
come" means the section 102 net Income
minus the basic surtax credit provided in
section 27 (b), but the computation of such
credit under section 27 (b) (1) shall be made
without Its reduction by the amount of the
credit provided in section 26 (a), relating
to interest on certain obligations of the
United States and Government corporations.

(e) Tax on personal holding companies.
For surtax, on personal holding companies,
see section 500.

(f) Income not placed on annual basis.
Section 47 (c) shall not apply il the compu-
tation of the tax Imposed by this section.

§ 29.102-1 Taxation of corporation
formed or utilized for avoidance of sur-
tax. Section 102 imposes (in addition to
other taxes imposed by chapter 1) a
graduated income tax or surtax upon
any domestic or foreign corporation
formed or availed of to avoid the Impo-
sition of the Individual surtax upon its
shareholders or the shareholders of any
other corporation through the medium
of permitting earnings or profits to ac-
cumulate instead of dividing or distribut-
ing them. However, personal holding
companies, as defined In section 501, and
foreign personal holding companies, as
defined in Supplement P (see section
331), are excepted from taxation under
section 102. The surtax imposed by sec-
tion 102 applies whether the avoidance
was accompYshed through- the forma-
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lion or use of only one corporation or
a chain of corporations. For example, if
the capital stock of the M Corporation is
held by the N Corporation so that the
dividend distributions of the M Corpora-
tion would not be returned as income
subject to the individual surtax until dis-
tributed in turn by the N Corporation to
its individual shareholders, nevertheless
the surtax imposed by section 102 applies
to the M Corporation, if that corporation
1i formed or availed of for the purpose
of preventing the imposition of the indi-
vidual surtax upon the individual share-
holders of the N Corporation.

A foreign corporation, whether resi-
dent or nonresident, formed or availed of
for the purpose specified in section 102
is subject to the tax imposed thereby if
it derives income from sources within the
United States as defined'in section 119
and the regulations thereunder, if any
of its shareholders are (1) citizens or
residents of the United States and there-
fore subject to the surtax with respect
to distributions of the corporation or (2)
nonresident alienindividuals who, by the
application of section211 (b) or section
211 (c), would be subject to the surtax
with respect to distributions of the cor-
poration which if made would constitute
income from sources within the United
States (see section 119) or (3) foreign
qorporations if any beneficial interest
therein Is owned directly or indirectly by
any shareholder specified In (1) or (2).
On the other hand, the tax imposed by
section 102 will not apply even though a
foreign corporation, whether resident or
nonresident derives income from sources
within the United States, If all of its
shareholders are nohresident alien Indi-
viduals who, by the application of section
211 (a),would not be subject to surtax
with respect to distributions of the cor-
poration if made.

For the computation of the surtax see
§ 29-102-4.

§ 29.102-2 Purpose to avoid surtax;
evidence; burden of Proof; definition of
holding or investment company. The
Commissioner's determination that a
corporation was formed or availed of for
the purpose of avoiding the individual
surtax is subject to disproof by 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 par-
ticular circumstances of each case. In
other words, a corporation is subject to
taxation under section 102 if it is formed
or availed of for the purpose of prevent-
ing the imposition of surtax upon share-
holders through the medium of permit-
ting earnings or profits to accumulate,
even though the corporation is not a
mere holding or investment company
and does not have an unreasonable ac-
cumulation of -earnings or profits; and
on the other hand, the fact that a cor-
poration is such a company or has such
an accumulation is not absolutely con-
elusive against it if, by clear and con-
vincing evidence, the taxpayer satisfies
the Commissioner that the corporation
was neither formed nor availed of for

the purpose of avoiding the individual
surtax. All the other circumstances
which might be construed as evidence
of the purpose to avoid surtax cannot be
outlined, but among other things the
following will be considered (1) Dealings
between the corporation and its share-
holders, such as withdrawals by the
shareholders. as personal loans or the
expenditure of funds by the corporation
for the personal benefit of the share-.
holders, and (2) the investment by the
corporation of undistributed earnings in
assets having no reasonable connection
with the business. The mere fact that
the corporation distributed a large por-
tion of Its earnings for the year In ques-
tion does not necessarily prove that
earnings were not permitted to accumu-
late beyond reasonable needs or that the
corporation was not formed or availed
of to avoid surtax upon shareholders.

If the Commissioner determines that
the corporation was formed or availed of
for the purpose of avoiding the individ-
ual surtax through the medium of per-
mitting earnings or profits to accumu-
late, and the faxpayer contests such de-
termination of fact by litigation, the
burden of proving the determination
wrong by a preponderance of evidence,
together with corresponding burden of
first going forward with evidence, is on
the taxpayer under principles applicable
to income tax cases generally, and this is
so even though the corporation Is not a
mere holding or Investment company
and does not have an unreasonable ac-
cumulation of earnings or profits. How-
ever, if the corporation is a mere holding
or investment company, then the In-
ternal "evenue Code gives further
weight to the presumption of correct-
ness already arising from the Commis-
sioner's determination by expressly pro-
viding an additional presumption of the
existence of a purpose to avoid surtax
upon shareholders, while if earnings or
profits are permitted to accumulate be-
yond the reasonable needs of the busi-
ness, then the Code adds still more
weight to the Commissioner's deter-
mination by providing that irrespective
of whether or not the corporation is a
mere holding or investment company,
the existence of such an accumulation
Is determinative of the purpose to avoid
surtax upon shareholders unless the tax-
payer proves the contrary by such a clear
preponderance of all evidence that the
absence of such a purpose is unmistak-
able.

A corporation having practically no
activities except holding property, and
collecting the income therefrom or in-
vesting therein, shall be considered a
holding company within the meaning of
section 102. If the activities further In-
clude, or consist substantially of, buying
and selling stocks, securities, real estate,
or other investment property (whether
upon an outright or a marginal basis) co
that the income is derived not only from
the Investment yield but also from
profits upon market fluctuations, the
corporation shall be considered an In-
vestment company within the meaning'
of section 102.

29.102-3 Unreasonable accumula-
tion of Prolits. An accumulation of
earnings or profits (including the un-
distributed earnings or profits of prior
years) Is unreasonable if it Is not re-
quired for the purposes of the business,
considering all the circumstances of the
case. It is not intended, however, to
prevent accumlatons of surplus for the
reasonable needs of the business if the
purpose Is not to prevent the imposi-
tion of the surtax. No attempt is
here made to enumerate all the ways
In which earnings or prpfits of a cor-
poration may be accumulated for the
reasonable needs of the business. Un-
distributed income Is properly accumu-
lated if retained for working capital
needed by the business; or if invested in
additions to plant reasonably required
by the business; or if In accordance with
contract obligations placed to the credit
of a sinking fund for the purpose of re-
tiring bonds Issued by the corporation.
The nature of the investment of earnings
or profits is immaterial if they are not in
fact needed in the business. Among
other things, the nature of the business,
the financial condition of the corporation
at the close of the taxable year, and- the
use of the undistributed earnings or,
profits will be considered in determining
the reasonableness of the accumulations.

The business of a corporation is not
merely that which it has previously
carried on, but includes in general any
line of business which it may undertake.
However, a radical change of business
when a considerable surplus has been
accumulated may afford evidence of a
purpose to avoid the surtax. If one cor-
poration owns the stock of another cor-
poration in the same or a related line of
business and in effect operates the other
corporation, the business of the latter
may be considered in substance although
not in legal form the business of the
first corporation. Earnings or profits
of the first corporation put into the sec-
ond through the purchase of stock or
otherwise may, therefore, if a subsidiary
relationship is established, constitute
employment of the income in its own
business. Investmentbya corporaion of
Its income in stock and securities of an-
other corporation is not of itself to be
regarded as employment of the income
in Its business. The business of one cor-
poration may not be regarded as includ-
ing the business of another unless the
other corporation Is a mere instrunen-
tallty of the first; to establish this it is
ordinarily essential that the first cor-
poration own all or substantially all of
the stock of the second.

The Commissioner, 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 (c).)

§ 29102-4 Computation of undistrib-
uted section 102 -net income. In ascer-
taining -the tax basis for corporations
subject to the provisons of section 102,
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the "section 102 net income" is first com-
puted. This is accomplished in the case
of a domestic corporation by subtract-
ing from the corporate net income (as
defined in sections 21 and 204) computed
without the benefit of the capital loss
carry-over provided in section 117 (e)
from a taxable year beginning after De-
cember 31, 1940, and computed without
the net operating loss deduction pro-
vided in section 23 (s), (a) Federal in-
c o m e, war-profits, and excess-profits
taxes (other than the tax imposed by
subchapter E of chapter 2 for a taxable
year beginning after December 31, 1940)
paid or accrued during the taxable year,
to the extent not allowed as a deduction'
by section 23 (c), but not including-the
graduated income tax or surtax imposed
by section 102 or corresponding sections
of prior Revenue Acts; (b) contributions
or gifts payment of which is made within
the taxable year, not otherwise allowed
as a deduction, to or for the use of donees
described in section 23 (o) and § 29.23
(o)-i 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 tax-
able year. In the case of a foreign cor-
poration, whether resident or nonresi-
dent, which files or causes -to be filed a
return the "sect i on 102 net income"
means the net I n c o m e from sources
within the United States (gross income
from sources within the United States, as°
defined in section 119 and the regulations
thereunder, less statutory deductions)
minus the amount of the deductions
enumerated in (a), (b), and (c) above.
In the case of a foreign corporation,
whether resident or nonresident, which
files no return the "section 102 net in-
come" 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.) In the case-of a taxable
year of less than 12 months on account of
a change in the accounting period of the
corporation, the corporate net income is
complUted on the basis of the period in-
cluded In the taxable year, and is not
placed on an annual basis under the pro-
visions of section 47 (c).

The "section 102 net income" includes
interest upon obligations of the United
States and obligations of a corporation
organized under Act of Congress, if such
corporation is an instrumentality of the
United States, except as provided in sec-
tion 22 (b) (4). The "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 sec-
tion 26 (a), relating to interest on cer-

tain obligations of the United States and
Government corporations.

Sc. 103. RATES Or TAX oN crrzs Am coRP-
ORATIONS OF CERTAIN FOREIGN COUNTRIES [as

amended by sees. 163 (b), 172 (c), Rev. Act.
1942].

Whenever the President finds that, under
the laws of dny foreign country, citizens or
corpbrations of United States are being sub-
jected to discriminatory or extraterritorial
taxes, the President shall so proclaim and the
rates of tax imposed by sections 11, 12, 13, 14,
201 (a), 204 (a), 207, 211 (a), 231 (a), 362,
and 450 shall, for the taxable year during
which such proclamation is made and for
each taxable year thereafter, be' doubled in
the, case of each citizen and corporation of
such foreign country; but the tax at such
doubled rate shall be considered as imposed
by sections 11, 12, 13, 14, 201 (a), 204 (a),
207, 211 (a), 231 (a), 362, and 450, as the
case may be. In no case shall this section
operate to increase the taxes imposed by such
sections (computed without regard to this
section) to an amount in excess of 80 per
centum of the net income of the taxpayer.
Whenever the President finds that the laws
of any foreign country with respect to which
the President has made a proclamation under
the preceding provisions of this section have
been modified so that discriminatory and ex-
traterritorial 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 AND TRUST COMPANIES [as
amended by sec. 202; Rev. Act 1939; sec. 104;
(c), Rev. Act 1941.]

(a) Definition. A§ used in this section the
term "bank" means a bank or trust company
Incorporated and doing business under the
laws of the United States (including laws
relating to the District of Columbia), of any
State, or of any Territory, a substantial part
of the business of which consists of'receiving
deposits and making loans and discounts, or
of exercising fiduciary powers similar to those
permitted to national banks under section
11 (k) of the FederAl Reserve Act, 38 Stat.
262 (U. S. C., Title 12, § 248k), as amended,
and which is subject by law to supervision
and examination by State, Territorial or Fed-
eral authority having supervision over bank-
ing institutions.

(b) Rate of tax. Banks shall be subject to
tax under section 13 or section 14 (b), and
under section 15.

§ 29.104-1 Tax on banks. A bank,
as defined in section 104 (a), is, under
section 104 (b), subject to the tax im-
posed by section 13 if it has a normal-
tax net income of more than $25,000 (see
§ 29.13-1), or to the tax provided by sec-
tion 14 (b) if it has a normal-tax net
income of not ilore than $25,000 (see
§ 29.14-1). Such a bank is also subject
to the surtax imposed by section 15 (see
§ 29.15-1).

SEc. 105. SALE or o. OR GAS PROPERTIES.
In the case of a bona fide sale of any oil or

gas property, or any interest therein, where
the principal value of the property has been
demonstrated by prospecting or exploration
or discovery work done by the taxpayer, the
portion of the tax imposed by section 12 at-
tributable to such sale shall not exceed 30
per centum of the selling price of such prop-
erty or interest.

§ 29.105-1 Surtax on sale of oil or gas
properties. If the taxpayer by prospect-
ing and locating claims, or by explorlng"

or discovering undeveloped claims, has
demonstrated the principal value of oil
or gas property, which prior to his ef-
forts had a relatively minor value, the
portion of the surtax imposed by sec-
tion 12 attributable to a sale of such
property, or of the taxpayer's Interest
therein shall not exceed 30 percent of
the selling price. Shares of stock in
a corporation owning oil or gas prop-
erty do not constitute an Interest In
such property. To determine the appli-
cation of section 105 to a particular case,
the taxpayer should first compute the
surtax imposed by section 12 upon his en-
tire surtax net income, including the net
income from any sale of such property or
interest therein, without regard to sec-
tion 105. The proportion of the surtax,
so computed, indicated by the ratio which
the taxpayer's net Income from the sale
of the property or interest therein, com-
puted as prescribed in this section, bears
to his total net income is the portion of
the surtax attributable to such sale, and
if it exceeds 30percent of the selling price
of such property or interest, such portion
of the surtax shall be reduced to that
amount.In deternilning the portion of the net
income attributable to the sale of such
oil or gas property or interest therein,
the taxpayer shall allocate to the gross
income derived from such sale, and to
the gross income derived from all other
sources, the expenses, losses, and other
deductions properly appertaining there-
to and shall apply any general expenses,
losses, and deductions (which cannot
properly be otherwise apportioned)
ratably to the gross income from all
sources. The gross Income derived from
the sale of %uch oil or gas property or
interest therein, less tho deductions
properly appertaining thereto and less
its proportion of any general deductions,
shall be the net income attributable to
such sale. The taxpayer shall submit
with his return, a statement fully ex-
plaining the manner In which such ex-
penses, losses, and deductions are allo-
cated or apportioned,

SEC. 106. CLAnS AGAINST UNITED STATES
INVOLVING ACQUISITION Or PROPERTY.

In the case of amounts (other than in-
terest) received by a taxpayer from the
United States with respect to a claim against
the United States involving the acqtilsition
of property and remaining unpaid for more
than fifteen years, the portion of the tax
imposed by section 12 attributable to such
receipt shall not exceed 30 per centum of the
amount (other than interest) so received.

§29.106-1 Surtax on certain amounts
received from the United States. The
method of computation provided for in
§ 29.105-1, relating to the limitation on
surtax on the sale of oil or gas properties,
shall be applicable In computing, under
section 106, the surtax Imposed by sec-
tion 12 attributable to certain amounts
received by the taxpayer from the United
States under a claim Involving acquisi-
tion of his property. The surtax limita-
tion provided in section 106 is not ap-
plicable to any amount received from
the United States which constitutes In-
terest, whether such interest was In-
cluded in the claim or in any Judgment
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thereon or has accrued on such judg-
ment.

SEC. 107. COIPENSATION FOR SRVICES REN-
DERED FOR A PERIOD OP TERT-SIK MONT33S OR
wonE [as added by sec. 220 (a), Rev. Act 1939.
and as amended by' sec. 139 (a), Rev. Act
1942.]

(a) Personal services. f at least 80 per
centum of the total compensation for personal
services covering a period of thirty-six calen-
dar months or more (from the beginning to
the completion of such services) is received
or accrued in one taxable year by an indi-
vidual or a partnership, the tax attributable
to any part thereof which is included in the
gross income of any individual shall not be
greater than the aggregate of the taxes attrib-
utable to such part had it been included In

,the gross income of such individual ratably
over that part of the period which precedes
the date of such receipt or accrual.

(b) Patent, copyright, etc. For the purposes
of this subsection, the term "artistic work or
invention", in the case of an individual, means
a literary, musical, or artistic composition of
such individual or a patent or copyright cov-
ering an invention of or a literary, musical.
or artistic composition of such individual, the
work on which by such individual covered a
period of thirty-six calendar months or more
from'the beginning to the completion of such
composition or invention. If, in the taxable
year, the gross income of any individual from
a particular artistic work or invention by him
is not less than 80 per centum of the gros
income in respect of such artistic work or in-
vention in the taxable year plus the gross
income therefrom in previous taxable years
and the twelve months immediately suc-
ceeding the close of the taxable year, the tax
attributable to the part of such gross income
of the taxable year which is not taxable as
a gain from the sale or exchange of a capital
asset held for more than 6 months shall not
be greater than the aggregate of the taxes
attributable to such part had it been received
ratably over that part of the period preceding
the close of the taxable year but not more
than thirty-six calendar months.

(c) Fractional parts of-a month. For the
purposes of this section a fractional part of
a month shall be disregarded unless it
amounts to more than half a month in which
case it shall be considered as a month.

§ 29.107-1 Personal services. Section
107 (a) provides that if at least 80 per-
cent of the total compensation for per-
sonal services covering a period of 36 cal-
endar months or more (from the begin-
ning to the completion of such services)
is received or accrued in one taxable year
by an individual or a partnership, then
the tax attributable to any part of such
amount which is included in the gross
income of any individual shall not be
greater than the iggregate of the taxes
attributable to such part had such part
been included in the gross income of
such individual ratably over that part
of the period of service which precedes
the date of such receipt or accrual.
Thus, for example, if an individual who
makes his returns on a calendar year
basis and on the basis of cash receipts
and disbursements commences personal
services on February 17, 1942, and com-
pletes them on July 1, 1945, and is paid
$8,000 for such services on the completion
date, he is entitled to the benefits of sec-
tion 107 (a), provided the $8,000 is at
least 80 percent of the total compensa-
tion paid or to be-paid to such individual
for such services; and the tax attributa-
ble to the $8,000 received in 1945 and in-
cluded in the individual's gross income

for such year shall not be greater than
the tax attributable to such amount, had
it been received ratably over the calendar
months included in the period from Feb-
ruary 17, 1942, to July 1, 1945. However,
if such individual receives an additional
$5,000 in 1946 for such services, he is not
entitled to thebenefits of section 107 (a)
with respect to eitber the $8,000 or the
$5,000, for the reason that he does not
receive in one taxable year at least 80
percent of the total compvniation for
such services. Also, for example, If an
individual who makes his returns on the
calendar year basis and on the basis of
cash receipts and disbursements com-
mences personal services on March 3,
1940, and completes them on August 22,
1943, and is paid a total compensation
of $10.000 for such services on July 5,
1942, he is entitled to the benefits of sec-
tion 107 (a); and the tax attributable
to the $10,000 received in 1942 and in-
cluded in such individual's gross income
for such year shall not be greater than
the tax attributable to such amount, had
it been received ratably over the calen-
dar months included in the period from
March 3, 1940, to July 5, 1942, the date
on which the $10,000 was received.
However, if such individual receives an
additional $7,000 for such services on
May 1, 1943, he is not entitled to the
benefits of section 197 (a) for the reason
that he does not receive in one taxable
year at least 80 percent of the total com-
pensation for such services.

It is immaterial when the personal
services are rendered provided at-least
36 calendar months elapse from the be-
ginning to the completion of the servicL-.
For the purposes of this section, a frac-
tional part of a month is to be disre-
garded unless it amounts to more than
half a month, -in which case it is to be
considered as a month.

It is not necessary, in order for section
107 (a) to be applicable, that the individ-
ual who includes in his gross income com-
pensation for such personal service s be
the person who renders the services. For
example, a partner who shares in the
compensation for such personal services
rendered by the partnership may be en-
titled to tle benefits( of section 107 (a),
notwithstanding that he took, no part
in the rendering of such services.

The first step in determining whether
the limitation In section 107 (a) relative
to the amount of tax is applicable Is the
computation of the amount of tax in the
current taxable year attributable to that
part of the compensation which is in-
cluded in the gross income of the tax-
payer for such year. The tax attrib-
utable to such ompensation is the
difference between the tax for such tax-
able year computed with the inclusion of
such compensation in gross income and
the tax for such taxable year computed
without including such compensation in,
gross income.

The next step is to compute the tax
attributable to such compensation in
each of tie taxable years (including the
current taxable year) within which falls
one or more calendar months included
in the part of the period of service which
precedes the date such compensation is
received or accrued, as if the compensa-

tion had been received or accrued in
equal portions In each of such calendar
months. For what constitutes a taxable
year, see section 48 (a). The amount
of the tax attributable to such -compen-
sation in each such taxable year is the
difference between the tax for such year
computed with the inclusion of an allo-
cable portion of such compensation in
gross income and the tax for such year
computed without including any part of
such compensation in gross income. The
portion of the compensation allocable to
each such taxable year is an amount
equal to the entire amount of such com-
pensation received or accrued in the cur-
rent taxable year, divided by the entire
number of calendar months included
within the part of the period of service
which precedes the date such compensa-
tion Is received or accrued, and multi-
plied by the number of such calendar
months falling within the particular tax-
able year.

The tax for the current taxable year
shall be the tax for sdch year computed
without including the compensation for
personal services in gross income, plus-
(1) the amount of tax for such taxable
year attributable to such compensation
(computed In accordance with the
second preceding paragraph) or (2) the
sum of the taxes attributable to such
compensation had it been received in
equal portions in each of the calendar
months included within the part of the
period of service which precedes the date
such compensation is received or ac-
crued (omputed in accordance with the
preceding paragraph), which ever is the
smaller.

The method of allocating compensa-
lion for personal services to the taxable
years in which falls any of the calendar
months included within the part of the
period of service which precedes the date
such compensation is received may be
illustrated by the following examples, in
each of which the taxpayer makes his
return on the cash receipts and dis-
bursements basis:

Example (1). On November 1, 1942, A, an
Individual, who makes his income tax re-
turns on a, calendar year basis, receives
C40., the entire compensation for the per-
formance of pervonal Services covering a 40-
month period bg-ninning on June 1, 1939, and
ending on Scptember 30, 1942. For the pur-
pL-2 of determining whether the agregate of
the taxes attributable to the $40,009 compen-
sation. bad it been received in equal portion
in each of the calendar months included
within the part of the perlcd of service which
precde-z the date the compensation Is re-
celved (in this case the entire pericd of serv-
Ica), s leas than the tax attributable to Such
compensation In the taxable year I-42,
01,00 (640, 00 dividsd by 40) must be allo-
cated to each of the calendar months In-
cluded within the period of service. Thus,
07,M0 is allocated to 1939, $12CD to 19-0,
012,020 to 1941, nd F9,000 to 19M2 (the cur-
rent taxable year).

Example (2). Assume the same facts as in
example (1) except that A maes his Income
tax returns on the basis of the fiscal year
July 1 to June 30. The 80.000 is allccated
a follovza: $1,000 to the taxable year ended
June 30, 1939, 012,CCO each to the taxable
ycars ended June 30, 1940, June 30, 1941,
and June 30, 1942. and $3.000 to the tax-
able year ending June 30, 1943 (the current
taxablo year).
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Example (3). Assume the same facts as
In example (1) except that A receives the
$40,000 on February 1, 1942 (before com-
pletion of the services), instead of Novem-
ber 1, 1942. There arp 32 calendar months
included within the part of the period of
service which precedes the date the com-
pensation is received. Accordingly, $1,250
($40,000 divided by 32) must be allocated to
each of the calendar months Included with-
in the period from June 1, 1939, to February
1, 1942. Thus $8,750 is allocated to 1939,
$15,000 to 1940, $15,000 to 1941, and $1,250
to 1942 (the current taxable year).

Example (4). B, an individual, who makes
his income tax returns on a calendar year
basis, renders personal services covering a
40-month period beginning on May 1, 1939,
and ending on August 31, 1942. The total
compensation for such services is $74,000, of
which $34,000 is paid to B on lMarch 1, 1942,
and $40,000 on August 31, 1942. Using the
method'of allocation illustrated in exam-
pie (1), the $40,000 payment must be-allo-
cated to the 40 calendar months included
within the entire period of service. Accord-
ingly; with respect to the $40,000 payment,
$8,000 is allocated to 1939, $12,000'to 1940,
$12,000 to 1941, and $8,000 to 1942 (the cur-
rent taxable year). Using the method of
allocation illustrated in example (3), the
$34,000 payment must be allocated to the
34 calendar months included within the part
of the period of service which precedes the
date such payment is received (March 1,
1942). Accordingly, with respect to the
$34,000 payment, $8,000 is allocated to 1939,
$12,000 to 1940, $12,000 to 1941, and $2,000
to 1942 (the current taxable year). The en-
tire compensation of $74,000 will, therefore,
be allocated as follows: $16,000 to 1939, $24,-
000 to 1940, $24,000 to 1941, and $10,000 to
1042 (the current taxable year).

If. an individual, in computing this in-
come tax for a'particular taxable year,
avails himself of the benefits of section
107 (prior or subsequent to its amend-
ment by section 139 of the Revenue Act
of 1942) with respect to compensation
received or accrued in such year for per-
sonal services, and in a subsequent tax-
able year receives or accrues compensa-
tion for other personal services, all or, a
part of the period of which services is
the same as the period of the services for
which he was compensated in the pre-
vious taxable year, then he must, in
availing himself of the benefits of section
107 for such subsequent taxable year,
take into considefation the fact that he
has previously allocated compensation
to all or a part of the period of service.
For example, an individual commences
the performance of personal services for
A on January 1, 1937, and completes
them on December 31, 1941. On Decem-
ber 31, 1941, he receives $60,000 in full
compensation therefor. In his return
for the calendar year 1941, he allocates
$1,000 to each of the 60calendar months
Included within the period of service and
determines his income tax under'the
provisions of section 107 (a). He also
commences the performance of personal
services for B on January 1, 1939, and
completes them on December 31, 1942.
On December 31, 1942, he receives $48,000
in full compensation therefor. If he
wishes to avail himself of the benefits
of section 107 (a) in his return for the
calendar year 1942, he must, in allocat-
ing $1,000 to each of the 48 calendar
months included within the period of
service and computing the tax attribut-

able thereto, include in his income for
the years 1939, 1940, and 1941, for the
purposes of the tentative computation,
the amount of $12,000 previously allo-
cated to each of such years in his return
for the calendar year 1941.

§ 29.107-2 Artistic work or invention.
Section 107 (b) -jrovides that the gross
income of an individual from an artistic
work or invention of such individual
covering a period of 36 calendar months
or more (from the beginning to the com-
pletion thereof) is not less than 80 per-
cent of the sum of (1) the gross income
therefrom in the taxable yeax, and (2)
-the gross income therefrom in previous
taxable years and in the 12 months fol-
lowing the close of the taxable year, then
the tax attributable to such gross income
In the taxable year shall not be greater
than the aggregate of the taxes attribu-
table thereto had it been received ratably
over (1) the part of the period of the
work which precedes the close of the tax-
able year, or (2) a period of 36 calendar
months, whichever of such periods is the
shorter. That part of the gross income
from such artistic work or invention
which is taxable as a gain from the sale
or exchange of a capital asset held for
more than six months is excluded from
the benefits of section 107 (b).

For the purposes of this section, the
term "artistic work or invention" means
a literary, musical, or artistic composi-
tion, or a patent or copyright covering
an invention or a literary, musical, or
artistic composition. Also, for the pur-
poses of this section, a fractional part of
a month is to be disregarded unless it
amounts to more than half a month, in
which case it is to be considered as a
month.

The first step in determining whether
the limitation in section 107 (b) relative
to the amount of tax is applicable is
the computation of the amount of tax
in the current taxable year attributable
to the gross income received or accrued
in such year from the artistic work or
invention. The tax attributable to such
income is the difference between the tax
for such taxable year computed with the
inclusion in gross income of the gross
income from the artistic work or inven-
tion and the tax for such taxable year
computed without including in gross in-
come the gross income from the artistic
work or invention.

The next step is to compute the tax
attributable to the gross income from the
artistic work or invention in each of the
taxable years (including the current tax-
able year) within which falls one or more
of the calendar months included within
the part of the period of work which pre-
cedes the close of the current taxable
year (not, however, exceeding 36 calen-
dar months), as if the gross income from
the artistic work or invention had been

*received or accrued in equal portions in
each of such calendar months. For what
constitutes a taxable year, see section 48
(a). The amount of tax attributable to
gross income in each such taxable year
from the artisic work or invention is the
difference between the tax for such year
computed with the inclusion in gross in-
come of the gross income from the artis-

tic work or invention and the tax for such
year computed without including in gross
income any part of the gross income
from the artistic work or invention. The
portion of the gross Income from the
artistic work or invention allocable to
each such taxable year is an amount
equal to the entire amount of the gross
income from the artistic work or inven-
tion received or accrued in the current
taxable year, divided by the entire num-
ber (not to exceed 36) of calendar months
included within the part of the period
of work which precedes the close of the
current taxable year, and multiplied by
the number of such calendar months
falling within the particular taxable year.

The tax for the current taxable year
shall be the tax for such year computed
without including in gross income the
gross income from the artistic work or
invention, plus whichever of the follow-
ing is the smaller: (1) The amount of
tax for such taxable year attrbutlible
to the gross income from the artistic
work or invention (computed in accord-
ance with the second preceding para-
graph) or (2) the sum of the taxes at-
tributable to the gross income from the
artistic work or Invention had it been re-
ceived in equal portions in each of the
calendar months (not exceeding 36 cal-
endar months) included within the part
of the period of work which precedes the
close of the current taxable year (com-
puted in accordanqe with the preceding
paragraph).

The method of allocating the gross in-
come from the artistic work or Invention
to the taxable years In which falls any
of the calendar months (not exceeding
36 calendar months) Included within the
part of the period- of work which pre-
cedes the close of the current taxable
year may be Illustrated by the following
examples:

Example (1). On October 1, 1042, A, an
individual, who makes his returns on a calen-
dar year basis and on the basis of cash re-
ceipts and disbursements, receives $30,000 in
full payment for a musical composition, the
work on which was commenced by 4 on
July 10, 1938, and completed on January 29,
1943. Although the period of work covers 65
calendar months, allocations may be made to
only the last 36 calendar months included
within the part of the period of work which
precedes the close of 1942 (the current tax-
able year). Therefore, $1,000 ($30,000 divided
by 36) must be allocated- to each of the 30
calendar months preceding January 1, 1943.
Accordingly, $12,000 is allocated to 1040,
$12,000 to 1941, and $12,000 to 1942 (the cur-
rent taxable year).

Example (2). Assume the same facts as in
example (1) except that the period of work
was commenced by A on July 1, 1941, and
completed on September 1, 1944. Although
the period of work covers 38 calendar months,
allocations may be made to only the 18 calen-
dar months which are Included within the
part" of the period of work which precedes
the close of 1942 (the current taxable year).
Therefore, $2,000 ($36,000 divided by 18) must
be allocated to each of 18 calendar months
preceding January 1, 1943. Accordingly,
$12,000 Is allocated to 1941, and $24,000 to
1942 (the current taxable year),

The principles set forth in the last
paragraph of § 29.107-1, relating to the
manner of allocating compensation for
personal services to a particular calen-
dar month where an allocation for other
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such services has previously been made
to such month, are also applicable with
respect to allocations under section
107 (b).

SEm. 108 [Added by see. 140 (a), Rey. Act
1942-not applicable to taxable years begin-
ning after December 31, 1941].

SEC. 109. WzrE= BEM3sPH - TnADE CoR-
PORATiONS [as added by sec. 141, Rev. Act
1942].

For the purposes of this chapter, the term
"western hemisphere trade corporation"
means a domestic corporation all of whose
business is done in any country or countries
in North, Central, or South America, or In
the West Indies, or in Newfoundland and
which satisfies the following conditions:

(a) If 95 per centum or more of the gross
income of such domestic corporation for the
three-year period immediately preceding the
close of the taxable year (or for such part
of such period during which the corporation
was in existence) was derived from sources
other than sources within the United States;
and

(b) If 90 per centum or more of its gross
income for such period or such part thereof
was derived from the active conduct of a
trade or business.

§ 29.109-1 Western hemisphere trade
corporations. Under the provisions of
section 15 a domestic corporation quali-
fying as a Western Hemisphere trade
corporation is exempt from the surtax
imposed upon corporations generally by
section 15. To so qualify, the following
tests must be met:

(a) Its entire business must be car-
ried on within the geographical limits
of North, Central, or South America, or
in the West Indies, or in Newfoundland;
,and

(b) 95 percent or more of its gross in-
come for the 3:year period immediately
preceding the close of the taxable year
(or for such part of such period during
which the corporation was in existence)
must be derived from sources without the
United States; and

(c) 90 percent or more of its gross in-
come for such period or such part thereof
must be derived from the active conduct
of a trade or business.
A domestic corporation is not excluded
from the exemption merely because, in-
cident to the conduct of its trade or bus-
iness, it retains title in goods to insure
payment for such goods shipped to a
country outside thd geographical areas
enumerated in section 109.

A corporation which claims exemption
as a Western Hemisphere trade corpora-
tion shall attach to its income tax re-
turn a statement showing that its entire
business is done in one or more of the
designated countries, and for the 3-year
period immediately precding the close
of the taxable year (or for such part
thereof during which the corporation was
in existence) (1) its total gross income
from all sources, (2) the amount thereof
derived from the active conduct of a
trade or business, (3) a description of
such trade or business and the facts upon
which the corporation relies to establish
that such trade or business was actively
conducted by it, and (4) the amount of
its gross income, if any, from sources
within the United States. The gross in-
edme from sources without the United
States and within the United States

shall be determined as provided In sec-
tion 119 and the regulations prescribed
thereunder.

COIunTATION OF =ET INCOXE
SE. 111. DrM=A. ,Tro OP ".oUr OF, AZD

acoorarlo oP, GZn? on LOSS.
(a) Computation of gain or loss. The gain

from the sale or other disposition of property
rhl be the excem of the amount reallzed
therefrom over the adjusted bais provided
in section 113 (b) for determining galn, and
the loss shall be the exces of the adjusted
basis provided in such cection for determining
loss over the amount reallzed.

(b) Amountrcal ed. The amount rcall=d
from the sale or other dlposltion of property
shall be the sum of any money received plus
the fair market value of the property (other
than money) received.

(c) Reognftfon of gain or loss. In the
case of a sale or exchange, the extent to which
the gain or los determined under this cec-
tion shall be recognized for the purposes of
this chapter, shall be determined under the
provisions of section 112.

(d) Installment sales. Nothng in tha c-
tion shall be construed to prevenb (in the
case of property cold under contract providing
for payment In installments) the taxation
of that portion of any Installment payment
representing gain or profit in the year in
which such payment is received.

§ 29.111-1 Computation of gain or loss.
Except as otherwise provided, the Inter-
nal Revenue Code regards as income or
as loss sustained, the gain or loss real-
ized from the conversion of property into
cash, or from the exchange of property
for other property differing materially
either in kind or in extent. The amount
realized from a sale or other disposition
of property is the sum of any money re-
ceived plus the fair market value of any
property which is received. The fair
market value of property Is a question of
fact. but only in rare and extraordinary
cases will property be considered to have
no fair market value. The general
method of computing such gain or loss
is prescribed by section 111, which con-
templates that from the amount realized
upon the sale or exchange there shall be
withdrawn a sum sufficient to restore the
adjusted basis prescribed by section 113
(b) and §§ 29.113 (b) (1)-1 to 29.113 (b)
(3)-2, inclusive UI. e., the cost or other
basis provided by section 113 (a), ad-
justed for receipts, expenditures, losses,
allowances, and other items chargeable
against and applicable to such cost or
otherx basis). The amount which re-
mains after the adjusted bhsis has been
restored to the taxpayer constitutes the
realized gain. If the amount realized
upon the sale or exchange is insufficient
to restore to the taxpayer the adjusted
basis of the property, a loss is sustained
in the amount of the insufficiency. The
basis may be different depending upon
whether gain or loss Is being computed.
. Even though property Is not sold or
otherwise disposed of, gain (includible in
gross income under section 22 (a) as
"gains or profits and income derived from
any source whatever") Is realized if the
sum of all the amounts received which
are required by section 113 (b) to be ap-
plied against the basis of the property
exceeds such basis. On the other hand,
a loss is not ordinarily sustained prior to
the sale or other disposition of the prop-

erty, for the reason that until such sale
or other disposition occurs there remains
the possibility that the taxpayer may re-
cover or recoup the adjusted basis of the
property. Until some identifiable.event
fixes the actual sustaining of a loss and
the amount thereof the nternal Reve-
nue Code takes no account of it. The
provisions of this paragraph may be il-
lustrated by the following example:

Example. A purcbased certain shares of
stcc: subequent to February 28, 1913. for
810.0. On January 1, 1942, A's adjusted
b"n .Ai for the stock had been reduced to $1,00.
by reason of receipts and distributions de-
scribed in section 113 (b) (1) (A) and (D).
He received in 1942 a further distribution of
05,00, being a distribution described in sec-
tion 113 (b) (1) (D). This distribution ap-
plied against the adjusted basis as required
by section 113 (b) (1) (D) exceeds that basis
by C4.00. The amount of the excesr, namely,
84.000, is a gain realized by A in 1942 Includ-
Ible. as a gain from the stock, in gross income
in his return for that calendar year. In com-
puting gain from the stock, as in adjusting
baslos , no distinction is made between items
of receipts or distributions described in sac-
tlon 113 (b). If A sells the stocki n lg43 for
85,000, he realizes In 1943 a gain of $5,CO,
since the adjusted basis of the stock for the
purpoe of computing gain or loss from the
sale Is zero.

In the case of property sold on the
installment plan, special rules for the
taxation of the gain are prescribed in
section 44.

Smc. 112. Rcmnon o.- GAM on Loss [as
-amended by sec. 213 (a) (b) (c), Rev. Act
1939. ceca. 142 (a), 151 (d) (e), Rev. Act
1942.1

(a) General rule. Upon the sale or ex-
change of property the entire amount of the
gain or 1c=, determined under section III,
shall be recognized, except as hereinafter
provided in this section.

§ 29.112 (a)-I Sales or exchanges.
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 amountof 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 con-
trolling, and that gain or loss shall not
be recognized at the time of the ex-
change. The underlying assumption of
these exceptions is that the new prop-
erty is substantially a continuation of
the old investment still unliquidated;
and, in the case of reorganizations, that
the new enterprise, the new corporate
structure, and the new property are sub-
stantially continuations of the old stl
unliquldated.

The Internal Revenue Code makes
specific provision for the case in which,
In addition to property which m! -be re-
ceived tax free on the exchange, there is
received as boot other property or mcraey.
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In such a case gain Is recognized to the
extent of the boot (see section 112 (c)
and (d)), but no loss of any kind is
recognized (see section 112 (e)).

The exceptions from the general rule
requiring the recognition df all gains and
losses, like other exceptions from a rule
of taxation of general and uniform ap-.
plication, are strictly construed and do
not extend either beyond the words or
the underlying assumptions and pur-
poses of the exception. Nonrecognition
is accorded by the Internal Revenue
Code only if the exchange is one which
satisfies both (1) the specific description
In the Code of an excepted exchange, and
(2) the underlying purpose for which
such exchange is excepted from the gen-
eral rule. The exchange must be ger-
mane to, and a necessary incident of, the
investment or enterprise in hand. The
relationship of the exchange to the ven-
ture or enterprise is always material, and
the surrounding facts and circumstances.
must be shown. As elsewhere, the tax-
payer claiming the benefit of the excep-
tion must show himself within the ex-
ception.

To constitute an exchange within the
meaning of section 112 (b) (1) to (5),
inclusive, the transaction must be a re-
ciprocal 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 described cir-'
cumstances. See sections 112 (b) (8)
and 371 with respect to nonrecognition
of gain or loss upon exchanges and dis-
tributions made in obedience to orders
of the Securities and Exchange Com-
mission. See section 510 of the Mer-
chant Marine Act of 1936, as added by
section 7 of the Act of August 4, 1939
(53 Stat. 1183), with respect to non-
Zecogntion of gain in case of the trans-
fer of an obsolete vessel to the Maritime
Commission under the provisions of such
section.

§ 29.112 (a)-2 Use of term "assump-
tion of liabilities." When used in the
regulations prescribed under sections 112
and 113, the terms "assumption of lia-
bilities," "liablities assumed," or similar
expressions include, in addition to cases
where personal liabilities of the taxpayer
are assumed by another party to the
exchange, cases (1) where property of
the taxpayer is acquired by another
party to the exchange subject to a lia-
bility, whether or not the taxpayer vias
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.

[SEC. 112. RECOGNrITON or GAI OR LOSS-
as amended by sec. 213 (a) (b) (c), Rev. Act
1939; sees. 142(a), 151(d) (e), Rev. Act 1942.]

(b) Exchanges solely in kind-(1) Prop-
erty held for productive use or investment.
No gain or loss shall be recognized if property
held for productive use in trade or business
or for investment (not including stock in
trade or other property. held primarily for
sale, nor stocks, bonds, notes, choses in
action, certificates of trust or beneficial in-

terest, or other securities or evidences of in-
debtedness or interest) is exchanged solely
for property of a like kind to be held for pro-
ductive use In trade or business or for
Investment.

§ 29.112 (b) (1)-1 Property held for
productive use in trade or business or for
investment. As used in section 112 (b)
(1), the words "like kind" have reference
to the nature or character of the prop-
erty and not to its grade or quality. One
kind or class of property may not, under
such section, be exchanged for property
of a different kind or class. The fact
that any real estate involved is improved
or unimproved is not material, for such
fact relates only to the grade or quality
of the property and not to its kind or
class. Unproductive real estate held by
one other than dealer for future use 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 auto-
mobile to be used for a like purpose, or
(2) a taxpayer who is not a dealer in
real estate exchanges city real estate
for a ranch or farm, or a leasehold of a
fee with 30 years or more to run for real
estate, or improved real estate for unim-
proved real estate, or (3) a taxpayer
-exchanges investment property and cash
for investmnent 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 Treasury bonds
maturing June 15, 1963, or (2) a real
estate mortgage for bonds of the Home
Owners' Loan Corporation.

[SEc. 112. REcoGNMON OF GAIN OR LOSS-
as amended by sec. 213 (a) (b) (c), Rev. Act
1939; sees. 142 (a), 151 (d) (e), Rev. Act
1942.]

[(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. -

§ 29.112 (b) (2)-1 Stock for stock of
the s a m e corporation.' The exchange,
without the recognition of gain or loss,
of common stock for common stock, or
of preferred stock for preferred stock,
in the same corporation is not limited to
a transaction between a stockholder and
the corporation; it includes an exchange
b e t w e e n two individual stockholders.
However, the provisions of section 112
(b) (2) do not apply if stock is ex-
changed for bonds, or preferred stock is
exchanged for common stock, or common
stock is exchanged for preferred stock,
or common stock in one corporation is

exchanged for common stock In another
corporation.

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 the tax-
payer, but such transfer, If otherwise
qualified, will be within the provisions
of section 112 (c).

[SEc. 112. RECOGNrnON or GAIN OR LOSS-
as amended by sec. 213 (a) (b) (a), Rev.
Act 1939; secs. 142 (a), 151 (d) (e), Rev,
Act 1942.]

[(b) Exchanges solely in kind-]
(3) Stock for stock on reorganization. No

gain or loss shall be recognized if stock or
securities in a corporation a party to a 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 reorgani-
zation, solely for stock or securities in an-
other corporation a party to the reorganiza-
tion.

(5) Transfer to corporation controlled by
transferor. No gain or loss shall be recog-
nized f property is transferred to a cor-
poration by one or more persons solely in ex-
change for stock or securities in such cor-
poration, and immediately after the exchange
such person or persons are in control of the
corporation; but in the case of an exchange
by two or more persons this paragraph shall
apply only if the amount of the stock and
securities received by each is substantially
in proportion to his interest in the property
prior to the exchange. Where the transferee
assumes a liability of a transferor, 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 thq
transferors is in the proportion required by
this paragraph, the amount of such liability
(if under subsection (k) it is not to be con-
sidered as "other property or money") shall
be considered as stock or securities received
by such transferor.

§ 29.112 (b) (5)-1 Transfer of prop-
erty tocorporation controlled by trans-
feror. As used in section 112 (b) (6),
the phrase "one or more persons" In-
cludes individuals, trusts or estates, part-
nerships and corporations (see section
3797) ; and to be in "control" of the trans-
feree corporation such person or per-
sons must own immediately after the
transfer stock possessing at least 80 per-
cent of the total combined voting power
of all classes of stock entitled to vote and
at least 80 percent of the total number
of shares of all other classes of stock
of such corporation. (See section 112
(h).) The phrase "Immediately after
the exchange" does not necessarily re-
quire simultaneous exchanges by two
or more persons, but comprehends a
situation where the rights of the parties
have been previously defined and the
execution of the agreement proceeds
with an expedition consistent with or-
derly procedure.

Example (1). A owns certain real estate
which cost him $50,000 In 1920, but which
has a fair market value of $160,000 In 1942.
He transfers' this property to the W. Cor-
poration, a newly formed company, for all
the latter's capital stock. No gain or loss
is recognized on the transaction.
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Example (2). C owns a patent right worth
$25,000 and D owns a manufacturing plant
worth $75,000. C and D organize the R Cor-
poration with an authorized capital stock
of $100,000. C transfers his patent right to
the R Corporation for $25,000 of its stock
and D transfers his plant to the new cor-
poration for $75,000 of its stock. No gain or
loss to C or D is recognized.

Example (3). B owns certain real estate
which cost him $50,000 in 1920, but which
has a fair market value of $200,000 in 1942.
He transfers the property to the N Corpora-
tion in, 1942 for 78 percent of each class of
stock of the corporation, the remaining 22
percent of the stock of the corporation hav-
ng been issued by the corporation in 1933

to other persons for cash. B realizes a tax-
able gain of $150,000 on this transaction.
(See section 112 (h).)

§ 29.112 (b) (5)-2 Treatment of as-
sumptions of iablities-(a) Recognition
of gain. For the effect upon the recog-
nition of gain of an assumption of liabil-
ities in a transfer described in section
112 (b) (5), see section 112 (k) and the
regulations prescribed thereunder.

(b) Computation of proportionate in-
terests required by section 112 (b) (5).
In any case where an assumption of
liabilities is not to be treated as "other
property or money" under section 112 (k),
the liabilities so assumed are, for the
purpose of determining whether the
stock or securities received by the trans-
ferors are sustantially proportionate to
their interests in the property transferred
as required by section 112 (b) (5), to be
treated as stock or securities received by
the transferor Whose indebtedness is as-
sumed. The application of this para-
graph may be illustrated by the follow-
ing example:

Example. A and B, individuals, each own's
property with a fair market value of $100.000
on July 1, 1942. There is a purchase money
mortgage on A's property of $50,000. On July
1, 1942, A and B organize the X Corporation,
to which they transfer the property above
described for the entire capital stock of the
X Corporation and the dssumptlon by the X
Corporation of A's.purchase money mortgage.
The X Corporation's capital stock is .divided
as follows: $50,000 to A and $100,000 to B.
Nevertheless, for the purposes of determining
whether the-transferors received stock or
securities substantially in proportion to their
interests in the properties transferred, as re-
quired by section 112 (b) (5), A is deemed to
have received stock or securities to the ex-
tent of $100,000, since his $50,000 purchase
money mortgage, assumed by the X Corpora-
tion, is also toibe treated as stock or securities
received by him. Accordingly, under the facts
as stated, the proportions required by sec-
tion 112 (b) (5) exist.

§ 29.112 (b) (5)-3 Records to be kept
and information to be filed. Every person
who receives the stock or securities of a
controlled corporation for property un-
der section 112 (b) (5) shall file with his
income tax return for the taxable year in
which the exchange takes place a com-
plete statement of all facts pertinent to
the nonrecognition of gain or loss upon
such exchange, including:

(a) 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

(b) A statement of the amount of
stock or securities and other property or
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money received in the exchange,,includ-
ing any liabilities of the taxpayer as-
sumed by the controlled corporation.
The amount of each kind of stock or
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 sub-
sequent disposition of such stock or se-
curities and other property' received in
the exchange.

[Sm. 112. REcoce eNon or Gair on ros-
as amended by sec. 213 (a) (b) (c), Rev. Act
1939; sees. 142 (a), 151 (d) (e), Rev. Act
1942.]

[(b) Exchanges solely in lind-]
(6) Property receired by corporation on

complete lIquidation of another. No gain or
loss rhl be recognized upon the receipt by
a corporation of property distributed in com-
plete liquidation of another corporation. For
the purposes of this paragraph a distribution
shall be considered to be in complete liqui-
dation 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 clazses
of stock entitled to vote and the owner of
at least 80 per centum of the total number
of shares of all other classe&of stock (except
nonvoting stock which is limited and pre-
ferred as to dividends), and was at no time
on or after the date of the adoption of the
plan of liquidation and until the receipt of
the property the owner of a greater percent-
age of any class 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 tax-
able year of the corporation beginning after
December 31, 1935; and either

(C) the distribution is by such other cor-
poration in complete cancellation or redemp-
tion of all Its stock, and the transfer of all

the property occurs within the taxable year;
in such case the adoption by the shareholders
of the recolution under which is authorized
the distribution of all the assets of such car-
paration in complete cancellation or redemp-
tion of all its stock, shall be considered an.
adoption of a plan of liquidation, even
though no time for the completion of the
transfer of the property is specified in such
resolution; or

(D) such distribution is one of a sares of
distributions by such other corporation In
complete cancellation or redemption of all its
stock in accordance with a plan of liquida-
tion under which the transfer of all the
property under the liquidation is to be com-
pleted within three years from the close of
the taxable year during which is made th2
firat of the caries of distributions under the
plan. except that If such transfer is not com-
pleted within such period, or if the taxpayer
does not continue qualified under subpara-
graph (A) until the completion of such
transfer, no distribution under the planshal
be considered d distribution In complete
liquidation.

If such transfer of all the property does not;
occur within the taxable year the CommLs-
aoner may require of the taxpayer such
bond. or waiver of the statute of limitations
on azsessment and collection, or both, as he
may deem necessary to insure, if the transfer
of the property is not completed within such
three-year period, or If the taxpayer doC not
continue qualified under subparagraph (A)
until the completion of such transfer, the
assement and collection of all income, war-
profits, and excess-profits taxes then imposed
by law for such taxable year or subsequent
taxable year . to the extent attributable to
property co received. A distribution other-
wise constituting a distribution in complete
liquidation within the meaning of this para-
graph shall not be considered as not con-
otituting ouch a distribution merely because
It does not constitute a distribution or liqui-
dation 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
ceries of distributions) in complete cancella-
tion or redemption of all the stock of such
other corporation, merely because the carry-
Ing out of the plan involves (i) the transfer
under the plan to the taxpayer by such other
corporation of property, not attributable to
shares owned by the taxpayer, upon an ex-
change descrIbed in paragraph (4) of this
subsection, and (11) the complete cancella-
tion or redemption under the plan, as a
result of exchanges described in paragraph
(3) of this subsection, of the shares not
owned by the taxpayer.

§ 29.112 (b) (6)-i 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 ba
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 iri section 115 (C) 4
Section 112 b) (6) excepts from the
general rule property received, under
certain specifically described -circuna
stances, by one corporation as a distri,
bution in complete liquidation of an.'
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other corporation and provides for the
nonrecognition of gain or loss in these
cases which meet the statutory require-
ments. Section 112 (i) places a limita-
tion on the application of section 112 (b)
(6) in the case of foreign corporations.
See § 29.113 (a) (15)-1 for the basis for
determining gain or loss from the subse-
quent sale of property received upon
complete liquidations such as described
in this section.

(b) Requirements for nonrecognition
of gain or loss. The nonrecognition of
gain or loss is limited to the receipt of
such property by a corporation which is
the actual owner of stock (in the liqui-
dating corporation) possessing at least
80 percent of the total combined voting
power of all classes of stock entitled to
vote and the owner of at least 80 per-
cent of the total numberof shares of all
other classes of stock (except nonvoting
stock which is limited and preferred as
to dividends). The Internal, Revenue
Code expressly requires that the recipi-
ent corporation must have been the
owner of the specified amount of such
stock on the date of the adoption of the
plan of liquidation and have continued
so to be at all times until the receipt of
the property. The Code also expressly
requires that the recipient corporation
shall at no time, on or after the date
of the adoption of the plan and until the
receipt of the property, be the owner
of a greater percentage of any class of
stock than the percentage of such class
owned qt the time of the receipt of the
property. If the recipient corporation
does not continue qualified with respect
to the ownership of stock of the liquidat-
Ing corporation and if the failure to con-
tinue qualified occurs at any time prior
to the completion of the transfer of all
the property, the provisions for the non-
recognition of gain or loss do not apply
to any distribution received under the
plan.

The provisions of section 112 (b) (6)
do not apply to any liquidation if any
distribution in pursuance thereof has
been made before the first day of the
first-taxable year of the recipient cor-
poration beginning after Decemfiber 31,
1935.

To constitute a distribution in com-
plete liquidation within the meaning of
section 112 (b) (6), the distribution
must be (1) made by the liiluidating cor-
poration in complete caficellation or re-
demption of all its stock in accordance
with a plan of liquidation or (2) one of
a series of diftributions in complete can-
cellation or redemption of all its stock
In accordance with a plan of liquidation.
It is essential that a status of liquidation
exist at the time the first distribution is
made under the plan and that such
status continue to the date of dissolu-
tion of the corporation. A status of
liquidation exists when the corporation
ceases to be a going concern and its
activities are merely for the purpose of
winding up its affairs, paying its debts,
and distributing any remaining balance
to Its shareholders. A liquidation may
be completed prior to the actual disso-
lution of the liquidating corporation but
no liquidation is completed until the
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liquidating corporation and the receiver
or trustees in liquidation are finally di-
vested of all the property (both tangible
and intangible). (See § 29.22 (a)-20.)

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 corporatign distributes
all of its property in complete liquidation
and if pursuant to the plan for such
complete liquidation a corporation own-
ing the siiecified 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 distribu.
tion (or one of a series of distributions)
in complete cancellation or redemption
of all of the stock of the liquidating cor-
poration within the meaning of section
112 (b) (6), even though for purposes
of those provisions in section 112 relating
to reorganizations the amount received
by the recipient corporation in excess.
of its ratable share is regarded as-ac-
quired upon the issuance, of its stock or
securities in a tax-free exchange as de-
scribed in section 112 (b) (4) and the
cancellation or redemption of the stock
not owned by the recipient corporation
is treated as occurring as a result of a
tax-free exchange described in section
112 (b) (3). The application of this
paragraph may be illustrated by the fol-
lowing example:

Example. On July, 1, 1942, the M Corpora-
tion had outstanding capital stock consisting
of 3,000 shares of common stock, par value
$100 a share, and 1,000 shares of preferred
stock, par value $100 a share, which preferred
stock waslrilted and preferred as to divi-
dends and had no voting rights. On July 1,
1942, and thereafter until the date of dis-
solution of the M Corporation, the 0 Corpo-
ration owned 2,500 shares of the common
stock of the M Corporation. By a statutory
merger-consummated on August 1, 1942, pur--
suant to a plan of liquidation adopted on
July 1, 1942, the M Corporation was merged
into the 0 Corporation, the 0 Corporation
under the plan issuing stock which was re-
ceived by the holders of the stock of the M
Corporation not owned-by the 0 Corjoration
in exchange for their stock In the M Corpora-
tion. The receipt by the 0 Corporation of
the properties of the M Corporation is a dis-
tribution received by the 0 Corporation in
complete liquidation of the M Corporation
within the meaning of section 112 (b) (6),
and no gain or loss R; recognized as the result
of the receipt of such properties.

§ 29.112 (b) (6)-2 Liquidations com-
pleted within one taxable year. If in a
liquidation completed within one taxable.
year, pursuant to a plan of complete liq-
uidation, distributions in complete liqui-
dation are received by a corporation
which owns the specified amount of
stock in liquidating corporation and
which continues qualified with respect to
the ownership of 'such stock until the
transfer of all the property within such
year is completed (see § 29.112 (b) (6)-

1), then no gain or loss shall be recog-
nized with respect to the distributions
received by the reciplentgorporatlon. In
such case no waiver or bond Is required
of the recipient corporation under section
112 (b) (6).

§ 29.112 (b) (6)-3 Liquidations cov-
ering more than one. taxable year. If
the plan of liquidation Is consummated
by a series of distributions covering a
period of more than one taxable year, the
nonrecognition of gain or lost with
respect to the distributions In liquidation
shall, in addition to the requirements of
§ 29.112 (b) (6),-1, be subject to the fol-
lowing requirements:

.(a) In order for the distribution in
liquidation to be brought within the ex-
ception provided in section 112 (b) (6) to
the general rule for computing gain or
loss with respect to amounts received in
liquidation of a corporation, the entire
property of the corporation shall be
transferred in accordance with a plan
of liquidation, which plan shall include
a statement showing the period within
which the! transfer of the property of
the liquidating corporation to the re-
cipient corporation is to be completed.
The transfer of all the property under
the liquidation must ,be completed within
three years from the close of the tax-
able year during which is made the first
of the series of distributions under the
plan. I

(b) For each of the taxable 'years
which falls wholly or partly within the
period Uf liquidation, the*recipient cor-
poration shall, at the time of filing Its
return, file with the collector for trans-
mittal to the Commissioner a waiver of
the statute of limitations on assessment.
The waiver shall be executed on such
form as may be orescrtbed by the Com-
missioner and shall extend the period for
assessment of all income and profits taxes
for each such year to a date not earlier
than one year after the last date of the
period for assessment of such taxes for
the last taxable year In which the trans-
fer of the property of the liquidating
corporation to the controlling corpora-
tion may be completed in accordance
with section 112 (b) (6). Such waiver
shall also contain such other terms with
respect to assessment as may be con-
sidered by the Commissioner to be
necessary to insure the assessment and
collection of the correct tax liability
for each year within the period of
liquidation.

(c) For each of the taxable years which
falls wholly or partly within the period
of liquidation, the recipient corporation
shall file a bond, the amount of which
shall be fixed by the Commissioner. The
bond shall contain all terms specified by
the Commissioner, including provisions
unequivocally assuring prompt payment
of the excess of income and profits taxes
(plus -penalty, if any, and Interest) as
computed by the Commissioner without
regard to the,provisions of sections 112
(b) (6) and 113 (a) (15) over such taxes
computed with regard to such provisions,
regardless of whether such excess may
or may not be made the subject of a
notice of deficiency under section 272 and
regardless of whether It may or may not
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be assessed. Any bond required under
section 112 (b) (6) shall have such surety
or sureties as the Commissioner may re-
quire. However, see section 1126 of the
Revenue Act of 1926, as amended, pro-
viding that where a bond is required by
law or regulations, in lieu of surety or
sureties there may be deposited bonds
or notes of the United States. Only
surety companies holding certificates of
authority from the Secretary as accept-
able sureties on Federal bonds will be
approved as sureties. The bonds shall
be executed in triplicate so that the
Commissioner, the taxpayer, and the
surety or the depositary may each have a
copy.

Pending the completion of the liquida-
tion, if there is a compliance with para-
graphs (a), (b), and (c) of this section
and § 29.112 (b) (6)-1 with respect to
the nonrecognition of gain or loss, the
income and profits tax liability of the
recipient corporation for. each of the
years covered in whole or in part by the
liquidation shall be determined without
the recognition of any gain or loss on
account of the receipt of the distribu-
tions in liquidation. In such determina-

"tion, the basis of the property or prop-
erties received by the recipient corpora-
tion shall be determined in accordance
with section 113 (a) (15). (See § 29.113
(a) (15)-1.) However, if the transfer
of the property is not completed within
the 3-year period allowed by section 112
(b) (6) or if the recipient corporation
does not continue qualified with respect
to the owxiership of stock of the liquidat-
ing corporation as required by that sec-
tion, gain or loss shall be recognized with
respect to each distribution and the tax
liability for each of the years covered in -
whole or in part by the liquidation shall
be recomputed without regard to the pro-
visions of section 112 (b) (6) or section
113 (a) (15) and the amount of any ad-
ditional tax due upon such recomputa-
tion shall ! promptly paid.

§ 29.112 (b) (6)-4 Distributions in
liquidation as affecting minority in-
terests. Upon the liquidation of a cor-
poration in pursuance of a plan of com-
plete liquidation, the gain or loss of
minority shareholders shall be deter-
mined without regard to section 112 (b)
(6), since it does not apply to that part
of distributions in liquidations received
by minority shareholders.

§ 29.112 (b) (6)-5 Records to be kept
and information to be filed with return.
(a) Permanent records in substantial
form shall be kept by every corporation
receiving distributions in complete
liquidation within the exception pro-
vided in section 112 (b) (6) showing the
information required by this section to
be submitted with its return. The plan
of liquidation must be adopted by each
of the corporations parties thereto; and
the adoption must be shown by the acts
of its duly constituted responsible of-
ficers, and appear upon the official rec-
ords of each such corporation.

(b) For the taxable year in which the
liquidation occurs, or, if the plan of
liquidation provides for a series of dis-

tributions over a period of more than one
year, for each taxable year in which a
distribution Is received under the plan,
the recipient shall file with its return a
complete statement of all facts pertinent
to the nonrecognition of gain or loss,
including:

(1) A certified copy of the plan for
complete liquidation, and of the resolu-
tions under which the plan was adopted
and the liquidation was authorized, to-
gether with a statement under oath
showing in detail all transactions inci-
dent to, or pursuant to, the plan.

() A list of all, properties received
upon the distribution, showing the cost
or other basis of such properties to the
liquidating corporation at the date of
distribution and the fair market value of
such properties on the date distributed.

(3) A statement as to its ownership
of all classes of stock of the liquidating
corporation (showing as to each class the
number of shares and percentage owned
and the voting power of each share) as
of the date of the adoption of the plan
of liquidation, and at all times since, to
and including the date of the distribu-
tion in liquidation, and the cost or other
basis of such stock.

[Sec. 112. Rcooemon o a= o . os-o-s
amended by sec. 213 (a) (b) (c), Rev. Act
1939; sees. 142 (a), 151 (d) (c), Rev. Act
1942.1

[(b) Exchanges solely in hind-]
(8)2 Exchangas and distributions in obedf-

ence to orders of Securities and Exchange
Commission. 3n the came of any exchange or
distribgtion described in cection 371, no gain
or loss shall be recognized to the extent cp- -
fid In such section with rezpcct to such
exchange or distribution.

(9) Loss not rccognised on certain raft-
road rcorganfzations. No lo=. shall be recog-
nized if property of a railroad corporation.
as defined in section 'l7n of the National
Bankruptcy Act, as amended, Is transferred,
after December 31. 1939. in pursuance of an
order of the court having jurldIction of such
corporation-

(A) In a receivership proceeding, or
(B) in a proceeding under cection '77 of

the National Bankruptcy Act, as amended.

to a railroad corporation, as defined in
section 77m of the National Bankruptcy Act,
as amended, organized or made ure of to
effectuate a plan of reorganization approved
by'the court in such roceedng. The term
"reorganization", as used In this paragraph.
shall not be limited by the definition of such
term in subsection (g).

§ 29.112 (b) (9)-1 Nonrecognltion of
loss upon transfer of Property of rail-
road corporation. For the purliose of
section 112 (b) (9), It is unnecessary that
the transfer be a direct transfer by the
corporation undergoing reorganization
or that such reorganization constitute
a reorganization within the meaning of
section 112 (g). It is sufficient If the
transfer is made in pursuance of an
order of the court and Is an integral step
in the consummation of a plan of re-
organization approved by the court hav-
ing jurisdiction of the proceeding. If
these conditions are satisfied, no loss is
recognized to the transferor upon the
ultimate transfer of the property, or to
the transferor upon any intermediate
transfer.

'There is no paragraph (7).

Section 112 (b) (9) applies only to a
transfer resulting in a loss and has no
application if the transfer therein de-
scribed results in a gain.

[S=. 112. RsccanNor 0 oGm Oz Loss-as
amended by sec. 213 (a) (b) (c), Rev. Act
1939; sees. 142 (a), 151 (d) (e), Rev. Act
1942.]

(c) Gain from exchanges not zolely in Lfnd.
(1) If an exchange would be Vwthin-the PIC-
visions of subsection (b) (1). (2), (3), or (5)
of this section If It w.ere not for the fact that
the property received In exchange consists
not only of property permitted by such Para-
graph to be received without the reccgnition
of gain, but also of other property or money.
then the gain, f any, to the recipient -hal be
recogncizd, but in an amount not In excess
of the sum of such money and the fair market
value of such other property.

(2) If a distribution made in pursuance of
a plan of reorganization is within the provi-
sions of para7raph (1) of this subsection but
has the effect of the distribution of a taxable
dividend, then there shall be taxed as a divi-
dend to each distributee such an amomt of
the gain recognzed under paragraph (1) as Is
not In excess of his ratable share of the un-
distributed earnings and profits of the cor-
poration accumulated after February 23,1913.
The remainder, If any, of the gain recognized
under paragraph (1) shall be taxed as a gain
from the exchange of property.

§ 29.112 (c)-1 Receipt of other prop-
erty or money in tax-free exchange not
connected w~th 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 reorgani-
zation; or (c) 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-
celved by the 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 1942 exchanges real estate, which
he purchased (for Investment) In 1921 for
05.000, for other real estate (to be held for
productive use in trade or business) vhlch
has a fair market value of $6.000, and he
receives in addition $2,0C0 In cash. The gain
from the transaction Is 03,000, but Is recog-
nized only to the extent of the cash received
of 62.000.

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 relates to
section 112 (b) (5), see section 112 WI)
and § 29.112 Wk)-l.
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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 secur-"
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 § 29.112
(g)-4.

[SEc. 112. RECOGNnION OF GAIN OR LOSs-as

amended by sec. 213 (a) (b) (c), Rev. Act
1939; secs. 142 (a), 151 (d) (e), Rev. Act
1942.]

(d) Same-gain of corporation. If an ex-
change would be within the provisions of
subsection (b) (4) of this section if it were
not for the fact that the property received In
exchange consists not only of stock or secur-
ities permitted by such paragraph to be re-
ceived without the recognition of gain, but
also of other property or money, then-

(1) If the corporation receiving such other
property or money distributes it in pur-
suance of the plan of reorganization, no gain
to the corporation shall be recognized from
the exchange, but

(2) If the corporation receiving such other
property or money does not distribute it in
pursuance of the plan of reorganization, the
gain, if any, to the corporation shall be
recognized, but in an amount not in excess
of the sum of such money and the fair market
value of such other property so received,
which i not so distributed.

(e) Loss from exchanges not solely in kind.
If an exchange would be within the provi-
sions of subsection (b) (1) to (5), inclusive,
of this section if it were not for the fact that
the property received in exchange consists
not only of property permitted by such para-
graph to be received without the recognition
of gain or.loss, but also of other property or
money, then no loss from the exchange shall
be recognized.

§ 29.112 (e)-1 Nonrecognition of loss.
The Internal Revenue Code provides that

'In no event shall a loss be recognized
from a tax-free exchange of property
under section 112 (b) (1) to (5), inclu-
sive, notwithstanding the fact that there
is received In the exchange other prop-
erty or money in addition to property
permitted to be received without recog-
nition of gain or loss.

As to the basis of the property received
in such an ex~hange for the purpose of
determining gain or loss from the subse-
quent sale thereof, see section 113 (a)
(6).

As to the nonrecognition of loss upon
the receipt of property by one corpora-
tion in complete liquidation of another
corporation under certain specifically
described circumstances, see section 112
(b) (6).

[SEc. 112. RECooGNrMoN or GAI OR Loss-as
amended by sec. 213 (a) (b)- (c), Rev. Act
1939; sees. 142 (a), 151 (d) (e), Rev. Act
1942.]

(f) Involuntary conversions. If property
(as a result of its destruction in whole or in
part, theft or seizure, or an exercise of the
power of requisition or condemnation, or the
threat or Imminence thereof) Is compulsorily
and Involuntarily converted Into property
similar or related in service or use to the
property, so converted, or into money which
is forthwith in good faith, under regulations
prescribed by the Commissioner with' the ap-
proval of the Secretary, expended in the ac-
quisition of other property similar or related
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in service or use to tie property so converted,
or in the acquisition of control of a corpo-
ration owning such other property, or in the
establishment of a replacement fund, no gain
shall be recognized, but loss shall be recog-
nized. If any part of the money is not so
expended, the gain, if any, shall be recog-
nized to the extent of the money which is
not so expended (regardless of whether such
money is received in one or more taxable years
and regardless of whether or not the money
which is not so expended constitutes gain).

§ 29.112 (f)-1 Reinvestment of pro-
ceeds of involuntary conversion. Upon
the involuntary conversion of property
described in section 112 (f), no gain is
recognized if the provisions of that sec-
tion are complied with. If any part of
the money received as a result of such
an involuntary conversion is not ex-
pended 'in the manner provided in sec-
tion 112 (f), the gain, if any, is recog-
nized to the extent of the money which
is not so expended. 'For example, a ves-
sel purchased by A in 1939 for $100,000
is destroyed, by an enemy submarine in
1942, and A receives in 1942 insurance in
the amount of $100,000. This money is,
not expended in the manner provided in
section 112 (f), but there iseno gain since
the insurance does not exceed the basis
(disregarding, for the purposes of this
example, the adjustment for deprecia-
tion). In 1947, A receives an award of
$200,000 from the Government on ac-
count of the destruction of the vessel.
He expends this amount in the manner
provided in section 112 (f). The gain in.
1947 upon the* receipt- of this award is
recognized to the extent of $100,000, the
amount of the money received in 1942
which was not expended in the mainer
provided in section 112 (f). The loss sus-
tained as a result of an involuntary con-
version described in section 112 (f) is
recognized. The expenditure in the
manner provided in section 112 (f) of
money Teceived upon an involuntary
conversion is not necessary for the trans-
action to be considered completed for
the purpose of determining such loss.

In order to avail himself of the bene-
'fits of *section 112 (f) it is not suffitet
for the taxpayer to show that subsequent
to the receipt of money from a con-
demnation award he purchased other
property similar or related in use. The
taxpayer must trace the proceeds of the
award into the payments for the prop-
erty so purchased. It is not necessary
that the proceeds be earmarked, but the
taxpayer must be able to prove that the
same were actually reinvested in such
other property similar 'or related in use
to the property converted. The benefits
of section 112 (f) cannot be extended to
a taxpayer who does not purchase other
property similar or related in service or
use, notwithstanding the fact that there
was no other such property available for
purchase.

If, in a condemnation proceeding, the
Government retains out. of the award
sufficient funds to satisfy liens (other
than liens due to special assessments
levied against the remaining portion of
the plot or parcel of real estate affected
for benefits accruing in connection with
the condemnation) and mortgages
against the property 'and itself pays the

same, the amount so retained shall not
be deducted from the gross award in de-
termining the amount of the net award.
An amount expended for replacement of
an asset, in excess of the recovery for
loss, represents a capital expenditure and
is not a deductible loss for income tax
purposes.

The provisions of section 112 (f) are
applicable to property used for resi-
dential or farming purposes,
-The proceeds of a use and occupancy

insurance contract, which by Its terms
insured against actual loss pustained 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:

(a) The proceeds of unimproved real
estate, taken upon condemnation pro-
ceedings, are invested in improved real
estate.

(b) The proceeds of conversion of real
property are applied in redueflon of in-
debtedness previously incurred In the
purchase of a leasehold.

(c) 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 establishmelt of a re-
placement fund would likewise be too
late.

§ 29.112 (f)-2 Replacement funds.
In any case where the taxpayer elects to
replace or restore the converted prop-
erty but It is not practicable to do so Im-
mediately (for example, because of the
taxpayer's inability to obtain priorities,
or because of other wartime restrictions),
he may obtain permission to establish a
replacement fund in his accounts in
which part or all of the compensation so
received shall be held, without deduction
for the payment of any mortgage. In
such a case the taxpayer should make
application to the Commissioner on Form
1114 for permission to establish such a
replacement fund, and in his application
should recite all the facts relating to the
transaction and declare that he will pro-
ceed as expeditiously as possible to re-
plaqe or restore such property. The tax-
payer will be required to furnish a bond
with such surety as the Commissioner
may require in an amount not in excess
of double the estimated additional in-
come taxes which would be payable if no
replacement fund were established. See
section 1126 of the Revenue Act of 1020,
as amended, providing that where a bond
is required by law or regulations, in lieu
of surety or sureties there may be de-
posited bonds or notes of the United
States. The estimated additional taxes,
for the amount of which the applicant is
requirdd to furnish security, should be
computed at the rates at which the ap-
plicant would have been obliged-to pay,
taking into consideration the remainder
of his net income and resolving against
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him all matters in dispute *affecting the
amount of the tax. Only surety com-
panies holding certificates of authority
from the Secretary of the Treasury as
acceptable sureties on Federal bonds will
be approved as sureties. The application
should be executed in triplicate, so that
the Commissioner, the applicant, and the
surety or depositary may each have a
copy.

[SEc. 112. RECOGNIToN OF GAIN OR LOSS-
as amended by sec. 213 (a) (b) (c), Rev.
Act 1939; secs. 142 (a), 151 (d) (e), Rev. Act
1942.1

(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 centum 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 (C) the acquisition
by one corporation, 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 assumption by the
acquiring corporation of a liability of the
other, or the fact that property acquired Is
subject to a liability, shall be disregarded,
or (D) a transfer by a corporation of all or
a part of its assets to another corporation If
immediately after the transfer the transferor
or its shareholders or both are in control of
the corporation to which the 'assets ,are
transferred, or (E) a recapitalization, or (F)
a mere change in Identity, form, or place of
organization, however effected.

(2) The term "a party to a reorganization"
includes a corporation resulting from a re-
organization and includes both corporations
in the case of a reorganization resulting from
the acquisition by-One corporation of stock
or'properties of another.

§ 29.112 (g)-1 Purpose and scope of
exception of reorganization exchanges-
(a) Purpose. Under the general rule,
upon the exchange of property, gain or
loss must be accounted for if the new
property differs in a material particular,
either in kind or in extent, from the old
prqperty. The purpose of the reorgani-
zation provisions of the Internal Reve-
nue Code is to except from the general
rule certain specifically described ex-
changes incident to such readjustments
of corporate structures, made in one of
the particular ways specified in the Code,
as are rewtuired by business exigencies,
and which effect only a readjustment of
continuing interests in property under
modified corporate forms. Requisite to
a reorganization under the Code are a
continuity of the business enterprise
under the modified corporate form, and
a continuity of interest therein on the
part of those persons who were the
owners of the enterprise prior to the re-
organization. The Code recognizes as a
reorganization the change (made in a
specified way) from a business enterprise
conducted by a single corporation to the
same business enterprise conducted by a
parent and a subsidiary corporation, but
not the creation of a temporary sub-
sidiary as a device for the making of an
ordinary dividend. The Code recog-
nizes as a reorganization the amalgama-
tion (occuring in a specified way) of two
corporate enterprises under a single
corporate structure if there exists among

the holders of the stock and securities
of either of the old corporations the
requisite continuity of Interest in the
new corporation, but there is not a
reorganization if the holders of the stock
and securities of the old corporation are
merely the holders of short-term notes
in the new corporation. In order to ex-
clude transactions not intended to be in-
eluded, the specifications of the re-
organization provisions of the law ire
precise. Both the terms of the specifi-
cations and their underlying assump-
tions and purposes must be satisfied in
order to entitle the taxpayer to the bene-
fit of the exception from the general rule,
Accoidingly, under the Code, a short-
term purchase money note Is not a
security of a party to a reorganization,
an ordinary dividend is to be treated as
an ordinary dividend, and a sale is never-
theless to be treated as a sale, even
though the mechanics of a reorganiza-
tion have been set up.

(b) Scope. The nonrecognition of gain
or loss is prescribed for two specifically
described types of exchanges, viz: The
exchange that is provided for in section
112 (b) (3) in which stock or securities
In a corporation a party to the reorgan-
ization are, in pursuance of a plan of
reorganization, exchanged for the stock
or securities in a corporation a party to
the same reorganization; and the ex-
change that is provided for in section
112 (b) (4) in which a corporation a
party to the reorganization exchanges
property, In pursuance of a plan of re-
organization, for stock or securities in
another corporation a party to the same
reorganization. Section 112 (g) limits
the definition of the term "reorganiza-
tion" to six kinds of transactions and
excludes all others. From Its context,
the term "a party'to a reorganization"
can only mean a party to a transaction
specifically defined as a reorganization
by section 112 (g). Certain rules re-
specting boot received in either of the two
types of exchanges provided for in sec-
tion 112 (b) (3) and (4) are prescribed
in sections 112 (c) and 112 d). Under
section 112 (i) a limitation Is placed on
all these provisions by providing that ex-
cept 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 thit paragraph are inapplicable
unless there is a plan of reorganization.
A plan of reorganization must contem-
plate 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 refer-
ence to a transaction on which the im-
position of the tax Is imminent, is not a
plan of reorganization.

§ 29.112 (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 embrace
the mere purchase by one corporation of
the properties of another corporation,
for it imports a continuity of interest on
the part of the transferor or its stock-
holders in the properties transferred.
If the properties are transferred for cash
and deferred payment obligations of the
transferee evidenced by short-term
notes, the transaction is a sale and not
an 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 exchange
solely for all or a part of the voting stock
of the acquiring corporation. If, for
example, Corporation X exchanges non-
voting preferred stock or bonds in addi-
tion to all or a part of its voting stock
in the acquisition of the required amount
of stqck of Corporation Y, the transac-
tion is not a "reorganization" under sec-
tion 112 (g) (1) (B).

The same requirements obtain in the
case of section 112 (g) (1) (C), relative
to the acquisition by one corporatiqn of
substantially all the properties of an-
other corporation, except that for the
purpose of determining whether the ex-
change is solely for voting stock of the
acquiring corporation any assuzhption by
the acquiring corporation of liabilities of
the other shall be disregarded. Though
such an assumption does not prevent an
exchange from being solely for voting
stock for the purposes of the definition
of a reorganization contained in section
112 (g) (1) (C). It may In some cases,
however, so alter the character of the
transaction as to place the transaction
outside the purposes and assumptions of
the reorganization provisions. Section
112 (g) (1) (C) does not pr'event consid-
eration 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 assump-
tion of liabilities.

A "recapitalization," and therefore a
reorganization, takes place if, for ex-
ample:

(a) 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;

(b) There Is surrendered to a corpo-
ration for cancellation 25 percent of its
preferred stock in exchange for no par
value common stock;
(c) A corporation Issues preferred

stock, previously authorized but unis-
sued, for outstanding common stock; or
(d) An exchange is made of a cor-

poration's outstanding preferred stock,
having certain priorities with reference
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to the amount and time of payment of
dividends and the distribution of the
corporate assets upon liquidation, for a
new issue of such corporation's com-
mon stock having no such rights.

The term "a party to a reorganiza-
tion" includes, in addition to a corpo-
ration which performs the specific act
constituting the reorganization as de-
scribed and deflnedin section .112 (g) (1),
only a corporation specified in section
112 (g) (2). Both corporations are par-
ties to the reorganization If under stat-
utory authority Corporation A is
merged into Corporation B; and all three
of the corporations are parties to the
reorganization if, pursuant to statutory
authority, Corporations C and D are con-
solidated into Corporation E. Both cor-
porations are parties to the reorgani-
zation if it consists of the transfer by
Corporations F and G of part of the
assets of Corporation F in exchange for
all of the capital stock of Corporation
G?. Only Corporations H and J are par-
ti3s to the reorganization if it consists
of the acquisition by Corporation H in
exchange solely for all or a part of its
voting stock of at least 80 percent of the
voting stock and at least 80 percent of

,'the total number of shares of all other
classes of stock of Corporation J, even
though such acquition by Corporation
H is from Corporation K.

The term "plan of reorganization" has
reference to a consummated transaction
specifically defined as a reorganization
under section;412 (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 exclhanges effected in the
consummation thereof must be under-
taken for reasons germane. to the con-
tinuance of the business of a corporation
a party to the reorganization. Section
112 (g) (1) contemplates genuine cor-"
porate reorganizations which are de-
signed to effect a readjustment of con-
tinuing interests under modified corpo-
rate 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 cohjunc-
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 received
in exchange as well as if "stock or icu-
rities" are received.

§ 29.112 (g)-3 Exchanges solely of
stock or securities, or property, solely for
stock or securities, in pursuance of plan
of reorganization. No taxable income is
received, nor is a, deductible loss sus-
tained, if the shareholders in a corpora--
tion a party to the following reorganiza-
tion transactions exchange stock or se-
curities solely for stock or securities.of

the same corporation, or of another cor-
poration mentioned, or If one of such
corporations transfers property to an-
other of the corporations solely for stock
or securities of such other corporation,
in pursuance of the plan of reorganiza-
tion:

(a) The merger of Corporation A, in
accordance with statutory authority, into
Corporation B;

(b) The consolidation, _pursuant to
statutory authority, of Corporations C
and D into Corporation E, a new corpo-
ration,

(c) The acquisition by Corporation F,
in exchange solely for all or a part of
its voting stock, of at least 80 percent of
the voting stock and at least 80 percent
of the total number of shares of all other
classes of the stock of Corporation G;

(d) The acquisition by-Corporation H,
in exchange solely for all or a part of its
voting stock (disregarding any assump-
tion of liabilities, as prescribed in
J29.112 (g)-2), of substantially all
the properties pf Corporation I;

(e) The transfer by Corporation J of
all or a part of its assets to Corporation
K, if immediately after the transfer Cor-
poration J or its stockholders, or both,
are in control, of Corporation K ("con-
trol" for the purpose of this transaction
being deflnedAn section 112 (h) as the
ownership by Corporation J or its stock-
holders, or both, of the stock of Corpo-
ration K to the extent of at least 80 per-
cent of the total combined voting power
of all classes of stock entitled to vote and
at least 80 percent of the total number
of shares of all other classes thereof); or

(f) The exchange of stock or securities
solely for stock or securities of the same
corporation in the case of (1) a recapital-
ization of a corporation, or (2) a mere
change in the identity, form, or place of
organization of a corporation, however
effected.

§ 29.112 (g)-4 Exchanges in reorgani-
zation for stock or securities'and other
property or money. If in an exchange
of stock. or securities in a corporation a
party to a reorganization, in pursuance
of the plan-of reorganization, for stock
or securities in the same corporation or
in another corporation a party to the
reorganization, there is received by the
taxpayer other property (not permitted
to be received without the recognition of
gain) or money, then

(a) As provided in section 112 (c) (1),
the gain, if any, to the taxpayer will be
recognized in an amount not in excess
of the sum of money and the fair market
value of the other property, but

b) The loss, if any, to the taxpayer
from such an exchange is not to be recog-
nized to any extent (see section 112 (e).

Example. A, in connection with a reorgani-
zation, in 1942, exchanges-a share of stock
in the X Corporation purchased in 1929 at
a cost of $100 for a share of stock of the Y
Corporation (a party to the reorganization),
which has a fair market value of $90, plus
$20 in cash. The gain from the transaction
is $10 and is recognized and taxed as a gain
from the exchange of property. But see sec-
tion 117. However, if the share of stock re-
ceived had a fair market value of $70, the
loss from the transaction of $10 would not
be recognized.

If the distribution of such other prop-
erty or money by or on behalf of a cor-
poration in the course of a reorganization
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 dls-
tributee's ratable share of the undistrib-
uted earnings and profits of the cor-
poration accumulated after February 28,
1913, and (2) as a gain from the ex-
change of property, the remainder of
the gain so recognized.

Example. The X Corporation has a capital
of $100,000 and earnings and profits of
$50,000 accumulated since February 28, 1913.
The X Corporation in 1942 transfers all of
its assets to the Y Corporation in exchange
for the issuance of all of the stock of the Y
Corporation and the payment of $50,000 in
cash to the stockholders of the X Corpora-
tion. A, who owns one share of stock in the
X Corporation, for which he in 1920 paid
$100, receives a share of stock in the Y Cor-
poration worth $100 and the smn 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 cgrpo-
ration a party to the reorganization and
other property or money, then, as pro-
vided in section 112 (d) (1), if the other
property or money received by the Cor-
poration is distributed by it pursuant to
the plan of reorganization, no gain to
the, corporation will be recognized. If
the other propdrty or money received by
the corpooration is not distributed by it
pursuant to the plan of reorganization,
the gain, if any, to the corporation from
the exchange will be recognized, under
the provisions of section 112 (d) (2), in
an amount not in excess of the sum of
money and the fair market value of the
other property so received which is not
distributed. In either case no loss from
the exchange will be recognized (see sec-
tion 112 (e)).

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 § 29,112 (c)-1.

§ 29.112 (g)-5 Receipt of stock or se-
curities in reorganization without sur-
.render of stock by shareholder. Any
distribution, though in pursuance of a
plan of reorganization, to its sharehold-
ers without the surrender of their stock,
by or on behalf of a corporation a party
to a reorganization, of its stock or so-

- curities (other than its own stock, which
is not taxable as a dividend under section
115 (f)) or of stock or securities of an-
other corporation a party to the reor-
ganization, shallbe taxed to such share-
holders as a dividend, within the meaning
of section 115, to the extent that the fair
market value of such stock or securities
at the date of the distribution Is not in
excess of (1) the earnings or profits of
the corporation of the taxable year con-
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puted without regard to prior years and
(2) the earnings or profits of the corpo-
ration accumulated after February 28,
1913, and prior to the taxable year. Any
remainder of such fair market value of
the stock or securities distributed over
the amount of such earnings, or profits
shall be applied against and used to re-
duce the basis provided in section 113 of
the stock in respect to which the distri-
bution was made; and if in excess of
such basis, such excess shall be taxable
in the same manner as a gain from the
sale or exchange of property. (See
.§ 29.111-1.)

§ 29.112 (g)-6 Records to be kept and
information to be filed with returns.
(a) The plan of rporganization must be
adopted by each of the corporations
parties thereto; and the adoption must
be shown by the acts of its duly consti-
tuted responsible officers, and appear
upon the official records of the corpo-
ration. Each corporation a party to a
reorganization shall file as a part of its
return for its taxable year within which
the reorganization occurred a complete
statement of all .facts pertinent to the
nonrecognition of gain or loss in connec-
tion with the reorganization, including:

(1) A certified copy of the plan of re-
organization, together with a statement
under oath showing in full the purposes
thereof and in detail all transactions in-
cident to, or pursuant to, the plan.

(2) A complete statement of the cost
or other basis of all property, including
all stock or securities, transferred inci-
dent to the plan.

(3) A statement of the amount of
stock or securities and other property or
money received from the exchange, in-
cluding a statement of all distributions
or other disposition made thereof. The
amount of each kind of stock or securi-
ties and other property received shall be
stated on the basis of the fair market
value thereof at the date of the exchange.

(4) A statement of the amount and
nature of any liabilities Wsumed upon
the exchange.

(b) Every taxpayer, other than a cor-
poration a party to the reorganization,
who receives stock or securities and other
property or money upon a tax-free ex-
change in connection with a corporate
reorganization shall incorporate in his
income tax return for the taxable year
in which the exchange takes place a com-
plete statement of all facts pertinent to
the nonrecognition of gain or loss upon
such exchange, including:

(1) A statement of the cost or other
basis of the stock or securities trans-
ferred in the exchange, and

(2) A statement in full of the amount,
of stock or securities and other property
or money received from the exchange, in-
cluding any liabilities assumed upon the
exchange. The amount of each kind of
stock or securities and other property
(other than liabilities assumed upon the
exchange) received shall be set forth
upon the basis of the fair market value
thereof at the date of the exchange. ,

(c) Permanent records in substantial
form shall be kept by every taxpayer who
participates in a tax-free exchange in
connection with a corporate reorganiza-

tion showing the cost or other basis of
the transferred property and the amount
of stock or securities and other property
or money received (including any lia-
bilities assumed upodi 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.

[Src. 112. Rtcoourzorr or csn Lo .sz-
as amended by .ec. 213 (a) (b) (c), Rev. Act
1939; seecs. 142 (a), 151 (d) (e), Rev. Act.
142.1

(h) Definition of control. As used in tis
section the term "control" means the owner-
ship of stock possessing at least 80 per centum.
of the total combined voting power of all
classes of stock entitled to vote and at least
80 per centum of the total number of shares
of all other classes of stock of the corporation

§ 29.112 (h)-1 Control of corporation.
Section 112 (h) defines the term "con-
trol" in reference to the phrase "control
of the corporation," as used in section
112 (b) (5) and section 112 (g) (1). It
is provided specifically that this defini-
tion Is limited to the meaning of the
te~m "control" as that term is useid in
section 112.

[SEc. 112. R.XzCOenON OF cAs; on ro-
as amended by sec. 213 (a) (b) (c), Rev. Act
1939; secs. 142 (a), 151 (d) (c), Rev. Act
1942.1

(I) Foreign corporations. In determining
the extent to which gain shall be recognized
In the case of any of the exchanges de-
scribed in subsectlon' (b) (3), (4). (5). or
(6), or described In so much of sUbecton
(c) as refers to subsection (b) (3) or (5),
or described in subsection (d). a foreign cor-
poration shall not be considered as a corpora-
tion unless, prior to such exchange, it has
been established to the satisfaction of the
Commissioner that such exchange is not In
pursuance of a plan having as one of its
principal purposes the avoidance of Federal
income taxes.

§ 29.112 ()-i ReorganizationItlh, or
transfer of property to or from, a for-
eign 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 reorganiza-
tion with which a tax-free reorganization
exchange may be made, or a corporation
a party to or from which a tax-free liq-
uidation distribution may be made, un-
less, prior to the transfer, exchange, or
liquidation, It has been established to the
satisfaction of the Commissioner that
such transfer, exchange, or liquidation
is not in pursuance of a plan having as
one of its principal purposes the avoid-
ance of Federal income taxes. The term
"Federal income taxes" includes (1) the
excess-profits tax on the net income of
a corporation referred to in section 105
of the Revenue Act of 1935,'section 402
of the Revenue Act of 1936, and section
602 of the Revenue Act of 1938, (2) the
declared value excess-profits tax referred
to in section 600 of the Internal Revenue
Code, and (3) the excess profits tax im-
posed by subchapter E of chapter 2 of
the Code.

Whether any of the exchanges or dis-
tributions referred to in section 112 (1),
involving a foreign corporation, Is in pur-
suance of a plan having as one of its
principal purposes the avoidance of Fed-

eral Income or excess-profits taxes, is a
question to be determined from the facts
and circumstances of each particular
case. In any such case if a taxpayer de-
sires to establish that the exchange or
distribution is not in pursuance of such
a plan, a statement under oath of the
facts relating to the plan under which
the exchange or distribution is to be
made, together with a copy of the plan,
shall be forwarded to the Commissioner
of Internal Revenue, Washington, D. C.,
for a ruling. A letter setting forth the
Commissioner's determination will be
mailed to the taxpayer. If the Comnis-
sloner determines that the exchange or
distribution is not in pursuance of a plab
having as one of its principal purposes
the avoidance of Federal income or ex-
cess-profits taxes, the taxpayer-should
retain a copy of the Cosfimissioner's let-
ter as authority for treating the foreign
corporation as a corporation in determin-
Ing the extent to which gain is recog-
nized from the exchange or distribution.
If the reorganization or the transfer is
not carried out in accordance with the
plan submitted, the Commissioner's ap-
proval will not render the transaction
tax-free.

[Sz- 112. R nccg-orbo o cam on ros-s-
as amended by sec. 213 (a) (b) (c), Rev. Act
1939; rccs. 142 (a), 151 (d) (e), Rec. Act 1942.1

(j) Installment obligations. For nonrec-
cnltlon of gain or less In the case of In-
stallment obligations, see section 44 (d)

(k) Assumption of liability not recognized.
Where upon an exchange the taxpayer re-
celves as part of the consideration property
which would be permitted by subsection (b)
(4) or (5) of this section to be received with-
out the recognitlon of gain If it were the sole
consideration, and as part nf the considera-
tion another party to the exchange assumes
a liabilty of the taxpayer or acquires from.
the taxpayer property subject; to a liability,
such azsumption or acquisition shall not be
considered as "other property or money" re-
ceived by the taxpayer within the meaning
of sulbsction (c), (d), or (e) of this section
and shall not prevent the exchange from.
being within the provisions of subsection
(b) (4) or (5); except that If, taking into
consideration the nature of the liability and
the circumstances In the light of which the
arrangement for the assumption or acquisi-
tion was made, It appears that the principal
purpose of the taxpayer with respect to the
c..sumption or acquisition was a purpose to
avoid Federal income tax on the exchange,
or,lf not such purpose, was not a bona fide
busine:s purpose, such as-umption or ac-
qulltlon (n the amount of the liability)
shall, for the purposes of this section, be con-
sldered as money received by the taxpayer
upon the exchange. In any suit or pro-
ceeding where the burden is on the taxpayer
to prove that such assmption or acquisition
is not'to be considered as money received by
the taxpayer, such burden shall not be con-
asdered as sustained unless the taxpayer sus-
tains such burden by the clear preponderance
of the evidence.

§ 29.112 (k)-1 Assumption of liabili-
ties not to be taken into account for pur-
pose of recognizing gain or loss--(a)
General rule. Section 112 (ks) does not
affect the rule that liabilities assumed are
to be taken into account for the purpose
of computing the amount of gain or loss
realized under section 111 upon an ex-
change. Subject to the exceptions and
limitations specified in paragraph (b)
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tf this section, section 112 (k) provides,
however, that:

(1) LIabilities assumed are not to be
treated as "other property or money"
under section 112 (e) or for the'purpose
of determining the amount of the real-
Ized gain which is to be recognized under-
section 112 (c) or (d), if the transac-
tions would, but for the receipt of "other
property or money," have been 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 transaction, if
otherwise qualified, shall be deemed to
be within the provisions of section 112
(b) (4) or (5).

The application of this paragraph may
be illustrated by the following example:
-Example. A, an indivtdual,,transfers to a
controlled corporation property with an ad-
justed basis of $10,000 Inexchange for stock
of the corporation with a fair market value
of $8,000, cash In the amount of $3,000, and
the assumption by the corporation of In-
debtedness of A amounting to $4,000. A's
gain is $5,000, computed as follows:
Stock received -------------------- $8,000
Cash received --------------------- 3,000
Liabilities assumed by transferee ---- 4,000

Total considgration receivedz_ 15, 000
Lesst Adjusted basis 'of property

transferred ------------------- 10,000

Gain real.ized --------------------- 5, 000

Assuming that the transaction falls
within section 112 (c) as a transaction
which would have been within section
112 (b) (5) but for the receipt of "other
property or money," only so much of
such $5,000 gain x7ill be recognized as
does not exceed the "other property or
money" received. Since section 112 (k)
provides that an assumption of liabili-
ties shall not constitute "other property
or money" for this purpose, the only
"other property or money" received is
the $3,000 cash, and the $5,000 realized
gain will be recognized only to that ei-
tent. •

(b) Exceptions and limitations. The
benefits of section 112 (k) do not extend
to any exchange involving an assump-
tion of liabilities where it appears that
the principal purpose of the taxpayer
with respect to such assumption was'a
purpose to avoid Federal income tax on
the exchange, or, if not such purpose,
was not a bona fide business purpose.
In such cases, the amount of the liabil-
ities assumied shall, for the purpose of
determining the amount of gain to be
recognized upon the exchange ir which
the liabilities are assumed, be treated as
money received by the taxpayer upon the
exchange. In any suit or proceeding
where the burden is on the taxpayer'to
prove that an assumption of liabilities
is n-t to be treated as "oth.- pr6perty
or money" under section 112 (k), which
is the case if the Commissioner deter-
mines that the taxpayer's purpose with
respect thereto was a purpose to avoid
Federal income tax on the exchange or
was not a bona fide business purpose and
the taxpayer. contests iuch determina-

tion by litigation, the taxpayer must sus-
tain such burden by the clear prepon-
derance of the evidence. Thus, the tax-
payer must prove his case by such a clear
preponderance of all the evidence that
the absence of a purpose to avoid Federal
income tax on the exchange, or the
presence" of a bona fide business purpose,
is unmistakable.

SEc. 113. ADJUSTE BASIS FOR DzrzmNsNG
GAnIS OR LOSS [as amended by secs. 213 (d),
214 (a), 215 (b), 223 (b), Rev. Act 1939; see.
1, Pub. Law 18, approved March 17, 1941;
secs. 115 (b), 126 (c), 130 (b), 142 (b) (c),
143 (a) (b), 144 (a), 171 (h), Rev. Act
1942].

(a) Basis (unadjusted) of property. The
basis of property shall be the cost of such
property; except that-

§ 29.113 "(a) -1 Scope of basis for de-
termining gain, or loss. The basis of
property for the purpose of determining
gain or loss from the sale or other dispo-
sition thereof is the unadjusted basis
prescribed in section 113 (a), adjusted for
the various applicable items specified In
section 113 (b). Unless otherwise indi-
cated, thbe word "basis," as used in this
section and § 29.113 (a)-2 to 29.113 (a)
(21)-1, inclusiee, has reference to the
unadjusted basis. For special rules for
determining the basis for gain or loss in
the case of vessels acquired through the
Maritime Commission, see sections 510
and 511 of the Merchant Marine Act of.
1936, as amended. For special rules for
determining the unadjusted basis of
property recovered in respect of war
losses, see section 127 (d).

§ 29.113 (a)-2 General rule. In gen-
eral, the basis of' property is the cost
thereof. This. rule is subject, however,
to the exceptions stated in sections 113
(a) (1) to 113 (a) (21), inclusive.

[SEC. 113. ADUSTED BAsiS FOR DErERmLXInU
GAIN oa' Loss-as amended by secs. 213 (d),
214 (a), 215 (b), 223 (b), Rev. Act 1939; sec.
1, Pub. Law 18, approved March 17, 1941; sees..
115 (b), 126 (c), 130 (b), 142 (b) (c), 143 (a)
(b), 144 (a), 171 (h), Rev. Act 1942.]

[(a) Basis (unadjusted) of property. The
basis of property shall be the cost of such
property; except that-]
(1) Inventory vaZue. If the property

should have been included in the last in-
ventory, the basis shall be the last inventory
Value thereof.

§ 29.113 (a) (1)-1 Property included
in inventory. The last inventory value
of property which should be included in
inventory is the basis of such property.
The requirements with respect to the
-valuation df an inventory are stated in
§§ 29.22 (c)-1 to 29.22 (d)-7, inclusive.

ISEe. 113. ADJUSTED BASIS FOR DETER21aIN
GAnl OR Loss-as amended by secs. 213 (d),
214 (a), 215 (b), 223 (b), Rev. Act 1939; sec.
1, Pub. Law 18, alproved March 17, 1941;
sees. 115 (b), 126 (c), 130 (b), 142 (b) (c),
143 (a) (b), 144 (a), 171 (h), Rev. Act 1942.]

[(a) Basis (unadjusted) of property. The
basis of property shall be the cost of such
property; except that-]

(2) Gifts after December 31, 1920. If the
property was acquired by gift after December
31, 1920, the basis shall be the same as it
would be in the hands of the donor or the
last preceding owner by whom it was not
acquired by gift, except that if such basis
(adjusted for the period prior to the date
of the gift as provided In subsection (b) Is
greater than. the fair market value of the

property at the time of the gift, then for the
purpose of determining loss the basis shall
be such fair market value. If the facts nec-
essary to determine the basis In the hands
of the donor or the last preceding owner are
unknown to the donee, the Commissioner
shall, if possible, obtain such facts from such
donor or last preceding owner, or any other
person cognizant thereof. If the Commls-
sioner finds it Impossible to obtain sueh 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 Com-
missioner as of the date or approximate date
at which, according to the best Information
that the Commissioner Is able to obtain, such
property was acquired by such donor or last
preceding owner.

§ 29.113 (a) (2)-1 Property trans-
mitted by gift after December 31, 1920.-
(a) Property includ. Section 113 (a)
(2) applies to all property acquired after
December 31, 1920, by gift. It does not
apply:

(1) To property acquired by devise or
bequest (see section 113 (a) (5)); or

(2) To property acquired by an instru-
ment which, under section 113 (a) (5),
is to be treated as though it were a will,
" Section 113 (a) (2) applies to all gifts
of whatever description, whenever and
however made, perfected, or taking ef-
fect; whether in contemplation of or In-
tended to take effect in possession or
enjoyment at or after the donor's death;
or whether made by means of the exer-
cise (other than by will) of a power of
appointment or revocation, or any other
power. Section 113 (a) (2) applies
whether the gift was made by a transfer
in trust or otherwise.

(b) Basis. For the purpose of deter-
mining gain, the basis is the same as
It would be in the hands of the donor,
or the last preceding owner by whom it
was not acquired by gift. For the pur-
pose of determining loss, the basis is as
so determined, except that in any case
in which such basis, adjusted for the
period prior to the date of the gift as
provided in section 113 (b), is greater
than the fair market value of the prop-
erty at the time of the gift, the basis is
such fair market value.

All *titles to property acquired by gift
relate back to the time of the gift, even
though the Interest of him who takes
the title was, at the time of the gift, legal,
equitable, vested, contingent, conditional,
or otherwise. Accordingly, all property
acquired by gift Is acquired at the time
of the gift. In the hands of every person
acquiring property by gift, the basis Is
always the same, whether such person re-
ceives the property immediately upon the
transfer by the donor, or as remainder-
man under the instrument of gift, or
whether such person is any other person
to whom such uniform basis Is applicable,
Such uniform basis applies to the prop-
erty In the hands of the trustee or the
beneficiary under a gift Instrument, both.
during the term of the trtist and after
the distribution of the trust corpus, Ad-
justments to basis, as-required by section
113 (b), are to be made as respects the
period prior to the gift, and the period
after the gift. With respect to the latter
period, the adjustments to .the uniform.
basis are to be made in accordance with
paragraph (e) of § 29.113 (a) ()-1.
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The time of the gift is the time when
the gift is consummated. Delivery,
actual or constructive, is requisite to a
gift. In determining the time of the gift,
the passing of title by the donor is not
decisive; the time when the donor re-
linquishes substantial dominion over the
property is decisive.

(c)'.Fair market value. For the pur-
poses of this section, the value of prop-
erty as appraised for the purpose of the
Federal gift tax, or if the gift is not sub-
ject to such tax, its value as appraised
for the purpose of a State gift tax, shall
be deemed to be the fair market value
of the property at the time of the gift.

(d) Reinvestments by fiduciary. If the
property is an investment by the fiduci-
ary under the terms of the gift (as, for
example, in the case of a sale by the fidu-
ciary of property transferred under the
terms of the gift, and the reinvestment
of the proceeds), the cost or other basis
to the fiduciary is taken in lieu of the
basis specified in paragraph (b) of this
section.

(e) Records. To insure a fair and
adequate determination of the proper
basis under section 113 (a) (2), persons
making or receiving gifts of property
should preserve and keep accessible a
record of the facts necessary to deter-
mine the cost of the property and, if
pertinent, its fair market value as if
March 1, 1913.

[Sw. 113. Ansusr SASISF OR armarZ nmo
oAnIS aR Loss-as amended by sees. 213 (d),

214 (a), 215 (b), 223 (b), Rev. Act 1939; sec.
1, Pub. Law 18, approved March 17, 1941; secs.
115 (b), 128 (c). 130 (b), 142 (b) (c), 143 (a)
(b), 144 (a), 171 (h), Rev. Act 1942.]

[(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 Irust
(other than by a transfer in trust by a gift,
bequest, 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 decreased
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.

§ 29.113 (a) (3)-1 Transfer in trust
after December 31, 1920-(a) Property
-included. Section 113 (a) (3) applies in
general to all propeity acquired after
December 31, 1920, by transfer in trust.
It does not apply to property acquired by
bequest or devise, by an instrument
which, under section 113 (a) (5), is to be
treated as though it were a will, or to
property acquired as a gift by transfer in
trutt made at any time after December
31, 1920. With these exceptions, section
113 (a) (3) applies to all property ac-
quired after December 31, 1920, by any
transfer in trust of whatever descrip-
tion. If the prbperty was acquired as
a gift by transfer in trust, it is not within
section.113 (a) (3), but is within section
113 (a) (2) or section 113 (a) (4).

(b) Basis. The basis of property so
acquired is the same as it would be in
the hands of the grantor, increased in
the amount of gain or decreased in the
amount of loss recognized to the grantor
upon such transfer under the law appli-
cable to the year in which the transfer

No. 219-

was made. If the taxpayer acquired the
property by a transfer in trust, this basis
applies whether the property be in the
hands of the trustee, or the beneficiary,
and whether prior to the termination of
the trust and distribution of the prop-
erty, or thereafter.

c) Reimbursements by fiduciary. If
the property Is an investment made by
the fiduciary (as, for example, in the
case of a sale by the fiduciary of property
transferred by the grantor, and the re-
investment of the proceeds), the cost or
other basis to the fiduciary is taken in
lieu of the basis specified in paragraph
(b) of this section.

[SEc. 113. Anrusm umsis on Dsrnsxnr
GAIN on Loss- as amended by sees. 213 (d).
214 (a), 215 (b), 223 (b). Rev. Act 1939; rec.
1, Pub Law 18, approved Marcd 17, 1941; ccs.
115,(b), 126 (c), 130 (b), 142 (b) (c), 143
(a) (b). 144 (a). 171 (h), Rev. Act'1942.1

[(a) Basis (unadjusted) of property. The
basis of property shall be the cast 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 De-
cember 31, 1920, the bais shall be the fair
market value of such property at the time
of such acquisition.

§ 29.113 (a) (4)-1 Gift or transfer in
trust prior to January 1, 1921-(a)
Property included. Section 113 (a) (4)
applies to all property acquired before
January 1, 1921, by gift or transfer in
trust. It does not apply to property
acquired by a devise or bequest; or by
an instrument which, under section 113
(a) (5), is to be treated as though It were
a will.

Cb) Basis. The basis Is the fair mar-
ket value of such property at the time of
the gift or at the time of the transfer in
trust. Such fair market value is to be
ascertained in the manner prescribed in
paragraph c) of § 29.113 (a) (2)-1, or
by equivalent methods.

[SEc. 113. Ansusrm um ron VORnemR
GAIN OR LOSS-O5 amended by ses 213 (d).
214 (a), 215 (b). 223 (b), Rev. Act 1939; fec.
1. Pub. Law 18. approved March 17, 1941;
secs. 115 (b), 126 (c). 130 (b). 142 (b) (c),
143 (a) (b). 144 (a), 171 (b). Rev. Act 1942.1

[ (a) Basis (unadjusted) of property. The
basis of property shal be the cost of such
property; except that-]

(5) Property transmlttcd at death. If the
property was acquired by bequest, devise, or
Inheritance, or by the decedenV estate from
the decedent, the basis shall be the fair
market value of such property at the time of
such acquisition. In the case of property
transferred In trust to pay the Income for
life to or upon the order or direction of the
grantor, with the right reserved to the
grantor at all times prior to his death to
revoke the trust, the basis of such property
In the hands of the persons entitled under
the terms of the trust thstrument to the
property after the grantor's death shall, after
such death, be the same as if the trust n-
strument had been a will executed on the day
of the grantor's death. For the purpose of
this paragraph property passing without full
and adequate consideration under a general
power of appointment exercised by will shall
be deemed to be property passing from the
individual exercising such power by bequest
or devise. If the property was acquired by
bequest, devise, or inheritance, or by the
decedents estate from the decedent, and If
the dccedent died after August 28, 1937, and
If the property consists of stock or Eecurltles

of a foreign corporation, which with respect
to Its taxable year next preceding the date of
the decedent's death was, under the law
applicable to such year, a foreign personal
holding company, then the basis -shal be the
fair market vilue of such property at the
time of such acquisition or the basis In the
hands of the decedent, whichever is lower.
In the cace of an election made by the execu-
tor under section 811 (J), the time of acqui-
stion of the property shall, for the purpose
of this paragraph, be the applicable valua-
tion date of the property prescribed by such
txction in determining the value of the gross
estate. [Sec. 144 (b). Rev. Act 1942, pro-
vdes that the last sentence of section 113
(a) (5) sha" be applicable only with respect
to the property Includible In the gross estate
of a decedent dying after October 21, 1942,
the date of the enactment of the Revenue
Act of 1942.1

§ 29.113 (a) (5)-1 Basis of property
acquired by bequest, devise, or inher-
itance-(a) Property included. Section
113 (a) (5) applies:

(1) To all property passing from a
decedent by his will or under the law
governing the descent and distribution
of property of decedents; and

(2) To property passing under an in-
strument which, under section 113 (a)
(5), Is treated as though It were a will,
but applies to such property only at the
times and to the extent prescribed in
section 113 (a) (5).

(b) Basis. Section 113 (a) (5) pro-
vides three rules for determining the
basis of property transmitted at death,
first, a rule governing property generally,
second, a special rule governing stock in
a foreign personal holding company,
and, third, a special rule applicable to
both the first and second rules in certain
cases where for estate tax purposes the
decedenVs gross estate is valued at the
optional valuation dates.

(1) General rule. Except as pre-
scribed in subparagraphs (2) and (3)
of this paragraph the basis of property
acquired from a decedent by will or under
the law governing the descent and dis-
tribution of the property of decedents is
the fair market value at the time of such
acquisition. Since, under the law gov-
erning wills and the distribution of the
property of decedents, all titles to prop-
erty acquired by bequest, devise, or in-
heritance relate back to the death of the
decedent, even though the interest of
him who takes the title was, at the date
of death of the decedent, legal, equltable,
vested, contingent, general, specific, re-
sidual, conditional, executory, or other-
wise, the time of the acquisition of such
property is the death of the decedent.
For example, If distribution of personal
property left by a decedent is not made
until one year after his death, the basis
of such property in the hands of the leg-
atee is Its fair market value at the time
when the decedent died, and not when
the legatee actually received the proper-
ty; or, if the bequest-s of the residue to
trustees in trust, and the executors do
not distribute the residue to such trus-
tees until fiveyears after the death of the
decedent, the basis of each piece of prop-
erty left by the decedent and thus re-
ceived, in the hands of the trustees, is
Its fair market value at the time when
the decedent dies; or, if the bequest is
to trustees in trust to pay to A during
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his lifetime the Income of the property
bequeathed, and after his death to dis-
tribute such property to the survivors of
a class, and upon A's death the property
Is distributed to the taxpayer as the sole
survivor, the basis of such property, in
the hands of the taxpayer, is its fair°
market value at the time when the de-
cedent died. I

The purpose of the Internal Revenue
Code, in prescribing a general uniform
basis -rule for property acquired bi be-
quest, devise, or inheritance, is, on the
one hand, to tax the gain, in respect of
such property, to him who realizes it
(without regard to the circumstance that
at the death of the decedent it may have
been quite uncertain whether the tax-
payer would take or gain anything); and,
on the other hand, not to recognize as
gain any element of value solely from'
the circumstance that the possession or
enjoyment of the taxpayer was post-
poned. Such postponement may be, for
example, until the administration of the
decedent's estate is completed, until the
period of the possession or enjoyment of
another has terminated, or until an un-
certain event has happened. It is the
Increase or decrease in the value of prop-
erty reflected in a sale or other disposi-
tion which section 113 (a) (5) recognizes
as the measure of gain or loss.

(2) Special rule with respect to stock
ina foreign personal holding company.
In the case of decedents dying after Au-
gust 26, 1937, the basis of stock of a
foreign corporation acquired from the
decedent by will or under the law govern-
ing deicent and distribution of property
of decedents, where such foreign cor-
poration with respect to its taxable year
next preceding the date of the decedent's
death* was a foreign personal holding
company, is the fair market value of such
stock at the time of such acquisition, I. e.,
the date of the decedent's death, or the
basis in the hands of the decedent (with
proper adjustments to the date of the
decedent's death), whichever is lower.

(3) Special rule. wherejproperty val-
ued at optional valuation dates. Section
113 (a) (5) provides a special r-ule appli-
cable in determining the basis of prop-
erty described in subparagraphs (1) and
(2) of this paragraph where:

(I) Such property is includible in the
gross estate of a decedent who died after
October 21, 1942, and

(ii) The executor elects for estate tax
purposes under section 811 (j) to value
the decedent's gross estate at the op-
tional valuation dates prescribed -in such
section.
In such cases, the time of acquisition of
such property for the purposes of sub-
paragrdphs (1) and (2) of this paragraph
and the remainder of this section is con-
sidered to be the date at which such
property is valued for estate tax purposes.
Thus, in such cases, generalY the basis
will not be the value at the date of the
decedent's death but (with certain limi-
tations) the value at the date one year
after his death or, in the case of such
property distributed by the executor (or
trustee, in certain cases) within one year
after the decedent's death, the value as

of the time of such distribution. See
§ 81.11 of this chapter.

(c) - Fair market value. For the pur-
poses of this section, the value of prop-
erty as of the date of the death of the
decedent as appraised for the purpose of
the Federal estate tax or the optional
value as appraised for such purpose,
'whichever is applicable as provided in
paragraph (b) (3) of this section, or if
the estate is not subject to such tax, its
value appraised is of the date of the
death of the decedent for the purpose of
State inheritance or transmission taxes,
shall be deemed to be its fair market
value at the time of acquisition.

(d) Property acquired before March
1, 1913; reinvestments by fiduciary. If
the decedent died before March 1, 1913,
the fair market value on that date is
taken in lieu of the fair market valub on.
the date of death, but pnly toq the same
extent and for the same purposes as the
fair market value on March 1, 1913, Is
taken under section 113 (a) (14).

If the property is an investment by the
fiduciary under a will (as, for example,
in the case of a sale by a fiduciary under
a will of property transmitted from the
decedent, and the reinvestment of the
proceeds), the cost or other basis to the
fiduciary is taken in lieu of the fair
market value at the time when the de-
cedent died.

(e) Adjustments to basis. In the
hands of every person who acquires the
property of a decedent (or any estate or
interest therein) by bequest, or devisb,
or inheritance, the basis of the property
is always the same, .

(1) Whether such person be the ex-
ecutor or administrator, the heir, the
legatee, the devisee, the trustee of a
trust created by the will, or any benefi-
ciary of such trust, and whatever the na-
ture of any such person's interest or es-
tate may be;

(2) Whether.during or after admin-
istration and settlement of the estate of
the decedent,, during or after the term
of any trust under the will, or before or
after the distribution by the executor or
administrator, or the trustee.
'Adjustments to basis required by sec-

tion 113 (b) are made in accordance
with the same principles. - Thus, the de-
ductions for depreciation and for deple-
tion allowed or allowable, under section
23 (1) and section 23 (in), to a legal life
tenant as if the life tenant were the ab-
solute owner of the property, constitute
an adjustment to the basis of the prop-
erty in the hands not only of the life
tenant, but also in the hands'of the re-
mainderman and every other person to
whom the same uniform basis is appli-
cable. Similarly, the deductions allowed
or allowable under section 23 (1) and
section 23 (in), both to the trust e and
to the trust beneficiaries, constitute an
adjustment to tle basis of the property
not only in the hands of the trustee, but
also In the hands of the trust benefi-
ciaries and every other person to whom
the uniform basis is applicable. See,
however, section 24 (a). Similarly, ad-
justments in respect of capital expendi-
tures or losses, tax-free distributions, or

other distributions applicable In reduc-
tion of basis, or other items for which
the basis is adjustable are made without
regard to which one of the persons to
whom the same uniform basis is appli-
cable makes the capital expenditures or
sustains the capital losses, or to whom
the tax-free or other distributions are
made, or to whom the deductions are al-
lowed or allowable.

The executor or other legal represent-
ative of the decedent, the fiduciary of
a trust under a will, the life tenant and
every other person to whom a uniforn
basis under this section is applicable,
shall make and maintain records show-
ing In detail all deductions, distribu-
tions, or other items for which adjust-
ment to basis is required to be made by
section 119 (b), and shall furnish to the
Commissioner Information with re-
spect to such matters in such detail at
such time and in such manner as the
Commissioner may require.

(f) Sales of remainder and other in-
terests in property transmitted at death.
The following Is an Illustration of the
rule stated In paragraph (b) of this sec-
tion that, under section 113 (a) (5), the
measure of gain or loss resulting from a
,sale or other disposition of property
transmitted at death is the Increase or
decrease in the value of the property as
reflected in such sale or other disposi-
tion: If land Is left for life to A, with
remainder In fee to B, and prior to A's
death, B sells his remainder, the Increase
or decrease in the value of the land re-
flected, and realized by B, In the pro-
ceeds from the sale of his remainder
interest constitutes the gain recognized
upon the sale. (See section 111.) Such
gain (or as the case may be, the loss)
is computed by comparing the amount of
the- proceeds received from the sale
with the anmount of the part of the uni-
form basis assignable to such sale of B's
remainder interest. The part of the uni-
form basis assignable to such a sale by B
Is the part of .the uniform basis (ad-
justed to the time of the sale) of the land
transmitted from the decedent fhich
bears the same proportion to such uni-
form basis as B's remainder Interest,
at the time of the sale, bears to the whole
estate in the land transmitted from the
decedent.

[SE=. 113. ADJUSTED BASIS FoR DETEaMIN1NO
cArN on loss--as amended by secs. 213 (d),
214 (a), 215 (b), 223 (b), RoV. Act 1939: see.
1, Pub. Law 18, approved March 17, 1041;
sees. 116 (b), 126 (c), 13b (b), 142 (b) (a),
143 (a) (b), 144 (a), 171 (h), Rev. Act 1042.1
' (a) Basis (unadjusted) of property. OThe

basis of property shall be the cost of such
property; except that-I

(6) Tax-free exchanges generally. I 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)
"bf this subsection) shall be the game as In
the case of the property exchanged, decreased
in the amount of any money received by the
taxpayer and increased in the amount of
gain or decreased in the amount of loss to
the taxpayer that was recognized upon such
exchange under the law applicable to the
year in which the exchange was made. If
the property so acquired consisted In part of
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the type of property permitted by section
112 (b) to be received without the recogni-
tion of gam or loss, and In part of other
property, "the basis provided in this para-
graph shall be allocated between the prop-
erties (other than money) received, and for
the purpose of the allocation there shall be
assigned to such other property an amount
equivalent to Its fair market value at the
date of the exchange. Where as part of the
consideration to the taxpayer 'another party
to the exchange assumed a liability of the
taxpayer or acquired from the taxpayer prop-
erty subject to a liability, such assumption
or acquisition (in the amount of the liabil-
ity) shall,- for the purposes of this para-
graph, be considered as money received by
the taxpayer upon the exchange.. This para-
graph shall not apply to pioperty acquired
by a corporation liy the issuance of its stock
or securities as the consideration in whole
or in part for the transfer of the property
to it.

§ 29.113 (a) (6)-1 Property acquired
upon a tax-free -exchange. In the case
of an exchange, after February 28, 1913,
of property solely of the type described
in section 112 (b), if no part of the gain
or loss was recognized under the law
applicable to the year in which the ex-
change was made, the basis of the prop-
erty acquired is the same as the basis of
the property transferred by the taxpayer
with proper adjustments to the date of
the exchange.

If, in an exchange, after February 28,
1913, of properties of the type indicated
in section 112 (b), gain to the taxpayer
'was recognized under the provisions of
section 112 (c) or (d) or a similar pro-
vision of a prior Revenue Act, on account
of the receipt of money in addition in
the transaction, the basis of the property
acquired is the basis of the property
transferred (adjusted to the date of the
exchange), decreased by the amount of
money received and increased by the
amount of gain recognized on the ex-
change. For example: A purchased a
share of sfock in the X Corporation in
1927 for $100. Pursuant to a plan of re-
organization, A in 1942 exchanged his
share for one share in the Y Corpora-
tion, worth $90, and $30 in cash. A
realized a gain of $20 upibn the ex-
change, 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 Corporation is $90; that is, the
basis of the share in the X Corporation
($100) less the amount of money re-
ceived 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
amount of gain recogniied, must be
apportioned to and is the basis of the
properties (other than money) received

on the exchange. For the purpose of
the allocation of such basis to the prop-
erties received, there must be assigned
to such other property an amount
equivalent to its fair market value at the
date of the exchange.

Example. A purchazed a share of stock in
the X Corporation In 1925 for $100. Upon a
reorganization of the X Corporation in 1942.
A received in place of his stock In the X
Corporation a share of stock in the Y Cor-
poration worth 0G0, a Treasury bond worth
$50, and in addition C20 in cash. A realized
a gaih of $30 upon the exchange, all of which
Is recognized under section 112 (c) (1).
As to the nmuunt of such galn to be taken
into account in computing net income, see
section 117. The basis of the property re-
celved in exchange is the baris of the old
stock ($100) decreased in the amount of
money, received ($20) and Increased in the
amount of gain that was recognized (00).
which results In a basis for the property
received of $100. This basis of $110 is ap-
portioned between the Treasury bond and
the share of stock, the basis of the Treasury
bond being its fair market value at the date
of the exchange, $50, and of the share of
stock, the remainder, 860.

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) isthe basis
(adjusted to the date of the exchange) of
the property transferred, decreased by
the amount of money received. This
basis 'must be apportioned to the proper-
ties received, and for this purpose there
must be allocated to such other property
(not permitted to be exchanged tax free)
an amount of such basis equivalent to the
fair market value of such other property
at the date of the exchange.

Section 113 (a) (6) does not apply in
ascertaining the basis of property ac-
quired by a corporation by the issuance
of its stock or securities as the consider-
ation in whole or in part for the transfer
of the property to It. But see section
113 (a) (7) and (8).

§ 29.113 (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 assumption of liabilities resulted
in a recognition of gain or loss to the
taxpayer under the law applicable to
the year in which the exchange was
made.

The application of this section may be
illustrated by the following examples:

Example (1). A. an individual, owns prop-
erty having an adjusted basis of $100,000 and
on which there is a purchase money mort-
gage of $25,000. On September 1, 1942, A
organizes the X Corporation to which he
transfers the property above described In
exchange for all the capital stock of the
X Corporation and the asumption 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 stcck
In A's hands Is $75,000, computed as follows:

Adjmted basis of property trans-
fe rred__ . .$100, 00

Le=s: Amount of money received
(amount of liabilities assumed by
X Corporation) 25, Coo

Basis of stock of the X Cor-
poration in A's hands. .___ 75,000

Example (2). B, an individual, owns an
apartment hours3 which has an adjusted
basis in his hands of $500,000, but which is
subject to a mortgage of $150,000. On Sep-
tember 1, 1942, he transfers such apartment
house to C, receiving In exchange therefor
00,000 in cash and another apartment house
with a fair market value on that date of
C600.000. The transfer to C is made subject
to the $150.000 mortgage, but C does not
asrume such mortgage. B realizes a gain
of 0300.000 on the exchange, computed as
follows:

Value of property received-- ....- $600,000
Cash 50, 003
Liabilities subject to which old

property was, transferred . . 150,000

Total consideration received. 80P, 000
L=z: Adjusted basis of property

transferred 50, CO

Gain realized------- 300,00
Since sectIon 112 (k) does not apply to

sectlon 112 (b) (1) or so muckr of section
112 (c) as relates to section 112 (b) (1),
$200,000 of such 0300,000 gain is recognized-
The basis of the apartment house acquired by
B upon the exchange Is $500,000, computed as
follows:

Adjusted basis of property trans-
ferred. $500, 00

Less: Amount of money received:
C~as ..........$50,000

Amount of liabilities sub-
ject to which property
was transferred,- 150,000

_ 200,C00

Difference - - $300,000
Plus, Amount of gain recognized

upon the exchange-.. ... 200,000

Basis of property acquired
upon the exchange--- 500,C00

[Sc. 113. Anrus= as rca Dn 2 ;
own a Los s- amended by secs. 213 (d),

214 (a). 215 (b), 223 (b), Rev. Act 1939; sec.
1. Pub. Law 18, approved March 17,1941; sees.
115 (b), 126 Jc), 130 (b), 142 (b) (c). 143 (a)
(b), 144 (a), 171 (h), Rev. Act 1942.1

1(a) Basis (unadjusted) of property. The
basis of property shall be the cost of such
property; except that-]

(7) Transfers to corporat fo. If the prop-
erty was acquired-

(A) after December 31, 1917, and In a tax-
able year beg-inning before January 1, 1936,
by a corporation in connection with a re-
organization, and immediately after the
transfer an interest or control in such prop-
erty of 50 per centum or more remained in
the cre parsons or any of them, or

(B) in a taxable year beginning after
December 31, 1935, by a corporation in con-
nection with a reorganization.

then the basis shall be the same as It would
be in the hands of the transferor, increased
in the amount of gala or decreased in the
amount of loss recognized to the transferor
upon such transfer under the law applicable
to the yer in which the transfer was made.
This paragraph shall not apply If the prop-
erty acquired consists of stock br securities
in a corporation a party to the reorganization.
unle s acquired by the issuance of stock or
securities of the transferee as the considera-
tion in whole or in part for the transfer.
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§ 29.113 (a) (7) -1 Pkoperty acquired

by corporation in reorganization after
December 31, 191V. Section 113 (a) (7)
sets forth the conditions under which the
basis of property acquired by a corpora-
tion after December 31, 1917, in connec-
tion with a reorganization as defined in
section 112 is the same as it would be in
the hands of the transferor, increased or
decreased as therein provided in the
amount of gain or loss recognized to the
transferor under the applicable revenue
law. In the case of property so acquired
In a taxable year beginning prior to
January 1, 1936, such basis is applicable
only If immediately after the transfer
there remained in the same persons or
any of them an interest or control in
such property of 50 percent or more. In
the case, 'however, of property so ac-
quired in a taxable year beginning after
December 31, 1935, section 113 (a) (7)
is applicable irrespective of the extent of
the interest or amount of control in such
property remaining, immediately after
the transfer, in the hands of the same
persons or any of them.

The application of the provisions of
section 113 (a) (7) (A) may be illus-
trated by the following examples:

Example (1). In 1925 the X Corporation
caused the organization of the Y Corporation
and transferred to the Y Corporation, in ex-
change for all the capital stock of that cor-
poration, property which it had previously
purchased for $10,000. The basis of the prop-
erty in the hands of the Y Corporation is
$10,000.

Example (2). In 1925 the M Corporation
exchanged 10 percent of its voting stock for
all the property of the N Corporation which
had a basis of 810,000 in the hands of the
N Corporation. The basis of the property in
the hands of the M dorporation Is cost
thereof to it at the tilne of the transfer, that
Is, the fair market value of the I -stock
exchanged for the propery.

Section 113 (a) (7) does not apply if,
irrespective of when acquired, the'prop-
erty consists of stock or securities in a
corporation a party to a reorganization
as defined in section 112, unless such
stock or securities are acquired by the
Issuance of stock or securities of the
transferee as the consideration in whole
or In part for the transfer. The appli-
cation 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 Corporation, which
stock It acquired In 1942 by the Issuance of
all of its own voting stock to the individual
shareholders of the X Corporation. The stock
of the X Corporatiorr was acquired by the
Individuals In 1924 for $200,000 in cash. The
stock of the Y Corporation had a fair market
value of 81,000,000 at the time it was ex-
changed in 1942 for the stock of the X Cor-
poration. The fair market value of the stock
of the X Corp6ration at the time of the ex-
change In 1942 was also 81,000,000. The basis
to the Y Corporation of the stock of the X
Corporation is the basis which such stock
would have had in the hands of the individ-
uals from which It was acquired by-the Y
Corporation, that is, $200,000.

[Sm. 113: ADJusTEm BASIS FOR DMrsnsmInqa
GAIN OR Loss-as amended by sees. 213 (d),
214 (a), 215 (b), 223 (b), Rev. Act 1939; sec.
1, Pub. Law -18, approved March 17, 1941;

sees. 115 (b), 126 (c),130 (b), 142 (b) (c),
143 (a) (b), 14( (a), 171 (h), Rev. Act 1942.]

[(a) Basis (unadjusted) of property. The
basis of property shall be the cost ofsuch
property; except that-]
(8) Property acquired by issuance of stock

or as paid-u surplus. If the property was
acquired after December 31, 1920, by a cor-
poration-

(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 thb transferor
upon such transfer under the law applicable
to the year in which the transfer was made.
S§ 29.113 (a) (8)-1 Property acquired
by a corporation after December 31, 1920.
The acquisition of property by a corpora-
tion after December 31, 1917, by the is-
suance of its stock or securities may not
fall within the provisions of section 113
(a) (7), because of the fact that the
property was not acquired in connection
with a reorganization. If, however, the
acquisition of such property occurred
after December 31, 1920, and falls within
the provisions of section 113 (a) (8), the
limitations therein imposed upon the
basis of such property are applicable.

In respect of property acquired by a
corporation -after December 31, 1920,
from a shareholder as paid-in surplus, or
from any person as a contribution to
capital, the basis of the property in the
hands of the corporation is the basis
which the property would have had in
the-hands of the transferor if the trans-
fer had not been made. In the case of
property acquired by a corporation after
December 31, 1920, as a gift, the basis
thereof shall be determined under section
113 (a) (2).

[Sxc. 113. ADJUSTED BASIS FoR DETERMTnING
GAU O LOSS-aS amended by sees. 213 (d),
214 (a), 215 (b), 223 (b), Rev. Act 1939; see.

-1, Pub. Law 18, approved March 17, 1941;
secs. 115 (b), 125 (c), f30 (b), 142 (b) (c), 143
(a) (b).'144 (a), 171 (h), Rev. Act 1942.1

[ (a) Basis (unadjusted) of property. The
basis of property shall be the cost of such
property; except that-]

(9) Involuntary conversion. If the prop-
erty was acquired, after February 28,, 1913,
as the result of a compulsory or involuntary
conversion described in section 112 (f), the
basis shall be the same as in the case of the
property so converted, decreased in the
amount of any money received by the tax-
payer which was not expended in accord-
ance with the provisions of law (applicable
to the year In which such conversion was
made) determining the taxable status of the
gain or loss upon such conversion, and in-
creased in the amount of gain or decreased
In the amount of loss to the taxpayer recog-
nized upon such conversion under theolaw
applicable to the year in which such con-
version was made.

§ 29.113 (a) (9)-1 Property acquired
as a result of anr involuntary conver-
sion. The provisions of section 113 (a)
(9) may be illustrated by the following
example:

Example. A vessel purchased by A in 1027
for 8100,000 is destroyed in 1942 and A receives
insurance in the amount of $200,000. Disre.
garding; for the purpose of this example, the
adjustment for depreciation, if A Invests
$150,000 in a new vessel, taxable gain to the
extent of $50,000 would be recognized, The
basis of the new vessel Is $100,000, that Is,
the cost of the old vessel ($100,000) minus
the money received by the taxpayer which
was not expended in the acquisition of the
new vessel (850,000) plus the amount of gain
recognized upon the conversion (850,000). If
any amount n excess of the proceeds of the
conversion Is expended in the acquisition of
the new property, such amount may be added
to the basis otherwise determined.

[SEc. 113. ADjusT nAsis Yo a mET Mnas a
OAIN OR Loss--as amended by sees, 213 (d),
214 (a), 215 (b), 223 (b), Rev. Act 1939 sec. 1,
Pub. Law 18, approved March 17, 1941; sees,
115 (b), 126 (c), 130 (b), 142 (b) (c), 143 (a)
(b), 144 (a), 171 (h), Rev. Act 1942.]

[(a) Basis (unadjusted) of property. The
basis of property shall be the cost of such
property; except that-]

(10) Wash sales of stock. If the property
consists of stock or securities the acquisition
of which (or the contract or option to acquire
which) resulted In the nondeductibility (un-
der section 118 or this chapter or correspond-
ing provisions of prior income tax laws, relat-
ing 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 substantially
identical stock or securities were sold or
otherwise disposed of.

§ 29.113 (a) (10)-1 Stocks or securi-
ties acquired in "wash sales." The ap-
plication of section 113 (a) (10) may be
llustrated by the following examples:

Example (I). A purchased a share of com-
mon stock of the X Corporation for 8100 ia
1927, which he sold January 18, 1942, for
880. On February 1, 1942, he purchased a
share of common stock of the same corpora-
tion for $90. No loss from the Sale Is recog-
nized under section 118. The basis Of the
new share is 8110; that is, the basis of the
old share (8100) Increased by 010, the exces
of the price at which the nov share was aoe.
quired ($90) over the price at which the old
share was sold (880).

Example (2). A purchased a shdre of com-
mon stock of the Y Corporation for 0100 In
1927, which he sold January 15, 1942, for 080,
On February 1, 1942, he purchased a share of
common stock of the same corporation for 07,.
No loss from the sale Is recognized under sec-
tlou 118. The basis of the now share is 090;
that is, the basis of the old share (0100) de-
creased by 10, the excess of the price at
which the old share was sold ($800) over the
price at which the new share was acqutred

.($70).
[Sme. 113. ADJUSTED BASIS Foa DTmnW

GAIN OR Loss--as amended by sees. 213 (d),
214 (a), 215 (b), 223 (b), Rev. Act 1939; see.
1, Pub. Law 18, approved March 17, 1941;
sees. 115 (b), 126 (c), 130 (b), 142 (b) (0),
143 (a) (b), 144 (a), 171 (h), Rev, Aot 1042,1

[ (a) Basis (unadjusted) of property. The
basis of property shall be the cost of such
property; except that-]

(11) Property acquired during affiltation
In the case of property acquired by a corpora-
tion, during a period of affiliation, from a
corporation with which It was affiliated, the
basis of such property, after such period of
affiliation, shall be determined, in accordance
with regulations prescribed by the Comnmie.
sloner with the approval of the Secretary,
without regard to Inter-company transaotions
in respect of which gain or loss v/as not recogs
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nized. For the purposes of this paragraph.
the term "period of affllation" means the
period during which such corporations were
affiliated (determined in accordance with the
law applicable thereto) but does not include
any taxable year beginning on or after Janu-
ary 1, 1922, unless a consolidated return was
made, nor any taxable year after the taxable
year 1928. The basis In case of property ac-
quired by a corporation during any period
in the taxable year 1929 or any subsequent
taxable year, in respect of which a consol-
idated return is made by such corporation
under section 141 of this chapter or the
Revenue Act of 1928, 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 1936, 49 Stat. 1698, or the
Revenue Act of 1938, 52 Stat. 508, shall be
determined in accordance with regulations
prescribed under section 141 (b) of this
chapter or the Revenue Act of 1928 or the
Revenue Act of 1932 or the Revenue Act
of 1934 or the Revenue Act of 1936 or
the Revenue Act of 1938. The basis in
the case of property held by a corporation
during any period, in the taxable year 1929
or any subsequent taxable year, in respect
of which a 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 Revenue Act of
1934 or the Revenue Act of 1936 or the Rev-
enue Act of 1938, sl~ali be adjusted in respect
of any items relating to such period, in ac-
cordance with regulations prescribed under
section 141 (b) of this chapter or the Rev-
enue Act of 1928 or the Revenue Act of 1932
or the Revenue Act of 1934 or the Revenue
Act of 1936 or the Revenue Act of 1938, ap-
plicable to such period.

§ 29.113 (a) (11)-1 Basis of property
acquired during affiliation. The basis of
property acquired by a corporation dur-
ing a period of aMation from a corpora-
tion with which it was affiliated shall be
the same as it would be in the hands of
the corporation from which acquired.
This rule is applicable if the basis of the
property is material in determining tax
liqbility for any year, whether a separate
return or a consolidated return is made
in respect of such year. For the purpose
of this section, the term "period of af-
filiation" means the period during which
such corporations were affiliated (deter-
mined in accordance with the law ap-
plicable thereto), but does not include
any taxable year beginning on or after
January 1, 1922, unless a consolidated re-
turn was made, nor any taxable year
after the taxable year 1928.

Egmpie. The X Corporation, the Y Corpo-
ration, and the Z Corporation were affiliated
for the taxable year 1920. During that year
the X Corporation transferred assets to the
Y Corporation for $120,000 cash, and the Y
Corporation in turn transferred the assets
during the same year tcr the Z Corporation
for $130,000 cash. The assets were acquired
by the X Corporation in 1916 at a cost of
$100,000. The basis of the assets in the hands
of the Z Corporation is $100,000.
The basis of property acquired by a cor-

poration during any period, in the taxable
year 1929 or any subsequent taxable year.
in respect of which a consolidated return was
made or was required under Regulations
75, Regulations 78, Regulations 89, Part
4, Part 15 or Part 23 of this chapter, or
subsequent regulations relating to consoli-
dated returns, shall be determined in accord-
ance with such regulations. The basis in
the case of property held by a corporation
during any period, in the taxable year 1929
or any subsequent taxable year, in respect

of which a consolidated return Is made or
is required under Regulations 75, Regulations
78, Regulations 89. Part 4, Part 15 or
Part 23 of this chapter, or cubequent regu-
latlons relating to consolidated returns, nhall
be adjusted in respect of any Items relating
to such period In accordance with cuch regu-
lations.

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 af~llated group
which has made a consolidated return
on the calendar year basis for the taxable
year 1941 and makes a separate return
for the taxable year 1942 and succeeding
taxable years, the value of the opening
inventory to be used in computing such
corporation's net income for the taxable
year 1942 is the proper value of the clos-
ing inventory used in coniputing the con-
solidated net income for the preceding
taxable year.

[Src. 113. Arus=ra nAs5 Yea VrrE= .na
Gane on Loss-as amended by cecs. 213 (d),
214 (a). 215 (b). 223 (b), Rev. Act 1939:
sec. 1, Pub. Law 18, approved March 17, 1941;

-Eecs. 115 (b), 128 (c). 130 (b), 142 (b) (c).
143 (a) (b-). 144 (a). 171 (h), Rev. Act 1942.1

[(a) Basis (unadjusted) of property. The
basis of property shall be the cost of such
property; except that-]

(12) Ba l establishred by Recenue Act of
1932. If the property was acquired, after
February 28, 1913, in any taxable year begin-
ning prior to January 1. 1934. and the basis
thereof, for the purposes of the Revenue Act
of 1932. 47 Stat. 199. was prescrlbed by cec-
tion 113 (a) (6), (7), or (9) of such Act.
then for the purposes of this chapter the
basis shall be the same as the basis therein
prescribed in the Revenue Act of 1932.

§ 29.113 (a) (12)-i Basis of property
established by Revenue Act of 1932. Sec-
tion 113 (a) (1) provides that if the prop-
erty was acquired, after February 28,
1913, in any taxable year beginning prior
to January 1, 1934, and the basis of the
property, for the purposes of the Revenue
Act of 1932, was prescribed by section
113 (a) (6), (7), or (9) of that Act, then
for the purposes of the Internal Revenue
Code the basis shall be the same as the
basis therein prescribed in the Revenue
Act of 1932.

If, after December 31, 1923, and in
any taxable year beginning prior to Jan-
uary 1, 1934, in pursuance of a plan of
reorganization and without the surren-
der of his stock, there was distributed to
a shareholder in a corporation a party
to the reorganization stock or securities
of a corporation a party to the reorgani-
zation, then as is provided in section 113
(h) (9) of the Revenue Act of 1932, the
basis of the stock in respect of which the
distribution was made must be appor-
tioned between such stock and the stock
or securities so distributed to the share-
holder. The basis of the old shares and
the new shares or securties shall be de-
termined in accordance with the follow-
ing rules:

(a) If the stock distributed in reor-
ganization consists solely of stock in the
distributing corporation and is all of
substantially the same character and
preference as the stock in respect of
which the distribution is made, the basis
of each share will be the quotient of the

cost or other basis of the old shares of
stock divided by the total number of the
old and the new shares.

(b) If the stock distributed In reor-
ganization Is in whole or in part stock in
a corporation a party to the reorganiza-
tion other than the distributing corpo-
ration, or where the stock distributed in
reorganization is in whole or in part
stock of a character or preference ma-
terially different from the stock in re-
spect of which the distribution is made,
or if the distribution consists wholly or
partly of securities other than stock,
the cost- or other basis of the stock in
respect of which the distribution is
made shall be apportioned between such
stock and the stock or securities dis-
tributed in proportion, as nearly as may
be, to the respective values of each class
of stock or security, old and new, at the
time of such distribution, and the basis
of each share of stockt or unit of security
will be the quotient of the cost or other
basis of the class of stock or security to
which such share or unit belongs, divided
by the number of shares or units in the
class. Within the meaning of the fore-
going provisions, securities are different
in class from stocks and stocks or se-
curities in one corporation are different
in class from stocks or securities in an-
other corporation. In general, any ma-
terial difference in character or pref-
erence 6r terms sufficient to distinguish
one stock or security from another stock
or security so that different values may
properly be assigned thereto, will con-
stitute a difference in class.

(c) If the stock in respect of which a
distribution in reorganization is made
was purchased at different times or at
different prices, and the Identity of the
lots cannot be determined, any sale of
the original stock will be charged to the
earliest purchases of such stock (see
§ 29.22 (a)-8), and any sale of the stock
or securities distributed in reorganiza-
tion will be resumed to 'have been made
from the stock or securities distributed
In respect of the earliest purchased stack.

(d) If the stock in respect of which a
distribution in reorganization is made
was purchased at different times or at
different prices. and the stock or securi-
ties distributed in reorganization cannot
be Identified as having been distributed
in respect of any particular lot of such
stock, then any sale of the stock or se-
curitiez distributed in reorganization
will be presumed to have been made from
the stock pr securities distributed in re-
spect 6f the earliest purchased stock.

If In any taxable year beginning after
December 31, 1941, without the surren-
der of his stock there is acquired by a
shareholder in a corporation a party to a
reorganization, as a distribution in pur-
suance of the plan of reorganization,
stock or securities in a corporation a
party to the reorganization, such ac-
quisition of newr shares or securities by
the shareholder will be treated as a
dividend to the extent described in-"
§ 29.112 (g)-5.

IS=. 113. ADnrsrEmms ro;: D=-inainmTo
an. On Lo-as amended by sacs 213 (d),

214 (a), 215 (b), 223 (b), Rev. Act 1939; sec.
1, Pub. Law 18, approved March 17, 1941;
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sees. 115 (b), 126 (c), 130 (b), 142 (b) (c),
143 (a) (b), 144: (a), 171 (h), Rev. Act 1942.]

[ (a) Basis (unadjusted) of property. The
basis of property sall be the cost of such
property, except that-

(13) Partnerships. If the property was
acquired, after "February 28, 1913, by a part-
nership and the basis is not otherwise de-
termined under any other paragraph of this
subsection, then the basis-shaU 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
transferor upon such transfer under the law
applicable to the year in which the transfer
was made. If the property was distributed
in kind by a partnership to any partner, the
basis of such property in the hands of the
partner shall be such part of the basis in his
hands of his partnership interest as is prop-
erly allocable to such property..

§ 29.113 (a) (13)-1 Property con-
tributed in kind by a partner to a part-
nership. The basis of property contrib-
uted in kind by a partner to partnership
capital after February 28, 1913, is the
cost or other basis thereof to the con-
tributing partner. Annual allowances to
the partnership for depletion and de-
preciatioui are to be computed on such
basis. If such basis is greater than the
fair market value of the property at the
date of the transfer to the partnership,
the annual depletion or depreciation al-
lowances shall be allocated to and in-
cluded in the determination of.the dis-
tributive shares of the partners in ac-
cordance with their agreement in respect
of the sharing of gains or losses affecting
partnership capital. If the basis of such
contributed property is less than the fair
market value thereof at the date of
transfer to the partnership, the annual
allowances for depletion and deprecia-
tion are to, be limited to such basis and
may be apportioned among the partners
according to their agreement with re-
spect to the sharing of gains or losses
affecting partnership capital. On the
sale or other disposition of such con-
tributed property by the partnership the
gain or loss, determined on such trans-
ferred basis, adjusted as required by
section 113 (b), shall be prorated in -de-
termining the distributive shares of the
partners according to their gain or loss
ratios on the disposition of a partnership
asset under the partnership agreement.

§ 29.113 (a) (13)-2 Readjustment of
partnership interests. -When a partner
retires from a partnership, or the 'part-
nership Is dissolved, the partner realizes
a gain or loss measured by the difference
between the price received for his in-
terest and the sum of the adjusted cost
or other basis to him of his interest in
the partnership plus the amount of his
share In any undistributed partnership
net Income earned since he became a
partner on which the income tax has
been paid. However, if such interest In
the partnership was acquired prior to
March 1, 1913, both the cost or other
basis as hereinbefore provided and the
value of such interest as of such date,
plus the amount of his share in any un-
distributed partnership net income
earned since February 28, 1913, on which
the income tax has been paid, shall be
ascertained, and the gain derived or the
loss sustained shall be computed as pro-
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vided in § 29.111-1. See also section 117.
If the partnership distributes its assets
in kind and not in cash, the partner real-
izes no gain or loss until he disposes of
the property received in liquidation.
The basis of such property In the hands
of the partner shall be such part of the
basis in his hands of his partnership in-
terest as is properly alo-bable to such
property.

If a new partner Is admitted to the
partnership, or an exisgng partnership
is reorganized, the facts as to such
change or reorganization should be fully
set forth in the next return of income,
in order that the Commissioner may de-
termine whether any gain has been real-
ized or loss sustained by any partner.

[SEc. 113. ADmusTED BASIS FOR rEIaMINnNG
CAN OR Loss-as amended by sees. 213 (d),
214 (a), 215 (b), 223 (b), Rev. Act 1939; sec.
1. Pub. Law 18, approved March 17, 1941; sees.
115 (b), 126 (c), 130 (b), 142 (b) (c), 143 (a)
(b), 144 (a), 171 1(h), Rev. Act 1942.]
[ (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 before
March 1. 1913, if the basis otherwise deter-

- mined 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 determining gain shall be
such fair market value. In determining the
fair market iralue of stock in a corporation as
of March 1, 1q,13, due regard shall bq given
to the fair market value of the assets of the
corporation as of that date.

§ 29.113 (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
propertyr 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. 'Assuming, for the pur-
poses of this example, that there are no
additions and betterments to be taken into
account, the depreciation sustained, on the
property prior to March 1, 1913, was $10,000,
so that the original cost adjusted as of March
1, 1913, for depreciation sustained prior to
that date was $90,000. As of that date the
fair market value of the property was $94,000.
(a) For the purpose of determining gain
from the sale or other disposition of the prop-
erty on March 1, 1942, the basis of the prop-
erty Is the fair market value of $94,o000 as of
March 1' 1913, adjusted for depreciation for
the period subsequent to February 28, 1913,
computed on such fair market value. If it
be assumed that the amount of depreciation
deductions allowed (not less than the ambunt
allowable) after February 28, 1913, to the
year 1942 is n the aggregate sum of $43,240,
the adjusted basis for determining gain in
1942 ($94,000 less $43,240) is $50,760. (b) For
the purpose of determining a loss from the
sale or other disposition of such property In

1942, the basis of the property Is the cost
of the property, without reference to the fair
market value as of March 1, 1913, adjusted
for deprecldtion before March 1, 1913, and
after February 28, 1013. The amount of de-
preciation sustained prior to March 1, 1913,
in this example is $10,000, and if the amount
of depreciation to be accounted for after Feb-
ruary 28, 1913, is atsumed to be $43,240 the
aggregate amount of depreciation for which
adjustment of such cost must be made is
$53,240. The adjusted basis for determining
the loss In 1942 ($100,000 less $53,240) is
$46,760.

What the fair market value of property
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 regard shall
be given to the fair market value of th9
corporate a~sets on such date. In the
case of property traded in on public ex-
chailges, actual sales at or about the basic
date afford evidence of value. In gen-
eral, the fair market value of a block or
aggregate of a particular kind of prop-
.erty is hot 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
sane 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 ele-
ments of value as of the basic date
should be considered in every case.

[Sme. 113. ADnUssED rAsiSs-oa DrnmMa u a
GAiN on Loss-as amended by secs. 213 (d),
214 (a), 215 (b), 223 (b), Rev. Act 1039; sea.
1, Pub. Law 18, approved March 17, 1941:
sees. 115 (b), 126 (c), 130 (b), 142 (b) (a), 143
(a) (b), 144 (a), 171 (h), Rev. Act 1042.]

[ (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. f the
property was received by a corporation upon
a distribution In complete liquidation of
another corporation within the meaning of
section 112 (b) (6), then the basis shall be
the same as it would be in the hands of the
transferor. The basis of property with re-
spect to which election has been made in
pursuance of the last sentence of section 113
(a) (15) of the Revenue Act of 1930, as
amended, shall, in the hands of the corpo-
ration making such election, be the basis
prescribed In the Revenue Act of 1034, as
amended.

§ 29.113 (a) (15)-1 Basis of property
received by a corporation in complete
liquidation o1 another corporation. Ex-
cept as otherwise provided in this section,
the basis of property received In com-
plete liquidation, without the recognition
of gain or loss as provided In section
112 b) (6), shall be the same as the basis
of the property In the hands of the liqui-
dating corporation with proper adjust-
ments as provided In section 113. See
section 113 (b).

In the case of property received in
liquidation after December 31, 1935, and
before June 23, 1936, In a taxable year
of the recipient corporation beginning
after December 31, 1935; the basis of such
property In the hands of the reaipien
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:
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(a) Such property was received in a
liquidation which was completed before
June 23, 1936;

(b) Such liquidation constituted a
complete liquidation within the mean-
ing of section 112 (b) (6) of the Revenue
Act of 1934, as added by the Revenue
Act of 1935;

(c) No gain or loss would have been
recognized under section 112 (b) (6)- of-
the Revenue Act of 1934, as amended,-
upon the receipt of such property; and

(d) The recipient corporation (within
180 days after the enactment of the Rev-
enue Act of 1938) under regulations pre-
scribed under section 808 of the Revenue
Act of 1938, (Treasury Decision 4815)1
elected to have such basis apply to such
property.

If such an election was made, the basis
of such property received in liquidation
shall be the cost or other basis (adjusted
as provided in section 113) of the stock
of the liquidating corporation surren-
dered in exchange for the property, de-
creased in the amount of money received
and increased -in the amount of gain or
decreased in the amount of loss to the
recipient corporation that was recog-
nized upon the liquidation under the
Revenue-Act of 1936. If such property
consists of more than one class of prop-
erty the basis shall be allocated among
the several properties (other than
money) received, in the, proportion that
the fair market value of each such prop-
erty as of the date of distribution bears
to the fair market value of all such prop-
erties on that date.

[SE. 113. Anjusao BAs5s FOR =nrmnummc
oAN oa Loss-as.amended by sees. 213 (d),
214 (a), 215 (b), 223 (b), Rev. Act 1939; see.
1, Pub. Law 18, approved March 17, 1941;
secs. 115 (b), 126 (c), 130 (b), 142 (b) (c),
143 (a) (b), 144 (a), 171 (h), Rev. Act 1942.]

[ (a) Bass (unadjusted) of property. The
basis of property shall be the cost of such
property; except that-]

(16) Basis established by revenue act of
1934. If the property was acquired, after Feb-
ruary 28, 1913, in any taxable year beginning
prior to January 1,1936, and the basis thereof,
for the purposes of the Revenue Act of 1931
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 prescribed in the Revenue
Act of 1934.

§ 29.113 (a) (16)-i Basis of property
established by Revenue Act of 1934. Sec-
tion 113 (a) (16) provides that if prop-
erty was acquired after February 28.
1913, in any taxable year begining prior
to January 1, 1936, and the basis of the
property for the purposes of the Revenue
Act of 1934 was prescribed by section
113 (a) (6), (7), or (8) of that Act, then
for the purposes of the Internal Revenue
Code the basis shall be the same as the
basis therein prescribed under the Reve-
nue Act of 1934. For example, if after
December 31, 1920, and in any taxable
year beginning prior to January 1, 1936,
property was acquired by a corporation
by the issuance of its stock or securities
in connection with a transaction which
is not described in section 112 (b) (5) of
the Code but which is described in see-

126 CFR 3.113 (a) (15)-l.

tion 112 (b) (5) of the Revenue Act or
1934, the basis of the property so ac-
quired shall be the same as It would be
in the hands of the transferor, with
proper adjustments to the date of the ex-
change.

[SEc. 113. Awusrm w%=- An DSIv.-nitO
GMr oI Loss-aS amended by vecs. 213 (d).
214 (a), 215 (b), 223 (b), Rev. Act 1939; cm
1, Pub. Law 18. approved March 17. 1941;
sees. 115 (b). 128 (c). 130 (b), 142 (b) (c).
143 (a) (b), 144 (a), 171 (h) o Rev. Act 1942.1

[ (a) Basis (unadjusted) of property. The
basis of property shall be the cost of such
property; except that-]

(17) Property acquired in connection trith
exchanges and distributions in obcdicncc to
certain orders of the Sccurities and EZchanga
Commission. If the property was acquired In
a taxable year beginning before January 1.
1942, In any manner described In ccUon 372
prior to its amendment by the Revenue Act
of 1942, the basis shall be that preccribed
In such section (prior to Its amendment by
such Act) with respect to such property. If
the property was acquired In a taxable year
beginning after December 31, 1941. in any
manner described in rectlon 372 (other than
subsection (a) (2) after Its amendment by
such Act, the basis s hall ba that prescrlbed
in such section (after Its amendment by
such Act) with respect to such property.

(18) Property rcceired in certain corpo-
rate lIquidations. .If the property was ac-
quired by a shareholder In the liquidation of
a corporation 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 Reve-
nue Act of 1938, 52 Stat. 487, the extent to
which gain was recognized was determined
under such paragraph, then the basis, shall
be the same as the basis of such stock can-
celled or redeemed in the liquidation. de-
creased In the amount of any mney received
by him, and Increased in the amount of gain
recognized to him.

§ 29.113 (a) (18)-1 Basis of property
received in certain corporate liqulda-
tions-(a) Property included. Section

'113 (a) (18) applies only to property
(other than money) acquired (1) by a
qualified electing shareholder, (2) upon

a distribution in complete liquidation of
a domestic corporation pursuant to a
plan of liquidation adopted after May
28 1938, in accordance with which the
distribution is in complete cancellation
or redemption of all the stock and the
transfer of all the property in the liqui-
dation occurs within the month of De-
cember 1938, and (3) In cancellation or
redemption of only those shares of stock
which were owned by such qualified
electing shareholder on the date of the
adoption of the plan of liquidation and
on which he realizes gain. It applies to
all the property, except money, so ac-
quired, though such property may con-
sist in whole or in part of stock or se-
curities acquired by the liquidating cor-
poration after April 9, 1938.

(b) Basis. The basis of such property
so acquired Is the same as the bass of
the shares of stock, in cancellation or
redemption of which such property was
received, with proper adjustments to
the date of acquisition, decreased In the
amount bf such shares' ratable share of
any money received in cancellation or
redemption of shares of the same class,
and increased In the amount of gain
recognized under the provisions.of sec-

tlon 112 (b) (7) of the Revenue Act of
1938. If such property consists of more
than one class of property, the basis shall
be allocated among the several prop-
erties (other than money) acquired in
the proportion that the fair market value
of each such property as of the date of
acquisition bears to the fair market value
of all such properties on that date. The
application of this subsection may be
illustrated by the following example:

EZample. The X Corporation distributed
all Its propzrty In complete liquidation dur-
Ing the month of December 1938, pursuant
to the proviUsons of section 112 (b) (7) of
the Revenue Act of 1938. A, an Individual
and a qualified electing shareholder, re-
ceived, In cancellation or redemption of 100
shares of stock owned by him on the date
of the adoption of the plan of liqtidaton,
$1,000 in cash, property (other than stoc.
or securities acquired by the corporation
after April 9, 1938) with a fair market alus
of $12,000, and stock acquired by the iqui-
dating corporation after April 9, 1933, with
a fair market value of $4.000. The basis of
the shares owned by A was $100 per share.
or $10,400. A's ratable share of the earnings
and profits of the X Corporation accumu-
lated after February 28, 1913 (computed as
provided In section 112 (b) (7) of the Reve-
nue Act of 1938), was $2,500. His gain is
87,000, but under section 112 (b) (7) of the
Revenue Act of 1938 only $5,000 of this gain
15 recognized. $2,500 thereof being taxed as
a dividend. The basis of all the property
other than money received by A is $14,000,
computed as follows.'

Adjusted basis of stock canceled
or $edeemed1 10,000

Les moneyreceved- ...... 1, COO

Remainder-_ _ 9. 000
PluI gain recognized. __ _ O5,000

Ba of property acquired-- - 14,000

This basis will be apportioned among the
cla--es of property (other than money) re-
ceived as follows: 12,000/16,000 of $14,000, or
$10,500. to the property other than stock;
4,000/16,000 of $14,000, or 33,50, to the stock.

[Sz . 113. Avs r u mas rca nrmn=,s- -
osnr on La--as amended by sees. 213 (d),
214 (a), 215 (b), 223 (b), Rev. Act 1939; szc.
1, Pub. Law 18. approved March 17, 1941;
cecs. 115 (b). 126 (c), 130 (b). 142 (b) (c),
143 (a) (b). 144 (a). 171 (b), Rev. Act 1942.1

I(a) Basis (unadjusted) of property. The
basis of property shall be the cost of such
property; except that-

(19) (A) If the property was acquired by
a shareholder in a corporation and consists of
stol: in such corporation, or rights to acquire
such stock, acquired by him after February
28.1913, in a distribution by such corporation
(hereinafter in this paragraph called "new
stock"), or consists of stock In respect of
which cuch distribution was made (herein-
after in this paragraph called "old stock")
and
(I) the new stock was acquired in a tax-

able year beginning before January 1, 1936;
or

(U1) the new toc was acquired in a taxable
year hb-lnning after December 31, 1935, and
Its distribution did not constitute income
to the Eharholder within the meaning of
the Sixteenth Amendment to the Consti-
tution:
then the basis of the new stock and of the
old stack. respectively, sh'ali, n the share-
holder's hands, be determined by allocating
between the old stock and the new stock the
adjusted basis of the old stock; such alloca-
tiea to bo, made under regulations whi:h
shall be prescribed by the Commissioner -with
the approval of the Secretary.
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(B) Where the new stack consisted of
rights to acquire stock and such rights were
sold in a taxable year beginning before Janu-
ary 1, 1939, and there was Included in the
gross Income for such year the entire amount
of the proceeds of such sale, then, If before
the date of the enactment of the Revenue Act
of 1939 the taxpayer has not asserted (by
claim for a refund or credit or otherwise) that
any part of the proceeds of the sale of such
new stock should be excluded from gross in-
come for the year of its sale, the basis of the
old stock shall be determined without re-
gard to subparagraph (A); and no part of
the proceeds of the sale of such new stock
shall ever be excluded from the gross income
of the year of such sale.

(C) Subparagraph (A) shaU not apply if
the new stock was acquired in a taxable
year beginning before January 1, 1936, and
there was Included, as a dividend, in gross
income for such year an amount on account
of such stock, and after such Inclusion such
amount was not (before the date of the
enactment of the Revenue Act of 1939) ex-
cluded from gross income for such year.
(D) Subparagraph (A) shall not apply if

the new stock or the old stock was sold or
otherwise disposed of in a taxable year be-
ginning prior to January 1, 1936, and the
basis (determined by a decision of a court
or the Board of Tax Appeals 1fnown as The
Tax Court of the United States], or a closing
agreement, and the decision or agreement be-
came final before the ninetieth day after the
date of the enactment bf the Revenue Act of
1939) for determining gain or loss on such
sale or other disposition was ascertaned~by
a method other than .that of allocation of
the basis of the old stock.

§ 29.113 (a) (19)-i 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 acquired in
a taxable year beginning after December
31, 1935, a stock dividend which did not
constitute income to the. shareholder
within the meaning of the sixteenth
amendment to the Cofistitution, the basis
for determining gain or loss from a sale
or other disposition of either the stock
in respect of which the distribution was
made or the stock dividend sliall (except
as otherwise prescribed in §29.113 (a).
(19)-2) be ascertained in accordance
with the principles set forth in § 29.113
(a) (12)-1.

(b) Stock rights acquired after Decem-
ber 31, 1924. In the *casq of stock in
respect of which were acquired after De-
cember 31, 1924, and before the first day
of the first taxable year beginning after
December 31, 1935, stock subscription
rights (whether or not constituting in-
come to the shareholder within the mean-
ing of the sixteenth amendment to the
Constitution) or in respect of which were
acquired in a taxable year beginning
after December 31, 1935, stock subscrip-
tion rights which did not constitute in-
come to the shareholder within the
meaning of the sixteenth amendment to
the Constittution, and in the case of such
rights, the basis for determining gain
or loss from a sale or other disposition

-of either the stock in respect of which
the distribution .was made, or the sub-
scription rights distributed, or the stock
acquired in the exercise of such rights
shall (except as otherwise prescribed in

J 29.113 (a) (19)-2) be -ascertained in
accordance with the principles set forth

-in § 29.22 (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, stocksubscription 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 Tights,
the basis for determining gain or loss.
from a sale or other disposition of either
the stock in respect of which the dis-
tribution was made, or the subscription
rights' distributed, or the stock acquired
in the exercise of-such rights shall (ex-
cept as otherwise prescribed -in § 29.113
(a) (19)-2) be ascertained in accordance
with the principles set forth in article
39 of Regulations 65.

§ 29.113 (a) (19)-2 'Exceptions to
general rules-(a) Proceeds 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 (W) of § 29.113 (a)-
(19)-i, and in § 29.22 (a)-8 or article
39 of Regulations 65, as the case may be,
shall not apply if the entire proceeds of
such sale were includedby the taxpayer
as gross income for the year of 1the 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 ot
such proceeds should not have been in-
cluded in gross income for the year of
the' sale. In such cases, the basis for de-
termining gain or loss from a subsequent
,sale or other disposition of the stock in
respect of which the rights were acquired
shall be the same as though the rights
had not been acquired.
(b) Receipt ofistock dividend or stock

right reported as income in prior years.
In the case of stock dividends or stock

-rights acqlirdd in a taxable year begin-
ning prior to January 1, 1936, the general
rules for ascertaining the basis for de-
termining gain' or loss set forth in
§ 29.113 (a) (19)-1, and in §§ 29.113 (a)
(12)-1, 29.22 (a)-8, or article 39 of Regu-
lations 65, as the case may be, shall not
apply if for any-reason there was in-
cluded in the gross income of the share-
holder as a dividend for such year, as,
for example, pursuant to the provisions
of section 201 (c) of the Revenue Act of
1918 or the corresponding provisions of
prior Revenue Acts, or as a result of the
decision of the Supren e Court in Kosh-
land v. Helvering (298 U. S. 441), an
amount-reflecting the acquisition of such
stock dividend or stock rights, and if be-
fore June 29, 1939, such amount was not
excluded from gross income for such
year. In such cases, the basis for deter-
mining gain or loss with respect to the
old stock shall be the same as though the
stock dividends or the stock rights had
not been acquired, and the basis with
respect to the stock dividend or stock
right shall be an amount equal to that at

* which such stock dividend or stdck right
was included in gross income for the
year of its acquisition.

(c) Gain or loss upon sale of old oi
new stock finally determined upon basis

inconsistent with general rules. The
general rules for ascertaining the basis
for determining gain or loss set forth in
§ 29.113 (a) (19)-1 shall not apply with
respect to the old stock, the new stock,
or the subscription rights to acquire new
stock, remaining on hand after a sale or
other disposition of old stock, subscrip-
tion -rights, or new stock effected in a
ta' ible year beginning prior to January
1, 1936, if the basis for determining gain
or loss on such sale or other disposition
wfis fixed by a decision of a court or The
Tax Court of the United States or by a
closing agreement, and if such decision
or closing-agreement became final on or
before September 26, 1939, and if the
basis for determining gain or loss upon
such sale or other disposition was fixed
by a method other than that of alloca-
tion of basis provided by the general
rule. In such cases, the basis for de-
termining gain or loss with respect to
the remaining shares shall be fixed in
a manner consistent with the prior do-
terminaton to the end that, the sale or
other disposition of all lots being con-
sidered, the taxpayer will have effected
ultimately a tax-free recovery of the
total cost or other basis of his original
shares, and no more.

[SEc. 113. AwusTED a3ASW FOr DErERMININa
GAIN oa L os-as amended by spca, 213 (d),
214 (a), 215 (b), 223 (b), Rev. Act, 1930: sec. 1,
Pub Law 18, approved March 17, 1041; sees.
115 (b), 126 (c), 190 (b), 14 (b) (o), 143 (a)
(b), 144 (a), 171 (h), Rev. Act 1942.]
[ (a) Basis (unadlsted) of property. The

basis of property shall be the cost of such
property; except that-]

(20) Property acquired by railroad cor-
poration. If the property of a railroad cor-
poration, 'as defined In section 77m of the
National Bankruptcy Act, as amended, was
acquiredf after December 31, 1939, in pur-
tuance of an order ofthe court having juris-
diction of such corporation-

(A) In a receivership proceeding, or
(B) In a proceeding under section 77 of

the National Bankruptcy Act, as amended,

and the acquiring corporation Is a railroad
corporation, as defined In section 7m of the
National Bankruptcy Act, as amended, organ-
ized or made use of to effectuate a plan or t
reorganizatlon approved by the court In such
proceeding, the basis shall be the same as it
would be in the hands of the railroad corpora-
tion whose property was so acquired. Thp
term "reorganization," as used In this para-
graph, shall not be limited by the definition
of such term in section 112 (g).

§ 29.113 (a) (20)-1 Property acquired
by railroad corporation in a receivership
or bankruptcy proceeding, Section 113
(a) (20) sets forth certain conditions
under which the basis of property ac-
quired by a railroad corporation Is the
same as it would have been In the hands
of the railroad corporation whose prop-
erty was acquired. For the purpose of
section 113 (a) (20), it is unnecessary
that the acquisition in question be a
direo transfer from the corporation
undergoing reorganization or that such
reorganization- constitute a reorganiza-
tion within the meaning of section 112
(g). It is sufficient if the' acquisition is
In pursuance of an order of the court and
is an Integral step In the consummation
of a reorganization plan approved by the

l 2 Evidently intended to be "Of".
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court having jurisdiction of the pioceed-
Ing- '

If the conditions of section 113 (a) (20)
are satisfied, then for the purpose of de-
termining basis, the provisions of sec-
tion 113 (a) (20) only shall apply, not-
withstanding that the transaction might
also fall within another provision of sec-
tion 113 (a).

ISEc. 113. Arursm nrs ron DmxUrrz=n= G
Gi on zoss--as amended by sees. 213 (d),
214 (a), 2,15 (b), 223 (b), Rev. Act 1939; sec.
1, Pub. Law 18, approved Mardi 17. 1941; sees.
115 (b), 126 (c), 130 (b), 142 (b) (c). 143
(a) (b), 144 (a), 171 (h), Rev. Act 1942.]

[(a) Basis (unadjusted) of property. The
basis of property shall be the cost of such
property; except that-]

(21) Property acquired by street, suburban,
or interurban electric railway corporation. If
the property of any street, suburban, or In-
terurban electric railway corporation en-
gaged as a common carrier In the transporta-
tion -of persons or property In interstate
commerce was acquired after December 31,
1934, in pursuance of an order of the court
having jurisdiction of such corporation In
a proceeding under section 77B of the Nat-
ional Bankruptcy Act, as amended, and the
acquiring corporation Is a street, suburban,
or interurban electric railway engaged as
a common carrier in the transportation of
persons or property In interstate commerce,
organized or made use of to effectuate a plan
of reorganization approved by the court In
such proceeding, then, notwithstanding the
provisions of section 270 of Chapter X of the
National Bankruptcy Act, as amended, the
basis, for'any taxable year beginning alter
December 31,, 1939, shall be the same as it
would be in the hands of the corporatlon'

-whose property was so acquired. The term
"reorganization", as used In this paragraph.
shall not be limited by the definition of
such term in section 112 (g).

* § 29.113 (a) (21)-1 Property acquired
by electric railway corporation in bank-
ruptcy proceeding. Subject to the limi-
tations and conditions set forth in sec-
tion 113 (a) (21), if the reorganization
under section 7B of the National Bank-
ruptcy Act, as amended, of an electric
railway corporation results in the acqui.:
sitlon of the property of such corporation
by another corporate entity, the basis of
such property in the hands of the ac-
quiring corporation is the same a it
would be in the hands of the old corpora-
tion. It is requisite to the application
of the section that both corporations be
street, suburban, or interurban electric
railway corporations engaged in- the
transportation of persons or property
in interstate commerce, and that the ac-
quisition is in pursuance of an order of
the court and is an integral step in the
consummation of a reorganization plan
-approved by the court having jurisdic-
tion of the proceeding. If section 113 (a)
(21) applies, section 270 of Chapter X
of the National Bankruptcy Act, as
amended, relating to the adjustment of
basis by reason of the cancellation or
reduction of indebtedness in a bank-
ruptcy proceeding, is inapplicable.
Moreover, 'if the transaction is within
theprovisions of section 11$ (a) (21) and
may also be considered to be within any
other provision of section 113 (a), then
the provisions of section 113 (a) (21)
only shall apply.
• [SEc. 113., ADxuSr nsa Pon armnnNu
GAin OR Loss-as amended by secs. 213 (d),

No. 219---5

214 (a), 215 (b). 223 (b), Rev. Act 1939; cec. 1.
Pub. Law 18, approved March 17, 1941; secs.
115 (b), 120 (c). 130 (b), 142 (b) (c), 143
(a) (b), 144 (a), 171 (h), Rev. Act 1942.1

(b) Adjusted basis. The adjusted basin
for determining the gain or loss from the mle
or other disposition of property, whenever ac-
quired, shall be the basis determined under
subsection (a), adjusted as hereinafter pro-
vided.

(1) General rule. Proper adjustment in
respect of the property Ehall In all cases be
made-

(A) For expenditures, receipts.osse, or
other Items, properly chargeable to capital
account, but no such adjustment beill be
made for taxes or other carrying charges for
which deductions have been t-ken by the
taxpayer in determining net income for the
taxable year or prior taxable years;

'(B) In respect of any period since February
28, 1913, for exhaustion, car and tear, obio-
lescence, amortization, and depletion, to the
extent allowed (but not lcs than the amount*
allov.bla)'under this chapter or prior Income
tax laws. Where for any taxable year prior
to the taxable year 1932 the depletion allow-
ance was based on discovery value or a per-
centage of Income, then the adjustment for
depletion for such year shal be bazed on the
depletion which would have been allowable
for such year If computed without reference
to discovery value or a percentage of income;

(C) In respect of any period prior to March
1. 1913, for'exhaustlon, wear and tear, obsc-
lezcence, amortization, and depletion, to the
extent sustained;

(D) in the case of stock (to the extent not
provided for in the foregoing rubpararraphs)
for the amount of distributions prevlously
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 la-
slflied 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, c. 138,
42 Stat. 227, out of Its earnings or profits
which were taxable in accordance with the
providsons of ection 218 of the Revenue Act
of 1918 or 1921);

(E) to the extent provided In section 337
(f) In the case of the stock of United States
shareholders In a foreign personal holding
company; and

(F) to the extent provided In rection 23 (h)
in the case of amounts rpecifled in a rhare-
holder's consent made under sectian 28.. (G) In the case of property pledged to the
Commodity Credit Corporation, to the extent
of the amount received as a loan from the
Commodity Credit Corporation and treated
by the taxpayer as income for the year in
which received pursuant to rection 123 of thin
chapter, and to the extent of any deficiency
on such loan with respect to which the tax-
payer has been relieved from liability.
I (H) in the case of any bond (as defined
In section 125) the Interest on 'which is wholly
exempt from the t!Lx imposed by thin chapter,
to the extent of the amortizable bond pre-
mium disallowable as a deduction pursuant
to section 125 (a) (2), and In the case of any
other bond (as defined in such cection) to
the extent of the deductions allowable pur-
suant to section 125 (a) (1) 'ith rspect
thereto.

§29.113 (b) (1)-1 AdIuste d 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 (21), 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 mineg and oil or gas wells the
following shall not be considered as items
properly chargeable to capital account:
(1) Expenditures made in the taxable
year 1932 or subsequent taxable years
which are allowable under article 235 or
236 of Regulations 77, article 23 (m)-15
or 23 (m-16 of Regulations 96, article
23 (m)-15 or 23 (m)-16 of Regulations
941 article 23 (m)-15 or 23 (m)-16 of
Regulations 101,1 §§ 19.23 (m)-15 or 19.23
Or)-16 of Regulations 103, and §§ 29.23

Wm)-15 or 29.23 Wn)-16 of these regula-
tions as deductions in computing net in-
come; (2) expenditures made in taxable
years prior to 1932 which were allowed,
or which may hereafter be allwed, as
deductions in computing the net income
of the taxpayer for such taxable years.

E xample. A. who make his returns on the
calendar year bass,, purchased proparty in
1933 for $10,00. He subsequently expended
C6,003 fr impro-ements. Dlsregardin- for
the purp=3 of this example, the adjus-tments
required for depreciation, the adjusted basis
of the property is $16,00. If A sells the
property in 1942 for $20,000. the amount of
bin gain 'wll be $4,C0. As to the amount
of such gain to be t .en into account in com-
put:in net Income, see section 117.

Capital expenditures and carrying
charges with respect to property, wheth-
er real or personal, improved or unim-
proved and whether productive or un-
productive, such as taxes and interest, as
to which under these regulations there
is an' election to treat either as charge-
able to capital account or as an allow-
able deduction in the manner provided
in § 29.2--5 (c) but for which there have
been taken ho deductions by the tax-
payer in determining net income for the
taxable year, or a prior taxable year, are
properly chargeable to capital account.
-(See § 29.24-5.) The term "taes" for
this purpose includes duties and excise
taxes (see § 29.23 (c-2), but does not
include income taxes.

The cost or other basis must also be
decreased by the amount of the deduc-
tions for exhaustion, wear and tear, ob-
solence, amortization, and depletion to
the extent such deductions have in re-
spect to any period since February 23,
1913, been allowed (but such decrease
shal not be less than the amount of de-
ductions allowable) under chapter I or
prior income tax laws. The adjustment
required for any taxable year or period
Is the amount allowed or the amount al-
lowable for such year or period under
the law applicable thereto, whichever is
the greater amount. A taxpayer is not
permitted to take advantage in a later
year of his prior failure to take any de-
preclation allowance or of his action in
taking an allowance plainly inadequate
under the known facts in prior years.
The determination of the amount prop-
erly allowable shall, however, be made

2 §§ 3.23 (m)-15. 3.23 (m)-16, 9.23 (m)-15,
9.23 (m)-l6 of this chapter.
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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 ot'her basis of the property
shall be adjusted. For example, the case
of Corporation A discloses the following
facts as of January 1, 1942:

Allowed,Al- Allow- but not
lr owed able sls than

amount
allowable

10M ------------------- -,000 $5,000 $6,000
1930 ---- _--------------- 7,000 6,00 7,000
1937 --------------------- 0,500 0,00 6,5001038 ------------------- Q, 500 0,00o 6,50,
1939 -------------------- 5,000 6,000 0,0
100----------------- 4,500 6,000 6,000

1041 --------------------- 4,000 6,000 6 000
39,500 42, 000 44,000

The depreciation allowed but not less
than the amount allowable in this ex-
ample as of January 1, 1942, is $44,000,
and the cost or other basis of the prop-
erty is to be adjusted by that amount.
The deductions by which the cost or
other basis is to be decreased shall in-
clude deductions allowed under section
114 (b) (2), (3), and (4) of the Revenue
Act of 1932, the Revenue Act of 1934, the
Revenue Act of 1936, the Revenue Act
of 1938, and the Internal Revenue Code,
for the taxable year 1932 and subsequent
taxable years, but the amount of the
diminution in respect of depletion for
taxable years prior to 1932 shall not
exceed a depletion- deduction computed
without reference to discovery value in
the casa of mines, or withdut reference
to discovery value or a percentage of
income in the case of oil and gas wells.

The cost or other basisshall also bede-
creased by the exhaustion, wear and
tear, obsolescence, amortization, and
depletion sustained in respect, of any pe-
riod prior tO March 1, 1913;

In the case of stock, the cost or other
basis inust be diminished by the amount.
of distributions previously made which,
under the lawapplicable to the year in
which the distribution was made,, either
were tax-free or were applicable in re-
duction of basis (not including distribu-
tions made by a corporation, which was
classified as a personal service corpora-
tion under the provisions of the Revenue
Act of 1918 or 1921, out of its earnings
or profits which were taxable in accord-
ance with the provisions of section 218 of
the Revenue Act of 1918 or 1921),

Example. A, who makes his returns upon
the calendar, year basis, purchased stock in
1923 for $5,000. He received in 1924 a dis-
tribiltion of $2,000 paid out of earnings and
profits of the corporation accumulated pilor
to March 1, 1913. The adjusted basis for
determining the gain or loss from the sale
or other disposition of the stock In 1942
Is $5,000 less $2,000, or $3,000, and the amount
o' the gain or loss from the sale or other
disposition of the stock Is the difference be-
tween $3,000 and the amount realized from
the sale or other disposition. But see sec-
tion 117.

In the case of the stock of United
States shareholders in a foreign personal
holding company the- cost or other basis

must be adjusted also to the extent pro-
vided in section 337 (f).

Adjustments must always be made to
eliminate double deductions or their

-equivalent. Thus, in the case of the
stock of a subsidiary company, the basis
thereof must be properly adjusted for
the amount of the subsidiary company's
losses for the years in which consolidated
returns were made.

In determining basis, and adjustments
to basis, the principles of estoppel apply,
as elsewhere under the Internal Revenue
Code. For adjustment to basis of bonds
on account of amortizable bond pre-
mium, see §§ 29.125-1 to 29.125-9, inclu-
sive.

§ 29.113 (b) (1)-2 Adjusted basis;
cancellation of indebtedness. In addi-
tion to the adjustments provided in sec-
tion 113 (b), (1) and § 29.113 (b) (1)-1
which are required to be made with re-
spect to the cost or other basis of prop-
erty, a further adjustment shalbe made
in any case in which there shall have
been a cancellation or reduction of in-
debtedness in any proceeding under sec-
tions 12, 74 (except in the case of a "wage
earner" as defined in the Bankruptcy
Act, as amended), or 77B or under
Chapter X, XI, or XII of the Bankruptcy
Act of 1898, as amended. Such further
adjustment shall be made in the follow-
Ing manner and order:

(a). In the case of indebtedness in-
curred to purchase specific property
(other than inventory or notes or ac-
counts receivable) whether or not a lien
is placed against such property securing
the payment of all or part of such in-

- debtedness, which indebtedness shall
have been canceled or reduced in any
such proceeding, the cost or other basis-
of such property shall be decreased (but.
not below its fair market value) by the
amount by which the indebtedness so in-,
curred with -respect to such property
shall have been canceled or reduced;

(b) In the case of specific property
(other than inventory or notes or ac-
counts receivable) against which, at the
time of the cancellation or reduction of
the indebtedness, there is a lien (other
than a lien securing indebtedness in-
curred to purchase such property) the
cost or other basis of such property shall
be decreased, (but not below its fair
market value) by the amount by which
the indebtedness secured by such lien
shall have been canceled or reduced;

(c) Any excess of the total amount by
which the indebtedness shall have been
so canceled or reduced in such proceed-
ing over the sum" of the adjustments
made under (a) and (b) shall next be
applied to reduce the cost or other basis
of the property of the debtor (other than
inventory and notes and accounts re-
ceivablebut including, property covered
by (a) and (b) as follows: The cost or
other basis of each unit of property shall
be decreased (but not below its fair
market value) in an amount equal to
such proportion .of such excess as the
adjusted basis (after adjustment under
(a) and (b)) of each such unit of prop-
erty bears to the,sum of the adjusted
bases (after adjustment under (a) and

(b)) of all the property of the debtor
other than inventory and notes and ac-
counts receivable;
. (d) Any excess of. the total amount by

which such indebtedness shall have been
so canceled or reduced over the sum of
the adjustments made under (a), (b),
and (c) shall next be applied to reduce
the cost or other basis of any units of
property covered by (a), (b), and ()
which have a remaining basis (after ad-
justment under (a), (b), and (W)
greater than their fair markel value,
as follows: The cost or other basis of
each such unit of property shall be de-
creased (but not below Its fair market
value) in an amount equal to such pro-
portion of such excess as the remaining
basis of each such unit bears to the sum
of the remaining bases of such units.
The process shall be repeated until the
cost or other basis of each unit of the
property covered by (a), (b), arid (c) is
reduced to its fair market value or the
amount by which the Indebtedness shall
have been canceled or reduced Is ex-
hausted, taking Into account In the suc-
pessive steps only those units of property
having, after the preceding adjustment,
a remaining basis greater than their fair
market value; and

(e) Any excess of the total amount by
which the Indebtedness shall have been
so canceled or reduced over the sum of
the adjustments made under (a), (b),
(c), and (d) shall next be applied to re-
duce the costor other basis of Inventory
and notes and accounts receivable, as
follows: The cost or other basis of in-,
ventory, or notes or accounts receivable,
as the case may be, shall be decreased
(but not belo1 Its fair market value)
In an amount equal to such proportion
of such excess as the adjusted basis of
inventory, notes receivable or accounts
receivable, as the case may be, bears to
the sum of the adjusted bases of such
inventory and notes and accounts re-
ceivable. The process shall be repeated
until the adjusted bases of inventory,
notes receivable and accounts receivable
are reduced to their fair market value ol\
the amount by which the Indebtedness
shall have been canceled or reduced Is
exhausted, taking Into account in the
successive steps only those units of prop-
erty having, after the preceding adjust-
ment, a remaining basis greater than
their fair market value.

For the purposes of this section:
(1) Basis shall be determined as of the

date of entry of the order confirming the
plan, composition or arrangement under
which such indebtedness shall have been
canceled or reduced;

(2) Except where the context other-
wise requires, property means all of the
debtor's property, other than money;

(3) No adjustment shall be made by
virtue of the cancellation or reduction
of any accrued Interest unpaid which
shall not have resulted In a tax benefit
in any income tax return;

(4) The phrase "Indebtedness incurred
to purchase" includes (I) Indebtedness
for money borrowed and applied In the
purchase of property and (i an exist-
ing Indebtedness secured by a lien
against the property which the debtor,

15030

HeinOnline -- 8 Fed. Reg. 15030 1943



FEDERAL REGISTER, Thursday, November 1, 1913

- as purchaser of such property, has as-
sumed to pay; and

(5) The term "fair market value" has
reference to such value as of the date of
entry of the order confirming the plan,
composition -or arrangement under
which such inclebtedness shall have been
canceled or reduced.

Any determination of value in a pro-
ceeding under the Bankruptcy Act, as
amended, shall not constitute a deter-
mination of fair market value for the
purposes of this section.

The basis of any of the debtor's prop-
erty which shall have been transferred
to a person required to use the debtor's
basis in whole or in part shall be deter-
mined in accordance with the provisions
of this section. -

§ 29.113 (b) (1)-3 Adjusted basis;
cancellation of indebtedness; special
cases. If the tixpayer and the Commis-
sioner agree, the basis of the taxpayer's
property may be adjusted in a manner
different from that set forth in § 29.113
(b) - (1)-2. Variations from such rule
may, for example, involve adjusting the
basis of any part of the taxpayer's prop-
erty or adjusting the basis of all the tax-
payer's -property, according to a fixed
allocation. Agreement between the tax-
payer and the Commissioner as to any
variation from such general rule shall be
effected only by a closing agreement
entered into under the provisions of sec-
tion 3760.

(SM. 113. AD-USTED RASUS FOR n==ZmnMG
oArs on Loss-aS amended by sees. 213 (d),
214 (a), 215 (b). 223 (b), Rev. Act 1939; see.

.1, Pub. Law 18, approved March 17, 1941;
sees. 115 (b), 126 (c), 130 (b), 142 (b) (c),
143 (a) (b) * 144 (a), 171 (h), Rev. Act 1942.]
. [(b)-Adjusted basis. The adjusted basis
lor 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 herein-
after 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 deter-
mined-

(A) by reference to the basis in the hands
of a transferor, donor, or grantor, or

-(B) by reference to other property held at
any time by the person for whom the basis
is to be-determined.

Whenever it appears that the basis of prop-
erty in the hands of the taxpayer is a sub-
stituted basis, then the adjustments pro-
vided in paragraph (1) 'of this subsection
-shall be made after first making In respect
otsuch 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,

§29.113 (b) (2)-1 Substituted basis.
Whenever it appears that the basis of
:property in the hands of the taxpayer
is a substituted basis, as defined in sec-
tion 113 (b) (2), the adjustments lnd.
catedin § 29.113 (b) (1)-1 shall be made
after first making in respect of such sub-

stituted basis proper adjustments of a
similarnature in respect of the period
during which the property was held by
the transferor, donor, or grantor, or dur-
ing which the other property was held
by the person for whom the basis is to
be determined. In addition, whenever
It appears that the basis of property In
the hands of the taxpayer is a substi-
tuted basis, as defined in section 113 (b)
(2) (A), the adjustments indicated In
§§ 29.113 (b) (1)-2, 29.113 (b) (3)-1, and
29.113 (b) (3)-2 shall also be made,
whenever necessary, after first making
in respect of such substituted basis a
proper adjustment of a similar nature
in respect of the period during which the
property was held by the transferor,
donor, or grantor. Similar rules shall
also be applied in the case of a series of
substituted bases,

Example. A. who mnle his returns upon
the calendar year basis, In 1927 purd.hned the*
X Building and subs equently gave it to his
son B. B exchanged the X Building for the
Y Building In a tax-free exchange, and then
gave the Y Building to his wife 0. ,in
determining the gain from the sale or other
disposition of the Y Building in 19M, I, re-
quired to reduce the bas-l of the building
by deductions for depreciation which were
successively allowed (but not l= than the
amount allowable) to A and B upon the X
Building and to B upon the Y Building. in
addition to the deductions for depreciation
allowed (but not less than the amount allow-
able) to herself during her ownerblp of the
Y Building.

[SEc. 113. Anzusrm nsm ron Dn rnzma
c~nS oa Loss-as amended by c2ae. 213 (d),
214 (a), 215 (b), 233 (b), Rev. Act 1939; sec.
1, Pub. Law 18, approved .farch 17, 19M1;
sees. 115 (b). 126 (c). 130 (b). 142 (b) (c),
143 (a) (b), 144 (a), 171 (h). Rev. Act 1942.]

[(b) Adjusted basis. The adjusted basis
for determining the gain or lo.s from the sale
or other disposition of property, rhenever
acquired, shall be the basis determined under
subsection (a), adjusted as hereinafter pro-
vided.]

(3) Dfscharge of indebtcdn"-s. Whcro in
the case of a corporation any amount is ex-
cluded from gms Income under section
22 (b) (9) on account of the discharge of
Indebtedness the whole or a part of the
amount so excluded from gros income chall
be applied n reduction of the bac-L of any
property held (whether before or after the
time of the discharge) by the taxpayer dur-
ng any portion of the taxable year In which
such discharge occurred. The amout to be
so applied (not in excecs 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 bo.allo-
cated, shall be determined under regulations
(prescribed by the Commiss-oner with the
approval of the Secretary) In cfect at the
time of the filing of the concent by the tax-
payer referred to in section 22 (b) (0). The
reduction shall be made as. of the first day
of the taxable year in which the discharge
occurred except l the case of property not
held by the taxpayer on such firLt day, In
which case it 1halltako dect as of the time
-the holding of the taxpayer began.

§ 29.113 (b) (3)-1 Adjusted basis;
disclrge of corporate indebtedness;
general rule. In addition to the adjust-
ments provided in section 113 (b) (1)
and § 29.113 (b) (1)-1 which are re-
quired 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 discharge of In-
debtedness of t corporation during the
taxable year. Such further adjustment
shall, except as otherwise provided in
§ 29.113 (b) (3)-2, be made in the fol-
lowing manner and order:

(a) In the-case of indebtedness iii-
curred to purchase specific property
(other than inventory or notes or ac-
counts receivable), whether or not a lien
Is placed against such property securing
the payment of all or part of such in-
debtedness, which indebtedness shall
have been discharged, the cost or other
basis of such property shall be decreased
(but the amount of the decrease shall not
be more than the amount of the adjusted
basis without reference to this section)
by an amount equal to the amount ex-
cluded from gross income under section
22 (b) (9) and attributable to the dis-
charge ol the indebtedness so incurred
with respect to such property;

(b) In the case of specific property
(other thar inventory or notes or ac-
counts receivable) against which, at the
time of the discharge of the indebtedness,
there is a lien (other than a lien securing
Indebtedness incurred to purchase such
property) the cost or other basis of such
property shall be decreased (but the
amount of the decrease shall not be more
than the amount of the adjusted basis
without reference to this section) by an
amount equal to the amount excluded
from gross income under section 22 (b)
(9) and attributable to the discharge of
the indebtedness secured by such Hen;

(c) Any excess of the total amount
excluded from gross income under sec-
tion 22 (b) (9) over the sum of the ad-
Justments made under (a) and (b) shall
next be applied to reduce the cost or
other basis of the property of the debtor
(other than inventory and notes -and ac-
counts receivable, but including property
covered by (a) and (b)) .as folows: The
cost or other basis of each unit of prop-
erty shall be decreased (but the amount
of the decrease shall not be more than
the amount of the adjusted basis with-
out reference to this section) in an
amount equal to such proportion of such
excess as the adjusted basis (without ref-
erence to this section) of each such unit
of property bears to the sum of adjusted
bases (without ference to this section)
of all the property of the debtor other
than inventory and notes and accounts
receivable; and

(d) Any excess of the total amount ex-
cluded from gross income under section
22 C) (9) over the sum of the adjust-
ments made under (a), (b), and (c)
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 cdse may
be, shall be decreased (but the amount
of the decrease shall not be more than
the amount of the adjusted basis with-
out reference to this section) in an
amount equal to such proportion of such
excess as the adjusted basis of inventory,
notes receivable or accounts receivable,
as the case may be, bears to the sum of
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the adjusted bases of such inventory and
notes and accounts receivable.
For the purposes of this section:
-'(1) Except where the context otherwise

requires, property means all of the
debtor's property, other than money;

(2) The phrase "Indebtedness incurred
to purchase" includes (i) indebtedness
for money borrowed and applied in the
purchase of property and (ii) an exist-
ing indebtedness secured by a lien against
the property which the debtor, as pur-
chaser of such property, has assumed
to pay;

(3) The phrase "amount excluded from
gross income under section 22 (b) (9)"
means the amount of income excluded
under that .section reduced by any de-
duction disallowed under that section
for unamortized discount;

(4) Adjustnents to basis shall be
made:

(I) In the case of property owned on
the first day of the taxable year, as of
that day;

(ii) In the case of property acquired
after the first day of the taxable year,
as of the day so acquired;

regardless of the time such property was
subsequently sold, exchanged, or other-
wise disposed of by the taxpayer;

(5) Whenever a discharge of indebted-
ness is accomplished by a transfei of
the taxpayer's property in kind, the dif-
ference between the amount of the obli-
gation discharged and the fair market
value of the property transferred is the
amount which may be applied in reduc-
tion of basis;

(6) Regardless of the amount excluded
by the taxpayer from its gross income

.under section 22 (b) (9) and so stated on
Form 982, the maximum amount by
which basis may be reduced in respect of
the discharge of any indebtedness is the
amount of income resulting from the dis-
charoe of such indebtedness.

Example (1). On January 1, 1942, the N
Corporation owned an office building, which It
sold In March 1942. In June 1942 It pur-
chased a factory building. In October 1942
the N Corporation bought in its outstanding
bonds at less than their face value. Assum-
ing that there Is a proper exclusion from gross
Income under section 22 (b) (9), the basis
of each building shall be adjusted under sec-
tion 113 (b) (3) for the taxable year 1942.
(But see § 29.113 (b) (3)-2.)

Example (2). The M Corporation has out-
standing an issue of A bonds which it had
sold at a premium anti an issue of B bonds
which it had sold at a discount. In July
1942 the M Corporation purchased such out-
standing bonds for less than face value. The
amount of income- attributable to the dis-
charge of the A bonds is $1,000 and the
,amount of unamortized premium Is $200.
The amount of Income attributable to the
discharge of the B bonds is $1,000 and the
amount of unamortized discount is $50.

If the M Corporation under section 22 (b)
(9) elects to have excluded from gross In-
come the amount of income attributable to
the discharge of both bond issues, the total
reduction in basis of the property of the AT
Corporation shall not exceed $2,150. If the
AT Corporation elects only with respect to the
A bonds, the total reduction In basis shall
not exceed $1,200 (or $950 if the election Is
with respect to the A bonds, the total
poration excludes only an amount of $500
with respect to the A bonds, the total

reduction in basis may nevertheless be $1,200
(or $950 if the exclusion Is with respect tothe B bonds).

§ 29.113 (b) (3)-2 Adjusted basis;
discharge o1 corporate indebtedness;
special cases.- Section 29.113 (b) (3)-1
prescribes the general rule to be followed
in adjusting basis of property where
there is a proper exclusion from gross in-
come under section 22 (b) (9). The tax-
payer may, however, have the basis of its
property adjusted in a manner different
from that set forth in § 29.1M3 (b) (3)-1
upon a proper showing to the satisfac-
tion of the Commissioner. Variations
from such general rule may, for example,
involve adjusting the basis of only part
of the taxpayer's property oi adjusting
the basis of all the taxpayer's property,
according to a fixed allocation.

A request for variations from the gen-
eral rule prescribed in § 29.113 (b) (3)-1
should be filed by the taxpayer with its
return for the taxable year in which the
discharge of indebtedness has occurred.

,Agreement between the taxpayer and the
Commissioner as to any variations from
such general rule shall be effected only
by a closing agreement entered into un-
der the provisions of section 3760. If
no agreement is reached between the'
taxpayer and the Commissioner as to
variations from the general rule pre-
scribed in § 29.113 (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 such general
rule shall prevail in the determination
of the basis of the taxpayer's property,
unless the taxpayer specifically states on
such form that it does not consent to the
application of the general rule.

[SEc. 113 ADussm BSS Poa DrXEM5UNn
GAIN OR LOSS-as amended by sees. 213 (d);-
214 (a), 215 (b), 223 (b), Rev. Act 1939;
sec. 1, Pub. Law 18, approved March 17 1941;
seeas: 115 (b), 126 (c), 130 (b), 142 (b) (c),
143 (a) (b), 144 (a), 171 (h), Rev. Act 1942.1

(c) Property on which lessee has made im-
provements. Neither the basis nor the ad-
Justed basis of any portion of real property
shall, in the case of the lessor of -uch prop-
erty, be increased or diminished on account of
income derived by the lessor in respect of
such property and excludible from gross in-
come under section 22 (b) (11). If an
amount representing any part of the value
of real property attributable to buildings
erected or other improvements made by a
lessee in respect of such property was in-
cuded in gross income of the lessor for any
taxable year beginning before January 1,
1942, the basis of each portion of such prop-
erty. shall be properly adjusted for the
amount so included In gross income.

§ 29.113 (c)-1 Property on which les-
see has made improvements. In any
case inwhich a lessee of real property has
erected buildings or made other improve-
ments upon the leased property and the
lease is terminated by forfeiture or oth-
erwise resulting in the realization by such
lessor of income which, were it not for
the provisions of section 22 (b) (11),
would be includible in gross income of
the lessor, the amount so excluded from
gross income shall not be taken Into
account In determining the basis or the
adjusted basis of such property or any
portion thereof in the hands of the lessor.
If, however, in any taxable year begin-

ning prior to January 1, 1942, there has
been included In the gross Income of tho
lessor an amount representing any part
of the value of such property attributa-
ble to such buildings or Imptovements,
the basis of each portion of such property
shall be properly adjusted for tho
amount so Included In gross Income,

.For example, A leased in 1930 from B for
a period of 25 years unimproved real
property and in accordance with the
terms of the lease B erected a building on
the property. It was estimated that
upon expiration of the lease the building
would have a depreciated value of

'$50,000, which value the lessor elected to
.report (beginning in 1931) as Income
over the term of the lease. In 1942 B
forfeits the lease. The amount of
$22,000 reported as income by A during
the years 1931 to 1941, both years In-
clusive, shall be added.to the basis of
the property represented by the Im-
provements In the hands of A. If In
such case A did not report during the
period of the lease any income attrib-
utable to the .value of the building
erected by the lessee and the lease was

-forfeited in 1940 When the building was
worth $75,000, such amount, having been
included In gross income under the law
applicable to that year, Is added to tho
basis of the property represented by
the improvements In the hands of A, As
to treatment of such property for the

.purposes of capital gains and losses, see
section 117.
" Sic. 114. BASInS FoR aCrATOrLoN AND DMLn-
TION [as amended by sec. 145, Rev. Act 10421,

(a) Basis for depreciation. The basis upon
which exhaustion, wear and tear, and obso-
lescence are to be allowed in respect of any
property shall be the adjusted basis provided
In section 113 (b) for the purpose of doter-
mining the gain upon the sale or other dill-

-position of such property.
(b) Basis for depletion-(1) General rulo.

,The basis upon which depletion Is to be al-
lowed in respect of any property shall bo the
adjusted basis prdvided in section 113 (b) for
the purpose of determining the gain upon the

'sale or other disposition of such property, eX-
cept as provided in paragraphs (2), (3), and
(4) of this subsection.

(2) Discovery value in case of mines. In
the case of mines (other than metal, coal,
fluorspar, ball and sagger clay, rock asphalt,
or sulphur mines) discovered by the taxpayer
after February 28,1913, the basis for depletion
shall be the fair market value of the property
at the date of discovery or within thirty days
thereafter, if such mines were not acquired
-as the result of purchase of a proven tract or
lease, and if the fair market value Of the prop-
erty i materially disproportionate to the cos ,
The depletion allowance under section 23 (m)
based on discovery value provided in thil
paragraph shall not exceed 50 per centum of
the net income of the taxpayer (computed
without allowance for depletion) from the
property upon which. the discovery was made,
except that in no case shall the depletion
allowance under section 23 (m) be less than
It would be if computed without reference to
discovery value. Discoveries shall include
minerals in commercial quantities contained
within a vein or deposit discovered in an ex-
isting mine or mining tract by the taxpayer
after February 28, 1913, if the vein or depost
thus discovered was not merely the uninter-
rupted extension of a continuing commercial
vein or deposit already known to exist, and If
the discovered minerals are of sufficient value
and quantity that they could be separately
mined and marketed at a profit.
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(3) Percentage depletion, lor oil and gas
- wels. In the case of ol and gas wells the

allowance for depletion under section 23 (m)
shall be 27% per centum of the gross income
from the prbperty during the taxable year,
excluding from such gross income an amount
equal to any rents or royalties paid or In-
curred by the taxpayer In respect of the prop-
erty. Such allowance shall not exce& 50 per
centum of the net income of the .taxpayer
(computed without allowance for depletion)
from the property, except that in no case
shall the depletion allowance under section
23 (m) be less than It would be If computed
without reference to this paragraph.

(4) Percentage depletion for ca, fluorspar,
ball and sagger clay, rock asphalt, and metal
2rines and sulphur. The-allowance for de-

. pletion under section 23 (m) shall be, In the
case of coal mines, 5 per centum, In the case
of metal mines, fluorspar, ball and sagger
clay or rock asphalt- mines, 15 per centum,
and, in the case of sulphur mines or de-
posits, 23 per centum, of the gross income
from the property during the taxable year,
excluding from such gross income an amount
equal to any rents or royalties paid or In-.
curred bythe taxpayerin respectof the prop-
erty. Such alioance shall not exceed 60
per centum of the net income of the tax-
payer (computed without allowance for de-
pletion) from the property, except that in
no case shall the depletion allowance under
section 23 (m) be less than It would be If
computed without reference to this para-
-graph.

§ 29114-1 Basis for allowance of de-

preciationanddepletion. Thbasis upon
which exhaustion, wear and tear, ob,
solescence, and depletion will be allowed
in respect of any property is the same
as is provided in section 113 (a), ad-
justed as provided in section 113 (b), for

* the purpose of determining the gain from
the sale or other disposition of suchprop-.-
erty, except as provided in § 29.23 (M)4,
relating to depletion based on discovery
value, in § 29.23 (m)-4, relating Io per-"
centage depletion in the case of oil and
gas wells, and in § 29.23 (m),-5, relating
to percentage depletionin the case of coal
mines, metal mines, fluorspar mines, ball
and -sagger clay mines, or rock asphalt
mines, and sulphur mines or deposits.

Sm. 115. DThsrDnroNs By coaponATzom
[as amended by sec. 214 (b), Rev. Act 1939;
sec. 501 (a), 2d Rev. Act, 1940; sees. 146 (a),
147, 166, 186 (ay (b), Rev. Act 1942].

(a) Definition of dividend. The 'tern
"dividend" when used in this chapter (except
in section 201 (a) (5), section 204 (a) (11),
and section 207 (a) (2) and (b) (3) (where
the reference is to dividends of insurance
companies paid to policyholders) means any
distribution made by a corporation to its
shareholders, whether in money or in other
property.(1) out of Its earnings or profits
accumulated after February 28, 1913, or (2)
out of the earnings or profits of the taxable
year (computed as of the close of the taxable
year without diminution by reason of any
distributions made during the taxablo yeak),
without regard to the amount of the earn-
ings and profits at the time the djstribution
was made. Such ternr also means any dis-
tribution to its shareholders, whether In
money or In other property, made by a
corporation which, under the law'applicable
to the -taxable year in which-the distribution
Is made, Is a personal holding company, or
which, for the taxable year in respect of
which the distribution is made under sec-
tion 504 (c) or section 506 or a corresponding
provision of a prior income tax law, is a per-
sonal holding company under the law ap-
plicable to such taxable year.

(b) Source of distributionm. For the pur-
poaes of this chapter every distribution is
made out of earnings or profits to the extent
thereof, and from the most recently accu-
mulated earnings or profits. Any earnings or
profits accumulated, or increaco in value of
property accrued, before March 1, 1913, may
be distributed exempt from tax, after the
earnings an4 profits accumulated after
February 28, 1913, have been diltrlbuted, but
any such tax-fre distribution shall be ap-
plied against and reduce the adjusted basis
of the stock provided in cectlon 113. The
preceding sentence shal not apply to a dls-
tribution which is a divlded within the
meaning of the last sentence of .subsec-
tion (a).

(c) Dstrfuons: in liquidation.
Amounts distributed in complete liqudation
of a corporation. ahall b3 treated as in full
payment in exchange for the stock, and
amounts distributed in Partial liquidation
of a corporation shall be treated as; In part
or full payment in exchange for the stock
The gain or lo=s to the distributee rezulting
from such exchange rhall be determined Un-
der section 111, but shall be recognized only
to the extent provided in cection 112. In
the case of amounts distributed (whether
before January 1, 1939, or on or after such
date) in partial lquldation (other than a
distribution to which the provisions of 'ub-
section (h) of this coction are applicable)
the Part of such distribution which is prop-
erly chargeable to capital account Ehall not
be considered a distribution of earnings 01
profits. If any distribution in partial lqul-
dation or in complete liquidation (Including
any one of a serles of distributions mlado by
the corporation in complete cancellation or
redemption of all its stock) is made by a
foreign corporation which with respect to
any taxable year beginning on or before, and
ending after, August 20, 1937, was a foreIgn
personal holding company, and ith repect
to which a United States group (as dellned
In section 331 (a) (2)) existed after AugUst
26, 1937, and before January 1, 1038. then,
deltpte the foregoing provisions of this sub-
section, the gain recognized rCsulting mfrm
such distribution shal be considered as a
gain from the Eale or exchange of a capital
asset held for not more than 6 montls

(d) Other distributions from capital. If
any distribution made by a corporation to its
shareholders is not out of increas in Value
of property accrued before March 1, 1913, and
is not a dividend, theh the amount of such
distribution shall be applied against and
redoce the adjusted basis of the stock pro-
vided in section 113, and if in exce of such
bass, such exces shall be taxable in the
same manner as a gain from the Vale or
exchange of property. This subsection shall
not apply to a distribution in Partial or
complete liquidation or to a distribution
which, under subs=cton (f) (1), is not
treated as a dividend, whether or not other-
wise a dividend.

(a) Distributions by perronal cerric cor-
porations. Any distribution mde by a cor-
poration, which was clamified as a parsonal
service corporation under the provisions of
the Revenue Act of 1918 or the Revenue Act
of 1921, out of Its earnings or proflt3 which
werd taxable in accordance with the pro-
visions of section 218 of the evenu Act of
1918, 40 Stat. 1070, or cection 218 of the Reve-
nue Act of 1921, 42 Stat. 245, chal ba exempt
from tax to the dintributcas

(f) Stock dlrlaend-(l) General rule. A
distribution made by a corporation to its
shareholders in its stock or in rights to ac-
quire its stock shell not be treated Ea a divi-
dend to the extent that it dos not constl-
tute income to the sharcholder w1thin the
meaning of the Sixteenth Amendment to the
Constitution.

(2) Election of shcreholders3 as to rzedfzses
of 1=jment. ' 

Whenever a distribution by a
corporation 13, at the election of any of the
shareholders (whethir exercised before or
after the declaration thereof), payable elthe
(A) in its stock or n rights to -acquire its
stccJ-, of a class which If distributed without
election would be exempt from tax under
pargraph (1), or (B) in money or any other
property (including Its stock or in right3
to acquire its stock, of a class which If dlx-
trlbuted,'wthout election would not be ex-
empt from tax under paragraph (1)), thn
the distribution ahall constitute a taxable
dividend n the hands ofall shareholders,
regardless of the medium in which paid.

(g) Redemption of stocL. If a corporation
cancecl or redears Its stck.c (whether or not
such stock was issued as a stack dividend)
at such time and in such mnner as to make
the distribution and cancellation or redemp-
tion in whole or inpart e -- ntially equivalent
to the distribution of a taxable dividend, the
amount so distributed in redempton or can-
cellatl n of the stock, to the extent that it
repre:ants a distribution of earnings or
profits accumulated after February 23, 1913,
shall be treated as a taxable dividend.

(h) Effect on earnings and praoAfts of dis-
fributions of staoT. The distribution
(whether before January 1, 1939, or on or
after such date) to a dfstributee by or on
behalf of a corporation of its stock or secutr-
ties, of stock or securities In another corpora-
ton, or of property or money shall not be
considered a distribution of earnings oz
profits of any corporation-

(1) if no gain to such d1stributee from the
receipt of such stock or securitles, property
or money, was recognized by r, or

(2) If the distribution was not subject to
tax in the hands of such distributee because
It did not constitute Income to him within
the meaning of the Sixteenth Amendment
to the Constitution or becauze exempt to
him under section 115 (f) of the Revenue
Act of 1934, 48 Stat. 712, or a corresponding
provislon of a prior Revenue Act.

As u:ed in this suhs-ctlon the term "cstck
or recuritles! Includes rights to acquire stock
or s-curitles.

(1) Ds'finition of partWa liquidation. As
u=d in this section the term "amounts dis-
tributed n partial liquidation" meas a dis-
tributlon by a corporation in complete can-
cellation or redemption of apart of its stcck,
or one of a raries of distributions in complete
cancl4tion or redemption of allor a portion
of its stock.

(j) Valuation of dfriend. If thk whole or
any part of a dividend is paid to a share-
holder in any medium other than money
the property received other tha money shal
be Included in gross income at Its fair ret
value at the time as of whlch it becomes
Income to the shareholder.

(k) Consent diatributicn. For taxability
as dividends of amounts agreed to be Included
in gros income by shareholders' consents,
cee section 28.

(1) Effect om earnings and profitz of gain
or lo.s and of receipt of tax-free distrbuto-.
The gain or loss realized from the sale or
other disposition (after February 23. 1913) of
property by a corporation-

(1) for the purpose of the computation of
earnings and profits of the corporation, shall
be determined, except as provided n Para-
graph (2), by using as the adjusted basis
the adjusted basis (under the law applicable
to the year in which the sale or other disposi-
ton was made) for determinin gain, ex-
cept that no rega-d shall ba had to the value
of the property a of March 2, 1913; but

(2) for the purpoze of the computation of
earnings and profits of the corpr ation for
any perfcd begnning after February 23.1913.
shal be determined by using as the adjusted
bais the adjusted basis (under the last ap-
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plicable to the year in which the sale or other
disposition was made) for determining gain.

Gain or loss so realized'shall increase or de-
crease the earnings and profits to, but not
beyond, the extent to which such a realized
gain or loss was recognized in computing net
income under the law applicable to the year
in which such sale or disposition was made.
Where in determining the adjusted basis used
In computing auclirealized gain or loss the
adjustment to the basis differs from the ad-
justment proper for the purposes of deter-
mining earnings or profits, then the latter
adjustment shall be used In determining the
increase or decrease above provided. For the
purpose of this subsection, a loss with respect
to which a deduction is disallowed under sec-
tion 118, or a corresponding provision of a
prior income-tax law, shall not be dened to
be recognized. Where a corporation receives
(after February 28, 1913) a distribution from
a second corporation which (under the law
applicable to the year in which the distribu-
tion was made) was not a taxable dividend
to the shareholders of the second corpora-
tion, the amount of such distribution shall
not increase the earnings and profits of the
first corporation in the following cases:

(1) No such increase shall be made in
respect of the part of such distribution which

'(under such law) is directly applied in re-
duction of the basis of the stock in respect
of which the distribution was made.

-(2) No such increase 'shall be made if
(under such law) the distribution causes the
basis of the stock in respect of which the
distribution was made to be allocated be-
tween such stock and the property received.

(m) Earnings and profts--increase in
value accrued before March, 1, 1913. (1) If
any Increase or decrease in the earnings or
profits for any period beginning after Febru-
ary 28,. 1913, with respect to any matter
would ,be different had the adjusted basis
of the property involved been determined
without regard to its March 1, 1913, value,
there, except as provided in paragraph (2), an
increase (properly reflecting such difference)
shall be made in that part of the earnings
and profits consisting of increase, in value
of property accrued before March 1, 1913.

(2) If the application of subsection (1)
to a sale or other disposition after February
28, 1913, results in a loss which is to be
applied in decrease of earnings and profits'
for any period beginning after February 28,
1013, then, notwithstanding subsection (1)
and in lieu of the rule provided in paragraph
(1) of this subsection, the amount of such
loss so to be applied shall be reduced by the
amount, If any, by which the adjusted basis
of the property used in determining the loss,
exceeds the adjusted basis computed without
regard to the value of the property on March
1, 1913, and If such amount so applied in re-
duction of the decrease exceeds such loss, the
excess over such loss shall increase that-part
of the earnings and profits consisting of in-
crease in value of property accrued before
LMarch 1, 1913.

§ 29.115-1 Dividends. The term
"dividend" for the purpose of chapter 1.
(except when used in section 201 (c) (5),
section 204 (c) (11), and section 207 (a)
(2) and (b) (3) where the eference is
to dividends of insurance companies
paid to policyholders) comprises any
distribution in- the ordinary course of
business, even though extraordinary in
amount, made by a domestic or foreign
corporation to its shareholders out of
either:

(a) Earnings or profits accumulated
since February 28, 1913, or

(b) 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 wasmade.
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 taxable year. For the? purpose of
determining whether a distribution con-
stitutes a dividend, it-is unnecessary to
ascertain the amount of the earnings
and profits accumulated since February
28, 1913, if the earnings and profits of
the taxable year are equal to or in ex-
cess of the total dmount of the distribu-
tions made within such year.

The term "dividend" also includes any
distribution to shareholders (other than
distributions under section 115 (c), re-
Iating to distributions in liquidation, sec-
tion 115 (e), relating to distributions by
personal service corporations, and sec-
tion 115 (f), relating to stock diidends)
made by a corporation which, for the
taxable year in which such a distribution
is made or for the taxable year in re-
spect of which It is made under section
504 (c), relating to dividends paid within
2Y2 months after the close of the taxable
year, or section 506, relating to deficiency
dividends, or corresponding provisions
of a prior income tax law,'was under the
applicable law a personal holding com-
pany. Such a distribution, if made on or
after October 21, 1942, will constitute a
taxable dividend even if not paid out of
accumulated or current earnings or
profits. For treatment of any distribu-
tion made prior to October 21, 1942,
which is a dividend solely by reason of
the last sentence of spction 115 (a), see
§ 29.504-3.

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 unqdalifiediy. made subject to their
demands.

The application of section 115 (a) may
be illustrated by the following example:

Example. At the beginning of the calendar
year 1942, the Mf Corporation had an oper-
ating deficit of $200,000 and the earnings or
profits for the year amounted to $100,000.
Beginning on March 16, 1942, the corpora-
tion made quarterly distributions during the
taxable year to its shareholders of $25,000
each. Each distribution is a taxable dividend
in full, irrespective of the actual or the pro
rata amount of the earnings or profits on
hand at any of the dates of distribution,
since the total distributions made during thet
year ($100,000) did not. exceed the total
earnings or profits of 'the year ($100,000).

§ 29.115-2 Sources of distributions in
• deneral. For the purpose of income
taxation every distribution made by a
corporation is made out of earnings or
profits to the extent thereof and from
the most recently- accumulated earnings'
or profits. In determining the source of
a distributioi, consideration should be
given first, ta the earnings or profits of
the taxable year; second, to the earnings
or profits accumulated since February
28, 1913, only in the case where, and to
the extent that, the distributions made
during the taxable year. are not regarded
as out of the earnings or profits of that
year; third, to the earnings or profits

accumulated prior to March 1, 1913, only
after all the earnings or profits of the
taxable year and all the earnings or
profits accumulated since February 28,
1913, have been distributed; and, fourth,
to sources other .than earnings or profits
only after the earnings or profits have
been distributed. a

If the earnings or profits of the tax-
able year (computed as of the close of
the year without diminution by reason
of any distributions made during the
year and without regard to the amount
of earnings or profits at the time of thQ
distribution) are sufficient in amount
to cover all the distributions made dur-
ing that year, then each distribution is a
taxable dividend. (See § 29.115-1.) If
the distributions made during'the tax-
able year exceed the earnings or profits
of such year, then that proportion of
each distribution which the total of the
earnings or profits of the year bears to
the total distributions made during the
year shall be regarded as out of the
earnings or profits of that year. The
portion of each such distribution which
is not regarded as out of earnings or
profits of the taxable year shall be con-
sidered a taxable dividend to the extent
of the earnings or profits accumulated
since February 28, 1913, and available
on the date of the distribution. In any
case in which it is necessary to determine
the amount of earnings or profits ac-
cumulated since February 28, 1913, and
the actual earnings or profits to the date
of a distribution within any taxable year
(whether beginning before January 1,
1936, or, in the case of an operating
deficit, on or after that date) cannot be
shown, the earnings and profits for the
year (or accounting period, if.less than
a year) in which the distribution was
made shall be prorated to the date of
the distribution not counting the date
on which the distribution was made.
The provisions of this section may be
illustrated by the following example:

Example. At the beginning of the cal-
endar year 1942, the M Corporation had $12,-
000 in earnings and profits accumulated sinco
February 28, 1913. Its earnings afid profits
for 1942 amounted to $30,000. During the
year it made quarterly distributions of $16,000
each. Of each of the four distributions made;
$7,500 (that portion of $15,000 vfl 'h the
amount of $30,000. the total earnings and
profits of the taxable year, bears to $60,000,
the total distributions made during the year)
was paid out of the earnings and profits of
the taxable year; and of the first and second
distributions, $7,500 and $4,600, respectively,
were paid out of the' earnings and profits
accumulated after February 28, 1913, and
prior to the taxable year, as follows:

bIstributions during Portion
1942 out of

Portion earnigs
out of aecumu- Taxablo

earnings lated amount
or profits since of each

of the Feb. 29, dIstribU.
Date Amount taable 1913, and tion

year prier totaxable
year

Mar.1.. $15,000 $7, 00 $7, 000 $15,000
' 10. 15,000 7,00 4,600 12, 000

- Sept. e- 15,00 7.0o ......... .7,0
Dec. 10... 15,000 7, 00......... 7,600

Total amount taxablo as div dends..... 42, 000
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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 mean-
ing of chapter 1. -

§ 29.115-3 Earnings or 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, while mere bookkeeping entries in-
creasing or decreasing surplus will not
be conclusive, the amount of the earn-
ings or profits in any case will be depend-
ent upon the method of accounting prop-
erly employed in computing net income.
For instance, a corporation keeping its
books and fling its income tax returns
under sections 41, 42, and 43 on the cash
receipts and disbursements basis may
not use the accrual'basis in determining
earnings and profits; a corporation com-
puting income on the installment basis
as provided in section 44 shall, with re-
spect to the installment transactions,
compute earnings and profits on such
basis; and an insurance company sub-,
ject to taxation under section 204 shall
exclude from earnings and profits that
portion of any premium which is un-
earned under the provisions of section
20 (b) (5) and which is segregated ac-
cordingly in the unearned premium re-
serve.

Among the items entering into the
computation of corporate earnings or
profits for a particular period tire all
income exempted b' statute, inedme not
taxable by the Federal Government un-
der the Constitution, as well as all items
includible in gross income under section
22 (a) or corresponding provisions of
Prior Revenue Acts. Gains and losses
within-the purview of section 112 or cor-
responding provisips of prior Revenue
Acts are brought into the earnings and
profits at the time and to the extent
such gains and losses are recognized un-
der that section (see § 29.115-12). In-
terest on State bonds and certain other
obligations, although not taxable when
received by a corporation, is taxable to
the same extent as other dividends when
distributed to shareholders in the form
of dividends.

In the case of a corporation in which
depletion or depreciation is a factor in
the determination of income, the only de-
pletion or depreciation deductions to be
considered In the computation of the
total earnings and profits are those based
on cost or other basis without regard to
March 1, 1913, value. In computing the
earnings and profits for any period be-
ginning after February 28, 1913. the only
depletion or depreciation deductions to
be considered are those based on (1)
cost or other basis, if the depletable or
depreciable asset was acquired subse-
quent to February 28, 1913, or (2) ad-
justed cost of March 1. 1913, value,
whichever is higher, if acquired prior to
March 1, 1913. -Thus, discovery or per-
centage depletion under all Revenue Acts
for mines and oil and gas wells is mot
to be taken into consideration In com-

puting the earnings and profits of a cor-
poration. Similarly, where the basis of
property in the hands of a corporation
is a substituted basis, such bals, and not
the fair market value of the property at
the time of the acquisition by the cor-
poration, is the bass for computing de-
pletion and depreciation for the purpoze
oL determining earnings and profits of
the corporation. The provisions of this
paragraph may be Illustrated by the fol-
lowing example:

Eampte. 011 producing property which A
bad acquired in 1936 at a ct of S 28 a.w
transferred to the Y Corporation in D)cmm-
her 1938, in exchange for all of It capital
stock. The fair market valuo of the stock
and of the property a3 of the date of the
transfer was 0247.000. The T Corparation.
alter four years' operations, effcctcd In 1942
a cash distribution to A in the amount of
8165,000. In determining the extent to whfch
the earnings and profits of the Y Corporation
available for dividend distributions bave been
Increased as the result -of production and tale
of oIl, the depletion to be talwn into account
is to ba computed upon the n'-" of t23,M0-
established In the nontaxable exbchat in
1938 regardlecs of tha fair marke tvalue of tho
property or of the stock Icssud In exchango
therefor.

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
subsequent to February 28, 1913. over
the undistributed earnings or profiti ac-
cumulated since February 28, 1913, and
prior to the year for which the loss was
sustained,.reduces surplus as of March 1,
1913, to the extent of such excess. And,
If the surplus as of March 1, 1913, was
sufcient to absorb such excess, distribu-
tions to shareholders after the year of
the loss are out of earnings or profits
accumulated since the year of the loss to
the extent of such earnings.

With respect to the effect on the earn-
ings or profits accumulated since Febru-
ary 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 Reve-
nue Act of 1917.

§ 29.115-4 Distributions other than a
dividend. Under section 115 (d), any
distribution (including a distribution
out of earnings or profits accumulated
before March 1, 1913) other than:

(a) A dividend (see § 99.115-1 and
29.115-2),

(b) A distribution out of Increase in
value of property accrued prior to March
1, 1913 (see § 29.111-1),
(c) A distribution in partial or com-

plete liquidation (see § 29.115-5), or
(d) A distribution which, under sec-

tion 115 () (1), Is not treated as a divi-
dend (see § 29.115-7)
shall be applied against and reduce the
adjusted basis of the stock provided In
section 113 and shall be taxable to the
recipient if, and to the extent that, such
distribution exceeds such basis. The
provisions of this sectlon are applicable

to such distributions received by one
corporation from another corporation.

Exple. In 1942 the 21 Corporation pur-
ehasad certain shares of stock In the 0 Cor-
poration for 810.000. During that year the
14 Corporation received a distribution froea
the 0 Corporation of 82000 paid cut of
earninZs or profits of the 0 Corporation ac-
cumulated prior to Mfarch 1. 1913. Thi
diLtribution mwt be applied by the L Cor-
poration a hist the basis of its stock in the
0 Corporation reducing such basis to 81$210.
The 62,000 does not constitute a part of the
earnings or profits of the M Corporation.
If the M Corporation subs-quently sells the
stock of the 0 Corporation f or V5,00. It
realizes a gain of $1,000 "hich con.stitutes
a part of its earnings or profits for the year
In whleh the stock is cold. If the distribu-
tion had amounted to $14,1200, the gain of
e4.C0O would be taxable to the 21 Corpora-
tion and rould have consttuted a part o
the earnins or profits of that corporat o
for the year In which the distribution v=s
made.

§ 29.115-5 DIrifbuiions i2 ZiqLda-
ftio. Amounts distributed in complete
liquidation of a corporation are to ba
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 shareholder from
a distribution in liquidation is to be
determined, as provided n ssction 11
and § 29.111-1. by comparing the amount
of the distribution witi the cost or
other basis of the stock provided in sec-
tion 113; but the gain or loss will be
recomized only to the- extent provided
In cection 112, and shall be subJect to
the conditions and limitations provided
In section 117.

The term "amounts distributed in par-
tial 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 can-
cellation or redemption of a part of the
corporate stock may be accomplished,
for example, by the complete retirement
of all the shares of a particular prefer-
ence or series, or by htng up all the
old shares of a particular preference or
series and issuing new shares to replace
a portion thereof, or by the complete re-
tirement of any part of the stock, wheth.
er or not prorata among the share-
holders.

In the case of amounts distributed in
partial liquidation, the part of such dis-
tribution which Is properly chargeable
to capital account shall not ba consid-
ered a distribution of earnings or prof-
its within the meaning of section 115
(b) for the purpose of determining tax-
ability of subsequent distributions by the
corporation. (See §§29.27 (g)-! and
29.115-11.)

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 purposes of this section the
determination of whether a foreign corc
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poration was a foreign personal holding
company with respect to a taxable year
beginning on or before, and ending after
August 26, 1937, shall be made under
section 331 of the Revenue Act of 1936"
and the regulations thereunder.

The provisions of this section may be
illustrated by the following examples:

Example (1). A, an individual who makes
his Income tax returns on the calendar year
basis, owns 20 shares of stock of the P Cor-
poration, a domestic corporation, 10 shares
of which were acquired In 1931 at a cost of
$1,500, and the remainder of 10 shares In De-
cember 1941 at a cost of $2,900. He receives
In April 1942 a distribution of $250 per share
In complete liquidation, or $2,500 on the 10
shares acquired in 1931, and $2.500 on the 10
shares acquired in December 1941. The gain
of $1,000 on the shares acquired in 1931
should be included in A's gross income to
the extent of 50 percent, or $500; the loss
of $400 on the shares acquired in 1941 should
be deducted in computing A's net income to
the extent of 100 percent, or $400. (See
section 117.)

Example (2). A, an individual who makes
his income tax returns on the calendar year'
basis, owned 20 shares of participating pre-
ferred stock of the Z Corporation, 10 shares
of which were acquired in 1933 for $1,700 and
10 shares-of which were acquired In January
1942 for $1,120. In May 1942 the corporation
In a transaction qualifying as a partial liq-
uidation redeemed the entire Issue of pre-
ferred stock by paying the holders thereof
$152 per share. A received $1,520 on the 10
shares acquired in 1933, and $1,520 on the
10 shares acquired in January 1942. The
loss of $180 on the shares acquired In 1933
should be deducted in computing A's net
Income to the extent of 100 percent, or $400.
the gain of $400 on the shares acquired in
January 1942 should be included in A's gross
income to the extent of 100 percent, or $400.
(See section 117.)

§ 29.115-6 Distributions from deple-
tion or depreciation reserves. ' A reserve
set up out of gross incbme by a corpora-
tion and maintained for the purpose of
making good any loss of capital assets
on account of depletion or depreciation
is not a part of surplus out of which
ordinary dividends may be paid. A dis-
tribution made from a depletion or a de-
preciation reserve based upon the cost
or other basis of the property will not
be considered as having been paid out of
earnings or profits, but the amount
thereof shall be applied against and re-
duce the cost or other basis of the stock
upon which declared. If such a distribui-
tion is in excess of the basis, the excess
shall be taxed as a gain from the sale
or other disposition of property as pro-
vided in § 29.111-1. A distribution from
a depletion reserve based upon discovery
value to the extent that such reserve rep-
resents the excess of the discovery value
over the cost or other basis for determin-
ing gain or loss, is, when received by the
shareholders, taxable as an ordinary div-
idend. The amount by which a corpo-
ration's percentage depletion allowance
for any year exceeds depletion sus-
tained on cost or other basis, that is,
determined without regard to discovery
or percentage depletion allowances for
the year of distribution of prior years,
constitutes a part of the corporation's
"earnings or profits accumulated after
February 28, 1913," within the meaning
of section 115, and, upon distribution to

shareholders, is taxable to them as a
dividend. A distribution made from that
portion of a' depletion reserve based
upon a valuation as of March 1, 1913,
which is in excess of the depletion re,
serve based upon cost, will not be con-
sidered as having been paid out of earn-
ings or profits, but the amount of the
distribution shall be applied against and
reduce the cost or other basis of the stock
upon which declared. (See § 29.111-1.)
No distribution, however, can be made
from such a reserve until all the earnings
or profits of the corporation have first
been distributed.

§ 29.115-7 Stock dividends. A distri-
bution made by a -corporation to its
shareholders in its stock or in rights to
acquire its stock shall be treated as a
dividend to the full extent that it con-
stitutes income to the shareholders with-
in the meaning of the sixteenth amend-
ment to the Constitution. A distribution
made by a corporation to its sharehold-
ers in its stock or in rights to acquire its
stock which would not otherwise be
treated as a dividend shall not be so
treated merely because such distribu-
tion was made out of treasury stock or
consisted of rights to acquire treasury
stock.

§ 29.115-8 Election of shureholdersgas
to medium of payment. If the share-
holder has the right to an election or op-
tion with respect to whether a distribu-
tion shall be paid either (a) in money
or any other property or (b) in stock or
rights to acquire stock of a class which,
if distributed without an election, would
not constitute income within the mean-
ing of the sixteenth amendment to the
Constitution, then the entire distribu-
tion is a taxable dividend regardless of:

(1) Whether tfie distribution is actu-.
ally made, in whole or in part, in stock
or in stock rights which, if distributed
without election, would not constitute a
taxable dividend;

(2) Whether the election is exercised
-or exercisable before or after the decla-
ration of the distribution; or

(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 cor-
poration or rights to acquire its stock,
of a class which if distributed without an
election, would constitute income within
the meaning of the sixteenth amendment
to the Constitution. (See § 29.115-7.)"

§ 29.115-9 Distribution in redemption
or cancellation of stock taxable as a divi-
dend. If a corporation cancels or re-
deems its stock (whetheri or not such
stock was issued as a stock dividend) at
such time and In such manner as to make
the distribution and caicellation or re-
demption in whole or in part essentially
equivalent to the distribution of a taxable
dividend, the amount so distributed in re-
demption or cancellation of the stock, to
the extent that it represents a distribu-
tion of earnings or profits accumulated
after February 28, 1913, shall be treated
as a taxable.dividend.

The question whether a-distribution In
connection with a cancellation or re-i
demption of stock is essentially equiva-
lent to the distribution of a taxable divi-
dend depends upon the circumstances of
each case. A cancellation or redemption
by a corporation of a portion of its stock
pro rata among all the shareholders will
generally be considered as effecting a dis-
tribution essentially equivalent to a divi-
dend distribution to the extent of the
earnings and profits accumulated after
February 28, 1913. On the other hand, a
cancellation or redemption by a corpora-
tion of all of the stock of a particular
shareholder, so that the shareholder
ceases to be interested in the affairs of
the corporation, does not effect a distri-
bution of a taxable dividend. A bona fido
distribution in complete cancellation or
redemption of all of the stock of a corpo-
ration, or one of a series of bona fido
distributions in complete cancellation or
redemption of all of the stock of a corpo-
ration, is not essentially equivalent to tho
distribution of a taxable dividend. I a
distribution is made pursuant to a corpo-
rate resolution reciting that the distribu-
tion is made in liquidation of the oorpo-
ration, and the corporation is completely
liquidated and dissolved within one year
after the distribution, the distribution
will not be considered essentially equiva-
lent to the distribution of a taxable divi-
dend; in all other cases the facts and
circumstances should be reported to the
Commissioner for his determination
whether the distribution, or any part
thereof, is essentially equivalent to the
distribution of a taxable dividend.

§ 29.115-10 Dividends paid in prop-
erty. If the whole or any part of the
dividend is paid to a shareholder In any
medium other than money, the prop-
erty received other than money shall be
included In gross Income at Its fair mar-
ket value at the time as of which It be-
comes Income to the shareholder. (See
§ 29.42-3.) Scrip dividends are subject
to tax In the year In which the war-
rants are issued.

§ 29.115-11 Effect on earnings or
proftts 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 allocation of
the earnings or profits of the transferor
shall be made as between the transferor
and transferee corporations.

The general rule provided In section
115 (b) that every distribution Is made
out of earnings or profits to the extent
thereof and from the most recently ac-
cumulated earnings or profits, does not
apply to:

(a) The distribution, In pursuance bof
a plan of reorganization, by or on be-
half of a corporation a party to the re-
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organization, to its shareholders of stock
or securities in such corporation or in
another corporation a party to the reor-
ganization:

(1) 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

(2) In any taxable year (beginning be-
fore January 1, 1939, or on or after such
date) in exchange for its stock or seou-

,rities (see section 112 (b) (3))
if no gain to the distributees from the
receipt of such stock or securities s
recognized by law.

(b) The distribution in any taxable
year (beginning before January 1, 1939,
or on or after such date) of stock or se-
curities, or other property or money, to
a corporation in complete liquidation of
another-corporation, under the circum-
stances described in section 112 (b) (6)
of the Revenue Act of 1936, or of the
Revenue Act of 1938, or of the Internal
Revenue Code.
(c) The distribution in any taxable

year (beginning after December 31,1938)
of stock or securities, or other !oroperty
or money, in the case of an. exchange or
distribution described in section 371
(relating to exchanges and distributions
in obedience to orders of the Securities
and Exchange Commission), if no gain
to the distributees from the receipt of
such stock, securities, or other property
or money was recognized by law.

(d) A stock dividend which was not
subject to tax in the hands of the dis-
tributee becabse 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 distributidn described in paragraph
(a), (b), (c), or (d) above does not
diminish the earnings or~profits of any
corporation. In such cases, the earn-
ings or-profits remain intact and avail-
able for distribution as dividends by the
corporation making such distribution, or
by another corporation to which the
earnings or profits are transferred upon
such reorganization or other exchange.
In -the- case, however, of amounts dis-
tributed in liquidation (other than a
tax-free liquidation or reorganization
described in paragraph (a), (b), or (c)
above) the earnings or profits of the
corporation making the distribution are
diminished by the portion of such dis-
tribution properly chargeable to earn-
ings or profits accumulated after Febru-
ary 28, 1913, after first deducting from
the amount of such distribution the'
portion thereof allocable to capital ac-
count.

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-
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signed to such terms in section 112 of
the R venue Act of 1934; for any taxable
year beginning after December 31, 1935,
and before January 1, 1938, have the
meanings assigned to such terms In sec-
tion 112 of the Revenue Act of 1936; and
for any taxable year beginning after
December 31, 1937, and before January
1, 1939, have the meanings assigned to
such terms in section 112 of the Revenue
Act of 1938.

".29.115-12 Effect on earnings and
Profits of gain or loss realised after
February 28, 1913. In order to deter-
mine the effect on earnings and profits
of gain or loss realized from the sale or
other disposition (after February 28,
1913) of property by a corporation, sec-
tion 115 (1) prescribed certain rules for
(1) the computation of the total earn-
ings and profits of the corporation, of
most frequent application in determin-
ing invested capital; dnd (2) the compu-
tation of earnings and profits of the cor-
poration for any period beginning after
February 28, 1913, of most frequent ap-
plication in determining the source of
dividend distributions. Such rules are
applicable whenever under any pro-
vision of chapter 1 or 2 It is necessary
to compute either the total earnings and
profits of the corporation or the earnings
and profits for any period beginning after
February 28, 1913. For example, since
the earnings and profits accumulated
after February 28, 1913, or the earnings
and profits of the taxable year, are earn-
ings and profits for a period be-Inning
after February 28, 1913, the deteginna-
tion of either must be in accordance with
the rules herein prescribed for the ascer-
tainment of earnings and profits for any
period beginning after February 28, 1913.
Under (1) such gain or loss is determined
by using the adjusted bas (under the
law applicable to the year in which the
sale or other disposition was made) for
determining gain, but disregarding value
as of March 1, 1913. Under (2). there
is used such adjusted basis for deter-
mining gain, giving effect to the value as
of March 1, 1913, whenever applicable.
In both cases the rules are the sane as
those governing depreciation and deple-
tion in computing earnings and profits
(see § 29.115-3). Under both (1) and (2)
the adjusted basis Is subJect to the limi-
tations of the third sentence of section
115 (1) requiring the use of adjustments
proper in determining earnings and
profits. The prope"-mdjustments may
differ under (1) and (2) of section 115 (1)
depending upon the basis to which the
adjustments are to be made. If the ap-
plication of (2) of the first sentence of
section 115 (1) results in a loss and if
the application of (1) of such sentence
to the same transaction reaches a differ-
ent result, then the loss under (2) will
be subject to the adjustment thereto re-
quired by section 115 (m) (2). (See
§ 29.115-14.)

The gain or loss so realized increases
or decreases the earnings and pTofits to,
but not beyond, the extend to which such
gain or loss was recognized in computing
net income under the law applicable to
the year in which such sale or dispost-
tion was made. As used In this parmraph

the term 'recognized" has reference
to that kind of realized gain or loss which
is recognized for income tax purposes
by the statute applicable to the year in
which the gain or loss was realized, for
example, see section 112. A loss (other
than a wash sale loss with respect to
which a deduction is disallowed under
the provisions of section 118 or cor-
responding provisions of prior revenue
laws) may be recognized though not al-
lowed as a deduction (by reason, fcr ex-
ample, of the operation of sections 24 (b)
and 117 and cbrresponding provisions of
prior revenue laws) but the mere fact
that It is not allowed does not prevent.
decrease in earnings and profits by the
amount of such disallowed loss. Wash
sale losses, however, disallowed under
section 118 and corresponding provisions
of prior revenue laws, are deemed non.
recognized losses and do not reduce earn-
ings or profits. The "recognized" gain
or loss for the purpose of computing
earnings and profits is determined by ap-
plying the recognition provisions to the
realized gain or loss computed under the
provisions of section 115 (1) as distin-
gulshed from the realized gain or loss
used In computing net income. The ap-
plication of this paragraph may be il-
lustrated by the following examples:

Exampis (1). The X Corporation on Janu-
ary 1, 1942, owned stock in the Y Corporation
which It had acquired from the Y Corpora-
tion in facember 1941, In an exchange trans-
action in which no gain or loss was recog-
nized. The adjusted basis to the X Cor-
poraton of the property exchanged by It for
the stock In the Y Corporation wm $30,000.
The fair market value of the stoc in the
Y Corporation when received by the X Cor-
poration wa, 3330,000. On April 9, 1942,
the X Corporation made a cash distribution
of C900,0Cc and. except for the pczioble effect
of the trancaction in 1941, had no earnInZs
or profits accumulated after February 23,
1913, and had no earnings or profits far the
taxable year. The amount of $300,000 repre-
canting the excesa of the fair market value
of the stock of the Y Corporation over the
adjusted basis of the property eZchanged
therefor was not recognized gain to the X
Corporation under the provisions of secticon
112. Accordingly, the earnings and proflits
of the X Corporation are not increased by
zS00.000, the amount of the gain realized
but not recognized in the exchange, and the
dLtribution was not a taxable dividend. The
basla in the hands of the Y Corporation of
the property acquired by It from the K Cor-
poration is 630.000. If such Property Is
thereafter cold by the Y Corporation, gain
or loss wiln be computed on such bai of
e30,CO, and earninCs and profits wl be
increazd or decreased accordin2ly.

Examp e (2). On January 2, 1910, the 21
Corporation acquired nondeprecla l prop
arty at a cost of $1,000. On Marcl 1. 1913.
the fair market value of such property In
the bands of the M Corporation Tas $2,200.
On .1ocmber 31, 1942, the UK Corportlon
transfers ruch property to the IT Corpora-
tion in exchange for $1,900 In cash and all
the N Corporation stock, which has a fair
market value of 01,100. For the purpoce of
computing the total earnings and profits of
the M Corporation the gain on such transac-
tion i- 02,00 (the sum of $1,00 in cash and
stock worth $1.100 minu3 6I.,00, the adju.ted
bais for computing gain, determined with-
out regard to March 1. 1913, value). $1,900
of which is recognized under section 112 (c),
since this was the amount of money recaived.
although for the purpose of computing net;
income the gain Is only $800 (the sum of
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$1,900 in cash and stock worth $1,100, minus
$2,200, the adjusted basis for computing gain
determined by giving effect to March 1. 1913,
value). Such earnings and profits wllthere-
fore be increased by $1,900. In computing
the earnings and profits of the M Corpora-
tion for any period beginning after February
28, 1913, however, the gain arising from the
transaction, like the taxable gain, is-only
$800, all of which is recognized under section
112 (c), the money received being in excess
of such amount. Such earnings and profits
will therefore be increased by only $800 as
a result of the transaction. For increase in
that part of the earnings and profits consist-

Ing of increase in value ofproperty accrued
before, but realized on or after, March 1, 1913,
see § 29.115-14.

Example (3). on July 31, 1942, the R
Corporation owned oil producing property
acquired after February 28, 1913, at a cost of
$200,000, but having an adjusted basis (by
reason of taking percentage depletion) of
$100,000 for determining gain in computing
net income. However. the adjusted basis of
suct property to be used in computing gain
or loss for the purpose of earnings and prof-
Its is, because of the provisions of the third
sentence of section 115 (1), $150,000. On
such day the R Corporation transferred such
,property to the S Corporation in exchange
for $25,000 in cash and all of the S Corpora-
tion stock, which had a fair market value
of $100,000. For the purpose of computing
net income the R Corporation has realized a
gain of $25,000 as a result of this transac-
tion, all of which is recognized under section
112 (c). For the purpose of computing
earnings and profits, however, the R Cor-
poration has realized a loss of $25,000, none
of which is recognized owing to the provi-
Aions of section 112 (e). The earnings and
profits of the R Corporation are therefore-
neither increased. nor decreased as a result
of the transaction., The adjusted basis of
the S Corporation stock in the hands of the
R Corporation for purposes of computing
earnings and profits, however, will be $125,-
000 (though only $100,000 fbr the purpose of
computing net income), computed as fol-
lows:-

Basis of property transferred ---- $200,000
Less money received on- exchange.: 25,000
Plus gain or rinus loss, recognized',

on exchange ------------------- None

Basis of stock------------- 175,000
Less adjustments (same as those

used In determining adjusted
basis of property transferred)-- 50,000

Adjusted basis on stock..... 125,000

If, therefore, the R Corporation should sub-
sequently sell the S Corporation stock for
$100,000, a loss of $25,000 will again be real-
ized for the purpose of computing earnings
and profits, all of which will be recognized
and will be applied to decrease the earnings
and profits of the R Corporation.

The third sentence of section 115 (1)
provides for cases in which the adjust-
ments, prescribed in section 113, to the

'basis indicated in paragraph (1) or (2)
of the first sentence, as the case may be,
of section 115 (1), differ from the ad-
justments to such basis proper for the

purpose of determining e a r n i n g s or
profits.

The adjustments provided by the third
sentence of section 115 (1) reflect -the
treatment provided by § 29.115-3 relative
to cases where the deductions for deple-

•tion and depreciation in computing net
Income differ from the deductions proper

'for the purpose of computing earnings"and profits. ,The effect of such third

sentence may be illustrated by the fol- made if (under the law applicable to the
lowing examples: year in which the distribution was made)

Example '(1). The X Corpoaton pur- the distribution causes the basis of the
chased on January 2, 1931, an oil lease at a stock in respect of which the distribution
cost of $10,000. The lease was operated only was made to be allocated between such
for the years 1931 and 1932." The deduction stock and the property received. Where,
for depletion In each of the years 1931 and * therefore, the law (applicable to the year.
1932 amounted to $2,750, of which amount in which the distribution was made, as,
$1,750 represented percentage depletion in for example, a distribution In 1934 from
excess of depletion based on cost. The lease e
was sold In 1942 for $15,000. Under section earnings and profits accumulated prior
113 (b) (1) (B), in determining the gain or to March 1, 1913) requires that the
loss from the sale of the property, the basis amount of such distribution' shall be ap-
must be adjusted for cost depletion of $1,000 plied against and reduce the basis of the
in 1931 and percentage depletion of $2,750 in stock with respect to which the distrlbu-
1932. However, the adjustment of such basis, tion was inade, there Is no Increase In
proper for the determination of earnings the earnings and profits by reason of the
and profits, is $1,000 for each year, or $2,000. receipt of such distribution.' Similarly,
Hence, the cost is to be adjusted only to the where there is received by a corporation
extent of $2,000, leaving an adjusted basis
of $8,000 and the earnings and profits will be a distribution from another corporation
increased by $7,000, and not by $8,750. The in the form of a stock dividend and the
difference of $1,750 is equal to the amount law applicable to the year in which such
by which the percentage depletion for the distribution was made requires the allo-
year 1932 ($2,750) exceeds the depletionon cation, as between the old stock and the
cost for that year Q$1,000) and has already stock received as a dividend, of the basis
been applied in the computation of earnings of the old stock, then there Is no increase
and profits for the year 1932 by taking into in the earnings and profits by reason of
account only $1,000 instead of $2,750 for de-
pletion in the computation of such earnings the receipt of such stock dividend even
and profits (see H 29.115-3 and 29.115-6). though such stock dividend constitute$

Example (2). If, in the preceding example, Income within the meaning of the six-
the property, instead of being sold, is ex- teenth amendment to the Constitution.
changed in a-transaction described in section These principles may be illustrated by
112 (c) for like property having a fair market thefollowing examples:
value of $7,750 and cash of $7,250, then the
Increase in earnings and profits amounts to Example (1). The X Corporation in 1042
$7,000, that is, $15,000 ($7,750 plus $7,250) distributed to the Y Corporation, one of its
minus the base of $8,000. However, in com- shareholders, $10,000 which was out of earn-
puting net income of the X Corporation, the ings or profits accumulated before March 1,
gain is $8,750, that is, $15,000 minus $6,250 1913, and did not exceed the adjusted basis of
($10,000 less depletion of $3,750), of. which the stock in respect of which the dlistributlon
only $7,250 is recognized because the recog- was made. This amount of $10,000 was,

'nized gain cannot exceed the sum of money therefore, a tax-free distribution and under
- received in the transaction. Section 112 the' provisions of section 115 (b) must be
* (c) (1). and corresponding provisions of prior applied against and reduce the adjusted basis
. revenue laws. If, however, the cash received of the stock In respect of which the distribU-
was only $2,250 and the value of the prop- "tion was made. The earnings and profits of
erty received was $12,750 then the increase . the Y Corporation are not increased by reason
In earnings and profits would be $2,250, that of the receipt of this distribution."
amount being the gain recognized under Example (2). The Z Corporation in 1934
section 112.' had outstanding common and preferred stoolt

of which the Y Corporation held 100 shares ofFor a ustment and allocation of the the common and no, preferred. The etoclk
earnings and profits of the transferor as had a cost basis to the Y Corporation of %100
between the transferor and the trans- per share, or a total cost of $10,000. In DO-
feree in cases wheie the transfer of prop- cember of that year It received a dividend of
erty by one corporation to another cor- 100 shares of the preferred stock of the Z
poration results in the nonrecognition in Corporation. Such distribution Is a steel,
whole or in part of gain or loss, see dividend which, under section 115 (f) Of the
whole Revenue Act of 1934, was not taxable and was

29.115-11. accordingly not included in the gross Income

§ 29.115-13 Effect on earnings and of the Y Corporation. The original cost of
profits 'of receipt -of tax-free distribu- $10,000 is allocated to the 200 shares of the Ztions requiring adlustment or allocation Corporation none of which has been sold orotherwise disposed of by the Y Corporation,
of basis of stock. In order to determine See section 113 (a) (19) and §§ 29.113 (a)
the effect on earnings and profits, where (19)-1 and 29.113 (a) (12)-l. The earnings
a corporation receives (after February and profits of the Y Corporation are not in-
28, 1913) from a second borporation a creased by reason of the receipt of such stock
distribution which (under the law ap- - dividend.
plicable to the year In which the distribu- § 29.115-14 Adjustments to earnings
tion ivas made) was not a taxable divi- and profits reflecting increase in value
dend to the shareholders of the second accrued prior to March 1, 1913. In order
corporation, section 115 (1) prescribes to determine, for the purpose of ascer-
certain rules. It provides that the taining the source of dividend dIstrlbu-

-mount of such distribution shall not tions, that part of the earnings and
increase the earnings and profits of the profits which is represented by Increase
first or receiving corporation In the' fol- in value of property accrued before, but
lowing cases: (1) No such increase shall realized on or after, March 1, 1913, sec-
be made in respect of the part of such tion 115 (in) prescribes certain rules,
distribution- which (under the law ap- Paragraph (1) of section 115 (in) sets
plicable to the year in which the distribu- forth the general rule with respect to
tion was made) is directly applied in computing the Increase to be made In
reduction of the basis of the stock In that part of the earnings and profits
respect of which the distribution was consisting of Increase in value of prop-

-made and (2)' no such increase shall be 'erty accrued before, but realized on or
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after, March 1, 1913. The effect of this
paragraph may be illustrated by the fol-
lowing examples:

Example (1). The X Corporation acquired
nondepreciable property prior to March 1,
1913, at a cost of $10.000. Its fair market
value as of March 1, 1913, was $12.000 and It
was sold In 1942 for $15,000. The increase
in earnings and profits based on the value
as of March 1, 1913, representing earnings
and profits accumulated since February 28,
1913, is $3,000. If the basis is determined
w without regard to the value as of March 1,
1913, there would be an increase in earnings
and -profits of $5,000. The difference of
$2,000 ($5,000 minus $3,000) represents the
increase to -be made in that part of the
earnings and profits of the X Corporation
consisting of the increase In value of prop-
erty accrued before, but realized on or after,
March 1, 1913.

Example (2). The Y Corporation acquired
,depreciable property in 1908 at-a cost of
$100,000. Assuming no additions or better-
ments, and that the depreciation sustained
prior to March I, 1913, was $10.000, the ad-
justed cost as of that date was.$90,000. Its
fair market value as of March 1, 1913, was
$94,000 and in 1942 It was sold for $60,000.
For the purpose of'determining gain from
the sale, the basis of the property Is the fair
market value of $94,000 as of March 1, 1913,
adjusted for depreciation for the period sub-
sequent to February 28, 1913. computed on
such fair market value. If the amount of
the depreciation deduction allowed (not less
than the amount allowable) after February
28, 1913, to the date of the sale In 1942 Is
the aggregate sum of $43,240, the adjusted
basis for determining gain in 1942 ($94,000
less $43,240) is $50,760 and the gain would be
$9,240 ($60,000 less $50,760).' The increase
in earnings and profits accumulated since
February 28, 1913, by reason of the sale,
based on the value as of March 1, 1913, ad-
justed for depreciation, Is $9,240. If the
deprbeiation since February 28, 1913, had
been based on the adjusted cost of $90,000
($100,000 less $10,000) Instead of the March
1,1913, value of $94,000, the depreciation sus-
tained from that date to the date of sWle
would have been $41,400 Instead of $43.240
and the actual gain on the sale based on the
cost of $100,000 adjusted by depreciation on
such cost to $48,600 ($100,000 reduced by the
sum of $10,000 and $41,400) would be $11,400
($60,000 less $8.600). If the adjusted basis
of-the property was determined without re-
gard to the value as of Mrch 1, 1913, there
would be an increase in earnings and profits
-of $11,400. 7he difference of $2,160 ($11,400
minus $9,240) represents the increase to 1be
made in that part of the earnings and profits
of the Y Corporation consisting of the in-
creaie in value of property accrued before,
but realized on or after, March 1, 1913.

Paragraph'(2) of ection 115 (m) is an
exception to the general rule in para-
graph (1) of such section and also oper-
ates as a limitation on tjie application of
section 115 Q). It provides that, If the
application of (2) of the first sentence
of section 115 a) to a sale or other dis-
position after February 28, 1913, results
in a loss which is to be applied in de-
crease of eaxnings and profits for any
period beginning after February 28, 1913,
then, notwithstanding section 115 (1)
and in lieu of the rule provided in para-
graph (1) of section 115 (m), the amount
-of such loss so to be applied shall be re-
duced by the amount, if any, by which
the adjusted basis of the property used
in determining the loss, exceeds the ad-
Justed basis computed Without regard to
the fair market value of the property on

March 1, 1913. If the amount so ap-
plied- in reduction of the loss exceeds
such loss, the excess over such loss shall
increase that part of the earnings and
profits consisting of increase in value of
property accrued before, but realized on
or after, March 1, 1913. The following

'examples will show the application of
section 115 (n) (2):

Example (1). The Y Corporation acquired
nondeprcinble property prior to March 1,
1913, at a tost of $8.000, its fair market value
as of March 1, 1913, was $13,000, and It was
sold in 1942 for $10,000. Under (2) of the
first sentence of section 115 (1) the adjusted
basis would be $13.000 and there would be a
loss of $3,000. The application of (2) of the
first sentence of sectIon 115 (1) would result
in a loss from the sale In 1942 to be applied
n decrease of earnings and profits for that

year. Section 115 (m) (2), however, applies
and the loss of e3,000 Is reduced by the
irnount by which the adjusted basis of $13,-
000 exceeds the cozt of C8,000 (the adjusted
basis computed without regard to the value
on March 1, 1913), namely. 05.000. The
amount of the loss Is, accordingly, reduced
from 3.000 to zero and there is no decreao

.in earnings and profits of the Y Corporation
for the year 1942 as the result of the cale.
The amount applied In reduction of the
decrease, namely, C5,000, exceeds $3,000. Ac-
cordingly, as-a result of the sale the excess
of $2,000 increases that part of the earnings
and profits of the Y Corporation consisting
of increase in value of property accrued be-
fore, but realized on or ofter. March 1. 1913.

Example (2). The Z Corporation acquired
nondeprecable property prior to March 1,
1913, at a cost of 810,000, Its fair market
value as of March 1, 1913, va $12,000, and
It was Fold in 1942 for e3,000. Under (2)
of the first sentence of section 115 (1) the
adjusted basis would be $12,000 and there
would be a loss of $4 000. The application
of (2) of the first sentence of ccetlon 115 (1)
would result in a loss from the sale in 192
to be applied'in decrease of earnings and
profits for that year. Scction 115 (m) (2),
however, applies and the loss of C4.000 is
reduced by the amount by which the adjusted
basis of $12,000 exceeds the co:t p $10,000
(the adjusted basis computed without re-
gard to the value on March 1, 1913), namely,
$2.000. The amount of the lo:s is, accord-
ingly, reduced from $4,000 to 02,000 and the
decrease In earnings and profits of the Z
Corporation for the year 194 as the re ult
of the sale Is $2,000 instead of 04.00O. The
amount applied in reduction of the decrease,
namely $3,000, does not exceed 84.000. Ac-
cordingly, as the result of the cale there Is
no Increase In that part of the earnings and
profits of the Z Corporation consisting of
increase in value of property accrued before,
but realized on or after, March 1, 1913.

Sc. 116. EXCLVMsS nose crIs n=cozm
[as amended by Eec. 2, Public Salary Tax Act
1939, repealing subscction (b); cc. 143, 149,
Rev. Act 1942].

In addition to the Items apecfled In cectlon
22 (b), the following Items ahall not be
included In grc- Income and shall be exempt
from taxation under this chapter-

(a) Earned income Irom Zources 1-4thOut
the United States--(1) Forign rsident for
entire taxable year. In the case of an indi-
vidual citizen of the United States, rho es-
tablishes to the catisfaction of the Cammis-
sioner that he Is a bona fide reldent of a
foreign country or countries during the en-
tire taxable year, amounts received from
sources without the United States (c ccpt
amounts paid by the United States or any
agency thereof) If such "amounts would con-
stitute eamrned ncome as defined in section
25 (a) if received from cource vzlthin the
United States; but such Individuals shall not

be allowed as a deduction from his gros
income any deductions properly allocable to
or chargeable against amounts excluded from
gross income under this subcection. [Under
the provisions of ---c. 148 (b), Rev. Act 1M2,
this paragraph is applicable with respect to
taxable years beginning after Dacembr 31,
1942. The corresponding provisions appli-
cable with repect to taxable years beginning
In 1942 are as follows: 'an the case of an
Individual citizen of the United States, a bon
ilde nonresident of the United States for more
than six months during the taxable year,
amounts received from Eources 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.
CaUrces' within the United States; but such
individual nhall not be allowed as a deduc-
tion rem his gres income any deductions
properly allccable to or chargeable against
amounts excluded from groz income under
thi sub'zctfo."J

(2) Taxable year of change of residence to
United Stale. In the case of an Individual
citizen of the United States, Who has been
a bona ide readent of a foreign country or
countries for a pcrid of at least two years
before the date on which he changes his
rcsidCnce from such country to'the United
Stateq, amounts received from sources with-
out the United States (except amounts paid
by the United States or any aency thereof),
which are attributable to that part of such
period of foreign readence before such date,
If such amounts would constitute earned In-
come as defined in section 25 (a) if re-
ceived from sources wltln the United States;
but such individual shal not be allowed as a
dcduction from his gross income any deduc-
tlons properly allocable to or chargeable

aainsat amounts excluded from grs3 incoq1a
under this subzcction.

(c) Zncome of foreign gorernments The
income of foreign governments received from
investments in the United States In stocks,
bond, or other domestic securities, owned
by such foreign governments, or from Inter-
est on depcolts In banks In the United States
of moneys belonging to such foreign gaver=-
ments, or from any other source within the
United States.

(d) Income of States, mun&feiaacfe ., etc_
InCOme derived from any public utility or
the exercle of any e=ential governmental
function and accruing to any State, Territory,
or the DLstrict of Columbia, or any political
mubivLIon of a State or Ter-rtory, or income
accruing to the government of any po-u""oion
of the United States, or any political sub-
division thereol.

Whenever any State, Terrltory , or the DIs-
trict of Columbia, or any political subdivision
of a State or Territory, prior to September 9,
1916, entered In good faith into a contract
vwth any percon, 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 b2reen the perrof and the State,
Territory, political subdivision, or the District
of Columbia, and if, but for the Imposition
of the tax Impoed by this chapter, a part
of such proceeds for the taxable year would
accrue directly to or for the ue of such State,
TerrItory political subdivision, or the District
of Columbia, then a tax upon the net income
from the operation of uh public utiltyshall
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, Territory, political subdivision, or the
District of Columbia (under rules and regu-
latons to be prescribed by the CoinmIssfon-2
With the approval of the Secretary) an amount
which bears the same relation to the amount
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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 foF the
use of such State, Territory, political sub-
division, or the District of Columbia, bears
to the amount of the net income from the
operation of such public utility for such
taxable year.

(2) If by the terms of such contract no
part of the proceeds from the operation bf
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
not income of such person from the opera-
tion of such public utility shall be levied,
assessed, collected, and paid in the manner
and at the rates prescribed in this chapter.

(e) Bridges to be acquired by State or
political subdivision. Whenever any State or
political subdivision thereof, in pursuance of
a contract to which it is not a party entered
into before May 29, 1928, is to acquire a
bridge-

(1) If by the terms of such contract the tax
imposed by this chapter is to be paid out of
the proceeds from the operation of such
bridge prior to any division of such proceeds,
and if, but for the imposition of the tax im-
posed by this chapter, a'part of such proceels
for the taxable year would accrue directly to
or for the use of or would be applied for the
benefit -of such State or political subdivision,
then a tax upon the net income from the
vperation of such bridge shall be levied, as-
sessed, collected, and paid in the manner and
At the rates prescribed in this chapter, but
there shall be refunded to such State or
political subdivision (under rules and regula-
tions to be prescribed by the Commissioner
with the approval of the Secretary) an
amount which hears the same relation to the
amount of the tax as the amount which (but
for the imposition 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 such State or political subdivision,'bears
to the amount of the net income from the
operation of such bridge for such taxable

'year. No such refund shall be made unless
'the entire amount of the refund is to be ap-
plied in part payment for the acquisition of
-sftch 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, Ir-
respective of the tax imposed by this chapter,
accrue directly to or for the use of or be ap-
plied for the benefit of such State or political
subdivision, then the tax upon the net income
from the operation of such bridge shall be
levied, assessed, collected, and paid in the
manner and at the rates prescribed 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., Title
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 shalres of stock of
the corporation is in good faith vested in him.

(g) Siipowners' protection and indemnity
associations. The receipts of shipowners'
mutual protection and indemnity associations
not o&ganized for profit, and no part of the
net earnings of which inures to the -benefit
of any private shareholder; but such corpora-
tions shall be subject as other persons to the
tax upon their net income from Interest,
dividends, and rents.

(h) Compensation of employees of foreign
governments or of the Commonwealth of the
Philippines.-(l) Rule for exclusion. Wages,
fees, or salary of an employee of a foreign
government or of the Commonwealth of the
Philippines (including a consular or other
officer, or a nondiplomatic representative)

received as compensation for official- services
to such government or such Common-
wealth-

(A) If such employee is not a citizen of'the
United States, or is a citizen of the Common-
wealth of the Philippines (whether or not
a citizen of the United States); and

(B) If the services are of a character
similar to those performed by employees
of the Government of the United States in
foreign countries or in the Commonwealth
of the Philippines, as the case may be; und(C) If the foriign government, or -the
Commonwealth of the Philippines, whose
employee is claiming exemption grants an
equivalent exemption to employees of the
Government of the United States performing
similar services in such foreign country or
such Commonwealth, as the case may be.

(2) Certificate by Secretary of State. The
Secretary of State shall certify to the Secre-
tary of the Treasury the names of the for-
eign countries which grant an equivalent
exemption to the employees of the Govern-
ment of the United States performing serv-
ices in such foreign countries, and the
character of the services performed by em-
ployees of the Government of the United
States in foreign countries. If the Common-
wealth of the Philippines grants an equiva-
lent exemption to the employees of the"
United States performing services in such
Commonwealth the Secretary of State shall
certify such fact to the Secretary of the
Treasury and the character of the services
performed by employees of the Government
of the -United States in such Commonwealth.

'(i) Treasury bills. For exemption from
taxation of gain derived from the sale or
other disposition of Treasury bills, issued
after June 17, 1930, under the second Liberty
bond act, as amended, see Act of June 17,
1930, c. 512, 46 Stat. 775 (U.S.C., Title 31,
§ 754).

§ 29.116-1 Earned income from sources
without the United States. For taxable
years beginning after'December 31, 1942,
there is excluded from gross income
earned income in the case of an individ-
ual citizen of the United Stites provided
the following conditions are met by the
taxpayer claiming such exclusion from
'his gross income: (a) It is established to
the satisfaction of the Commissioner that
the taxpayer has been a bona flde resi-
dent of a foreign country or countries
throughout the entire taxable year; (b)
such.income is from sources without the
United States; (c) the income consti-
tutes earned income as defined in section
25 (a) if received from sources within
the United States; and (d) such income
does not represent amounts paid by the

- United States or any agency or instru-
mentality thereof. Hence, a citizen of
the United States taking up residence

.without the United States in the course
of the taxable year is not entitled to
such exemption for such taxable year.
However, onte bona fide residence in a
foreign country or countries has been
established, temporary absence there-
from in the United States on vacation
or business trips will not'necessarily de-
prive such individual of his status as- a

- bona fide resident of a foreign country.
Whether the individual citizen of the
United States is a bona fide resident of
a foreign country-shall be determined in
general by the application of the princi-
ples of §§ 29.211-2, 29.211-3, 29.211-4,
and 29.211-5 relating to what constitutes
residence or nonresidence, as the case
may be, in the United States in the case
of an alien individual.

For any taxable year beginning after
December 31, 1941, In the case of an in-
-dividual citizen of the United States,
there shall be excluded from gross In-
come earned income from sources with-
out the United States derived during the
period of his foreign residence If (1) such
citizen was a bona fide resident of a for-
eign country or countries for at least two
years prior to the date upon which he

* became a resident of the United States
and ceased to be a resident of such for-
eign country or countries; (2) such
amounts would constitute earned Income
as defined in section 25 (a) If received
from sources within the United States;
and (3) such income does not represent
amounts paid by the United States or any
dgency or instrumentality thereof. The
application of this provision may be Il-
lustrated by the following example:

Example. A, a United States citizen making
his return on a calendar yedr basis, has boen
a resident of X country for a period of four
years'ended June 30, 1942, upon which date
hq becomes a resident of the United States
and ceases to be a -resident of X country.
Throughout the years 1940 and 1941, A had
rendered personal services In the X country
payment for which was not made until
August 1942, at which time he was paid for
such services the sum of $50,000. Such
amount may be excluded from gross Income
of A for the calendar year 1942,

In any case In which any amount oth-
erwise constituting gross Income Is ex-
cluded from gross income under the pro-
visions of section 116 (a), there shall not
be allowed as a deduction from gross In-
come any items of expenses br losses or
other deductions properly applicable to
or chargeable against the amounts so
excluded from gross income.

§ 29.116-2 Income of foreign govern-
ments, ambassadors, and consuls. The
exemption of the Income of foreign gov-
ernments applies also to their political
subdivisions. Any income collected by
foreign governments from Investments
in the United States In stocks, bonds, or
other domestic securities, which are not
,Actually owned by but are loaned to such
foreign governments, is subject to tax.

All employees of a foreign government
(including consular or other officers, or
nondiplomatic representatives) who are
,not citizens of the United States are eX-
empt from Federal income tax with re-
spect to wages, fees, or salaries received
by them as compensation for official serv-
ices rendered in the United States to such
foreign government, 'provided (1) the
services are of a character similar to
those performed by employees of the
Government of the United States In such
foreign country and (2) the foreign gov-
ernment whose employees are claiming

.exemption grants an equivalent exemp-
tion to employees of the Government of
the United States performing similar
services in such foreign country, Sec-
tion 116 (h) (2) provides that the Secre-
'tary of State shall certify to the Secre-
tary of the Treasury the names of the
foreign countries which grant an equiva-
lent exemption to the employees of the
Government of the United States per-
forming services In such foreign coun-
tries, and the character of the services
performed by employees of the Govern-
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ment of the United States in foreign
countries. The income received by em-
ployees of foreign governments from
sources other than. their salaries, fees, or
wages, referred to above, Is subject to
Federal income tax, The compensation
of citizens of the United States who are
officers or employees of a foreign gov-
ernment is not exempt from income tam
(Butseesection 116 (a).) Subjeetto the
same conditions, wages, fees, or salaries
of an employee of the Commonwealth of
thePhilippines received as compensation
forofficial servicesrenderedto such comr-
monwealttr are exempt fron Federal in-
come tax subject to the same kind of
certification by the Secretary of State
to the Secretary of the Treasury. Such
latter exemption does not apply to a citi-
zen of the United States uniess he is
also a citizen of the Commonwealth of
thePhilippines. (See section251..> Un-
der the provisions, o the tar convention
between the United States and France,
and without regard tnr any other pro-
Visfon of thas section, compensation paid
by France to French citizens for labor
or personal services performed. in the
Unitec. States is bxempt from Federal
income tax; Similarly, under the pro-
visionsof thetax: convention betweenthe'
United States and Sweden, wages, sala-
rfes, and similar compensation and pen-
sionm paid by Sweden or by any political
subdivision or territory or possession
thereof to individuals. (other than citE-
zens of the United States) residinginthe
United States are alsa exempt from Fed-
eral income tax. Similarly, under the
taxconvention between theUnited States
nd Canada (efreative Tanuary 1, 1941),

wages, snlries and sirmila compensa-
tion paid by Canada or by any agency or
insuentality thereof or by any of the
Political subdivisions or territories or
possessions of Canada to citizens, of Can-
acda resding in. the United States are
also exemlit from Federal income tax

§ 29.116-3: Bridges to be acquired by
State or Voliffcal subdivions. (a> Any
State or political subdivision, thereof
claiming a refund under the provisions
of section 116 (e) of an amount equal
to all or a portion of any income tax
levied, assessed, collected, and paid. in
themanner and at the rates prescribed
in chapter I, shall file a claim therefor
'on Form 843 (to which there shall be
attached as exhibits the matter herein-
after prescribed) vith the collector'of
internal revenue for the district in which
the tax was paid, which claim shall be
executed on behalf'of such State or po-
litical subdivision thereof by the treas-
urer or otier fiscal officer thereof and
shall contain:

(1) A. statement of the name of the
taxpayer, of the amount of tax levied,
assessed, collected, and paid for the tax-
able year or period in respect of which
the claim, is made, and the amount of
refund thereby sought;

(2) A full statement of the facts con-
sidered by the claimant sufficient to en-
title fit to receive the refund, including
copies of all contracts and other docu-
ments bearing on the case, and a state-
ment that the claim is submitted under
the provisions of section 116' (e);

(3> A showing which wil establish to
the satisfactfon of the Commissoner 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 asumws to rep-
resent and to apply without delay the
entire amotmt of such refund in part
payment for the acquisition of such
bridge, including copies of the laws, or-
dinances, or similar enactments cod-
sidered by the claimant sSMclent to es-
tablish Its authority to receive the re-
fund and so to apply it, together with a
statement that such fiscal officer will
receive and immediately so apply the
entire amount of the refund; and

(4) An affidavit made by or on be-
half of the taxpayer, which afildavit
shall state that the taxpayer thereby
joins with and. concurs in the requeLt
of the. State or political subdivision
thereof that a refund of an amount
equal to all or a portion'of the tax pre-
vfously paid by such taxpayer be made
to such State or political subdvislon,
that the taxpayer agrees to receive the
amount refunded from the State or po-
litical subdivision to which it is paid
and immediately to, apply the entire
amount of such refund In part payment
for the acquisition of such bridge, and
that if for any reason the contract which
is the basis of the caim for refund is
not fully executed andi performed, the
taxpayer will repay to the United States
upon Its demand the entire amount of the
refund with Interest at 6 percent per an-
num from the date the refund is made
without seeking or claiming the benefit
of any statute of limitations which prior
thereto may have run against the United
States.

(b) IT& refund shall be made of any
amount in excess of the amount of the
tax levied, assemsed, collected, and paid

.by the taxpaper for any taxable year or
period. , A zeparte'clam shall be made
in respect of each Eeparate taxable year
or period. If by the terms of tlh con-
tract on which the claim is based two or
more States or political subdivision of
; State or States are entitled to acquire
the bridge, the cIan for refund in re-
spect of each separate taxable year o*
period must be made jointly by the State
or political subdivisions thereof ro en-
titled. The amount refunded under
section 11 (e) and this section s not
considered an overpayment within the
meaning of section 3771 relating to In-
terest on overpayments, and no interest
shall he allowed or paid upon the amount
of the refund.

(c) A check or voucher in payment of
a claim for refund allowed under section
116 (e) will be drawn in thename of the
fiscal officer or officers having authority,
as established under paragraph (al (3)
of this section, to receive the same, and
will contain an expre s provision that
It is issued for the sole purpoze and sub-
ject to the conditions prscribed In sec.
tton 116 (e and this section.

Sra. 117. CArrr. ch.,s A-m wc [a
amended by ss. 212 (a) (b). 214 (c). ReI.
Act 1939; Eec. 115 (b), Rev. Act 194; rce.
150 (a) (14 (c) (d). 151 (a) (b) (c). 152, Rev.
Act 1942].

(a) D.Yhf1oas. As med inthIs chapter-
(1) Capitag ccefts. The term 'ca p1t3 ac-

ceaV means property held by the -taspimar
(whether or not connected with his ra c
buainemz), but daw not in sae sc:In trade
of the taxpayer or other prepearty of a kind
which would properly be included in the
Inventory of the taxpayer if on hand at the
dose of the tenable year. or property held Ly
the taxpayer pzinmrily for sale to customar
In the ordinary coma- of his trade or bu.t-
neso or property. used in the trde or bt-
raz, of a character which Is subject t& the
all-ou.r for depredation provded in sac-
tlon. 23 (1), or on obl..Zlfou of the Ubited
Stairs or any of its p-seszlcnxs. or of a Stcte
or Territory. or any political ,ubc1vL-=
thereac, or of the DLtrfct of CoIunTobt, Isue-d
on cr after larch 1,10. on a dis-omt
basi, and payable without interest at a ftx-d
maturity date not exceeding one year from
the data of Lue, or real property uzed In the
trade or buaines- of the taxpayer;

(2) Slsot-tes capffctl gazi. The term
"iho-t-term c3pItA g ain" means gain from
the cgle or exchange of a capial a-set held
for nst morL than 6 montha, if and to the
extent ru.h gain is taken Into account In
computnrnet income;

(3) Short-terra capt= 1=a. The term=
"lotrt-tarm capital Kni=: means 1= from
the sale or exchange of a_ capital asset hel
for not more than 6 mnths, If and t the
extent ouch loss Is talken Into account inm
computing net Income;

(4) Lag-terra cpfa gefa. The term
llonL-tcrm capital ga-n" mearn gain from
the sale or exchange o a capital -et heM
for more th- 6 months, if and to the extent
on*~ gain Is taken Into accountIn compuig
not Income;

(5) Lorg-te, capital T3s. The term
"'lonr-tem -capital lc:sh me -oss from the
rte or exchange or a capital esPet held fr

more, than G months, if and to the extent
ouch los is taken, into account in computng
net Income;

(G) M'et cT0rt-terra. caPUIo get. The
term "nhet -rt-term. capital gain", me
the exc,-- of chert-term capital gains for the
taxable year over the short-term capital lasses
for vuch year;,

(71) Met cfort-tens cpitafl T i. The tae
"net shrt-terrm capital lo S! means tyhe ex-
e ofr rort-tarm capital toses for the tax-
able year over the short-term capital ganf
far such year;

(8) Net Ta.T-gferm capftal gate. the tezr
"not long-tarm, capitc gain, means the ez-
cesoflong,-tarm cpital gains for the tzxale
year- over the long-term capital losses f=r
=uch year s

(9) Net lan-form cagtcl ross. The term
"net lngr capital Ia meens the excess
Of long--terM Capital lossfor the ta-ble
year over the aig-tam capital gairs fe. r
ouch y,,=.

(10) Met capita gsrin-(A) ar, atfar e .
In the caza of a corporation, the term "net
cpital gain' amans the eeass of the gans
from sales or exoian,,.. of capital -as es ave
the losss from ouch oales or echang-e and

(33) Other tarpaysas. In tha case of a
taxpayer other than a, coxraratfon, the terra
"net capital ein" means the exce of (1)
the ecm of the gain from sals or ex :-a
of capital ats, plus net Income of the tax-
pa-yer or M1.05, whlchever issi-a =, omer (Ui)
the lass= from ouch cal=s or excange.s. res
purp=ao this suhparageapl, net Inccme
ohall be computed withaut: regard 'to gain
or losses from salea or exchanges of capital
aats.

(11) Net capital ross. The term "net capi-
tal 1oss!* =mns the excess of the losse-s from.
sale-, or exchaner ol capital m~-oer the
arm allowed under subzactien (d). Far the
purpzose of detrmnng losses uner this
paragraph, amounts which are short-term
capital losses under subsection (e) (1) sh""1
be excluded.
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(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 ghall be taken into account
In computing net capital gain, net capital
loss, and net income:

100 per centum if the capital asset has been
held for not more than 6 months;

80 per centum if the capital asset has been
held for more than 6 months.

(c) Alternative taxes- (1) Corporations.
If for any taxable year the net long-term
capital gain of any corporation exceeds the
net short-term capital loss, there shall be
levied, collected, and paid, in lieu of the tax
imposed by sections 13, 14, 15, 204, 207 (a) (1)
or (3), and 600, a tax determined as follows,
if and only if such tax is less than the tax
impbsed by such sections:

A partial tax shall first be computed upon
the net Income reduced by the amount of
such excess, at the rates and in the manner
as it this subsection had not been enacted,
and the total tax shall be the partial tax
plus 25 per centum of such excess.

(2) Other taxpayers. If for any taxable
year the net long-term capital gain pf any
taxpayer (other than a corporation) exceeds
the net short-term capital loss, there shaU
be levied, collected, and paid, in lieu of the
tax imposed by sections 11 and 12, a tax
determined as follows, if and only f such
tax is less than the tax Imposed by such
sections:

A partial tax shall first be computed upon
the net income reduced by the amount of
such excess, 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 50 per centum of such excess.

(d) Limitation on capital Zosses-(1) Cor-
porations. In the case of a corporation, losses
from sales or exchanges of capital assets shall
be allowed only to the extent of gains from
such sales or exchanges.

(2) Other taxpayers. In the case of a tax.
payer, other than a corporation, losses from
sales or exchanges of -capital assets shall be
allowed only to the extent of the gains from
such sales or exchanges, plus the net income
of the taxpayer ofI $1,000, whichever is
smaller. For purposes of this paiagraph, net
income shall be computed without regard
to gains or losses from sales or exchanges of
capital assets.

(e) Capital loss carry-over-(1) Method of
computation. If for any taxable year begin-
ning after December 31, 1941, the taxpayer
has a net capital loss, the amount thereof
shall be a short-term. capitalloss in each of
the five succeeding taxable years to the ex-
tent that such amount exceeds the total of
any net capital gains of any taxable years
intervening between the taxable year in which
the net capital loss arose and such succeed-
Ing taxable year. For purposes of this para-
graph a net capital gain shall be computed
without regard to such net capital loss or
to any net capital losses arising in any such
intervening taxable years.

(2) Rule for application of capital loss
carry-over from 1941. The amount of the
net short-term capital loss of the last tax-
able year beginning in 1941 (computed with-
out regard to amounts treated as short-term
capital losses from the preceding taxable
year), which is not in excess of the net in-
come for such taxable year, shall, to the
extent of the net short-term capital gain for
the succeeding taxable year (computed with-
out regard to.this paragraph), be a short-
term capital loss of such succeeding taxable
year.

(f) Retirement of bonds, etc. For the pur-
poses of this chapter, amounts received by
the holder upon the retirement of bonds,
debentures, notes, or certificates or other

'So in original.

evidences of indebtedness issued by any cor- (1) Bond, eto., losses of banks. For the
poration (including those issued by a gov- purposes of this chapter, in the case of a bank,
ernment or political subdivision thereof), as defined in section 104, if the losses of the
with interest coupons or in registered form, taxable year from sales or exchanges of bonds,
shall be considered as amounts received in debentures, notes, or certificates, or other evi-
exchange therefor. dence of Indebtedness issued by any corpora.

(g) Gains and losses from short sales, etc. tion (including one Issued by a government or
For the purpose of this chapter- political subdivision thereof) with Interest

(1) gains or losses from short sales, of coupons or In registered form, exceed the
property shall be considered as gains or losses? gzins of the taxable year from such sales or
from sales or exchanges of capital assets; exchanges, no such sale or exchange shall be
and considered a sale or exchange of a capital

(2) gains or losses attributable to the fail- asset.
ure to exercise-privileges or-options to buy (j) Gains and losses from involuntary con-
or sell property shall be considered as short- version and from the sale or exchange 01 er-
term capital gains or losses. tain property used in the trade or business-

(h) Determination of period for which held. (1) Definition of property 'used in the trade
For the purpose of this section- or business. For the purposes of this sub-

(1) In determining the period for which the section, the term "property used in the trade
taxpayer has held property received on an or business" means property used in the trade
exchange there shall be included the period or business, of a character which Is sub-
for which he held the property exchanged, if ject to the allowance for depreciation pro-
under the provislons of section 113, the prop- vided In section 23 (1), held for more than 0
erty received has, for the purpose "of deter- months, and real property used in the trade or
mining gain oE loss from a sale or exchange, business, held for more than 6 months, which
the same basis in whole or. in part in his is not (A) property of a kind which would
hands as the property exchanged. For the properly be includible in the inventory bf the
purposes of this paragraph, an involuntary taxpayer If on hand at the close of the tax-
conversion described in section 112 (f) shall able year, or (B) property heldby the tax-
be considered an exchange of the property payer primarily for sale to customers In the
converted for the property acquired, ordinary course of his trade or business,

(2) In determining the period for which (2y General rule. If, during the taxable
the taxpayer has held property however ac- year, the recogntzed gains upon sales or ox-
quired there shall le included the period changes of property used in the trade or busi-
for which such property was held by, any ness, plus the recognized gains from the com-
other person, if under the provisions of see- pulsory or involuntary conversion (as a re-
tion 113, such property has, for the'purpose suit of destruction in whole or in part, theft
of determining gain or loss from: a sale or or seizure, or an exercise of the power of
exchange, the same basis in whole or in part requisition or condemnation or the threat or
in his hands as it would have in the hands imminence thereof) of property used In the
of such other person, trade or business and capital assets held for

(3) In determining the period for which more than 6 months into other property or
the taxpayer has held stock or securities re- money, exceed the recognized losses from such
celved upon a distribution where no gain was sales, exchanges, and conversions, such gains
recognized to the distributee under the pro- and losses shall be considered as gains and
visions of section 112 (g) of the Revenue losses from sales or exchanges of capital as-
Act of 1928, 45 Stat. 818, or the Revenue Act sets-held for more than 6 months. If such
of 1932, 48 Stat. 705, or under the provisions of gains do not exceed such losses, such gains
section 371 (c) of the Revenue Act of 1938 and losses shall not be considered as gains
or this chapter, there shall be included the aid losses from sales or exchanges of capital

'period for which he held the stock or securl- assets. For the purposes of this paragraph:
ties in the distributing corporation prior to . (A) In- determining under this paragraph
the receipt of the stock or securities upon whether gains exceed losses, the gains and
such distribution. . losses described therein shall be included only

(4) In determining the period for wihih if and to the extent taken into account In
the taxpayer has held stock or securities computing net Income, except that sub-
the acquisition of which (or the contract or sections (b) and (d) shall not apply.
option to acquire which) resulted in the (B) Losses upon the destruction, in whole
nondeductibility (under section 118 of this or in part, theft or seizure, or requisition or
chapter or section 118 of the Revenue Act of condemnation of property used in the trade
1928, 45 Stat. 826, or the Revenue Act of or business or capital assets held for more
1932, 47 Stat. 208, or the Revenue Act of 1934, than 6 months.shall be considered losses
4 Stat. 715, or the Revenue Act of, 1936, from a compulsory or nvoluntaryt conversion,
49 Stat. 1692, or the Revenue Act of 1938,
52 Stat. 503, relating to wash sales) of the § 29.117-1 Meaning of terms. The
loss from the sale or other disposition of term "capital assets" includes all classes
substantially Identical stock or securities, of property not specifically excluded by
there shall be included the period for which section 117 (a) (1). In determining
he held the stock or securities the loss from: whether property Is a "capital asset," the
the sale or other disposition oft which was period for which held Is immaterial.
not deductible.

(5) In determining the period for which The exclusion from. the term "capital
the taxpayer has held stock or rights to ac- assets" of property used in the trade or
quire stock received upon a distribution, if business of a taxpayer of a character
the basis of such stock or rights is determined which is subject to the allowance for de-
under section 11S (a) (19) (A), there shall preciation provided In section 23 (1) and
(under regulations prescribed by the Commis- of real property used in the trade or
sioner with the epproval of the Secretary) business of a taxpayer is limited to such
be included the period for which he held the property used by the taxpayer In the
stock in the distributing corporation prior trade or business at the time of the sale,
to the receipt of such stock- or rights upon exchange, or Involuntary, conversion,
such' distribution. Gains and losses from the sale or ex-

(6) In determining the period for which change of such property are not subject
the taxpayer has held stock or securities ac-
quired from a corporation by the exercise of to the percentage provisions of section
rights to acquire such stock or securities, 117 (b) and losses from such transactions
there shall be included only the period be- are not subject to the limitations on
ginning with the date upon whiclbthe right to losses provided in section 117 (d), except
acquire was exercised. that under section 117 (J) the gains and
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losses from the sale or exchange of such
property held for more than six months
may be treated as gains and losses from
the sale or exchange of capital assets,
and may thus be subject to such limita-
tions. See § 29.117-7. Property held for
the production of income, but not used
in a trade or business of the taxpayer, is
not excluded from the term "capital.
assets" even though depreciation may
have been allowed with respect to such

- property under section 23 (1) prior to its-
amendment by the Revenue Act of 1942.
However, gain or loss upon the sale or
exchange of land held by a taxpayer
primarily for sale to customers in the
ordinary course of his business, as in the
case of a dealer in real estate, is not sub-
ject to the limitations of section 117 (b),
(c), and (d). The term "ordinary net
income" as used in these regulations for
the purpose of section f17 means net in-
come exclusive of gains and losses from
the sale or exchange of capital assets.

Obligations of the United States or any
of its possessions, or of a State or Terri-
tory, or any political subdivision thereof,
or of-the District of Columbia, issued on
or after March 1, 1941, on a discount
basis and payable without interest at a
fixed maturity date not exceeding one
year from the date of issue, are excluded
from the term "capital assets." An obli-
gation may be issued on a discount basis
even though the price paid exceeds the
face amount. Thus, although the Sec-
ond Liberty Bond Act provides that
United States Treasury bills shall be
issued on a discount basis, the issuing
price paid for a particular bill may, by
reason of conipetitive bidding, actually
exceed the face amount of the bill. Since
the obligations of the type described in
this paragraph are excluded from the
term "capital assets," gains or losses
from the sale or exchange of such obli-
gations are not subject to the percentage
provisions of section 117 (b) and losses
from such transactions are not subject to
the limitation on losses provided in sec-
tion 117 (d). It is, therefore, not neces-
sary for a taxpayer, other than a life in-
surance company subject to taxation
only on interest, dividends, and rents, to
segregate the original discount accrued
(see § 29.42-7) and the gain or loss
realized upon the sale or other disposition
of any such obligation.

Example (1). A (not a life insurance
company) buys a $100,000 90-day Treasury
bill upon issuance for $99,998. As of the
close of the forty-fifth day of the life of such
bill, he sells it to B (not a life insurance
company) for $99,999.50. The entire net gain
to A of $1.50 may be taken into account as a
single item of income, without allocating $1
to interest and $0.50 to gain. If B holds the
bil until maturity his net gain of $0.50 may
similarly be taken into account as a single
item of income, without allocating $1 to in-
terest and $0.50 to loss.

Example (2). The facts in this example
are the same as n example (1) except that
the selling price to B is $99X998.50. The net
gain to A of $0.50 may be taken into account
without allocating $1 to nterest and $0.50
to loss, an, similarly, ifB holds the bill until
maturity his entire net gain of $1.50 may be
taken into account as a single item of in-
come vithout allocating $1 to Interest and
$0.50 to gain.

Section 117 (a) (2) to (9), Inclusive,
defines "short-term capital gain," "short-
term capital loss," "long-term capital
gain," "long-term capital loss," "net
short-term capital gain," "net short-
term capital loss," "net long-term capital
gain," and "net long-term capital loss."
These terms are used in the subsequent
subsections of section 117.

The phrase "short-term" applies to the
category of gains and losses arising from
the sale or exchange of capital assets
held for six months or less; the phrase
"long-term" to the category of gains and
losses arising from the sale or exchange
of capital assets held for more than six
months. The fact that some part of a
loss from the sale or exchange of a capital
asset may be finally disallowed because
of the operation of section 117 d) does
not mean that such loss is not "taken

.into account In computing net income"
within the meaning of that phrase as
used in section 117 (a) (3) and (5).

In the definition of "net short-term
capital gain," as provided in section
117 (a) (6), the amounts brought for-
ward to the taxable year under section
117 (e) are short-term capital losses for
such taxable year.

Gains and losses from the sale or ex-
change of capital assets held for not
more than six months- (described as
short-term capital gains and short-
term capital losses) shall be segre-
gated from gains and losses arising from
the sale or exchange of such assets held
for more than six months (described as
long-term capital gains and long-term
capital losses). The percentage brackets
of section 117 (b) have no application to
corporations, corporate gains and losses
being taken into account to the full ex-
tent, without regard to the length of time
the capital assets are held (though be-
cause of the limitation in section 117 d)
such losses may not be deductible In
full).

Section 117 (a) (10) defines "net capital
gain." In the case of a corporation the
term "net capital gain" means the excess
of the gains from sales or exchanges of
capital assets over the lo.ses from such
sales or exchanges, which lozzes include
any amounts brought forward pursuant
to section 117 (e). In the cae of a tax-
payer other than a corporation the term
"net capital gain" means the excess of
(1) ie sum of the gains from sales or
exchanges of capital assets, plus net In-
come (computed without regard to gains
and losses from sales or exchanges of
capital assets) of the taxpayer or $1,000,
whichever is smaller, over (2) the losses
from such. sales or exchanges, which
losses include amounts brought forward
under section 1J7 (e). For application
of the term "net capital gain," In com-
putJng the capital loss carry-over un-
der section 117(e), see § 29.117-2 (c).

Section 117 (a) (11) defines "net
capital loss" to mean the excess of the
losses from sales or exchanges of capital
assets over the sum allowed under sec-
tion 117 d). However, amounts which
are short-term capital losses under rec-
tion 117 (e) (1) are excluded in deter-
mining such "net capital loss."

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 dr exchange of capital assets,
even though such securities are not
actually sold or exchanged. Seealso sec-
tion 117 (j) and § 29.117-7 for the de-
termination of whether or not gains and
losses from the involuntary conversion
of capital assets and from the sale, ex-
change, or involuntary conversion of
certain property used in the trade or
business shall be treated as gains and
losses from the sale or exchange of
capital assets.

§ 29.117-2 Percentage of capital gain
or loss taken into account; net loss
carry-over-a) General. In computing
the net income of a taxpayer, other than
a corporation, the amount of the gain or
loss, computed under section 111 and rec-
ognized under section 112, upon the sale
or exchange of a capital asset shall be
taken into account only to the extent pro-
vided In section 117 (b). The percentage
of the gain or loss to be taken into ac-
count ranges fromn100 percent to 50 per-
cent, depending upon the period for
which the asset was held. For instance,
if unimproved real estate purchased by
an individual for $20,000 is a capital asset
and is sold by him for $25,000 after hav-
ing been held for more than six months,
only 50 percent of the recognizad gain
($5,000), or $2,500, shall be ta7en into
account in computing net income; or
f such property is sold for $14,000,
only 50 percent of the recognized loss
($6,000), or $3,000, shall be so taken into
account

(b) Limitation on capital losses. Sec-
tion 117 d) (1) provides that, in the case
of a corporation, losses from sales or ex-
changes of capital assets shall be allowed
as deductions only to the extent of the
gains from such sales or exchanges, and
section 117 Cd) (2) provides that, in the
case of a taxpayer other than a corpora-
tion, losses from sales or exchanges of
capital assets shall be allowed as a de-
duction only to the extent of the gains
from such sales or- exchanges, plus net
income (computed without regard to
such gains or losses) of the taxpayer or
$1,000, whichever is smaller. Thus,
where an individual taxpayer, having an
ordinary r4et inc9me of $5,000 has a net
long-term capital loss of $4,000, of which
$2,000 (507 of $4,000) is taken into ac-
count, the net loss of $2,000 is allowable
only to the extent of $1,000, the remain-
ing $1,000 being an unallowable deduc-
tion. If the taxpayer's ordinary net in-
come, computed without capital gains
and losses, had been $400 instead of
$5,000, only $400 of the net loss of $2,000
would have been allowed, giving the tax-
payer no taxable income and an unal-
lowable'capital loss of $1,600. (For dis-
position of the unallowable capital loss,
see paragraph (c) of this section.) How-
ever, In the case of banks, as defined in
section 104, the limitation under section
117 d () Is modifled by sectior 117 Ci)
so that the excess of any losses of the
taxable year from sales or exchanges of
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bonds, debentures, notes or certificates,
or other evidence of indebtedneSs issued
by any corporation (including oie issued
by a government or political subdivision
thereof) with interest coupons or in reg-
istered form, over gains of the taxable
year from such sales or exchanges may
be deductible in full as an brdinary loss.

(c) Net capital loss carry-over. Any
taxpayer sustaining a net capital loss
may, under section 117 (e) (1), carry
over such loss to each of the five suc-
ceeding taxable years and treat it in each
such five succeedihg taxable yMars as a
short-term capital loss to the extent not
allowed as a deduction against any net
capital gains of any taxable years inter-
vening between the taxable year in which

the net capital loss was- sustained and
the taxable year t? which carried. The
carry-over is thus. applied in each suc-
ceeding taxable year to offset any net
capital gain in such succeeding taxable
year. The amount of-the net capital loss
carry-over may not be included in com-
puting a new net capital loss of a taxable
year which can be carried forward to the
next five succeeding taxable years.

The practical operation of the provi-
sions- of section 117 (e) (1) may be illus-
trated by the following example:

Example. For the taxable years 1942 to
1946, inclusive, a taxpayer is assumed to have
a net short-term capital loss, net shSft-term
capital gain, netb long-term capital loss, net
long-term capital gain, and net income as
follows: -

1942 1943 1944 1945 1946

Carry-over from prior years:
From 1942 -------------------------------------------------- ($50,000) ($29,.00) $(29,500) ----------
From 1944 ------------------------------------------------ -- ---- - -.-.---.- -------- (19, 500) ($13, OW)

Net short-term loss (computed without regard to the carry-
overs) ------------------------------------ -------------- ($39, 0) (5,000) (10,000) ----------........----

Net short-term gain (computed without regard to the carry-
overs) --------------------------------------------------------- 40,0.

Net long-term loss --------------------------------- (20, 500)-(10, 000) (6,000)
Ngt long-term gain ------------------------ 25,000
Nt capital gain (computed without regard to theZ rry-overs) - --- 20,500 -36,-00
Netincome (computed withoutregardto capitl igasor osses). 50 500 -00" 1.000
Not capital loss ------------------------------ (50,000 None (19. 500) - -one

Net Capital Loss of 1942
The net capital loss is $50,000. This figure,

computed In accordance with section 117 (b),
Is the excess of the losses from sales or ex-
changes of capital assets over the sum of
(1) gains from such sales or exchanges, and
(2) net Income of $500. This amount may be
carried forward in full to 1943. However, in
1943 there was a net capital gain of $20,500,
as defined by section 117 (a) (10) (B) and
limited by section 117 (e) (1), against which
this net capital loss 'of $50,000 is allowed in
part. The remaining portion-$29,500--may
be carried forward to 1944 and 1945 since
there was no net capital gain in 1944. In
1945 this $29,500 shall be allowed in full
against net capital gain of $36,000, as defined
by section 117 (a) (10) (B) and limited by
section 117 (e) (1).

Net Capital Loss of 1944
The net capital loss Is $19,500. This figure,

computed in accordance with section 117 (1),
is the excess of the losses from sales or. ex-
changes of capital assets over the sum of
(1) gains from such'-ales or exchanges and
(2) not income of $500. This amount may be
carried forward in full to 1945. However, in
1945 there was a net capital gain of $6,500,
as defined by section 117 (a) (10) (B) and
limited by section 117 (e) (1), against which
this net capital loss of *19,500 is allowed in
part. The remaining portion-$13,000--may
be carried forward to 1946.

§ 29.117-3 Altrnative tax in case of
net long-term capital gain or loss. In
case the net lbng-term capital gain of a
taxpayer (other thali a corporation) ex-
ceeds the net short-term capital loss,
section 117 (c) (2) imposes an alterna-
tive tax in lieu of the tax imposed by
sections 11 and 12, if and only if such
alternative tax is less than thWe tax im-
posed by sections 11 and 12. For any
such taxable year this alternative tax is
the sum of (1) a partial tax, computed
at the rates provided by sections 11 and
12, on the net income of the taxpayer,
excluding therefrom for this purpose the
amount of such excess of the net long-
term capital gain over the net short-term

capital loss, plus (2) 50 percent of such
excess.

In case the net long-term capital gain
of any corporatidn exceeds the net Short-
term capital loss, section 117 (c) (1) im-
poses an alternative tax in lieu of the
tax imposed by sections 13, 14, 15, 204,
207 (a) (1) or (3), and 500, if and only
if such alternative tax is less than the
tax imposed by such sections. For any
such taxable year this alternative tax is
the sum of (1) a partial tax computed
at-the rates provided by sections 13, 14,
15, 204, 207 (a) (1) or (3), and 500 on
the net income of the taxpayer, exclud-
ing therefrom for this purpose the
amount of such excess of the net long-
term capital gain over the net short-term
qapital loss, plus (2) 25 percent of such
excess.

The following example will illustrate
the practical operation of the provisions
of this section in the case of a taxpayer
bther than a corporation:

Example. Suppose that A, an individual,
has for the calendar year 1942 an ordinary
net income of $100,000, none of which con-
sists of interest on the obligations of the

Ntnited States or its instrumentalities. He
is entitled to a personal exemption of $1,200
and to no credit for dependents, and his
earned net income is $3,000. He realizes in
that year a gain of $100,000 on a capital asset
held for 19 months and sustained a loss of
$20,000 on a capital asset held for 5 months.
Since the alternative tax is less than the
tax otherwise computed under sections 11
and 12, the correct tax is the alternative tax,
that is, $79,126. The tax is computed as
follows:

Tax Under Sections 11 and 12
Ordinary net income ---------- $100, 000.00"
Net long-term capi-

tal gain: (50 per-
cent of $100,000). $50000. 00

Net short-term capi-
tal loss: (100 per-
cent of $20,000)... 20,000.00

Excess of the net long-term cap-
ital gain over the net short-
term capital loss ---------- $30,000.00

Total net income ------------ 130,000,00
Less:

Credit for personal exemption. 1,200.00

Surtax net income ---------- 128,800.00
Less earned income credit (10

percent of $3,000) ---------- 00.00

Income subject to normal tax. 128, 600. 00

Normal tax (6' percent of
$128,500) ------------------- 7,710.00

Surtax on $128,800 ------------- 81, 892.00

Total tax ------------------- 89,602.00
Alternative Tax Under Section 117 (o) (2).

Net income ------ --------- -- $130,000.00
Less;

Excess of the net long-term
capital gain over the net
short-term capital loss- 80,000.00

Ordinary net income ------- 100, 000.00
Less credit for personal exemp-

tion ----------------------- 1,200.00

Surtax net Income ----------- 98,800.00
Less earned Income credit (10

percent of $3,000) ----------- 300. 00

Income subject to normal tax-. 98,600.00
Normal tax (6 percent of $08-

500) ........................ 5,910.00
Surtax on $98,800 -------------- 5 8,210.00

Partial tax under sections 11 and
12 on $100,000-- ------------ 64,120.00

Plus 50 percent of $30000 ------- 16,000.00

Total alternative tax .--------- 79, 120.00

§ 29.117-4 Determinatioi; of period
for which capital assets are held. Under
section 117 (h) if property is acquired in
certain transactions described in sections
112, 113, 118, and 371 (o), the period for
which such property is considered to
have been held by the taxpayer is not
computed from the date such property
was acquired by the taxpayer but from
a prior date. For instance: In the case
of stock or securities in a corporation a
party to a reorganization received pur-
suant to a plan of reorganization In ex-
change solely for stock or securities in
another corporation a party to the re-
organization, the period for which the
stock or securities exchanged were held
by the taxpayer must be included in the
period for which the stock or securities
received on the exchange were held by
the taxpayer. In the case of property
acquired after December 31, 1920, by
gift (if under the provisions of section
113, such property has, for the -purpose
of determining gain or loss from the
sale or exchange, the same basis in the
hands of the taxpayer as it would have
in the hands of the donor), the period
for which the property was held by the
donor must be included in the period
for which the property was held by the
taxpayer. In the case of stock or se-
curities the acquisition of which resulted
in the nondeductibility (under section
118 of the Internal Revenue Code or
under section 118 of the Revenue Act of
1928, 193 , 1934, 1936, or 1938) of the
loss from the sale or other disposition of
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substantially identical stock or securities,
the period for which the stock or se-
curities the loss from the sale or other
disposition of which was not deductible
were held must be included in the period
for which the stock or securities acquired
were held by the taxpayer. If property
acquired as the result of a compulsory
or involuntary conversion of other prop-
e erty of the taxpayer has under section
113 (a) (9) the same basis in whole or
in part in the hands of the taxpayer as
the property so converted, the period for
which the property so converted was held
by the taxpayer must be included in the
period for which the property acquired
was held by the taxpayer.

The period for which the taxpayer has
-held stock, or stock subscription rights,
issued to him as a dividend shall be de-
termined as though the stock dividend,
or stock right, as the case may be, were
the stock in respect of which the divi-
dend was issued if the basis for de-
termining gain or loss upon the sale or
other disposition of such stock dividend
or stock right is fixed by the apportion-

"ment of the basis of such old stock.
The period for which the taxpayer has

held stock or securities issued to him by
a corporation pursuant to the exercise
by him of rights, to acquire such stock
or securities from the corporation will,
in every case and whether or not the
receipt of taxable gain was recognized
in connection with the distribution of
the rights, begin with and include the
day upon which the rights to acquire
such stock or securities were exercised.
A taxpayer will be deemed to have -ex-
ercised rights received from a corpora-
tion to acquire stock or securities there-
in where there is an expression of assent
to the terms of such rights made by the
taxpayer in the manner requested or au-
thorized by the corporation.

" 29.117-5 Application of section IfV
in the case of husband and wife--a)
Taxable Vear beginning in 1942. If a
husband and wife making a joint return
for the first taxable year beginning in
1942, did not make a joint return for the
preceding taxable year, the individual
net short-term capital loss of each spouse
for the preceding taxable year (in an
amount not in excess of the individual
net income of such spouse for such year)
shallbe totaled and such total shall be a
short-term capital loss for such first
taxable year beginning in 1942, to the ex-
tent of the excess of short-term capital
gains over short-term capital losses for
such year. If, however, a joint return
was made for such preceding taxable
year, a net short-term capital loss as
shown by such joint return (in an
amouht not in excess of the aggregate
net income for such year as shown by
such return) shall be ashort-term capi-
tal loss for the first taxable year begin-
ning in 1942, to the extent of the excess
of short-term capital gains over th&
short-term capital losses for such year.
If a husband and wife making separate
returns for the first taxable year begin-
ning in 1942, made a joint return for the
preceding taxable year, a net short-
term capital loss shown by such joint
return shall be allocated to the spouses
on the basis of their individual net short-
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term capital losses for such preceding
taxable year, and the net short-term cap-
ital loss allocated to each spouse ifi an
amount not in excess of the portion of the
aggregate net income shown by such
joint return attributable to such spouse)
shall be treated as a short-term capital
loss of such spouse for the first taxable
year beginning in 1942 to the extent of
the excess of short-term capital gains
over short-term capital losses of such
spouse for such year.

Mb) Taxable years beginning alter De-
cember 31, 1942. In the case of a hus-
band and wife making a joint return, the
limitation under section 117 d) (2), re-
lating to the allowance of losses from
sales or exchanges of capital assets, is to
be computed and the net capital loss de-
termined with respect to the combined
capital gains and losses of the spouses.

If a husband and wife making a Joint
return for any taxable year beginning
after December 31, 1942, did not make
a Joint return for the preceding taxable
years (not exceeding five taxable years
and beginning after December 31, 1941),
the individual net capital loss of each
spouse for each of such preceding tax-
able years shall be a short-term capital
loss for the taxable year to the extent
provided by section 117 (e) (1). If, how-
ever, a joint return was made for each of
the preceding taxable years (not exceed-
ing five taxable years and beginning after
December 31, 1941), a net capital loss as
shown by each Joint return shall be a

-short-term capital loss for the taxable
year to the extent provided by section
117 (e) (1). If a husband and wife miak-
ing separate returns for any taxable year
beginning after December 31, 1942, made
a Joint return for each of the preceding
taxable years (not exceeding five taxable
years and beginning after Dzcember 31,
1941), a net capital loss as shown by each
such Joint return shall be allocated to
the spouses on the basis of their individ-
ual net capital losses for each of such
preceding taxable years, and the net cap-
ital loss allocated to each spouse shall be
a short-term capital loss of such spouse

-for the taxable year, to the extent pro-
vided by section 117 (e) (1).

The alternative taxes computed under
section 117 (c) 42) are in lieu of taxes
imposed by sections 11 and 12 and must
be compared with the tax imposed by
such sections to determine which tax is
applicable, In computing the alterna-
tive taxes under section 117 (c) (2), in
the case of a joint return, the determina-
tion of the excess of the net long-term
capital gains over the net short-term
capital losses Is to be made by combining
the long-term capital gains and losses
and the short-term capital gains and
ldsses of the spouses.

§ 29.117-6 Gains and losses from
short sales. For Income tax purposes,
a short sale Is not deemed to be consum-
mated until delivery of property to cover
the short sale, and the percentage of the
recognized gain or loss to be taken into
account under section 117 Cb) 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 six months, 100 percent of the
recognized gain or loss would be taken
into account under sect-on 117 (b), even
though he had on hand other shares of
the same stock which he held for more
than six months. If the short sale is
made through a broker and the broker
borrows property to make delivery, the
short sale is not deemed to be consum-
mated until the obligation of the seller
created by the short sale is finally dis-
charged by delivery of property to the
broker to replace the property borrowed
by the broker.

§ 29.117-7 Gains and losses from in-
voluntary conversions and from the sale
or exchange of certain property used in
the trade or business. Section 117 CQ)
provides that the recognized gains and
losses:

(a) From the sale, exchange, or in-
voluntary conversion of property used in
the trade or business of the taxpayer at
the time of the sale, exchange, or invol-
untary conversion, held for more than
six months, which is:

(1) Of a character subject to the al-
lowance for depreciation provided in
section 23 l), or

(2) Real property, and
b) From the involuntary conversion

of capital assets held for more than six
months
shall be treated as gains and losses from
the sale or exchange of capital assets
held for more than six months if the
aggregate of such gains exceeds the ag-
gregate of such losses. If the aggregate
of such gains does not exceed the aggre-
gate of such losses, such gains and losses
shall not be treated as gains and losses
from the sale or exchange of capital
assets.

In determining whether such gains ex-
ceed such losses for the purpoies of sec-
tion 117 (j), losses upon the destruction
in whole or in part, theft or seizure,
requisition or condemnation of the prop-
erty described in section 117 j) are in-
cluded whether or not there was a con-
version of such property into money or
,other property. For example, if a cap-
ital asset held for more than six months,
with an adjusted basis of $400, is stolen,
and the loss from this theft is not com-
pensated for by insurance or otherwise,
the $400 loss is included in the compu-
tations under section 117 (j) to deter-
mine whether gains exceed losses. Fur-
thermore, in making this computation,
the gains and losses described in section
117 C) are taken into account without
regard to the percentage provisions of
section 117 (b), that is, 100 percent of
such gains and losses is taken into ac-
count. For example, if a taxpayer sus-
tains a loss of $400 upon the sale under
threat of condemnation of a capital as-
set, held for more than six months, such
loss is taken into account for the pur-
poses of section 117 Mi) to the extent of
$400, even though only $200 would be
taken into account under section 117 (b)
in computing net income. Similarly, the
provisions of section 117 (d) limiting the
deduction of capital losses are not ap-
plicable to exclude any losses from the
computations under section 117 W1).
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With these exceptipns as to sections 117
(b) and 117 (d), gains and losses are in-
cluded in the computations under sec-
tion 117 (j) only-to the extent that they
are taken into account in computing net
income. Thus, losses which are not de-
ductible items under section 24-or sec-
tion 118 are not included in the compu-
tations under section 117 Qj).. Similarly,
if a taxpayer reports on the installment
basis under section 44 the gain on the
sale of property described in section 117
(), only the portion of the gain reported
under section 44 in computing net in-
come for the taxable year is included in
the computations for such taxable year
under section 117 (W). Any dams and
losses which are not recognized under
section 112 are not included in the com-
putations under section 117 (j). Thus,
If property' is involuntarily converted
into similar property, so that the gain
on such conversion is not recognized un-
der the provisions of section 112 (f), such
gain is-not included in the computations
under section 117 ().

If it is determined under the above
computations that the gains exceed the
losses, all of such gains and losses are
treated as gains and losses from the sale
or exchange of capital assets held for
more than six months.' All such gains
and losses are then subject to the
limitations of, section 117 (b), .c),
and (d), relating to the percentage
taken into account, the alternative tax
In the case of capital gains and losses,
and the extefit to, which capital losses
are allowed. If it is determined un-
der the above computations that the
gains do not exceed the losses, none
of such gains and losses are treated as
gains and losses from the sale or ex-'
change of capital assets. Such gains and
losses are then not subject to the per-
centage limitations of section 117 (b),
and such losses are not subject to the
limitations provided in section 117 (d).
For example, if the taxpayer during the
taxable year has losses of $1,000 on the
sale of certain depreciable machinery
used ifi his trade or business, held for
more than six months, and a gain of $400
on the sale under threat of condemna-
tion of a capital asset held for more than
six months, such losses exceed such gain,
and such losses and gain are not treated
as losses and gain from the sale or ex-
change of capital assets. The gain on
the sale of the capital asset would there-
fore be taken into account in full, instead
of to the extent of 50 percent as provided
in section 117 (b).

Section 117 Wi) does not applyto gains
and losses on the sale, exchange, or in-
voluntary conversion of any property
which would properly be includible in the
inventory of the taxpayer if on hand at
the close of the taxable year, or which is
held by the taxpayer primarily for sale
to customers in the ordinary course of
his trade or business. The involuntary
conversion of property described in sec-
tion 117 () is the conversion of such
property into money or other property as
a result of destruction in whole or in
part, theft or seizure, or an exercise of
the power of requisition or condemna-
tion or the threat or imminence thereof.

The following examples will illustrate
the operation of the provisions of section
117 Q):

Example (1). A, an Individual, makes his
income taxxeturn on the calendar year basis.
A's recognized gains and losses for 1942 of
the kind described in sectloft 117 (j), com-
puted without regard to the limitations in
section 117 (b), are as follows: .

Gains Losses
1. Gain on sale of machinery,

used In the business and -
subject to an allowance
for depreciation, held for
more than six months-.. $4, 000

2. Gain reported- In 1942
(under section 44) on in-
stallment sale in 1941 of
factory premises used in
the business (including
building and land, each
held for more than six
months) ---------------- 6,000

3. Gain reported in 1942
(under section 44) on in-
stalment sale in 1942 of
land held or more than
six months, used in the
business as. a storage lot
for trucks -------------- 2,000

4. Gain on proceeds from
requisition by Govern-
ment of boat, held for more
than six months, used in
the business and subject to
an allowance for depre-
clatlon -......-------- 500

5. Loss upon the destruction.
by fire of warehouse;, held
for more than six months
and used in the business
(excess of-adjusted basis
of warehouse over com-
peisatlon by insurance,
etc.) ----------------------- $3, 000

6. Loss upon theft of unreg-
istered bearer bonds, held
for more than six months- 5, 0O0

7. Loss in storm of pleasure
yacht, purchased in 1940
for $1,800 and having a fair
market value of $1,000 at
the time of the storm__ 1,000

8. Total gains ......-------- 12,500
9.'Total losses --------------- 9,000
10. Excess of gains over losses 3, 500

Since the aggregate of the respective rec-
ognized gains ($12,500) exceeds the aggre-
gate of such losses ($9,000), such gains and
losses are treated under section 117 (J) as
gains and losses from the sale or, exchange
of capital assets held for more than six
months. Therefore, under the provisions of
section 117 (b), A will take into account
only 50 percent of the amounts of Items
I to 7. Such Items are treated the same
as any other long-term gains and losses of
A, and wll cause the inclusion of $1,750

.(50 percent of item 10) in computing his net
long-term capital gain for the purposes of
the alternative tax provided by section 117
(c) (2).

Example (2). A's yacht, used for pleasure
and acquired for such use in 1935 at a cost,
of $25,000, was requisitioned by the Gov-
ernment in 1942 for $15,000. A sustained no-
deductible loss, and. no loss with respect
to such requisition will be included in the
computations under section 117 (j).

Example (3). If in example (1) the tax-
payer were a corporation, then there would be
taken into account 100 percent of the gains
and losses in items 1 to 7, which are treated
for all purposes as gains and losses from the
sale or exchange of .capital assets held for
more than six months. The percentage pro-
visloins of section 117 (b) do not apply to

corporations. These items will cause the In-
clusion of $3,500 (item 10) in computing the
net long-term capital gain of the corporation
for the purposes of the alternative tax pro-
vided by section 117 (c) (1).

Example (4). If in example (1) A also bad
a loss of $4,000 from the sale under threat of
condemnation of a capital asset hold for more
than six months, then the gains ($12,600)
would not exceed the losses ($9,000 plus $4,000,
or $13,000). Neither the loss on' such sale
of a capital asset nor any of the other items

i set forth in example (1) would then be
treated as gains and losses from the sale or
exchange of capital assets, but all of such
Items would be treated as ordinary gains
and losses. Since all of such items are in-
cluded in full in computing net income, the
net effect of such items will be the Inclusion
in computing net income of a loss of $500
(the excess of'the $13,000 losses over the
$12,500 gains). " This same result would be
obtained If A were a corporation. If the loss
on the sale of the capital asset under threat
of condemnation were $3,500, the gains and
losses would still be treated as ordinary gains
and losses and not as capital gains and losses,
since the gains (012,500) would not exceed
the losses ($9,000 plus $3,500, or $12,500).

SEC. 118. Loss YnOm wvS sALEs or TOac
oa szcuarrs. (a) In the case of any loss
claimed to have been sustained from any
sale or other disposition of shares of steel,
or securities where It apbears that,' within a
period beginning 30 days before the date of
such sale or disposition and ending '30 days
after such date, the taxpayer has acquired (by
purchase or by an exchange upon which the
entire amount of gain or loss was recognized
by law), or has entered Into a contract or
option so to acquire, substantially Identical
stock or securities, then no deduction for the
loss shall be allowed under section 23 (e) (2);
nor shall suqh deduction be allowed under
section 23 (f) unless the claim Is made by a
corporation, a dealer in stocks or securities,
and with respect to a transaction made In
the ordinary course of Its business.

(b) If the amount of stock or securities ac-
quired (br covered by the contract or option
to- acquire) is less than the amount of steels
or secarities sold or otherwise -disposed of,
then the particular shares of stock or 0e-
curites the loss from the sale or other dis-
position of which is not deductible shall be
determined under rules and.regulations pro-
scribed by the Commissioner with the ap-
proval of the Secretary.

(c) If the amount of stock or securities
acquired (or covered by the contract or op-
tion to acquire) Is not less than the amount
of stock or securities sold or otherwise dis-
posed of, then the particular shares of stock
or securities the acquisition of which (or
the contract or option to acquire which) re-
sulted in the nondeductibility of the loss
shall be determined under rules and regula-
-tions prescribed by the Commissioner with
the approval of the Secretary.

§ 29.118-1 Losses from wash sales ol
stol or securities. (a) A taxpayer can-
not deduct any loss claimed to have been
sustained from the sale or other dispo-
sition of stock or securities, if, within a
period beginning 30-days before the date
-of such sale or disposition and ending
30 days after such date (referred to in
this section as the 61-day period), he
has acquired (by purchase or by an ex-
change upon which the entire amount
of gain or loss was recognized by law),
or has entered into a contract or option
so to acquire, substantially indentical
stock or securities. However, this pro-
Iibition does not apply (1) in the case
of a taxpayer, not a corporation, If the
sale or other disposition of stock or se-
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,curities is made In connection with the
taxpayer's trade or business, or (2) in the
case of a corporation, a dealer in stock
or securities, if the sale or other dispo-
sition of stock or securities is made in the
ordinary course of its business as such
dealer. See § 29.22 (a)-8 as to.stock or
securities sold from lots purchased at
different dates or at different prices

.where the identity of the lots cannot be
determined and § 29.113 (a) (10)-i for
the basis for determining gain or loss
from the subsequent sale or other dis-
position of stock or securities acquired in
connection with wash sales.

(b) Where more than one loss is
claimed to have been sustained within
the taxable year from the sale or other
disposition of stock or securities, the
provisions of this section shall be applied
to the losses in the order in which the
stock or securities, the disposition of
which resulted in the respective losses
were disposed of (beginning with the
earliest disposition). If the order of dis-
position of stock or securities disposed
of at a loss on the same day cannot be
determined, the stock or securities will
be considered to have been disposed of
in the order in which they were origi-
nalyllfkuired (beginning with the earl-.
est-acquisition).

(c) Where the amount of stock or se-
curities acquired within the 61-day pe-
riod is less than the amount of stock or
securities sold or otherwise disposed of,
then the particular shares of stock or
securities the loss from the sale or other
disposition of which is not deductible
shall be those with which the stock or
securities acquired are matched in ac-
cordance with the following rule:

The stock or securities acquired will be
matched in accordance with the order of
their acquisition (beginning with the
earliest acquisition) with an equal num-
ber of the shares of stock or securities-
sold or otherwise disposed of.

(d) Where the amount of stock or se-
curities acquiredwithin the 61-day period
is not less than 'the amount of stock or
securities sold or otherwise disposed of,
then the particular shares of stock or se-
curities the acquisition of which resulted
in the nondeductibility of the loss shall
be those with which the stock or securi-
ties disposed of are matched in accord-
ance with the following rule:

The stock or securities sold or other-
wise disposed of will be matched with an
equal number of the shares of stock or
securities acquired in accordance with
the order of acquisition (beginning with
the earliest acquisiton) of the stock or
securties acquired.

(e) The acquisition of any share of
stock or any security which results in the
nondeductibility of a loss under the pro-
visions of this section shall be disre-
garded in determining the deductibility
of any other loss.

(f) The word "acquired" as used in
this section means acquired by purchase
or by an exchange upon which the entire
amount of gain or loss was recognized by
law, and comprehends cases where the
taxpayer has entered into a contract or
optioi 'within the 61-day period to a-
quire by purchase or by such an
exchange.

Eramplo (1). A. whose toalo year is the
calendar year, on December 1. 191, purcbaed
100 shares of common stock in the M Com-
pany for $10.O00 and on December 15, 1941,
purchased 100 additional shares for 69,000.
On January 2, 1942, he rold the 10 shares
purchased on December 1, 1941, for C9.000.
Because of the provisions of section 118 no
loss from the sale is allowable as a deduction.

Ezample (2). A, whoze taxable year is tho
calendar year. on September 21, 1941, pur-
chased 100 shares of the common stock of the
L Company for 05,000. On Decemb:r 21,
1941. he purchaed So shares of substantially
Identical stock for 52.750, and on Dcnember
26, 1941, he purchased 25 additional shares
of such stock for 1,125. On January 2, 1942,
he sold for $4.000 the 100 shares purchaced on
September 21, 1941. There is an indicated
loss of $1.000 on the salo of the 10O shares.
Since within the 61-day period A purchased
'5 shares of substantially Identical stock, the
loss on the sale of 75 of the share (3,750-
e3.000, or $750) is not allowable as a deduction
because of the provisions of mcton 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 cections 24 (b)
and 117. The basis of the 50 shares pur-
chased December 21, 1941, the acquisition of
which resulted In the nondeductibUlty qf the
loss ($500) sustained on E0 of the 100 shares
sold on January 2, 1942, Is 02,500 (the cost
of 50 of the shares sold on January 2, 19-2),
plus $750 (the difference between the pur-
chase price of the 60 shares acquired on
December 21, 1941 (52,750), and the celling
)price of 50 of the shares cold on January 2,
1942 (52.000)), or $3.260. Similarly the basis
of the 25 shares purchased on December 26,
1941, the acquisition of which resulted in the
nondeductibility of the lo= (20) sustained
on 25 of the shares cold on January 2. 19M2.
is $1.250 plus 5125, or 6175. (Sea 1 9.113
(a) (10)-.)

EzampI' (3). A, whoze taxable year Is the
calendar year, on September'15, 1940, pur-
chased 100 shares of the 'stock of the LK
Company for $5,000. He sold theso shares on
February 1, 1942. for $4,000. On each of the
four days from February 15. 19M2. th Febru-
ary 18, 1942, he purchased 0 shamr of sub-
stantially identical stock for 62,006. There
is an indicated lozs of $1,000 from the salo of
the 100 shares on February 1. 1942. but. since
within the 61-day period A purchased not less
than 100 shares of substantially Identical
stock, the loss Is not deductible. The par-
tcular shares of stock the purchase of which
resulted in the nondeductibility of the locs
are the first 100 shares purchased within
such period, that Is, the 50 sare purchased
on February 18, 1942, and the ED shares pur-
chased on February 16,1942. In detenwing
the period for which the 60 shn purchased
on February 15, 1942, and the E0 shares pur-
chased on February 16, 1942, were held. them
is to ho included the period for which the
100 shares purchased on September 15. 1940,
and sold on February-, 1942, were held.

S-c. 119. D=com mots Eourcr wr~m
UzNrs STr.s [as amended by sce. 1C0 (o).
Rev. Act 19421. (a) Gross income from
sources in United States. The following
items of gross income shall be treated as in-
come from sources within the United States:

(1) Znterest. Interest from the United
States, any Territory, any political subdivi-
sion of a Territory, or the District of Co-
lumbia, and interest on bonds, notes, or
other interest-bearing obligations of resi-
dents, corporate or otherwise, not nclud-
Ing-

(A) interest on deposits with percons
carrying on the banking busineca paid to
persons not engaged in businec within the
United Sthtes, or

(B) Interest received from a resident allen
individual, a resident foreign corporation, or
a domestlccorporatlon, when it Is shown to
the satisfactfon of the Commilsoner that

less than 20 per centum of the gros= income
of such resident payor or domestic corpora-
tion has been derived from. sources within
the United States, as determined under the
provisions of this section for the three-year
period ending with the close of the taxable
year of such payor preceding the payment of
such Interest, or for such part of such period
as may be applicable, or

(C) Income derived by a foreign central
bank of Issue from bankers! acceptances;

(2) Dizfdendz.-The amount received as
dividend-

(A) from a domestic corporation other
than a corporation entitled to the benefits of
rectIon 251, and other than a corporation le3s
thnn 20 per centum of whose gross income is

,.shown to the catisfaction of the Commis-
sioner to have been derived from sources
within the United States, as determined un-
der the provisions of this section, for the
three-year period ending with tha close of
the taxable year of such corporation preced-
ing the declaration of such dividends (or for
such part of such period as the corporation
ha been in existence), or

(B) from a foreign corporation unlecs less
than 50 per centum of the gross income of
such foreign corporation for the three-year
period ending with the close of its taxable
year preceding the declaration of such divi-
dends (or for such part of such period as the
corporation has been in existence) was de-
rived from sources within the United States
as determined under the provisions of this
sectlon; but only in an amount which bears
the came ratio to such dividends as the gross
Income of the corporation for such period
derived from sources within the United States
bears to Its gross income from all sources;
but dividends from a foreign corporation
shall. for the purposes of section 131 (relat-

-Ing to foreign tax credit), be treated as In-
come from sources without the United
States;

(3) Personal serrices. Compensation for
labor or peronal earvices performed in the
United States, but In the cae of a non-
resident allen individual temporarily present
In the United States for a period or periods
not exceeding a total of ninety days during
the taxal~le year, compensation received by
such an Individual (if such compensation
does not exceed 03.000 In the aggregate) for
labor or crvices performed as an employee
of or under a contract with a nonresident
allen, foreign partnership, or foreign corpo-
ration, not engaged In trade or business
within the United States, shall not be deemed
to be income from sources within the United
States;

(4) Renta s and royaltfez. Rentals or roy-
alties from property located In the United
States or from any interest In such property,
including rentals or royalties for the uc. of
or for the privile-e of using In the United
States, patenta, copyrights, secret processes
and formulaS, good wil, trade-marks, trade
brands, franchises, and other like property;
and

(6) Sale of real property. Gains, prodt:,
and income from the sale of real property
located in the United States.

(6) Sale of personal property. For galns,
profits, and income from the sale of per-
sonal property, see subsection (e).

(b) Zet income from sources ft United
Statce. From the items of gross income spec-

ied In. subsection (a) of this section ther
rsall be deducted the expw_-es, leses, and
other deductions properly apportioned or
allocated thereto and a ratable part of any
expensm, lo ses, or other deductions which
can not definitely be allocated to some Item
or class of gros income. The remainder, if
any, ahall be included In full as net income
from Cources within the United States.

tc) Gro2s income from. sources without
United States. The following items of gros
Income shall be treated as income from
sources without the United States:
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(1) Interest other than that derived from
sources within the United States as pro-
vided In subsection (a) (1) of this section;

(2) Dividends other than those derived
from sources within the United States as
provided in subsection (a) (2) of-this see-
tion

(3) Compensation for labor or personal
services performed without the United States;

(4) Rentals or royalties from property lo-
cated without the United States or from any
interest in such property, Including rentals
or royalties for the use of or for -the privilege
of using without the United States, patents,
copyrights, secret processes and formulas,
good will, trade-marks, trade brands, fran-
chises, and other like properties; and

(5) Gains, profits, and Income from the
sale of real property located without the
United States.

(d) Net income from sources without
United ,States. From the items of gross in- -
come specified in subsection (c) of this sec-
tion there shall be deducted the expenses,
losses, and other deductions properly appor-
tioned or allocated thereto, and a raable
part of any expenses, losses, or other deduc-
tions which can not'definifely be allocated
to some item or class of gross income. The
remainder, if any, shall be treated in full as
net Income from sources without the United
States.

(e) Income from sources partly within and
partly without United States. Items of gross
income, expenses, losses and deductions,'
other than those specified in subsections (a)
and (c) of this section, shall be allocated or
apportioned to sources within or without the
United States, under rules and regulations
prescribed by the Commissioner with the ap-
proval of the Secretary. Where items of
gross Income are separately allocated to
sources within the United States, there shall.
be deducted' (for the purpose of computing
the net income therefrom) the expenses,
losses, and other deductions properly appor-.
tioned or allocated thereto and a ratable part
of other expenses, losses or Other deductions
which can not definitely be allocated to some
Item or class of gross ncoie. The re-
mainder, If any, shall be Ingluded in full as
net Income from sources within the United
States. In the case of gross Income derived
from sources partly within and partly with-
out the United States, the net income may
first be computed by deducting the expenses,
losses, or other deductions apportioned or
allocated thereto 9nd a ratable part of any
expenses, losses, or other deductions which
can not definitely be allocated to some items
or class of gross income;. and the portion of
such net income attributable to sources
within the United States may be determined
by processes or formulas of general appor-
tionmient prescribed by the Commissioner
with the approval of the Secretary. Gains,
profits and Income from-

(1) transportation or other -services ren-
dered partly within and partly without the
United States, or ..

(2) from the 'sale of personal property
produced (in whole or in part) by the tax-
payer within and sold without the United
States or prCduced (in whole or in part) by
the taxpayer without and. sold -within the
United States.
shall be treated as derived partly from sources
within and partly from sources without the
United States. Gains, profits and Income de-
rived from the purchase of personal property
within and its sale without the United Stateg
or from the purchaee of personal property
without and its sale within the United States,
shall be treated as derived entirely from
sources within the country in which sold, ex-
cept that gains, profits, and income -derived
from the purchase of personal property with-
in 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.

.(f) Definitions. As used In this section
the words "sale" or "sold" *include "ex-
change" or "exchanged"; and the word "pro-
duced" includes "created", "fabricated",
"manufactured", "extracted!, "processed'
"cured", or "aged".

§-29.110-1 iZcome from sources
within the United States. Nonresident
alien individuals, foreign corporatiodfs,
and citizens of the United States or
domestic corliorations entitled to the
benefits of section 251 are taxable only
upon income from sources within the
United States. Citizens of- the United
States and domestic corporations
entitled to the benefits of section 251 are,
however, taxable upon income received
within the United States, whether
derived from sources within or without
the United States. (See sections 212 (a),
231 (c), and 251.)

The Internal Revenue Code divides the
income of such taxpayers into three
classes:

(a) Income which is derived if full
from sources within the United States;S(b) Income which is derived fn full
fron sources without the United States;
and

(c) Income which is derived partly
from sources within and partly from
sources without the United States.

The taxable income from sources
within the United States includes that
derived in full from sources within the
United. States and that portion of the
income which is derived partly from
sources withii and partly from sources
without the United States-which is allo-
cated or apportioned to sources within
the United States.
. § 29.119-2 Interest. There shall be

included in the gross income from
sources within the United States, of non-
resident alien indivfduals, foreign corpo-
rations, and citizens of the United States
or domestic corporations which are en-
titled 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 fhe United States,

(b) Interest received from a resident,
6lien 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.-jear period
ending with'the-close of the taxable year.

of the payor which precedes the payment
of .uch interest, or for such part of that
period as may be applicable; and
(c) Income derived by a foreign central

bank of issue from bankers' acceptances.
A.foreign.central bank of issue means P
bank which Is by law or government
sanction the Principal authority (other
than the government Itself) Issuing In-,
strumenty Intended to circulate as cur-,
rency. Such banks are generally the
custodians of the banking reqerves of
their countries.

Any taxpayer who excludes from gross
income from sources within the United
States jncome of the type specified In
paragraph (a), (b), or (c) of this set-
tion shall file with his return a statement
setting forth the amount of such Income
and such information as may be neces-
sary to show that the income Is of the
type specified in those paragraphs.

Interest received from the United
States by a foreign corporation or a non-
resident alien on a refund of Federal In-
come taxes Is taxable as Income from
sources within the United States.

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 domes-
tic corporations entitled to the benefits of
section 251, see § 29.251-2.

§ 29.119-3 Dividends. Gross Income
from sources within'the United States
includes dividends, as defined by tection
115:

(a From a domestic corporation other
than one entitled to the benefits of sec-
tion 251, and other than a corporation
less than 20 percent of the gross Income
of which is shown to the satisfaction of
the Commissioner to have been derived
from sources within the United States, as
determined under the provisions of sec-
tion 119, for the 3-year period ending
with the close of the taxable year of such
corporation preceding the declaration of
such dividends (or for sfich part of such
period as the corporation has been In

-existence); or
(b) From a foreign corporation unless

the 50 percent of its gross Income for the
S-year period ending with- the close of .
!its taxable year preceding the declara-
tion of such dividends, or for such part;
of such period as It has been in exist-
ence, was derived from sources within
the United States; but only In an amount
whichi bears the same ratio to sucp divi-
dends as the gross income of the corpo-
ration for such period derived from
sources within the United States bears
to its gross Income from all sources.
However, for the purposes of section 131,
relating to credits for taxes of foreign
countries and possessions of the United
States, dividends from a foreign 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 sufflcient
data to establish to the satisfaction of
the Commissioner that they should be
excluded from gross Income under p:ra-
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-graph (a) or (b) of this section. (See
also section 116 f).)
i-§ 29.119-4 Compensation for labor or
personal services. Except as provided in
section 119 (a) (3), gross income from
soures 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'-n the gross in-
come. If no accurate allocation or seg-
regation of compensation for labor or
personal services performed in the
United States can be made, or when such
labor or service is performed partly with-
in and pgrtly without the United States,
the amount to be "included in the gross
income shall be determined by an appor-
tibnment on the time basis, i. e., there
shall be included in the gross income
an amount which bears the same rela-
tion 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
performance of labor or services for
which the payment is made. Except as
,provided in section 119 (a) (3), wages
received for services rendered. inside the
territorial limits of the United States
and wages of an alien seaman earned on
a coastwise vessel are to be regarded as
from sources within the United States.

§29.119-5 R e n t a I s 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
property, whether tangible or intangible,
located within the United States, or from
the use of property, whether tangible or
intangible, within the United States, is
from sources within the United States.

§ 29.119-6 Sale of real property.
Gross income from sources within the
United States includes gain, computed
under the provisions of sections 111 to
13, inclusive, derived from the sale or
other disposition of real property located
in the United, States. For the treat-
ment of capital gains and losses, see sec-
tion 117.

§ 29.119-7 Income from sources with-
out the United States. Gross income
from sources without the United States
includes:

(a) Interest other than that specified
'In section 119 (a) (1), as being derived
from sources within the United States;
-C-b) Dividends other than those de-
rived from sources within the United
States as provided in section 119 (a) (2) ;

(c) Compensation for labor orper-
sonal services performed without the
United States (for the treatment of com-

pensation for labor or personal services
performed partly within the United
States and partly without the United
States, see § 29.119-4) ;

d) Rentals or royalties derived from
property without the United States or
from any interest in such property, in-
cluding rentals or royalties for the use of
or for the privilege of using without the
United States, patents, copyrights, secret
processes and formulas, good will, trade-
marks, trade brands, franchises, and
other like property (see § 29.119-5); and

(e) Gain derived from the sale of real
property located without the United
States (see sections 111 to 113, inclusive).

§ 29.119-8 Sale of Personal prop-
erty. Income derived from the purchase
and sale of personal property shall be
treated as derived entirely from the
country in which sold, except that In-
come derived from the purchase of per-
sonal property within a possession of the
United States and Its sale within the
United, States shall be treated as derived
partly from sources within and partly
from sources without the United States.
A possession of the United States con-
stitutes a "country," within the meaning
of this section, separate and distinct
from the United States. Hence income
derived from the purchase of personal
property within the United States and
its sale within a possession of the United
States shall be treated as derived entirely
from within a possession of the United
States. The word "sold" includes "ex-
changed." The "country in which sold"
ordinarily means the place where the
property is marketed. This section does
not apply to income from the sale of
personal property produced (in whole or
in part) by the taxpayer within and sold.
without the United States or produced
(in whole or in part) by the taxpayer
without and sold within the United
States. (See § 29.119-12.)

§ 29.119-9 Deductions in general.
The deductions provided for in chapter 1
shall be allowed to nonresident alien in-
dividuals and foreign corporations en-
gaged in trade or business within the
United States, and to citizens of the
United Stat.s and domestic corporations
entitled to the benefits of section 251,
only if and to the extent provided in sec-
tions 213, 215, 232, 233, and 251.

§ 29.119-10 Apportionment of deduc-
tions. From the items specified in
§§ 29.119-1 to 29.119-6, inclusive, as be-
ing derived specifically from sources
within the United States there shall, In
the case of nonresident alien individuals
and foreign corporations engaged in
trade or business within the United
States, be deducted the expenses, losses,
and other deductions properly appor-
tioned or allocated thereto and a ratable
part of any other expenses, losses, or de-
ductions which cannot definitely be al-
located to some Item or class of gross
income. The remainder shall be in-
cluded 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.

Exampe. A nonre-ident allen Individual
engaged In trade or business within the
United States whose taxable year Is the cal-
endar year derived gross income from all
rource3 for 1942 of $18000, Including there-
in:

Intere-t on bonds of a domestic cor-
poratlot nF 9, cO

Dividends on stock of a domestic
corporation ....... ---- 4. CO

Royalty for the use of patents within
the United States ....... 12,00

Gain from rale of real property lo-
cated within the United State3- 11,C00

Total .... - SS, 000
that Iz. one-fifth of the total gr=3 income
was from source3 within the United States.
The remainder of the gross income was from
Sources without the United States, deter-
mined under I 29.119-7.

The expenses of the taxpayer for the year
amounted to $78.000. Of thece expenses the
amount of 88.000 is properly allocated to In-
come from courcez within the United States
and the amount of 8g40.000 is property allo-
cated to income from sources without the
United States.

The remainder of the expenses, $30,000.
cannot be definitely allocated to any class
of income. A ratable part; thereof, based
upon the relation of gros income from
cources within the United States to the total
groe= income, ahall be deducted in comput-
Ing net income from sources within the
United States. Thus, there are deducted
from the §36.000 of gross income from sources
within the United States expenses amount-
ing to $14.000 (reprezenting $8,000 properly
apportioned to the income from sources with-
In the United States and 86,000, a ratable part
(one-fifth) of the expenses which could not
h3 allocated to any item or class of gross
Income). The remainder, $22,000, is the net
income from sources within the United
States.

§ 29.119-11 Other income from sources
within the United States. Items of gross
Income other than those specified in sec-
tion 119 (a) and (c) shall be allocated
oz apportioned to sources within or with-
out the United States, as provided in
section 11Q (e).

The Income derived from the owner-
ship or operation of any farm, mine, oil
or gas well, other natural deposit, or tim-
ber, located within the United States,
and from the sale by the producer of
the products thereof within or without
the United States, shall ordinarily, be
included In gross income from sources
within the United States. If however,
It is shown to the satisfaction of the
Commissioner that due to the peculiar
conditions of production and sale in a
specific case or for other reasons all of
such ross Income should not be allo-
cated to sources within the United States,
an apportionment thereof to sources
within the United States and to sources
without the United States shall be made
as provided in § 29.119-12.

Where Items of gross income are sepa-
rately allocated to sources within the
United States, there shall be deducted
therefrom, in computing net income, the
eopenses, losses, and other deductions
properly apportioned or allocated there-
to and a ratable part of other expenses,
losses, or other deductions which cannot
definitely be allocated to some item or
class of gross income.

§ 29.119-12 Income from the sale of
personal Property derived from sources
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partly within and partly without the
United States. Items of gross income
not allocated by § 29.119-1 to 29.119-8,
Inclusive, or § 29.119-11, to sources within
or without the United States shall
(unless unmistakably from a source
within or a source without the United
States) be treated as derived from
sources partly within and partly without
the United States. Such income de-
rived from the sale of personal property
may be divided into two classes: '(a) In-
come derived from sources partly within
the United States and partly within a
foreign country, and (b) income derived
from sources 'partly within the United
States and partly within a possession of
the United States.

(a) The portion of such income. de-
rived from sources partly within the
United States and partly within a for-
eign country which is attributable to
sources within the United States shall be
determined according to the following
rules and cases:

Personal property. produced and
sold. Gross income derived from the
sale of personal property produced (in
whole or in part) by the taxpayer with-
in the United States and sold within a
foreign country, or produced (in whole
or in part) by the taxpayer -within a
foreign country and sold within the
United States shall be treated as derived
partly from sources within the United
States and partly from sources within a
foreign country under one of the cases
set forth below. As used herein the
word" "produced" includes created, fab-
ricated, manufactured, extracted, proc-
essed, cured, or aged.

Case I 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
production price has beeft otherwise
established -unaffected by considera-
tions of tax liability, and the selling or
distributing branch or department of the
business is located in a different country
from that in which -the factory is located
or the production carried on, the net
Income attributable to sources within the
United States shall be computed by an
accounting which treats the products as
sold by the factory or productive depart-
ment of the business to the distributing
or selling department at the independent
factory price so established. In all
cases the basis of the accounting'shall be
fully explained in a statement attached
to the return.

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 property
produced (in whole or In part) by the
taxpayer within the United States and
sold within a foreign country or produced
(in whole or in part) by the taxpayer
within a foreign country and sold within
the United States, the expenses, losses, or
other deductions properly apportioned or
allocated thereto and a ratable part of

any expenses, losses, or other.deductions
wjiclLqannot definitely be allocated to
some item or class of gross income. Of
the amount of net income so determined,
one-half shall be apportioned in accord-
ance with the value of the taxpayer's
property within the United States and
within the foreign country, the portion
attributable to sources within the United

- States being determined by multiplying
such one-half by a fraction the numera-
tor of which consists of the value of the
taxpayer's property within the United
States, and the denominator of which
consists of the value of the taxpayer's
property both within the United States
and within the foreign country. The
remaining one-half of such net income
shall be apportioned in accordance with
the gross, sales of the taxpayer within
the United States and within the for-
eign country, the portion attributable to
sources within the United States being
determined by multiplying such one-half
by a fraction the numerator of which
consists of the taxpayer's gross sales for
the taxable year or period within the
United States, and the denominator of
which consists of the taxpayer's gross
sales for the taxable year or'period both
within the United States and within the

- foreign country. The term "gross sales
of the taxpayer within the United
States" means the gross sales made dur-
ing tl~e taxable year whichLwere princi-

- pally secured, negotiated, or effected by
employees, agents, offices, or branches of
the taxpayer's business resident or lo-
cated in the United States. The term
"gross sales" as used in this paragraph
refers only to the sales of personal prop-

. erty produced (in whole or in part) by
the taxpayer within the United States
and sold within a foreign country or pro-
duced (in whole or in part) by the'tax-
payer within aforeign country and sold
within the United States, and the term
"property" Includes only the property
held or used to produce income which Is
derived from such sales. Such-property
should'be taken at its actual value, which
in the case of property valued or ap-
praised for purp6ses of inventory,
depreciation, depletion, or other pur-
poses of taxation shall be the highest
amount at which so valued or appraised,
and Which in other cases shall'be deemed
to be its book value in the absence of
affirmative evidence showing such value
to be greater or less than the actual
value. The average value during the
taxable year or period shall be employed.
The average value of property as above
prescribed at the beginning and end of
the taxable year. or period ordinarily
may be used, unless by reason of mate-
rial changes during the taxable year or
period such average does not fairly rep-
resent the average for such year or pe-
riod, in-which event the average shall be
determined upon a monthly or daily
basis. Bills and accounts recelvalle
shall (unless satisfactory reason-for a
different treatment is shown) be as-
signed or allocated to the United States
when the debtor resides in the United
States, unless the taxpayer has no office,
branch, or agent In the United States.

Case 3 A. Application for permission
to base the return upon the taxpayer's

books of account will be considered by
the Commissioner in the case of any tax-
payer who, in good faith and unaffected
by considerations of tax liability, regu-
larly employs in his books of account a
detailed allocation of receipts and' eX-
penditures which reflects more clearly
than the processes or formulas herein
prescribed, the income derived from
sources within the United States.

(b) The portion of such income de-
rived from sources partly within the
United States and partly within a pos-
session of the United States which Is at-
tributable to sources within the United
States shall be determined according to
the following rules and cases:

Personal property produced and sold.
Gross income derived from the sale of
personal property produced (in whole or
in part) by the taxpayer within the
United States and sold within a 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
he treated as derived partly from sources
within the United States and partly from
sources within a possession of the United
States under one of the cases set forth
below. As used herein the word "pro-
duced", Includes created, fabricated,
manufactured, extracted, processed,
cured, or aged.

Case I B. Same as cise 1 A.,
Case 2 B. 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 property
produced (in whole or in part) by the
taxpayer within the United States and
sold within a possession of the United
States, or produced (in whole or In part)
by the taxpayer within a possession of
the United States and sold within the
United States, the expenses, losses, or"
other deductions properly apportioned
or allocated thereto and a ratable parb
of any expenses, losses, or other deduc-
tions which cannot definitely be allo-I
cated to some Item or class of gross In-c
come. Of the amount of net Income so
determined, one-half shall be appor-
tioned In accordance with the value of
the taxpayer's property within the
United States and within the possession
of the United States, the portion attrib-
utable to sources within the United
States being determined by multiplylig
such,one-half by a fraction the numera-
tor of which consists of tlhe 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 possession of the United
States. The remaining one-half of such
net'income shall be apportioned In ac-
cordance with the total business of the
taxpayer within the United States and
within the possession of the' United
States, the portion attributable to sources
within the United States being deter-
mined by multiplying such one-half by
a fraction the numerator of which con-
sists of the amount of the taxpayer's
busidess for the taxable year or period,
within the United States, and the do-
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nominator of which consists of the
amount of the taxpayer's business for
the taxable year or period both within
the United States and within the pos-
session of the United States. The "busi-
ness of -the taxpayer" as that term is.
used in this paragraph shall be measured
by the amounts which the taxpayer paid
out during the taxable year or period for
wages, salaries, and other compensation
of employees and for the purchase of
goods, materials, and supplies consumed
in the regular course of business, plus
the amounts received during the taxable
year or period from gross sales, such ex-
penses, purchasesr-and gross sales being
limited to those attributable to the pro-
duction (in whole or in part) of personal
property within the United States and
its sale within a possession of the United
States or to the production (in whole or
in part) of personal property within a
possession of the United. States and its
sale within the United States. The term
"property" as used in this paragraph in-
cludes 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 postession
of the United States and its sale within
the United States shall be treated as de-
rived 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
'allocated thereto and a ratable part of
.any expenses, losses, or other deductions
.wfich cannot definitely be allocated to
-some item or-class of gross income. The
.amount of net income so determined
.shall be apportioned-in accordance with
the total business of the taxpayer within
-the United States and within the posses-
sion of the United States, the portion at-
tributable to sources within the United
.States being that percentage of* such
net income which the amount of the
taxpayer's business for the taxable year
or period within the United States bears

'to the amount of the taxpayer's business
for the taxable year or period both within
the United States and within the posses-
sion of the United States. The "business
of the taxpayer" as that term is used in

.this paragraph shall be measured by the
amounts which the taxpayer paid out

-during the taxable year or period for
-wages, salaries, and other compensation
of employees and for the purchase of

-goods, materials, and supplies sold or
consumed in the regular course of busi-
ness, plus the amount received during the
taxable year or period from gross sales,

* such expenses, purchases, and'gross sales
being limited to those attributalle to the

-purchase of personal property within a
possession of the United States and Its
sale within the United States.

Case I B. Same as case 3 A.
§ 29.119-13 Transportation service. A

foreign borporation carrying on the bust-
ness of transportation service between

-points in the United States and points

outside the United States derives income
partly from sources within and partly
from sources without the United States.

(a) The gross income from sources
within the United States derived from
such services shall be determined by tak-
ing such a portion of the total gross rev-
enues therefrom as (1) the sum of the
costs or expenses of such transportation
business carried on by the taxpayer with-
in the United States and a reasonable
return upon the property used in Its
transportation business while within the
United States bears to (2) the sum of the
total costs or expenses of such transpor-
tation business carried on by the tax-
payer and a reasonable return upon the
total property used in such transporta-
tion business. Revenues from opera-
tions Incidental to transportation serv-
ices (such as the sale of money orders)
shall be apportioned on the same basis as
direct revenues from transportation
services.

In allocating the total costs or ex-
penses incurred in such transportation
business, costs or expenses incurred in
connection with that part of the serv-
ices which was wholly rendered In the
United States should be assigned to the
cost of transportation business within
the United States. For example, ex-
penses of loading and unloading in the
United States, rentals, office expenses,
salaries, and wages wholly incurred for
services rendered to the taxpayer in the
United States belong to this class. .Costs
and expenses incurred in connection
with services rendered partly within and
Partly without the United States may
be prorated on a reasonable basis be-
tween such services. For example, ship
-wages, charter money, insurance, and
supplies chargeable to voyage expenses
.should ordinarily be prorated for each
voyage on the basis of the proportion
.vhich the number of days the ship was
within the territorial limits of the'United
States bears to the total number of days
on the voyage, and fuel consumed on
.each voyage may be prorated on the
basis of the proportion which the num-
ber of miles sailed within the territorial
limits of the United States bears to the
total number of miles sailed on the voy-
age. Income, war-profits, and excess-
profits taxes should not be regarded as
costs or expenses for the purpose of de-
termining the proportion of gross income
from sources within the United States;
and for such purpose, interest and other
expenses for the use of borrowed capital
should not be taken into the cost of serv-
Ices rendered, for the reason that the
return upon the property used measures
the extent to which such borrowed cap-
ital is the source of the income. For
other expenses entering into the cost of
services, only such expenses as are allow-
able deductions under the Internal Rev-
enue Code should be taken.

The value of the property used should
be determined upon the basis of cost less
depreciation. Eight percent may ordi-
narily be taken as a reasonable rate of
return to apply to such property. The
property taken should be the average
property employed in the transportation
service between points in the United
States and points outside the United

States during the taxable year. Current
assets should be decreased by current
liabilities and allocated to services be-
tween the United States and foreign
countries and to other services. The
part allocated to services between the
United States and foreign countries
should be based on the proportion which
the gross receipts from such services bear
to the gross receipts from all services.
The amount so allocated to services be-
tween the United States and foreign
countries should be further allocated to
services rendered within the United
States and to services rendered without
the United States. The portion alloca-
ble to services rendered within the United
States shobld be based on the propor-
tion which the expenses incurred within
the territorial limits of the United States
bear to the total expenses incurred in
services between the United States and
foreign countries. For ships the aver-
age should be determined upon a daily
basis for each ship and the amount-to
be apportioned for each ship as assets
employed within the United States
should be computed upon the proportion
which the number of days the ship was
within the territorial limits of the United
States baars to the total number of days
the ship was in service during the tax-
able period. For other assets employed
in the transportation business, the aver-
age of the assets at the beginning and
end of the taxable period ordinarily may
be taken, but If the average so obtained
does not, by reason of material changes
-during the taxable year, fairly represent
the average for such year either for the
assets employed in the transportation
ausiness n the United States or in total,
the average must be determined upon a
monthly or daily basis.

(b) In corputing net income from
sources within the United States there
shall be allowed as deductions from the
gross income as determined in accord-
ance with paragraph (a), (1) the ex-
penses of the transportation, business
carried on within the United States as
determined under paragraph (a), and
(2) the expenses determined in accord-
ance with paragraphs c) and (d.

c) Interest and income, war-profits,
and excess-profits taxes should be ex-
cluded from the apportionment process,
as explained in paragraph (a); but for
the purpose of computing net income
there may be deducted from the gross
Income from sources within the United
Statesi after the amount of such gross
income has been determined, a ratable
part (1) of all interest (deductible under
section 23 (b)), and (2) of all income,
war-profits, and excess-profits taxes
(deductible under section 23 (c) and
(d)), paid or accrued in respect of the
business of transportation service be-
tween points in the United States and
points outside the United States. Such
ratable part should ordinarily be based
upon the ratio of gross income from
sources within the United States to the
total gross income fiom such transpor-
tation service.

d) If a foreign corporation subject to
this section Is also engaged in a business
other than -t of providing transpor-
tation service between points in the
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United States and points outside the
United States, the costs and expenses
(including taxes) properly apportioned
or allocated to such other business
should be excluded both from the de-
ductions and from the apportionment
process prescribed in paragraph (a);
but, for the purpose of determining net
income, a ratable part of any general
expenses, losses,- or dedictions, which
cannot definitely be allocated to some
item or class of gross income, may be
deducted from the gross income from
sources within the United States after -
the amount of such gross income has
been determihied. Such ratable part
should ordinarily be based upon the ratio
of grwss income from sourcescwithin the
United States to the total gross income.

(e) Application for permission to base
the return upon the taxpayer's books of
account will be considered by'the Com-
missioner in.the case of any taxpayer
subject to this section; who, in good
faith and .unaffected by considbrations-
of tax liability, regularly employs in his
books of account a detailed allocation
of receipts and expenditures which re-
flects more clearly than the process pre-
scribed In paragraphs (a) to (d), inclu-
sive, the income derived from sources
within the United States.

§ 29.119-14 Telegraph and cable serv-
ice. A foreign corporation carrying on
the business of transmission of telegraph
or cable messages between points in the
United States and points outside the
*United States derives income partly from
sources within and partly from sources
without the United States.
(a) Gross income. The gross income

from sources within the United States
derived from such services shall be de-
termined by adding (1) its gross reve-
nues derived from messages originating
in the United States and (2) amounts
collected abroad on collect messages orlg-
inating in the United States and deduct-
ing from such sum amounts paid or
accrued for transmission of messages
beyond the company's own circuit.
Amounts received by the company in the.
United States with respect to collect
messages originating without the United
States shall be excluded from gross
income.

(b) Net income. In computing net in-
-come from sources within the United
States there shall be allowed as deduc-
tions from gross income determined in
accordance with paragraph (a), (1) 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, (2) 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-
not including any amount already de--
ducted In computing gross income), (3)
depreciation of property (other than ca-
bles) located in the United States. and
used In the trade or busines therein, and
(4) a proportionate part of the general
overhead expenses (not including any
items incurred abroad corresponding to
those enumerated in (1), (2), and (3))
and of maintenance, repairs, and de-

preciation of cables of the'entire cable
system of the enterprise based on the
ratio which the number of- words origi-
nating in the United States bears to the
total words transmitted by the enter-
prise.

§ 29.119-15 Computation of income.
If a taxpayer has gross income from
sources within or without the United
States as defined by section 119 (a) or
(c) together with gross income derived
partly from sources within and partly
from sources without the United States,
the amounts thereof, together with the
expenses and investment applicable
thereto, shall be segregated, and the net
income from sources within the United
States shall be separately computed
therefrom.

SEC. 120. UVNLUrr DEDUCTION FOR CHAR-
ITABLE AND OTE CONTRIBUTIONS,

In the case of an individual if in the tax-
able year and in each of the ten preceding
taxable years the amount of the contributions
or gifts 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 abplicable subsection, then the
15 per centum limit imposed by section 23 (o)
shall not be applicable.

§-29.120-1 Unlimited deduction for
charitable and other contributions. Un-
derthe circumstances specified in section
120, the 15 percent limitation imposed by
section 23 (o) on the deduction for char-
itable and other contributions Is not ap-
plicable.

In the case of a husband and wife mak-
ing a joint return for any taxable year,
the 15 percent limitation on the deduc-
tion for contributions or gifts imposed by
section 23 (o) shall not be applicable If
the aggregate amount of the contribu-
tions or gifts described in section 23 (o)
(or corresponding provisions of prior
Revenue Acts) made by the spouses in
the taxable year and in each of the 10
preceding years, plus the aggregate
amount of income, war-profits, or ex-
cess-profits taxes paid by the spouses
during such year in respect of preceding
taxable years, exceeds 90 percent of the
aggregate net income of the spouses for
each such year, as computed without the
benefit of any deduction for contribu-
tions or gifts.

SEC. 121. DEDUCTION or DivrDENDs -PAID ON
CERTAIN PREFERRED sToCx OF CERTAIN CORPORA-
TIONS.

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 in-
corporated domestic insutance company,
there shall be allowed as a deduction from
gross income, in addition to deductions oth-
erwise provided for in this chapter, any divi-
dend (not Including any distribution in liqui-
dation) paid, within the taxable year, to tlhe
United States or to any instrumentality
thereof exempt from Federal income taxes, on
the preferred stock of the corporation owned
by the United States or such instrumentality.
The amount allowable as a deduction under
this section shall be deducted from the basic

surtax credit otherwise computed under sec-
tion 27 (b).

SEC. 122. NET OPERATING Loss DEDUCTION [as
added by sec. 211 (b), Rov. Act 193D, and
amended by sees. 105 (e), 150 (e), 153 (a) (b)
(o), Rev. Act 19421.

(a) Definition of net operating loss, As
used in this section, the term "not operating
loss" means the excess of the deductions al-
lowed by this chapter over the gross income,
with the exceptions, additions, and limita-
tions provided in subsection (d).

(b) Amount of carry-back and carry-
over-(l) Net operating loss carry-back.
If for any taxable year beginning after De-
cember 31, 1941, the taxpayer'has a not op-
erating loss, such net operating loss shall
be a net operating loss carry-back for each
of the two preceding taxable years, except
that the carry-back in the case of the flrst
'preceding taxable year shall be the excess, if
any, of the amount of such net operating loss
over the net income for the second preceding
taxable year computed (A) with the excep-
tions, additions, and limitations provided in
subsection. (d) (1), (2), (4), and (0), and
(B) by determining the not operating loss
deduction for such second preceding taxable
year without regard to such net operating
loss.

(2) Net operating loss carry-ovJ. If for
any taxable year the taxpayer has a net oper-
ating loss, such net operating loss shall be a
net operating loss carry-over for each of the
two succeeding taxable years, except that the
carry-over in the case of the second succeed-
Ing taxable year shall be the excess, If any,
of the amount of such net operating loss over
the net income for the intervening taxablo
year computed (A) with the exceptions, ad-
ditions, and limitations provided in subsea-
tion (d) (1), (2), (4), and (6), and (B) by
determining the net operating loss deduction
for such intervening taxable year without re-
gard to such net operating loss and without
regaril to any net operating loss carry-bace.
For the purposes of the preceding sentence,
the net operating loss for any taxable year
beginning after December 31, 1041 shall be
reduced by the sum Qf the not Income for
each of the two preceding taxableyeare (coin-.
puted for each such preceding taxable year
with the exceptions, additions, and limita-
tions provided in stubsection (d) (1), (2),
(4), and (6), and computed by determining
the net operating loss deduction without
regard to such net operating loss or to the
net operating loss for the succeeding taxable
year).

(c) Amount of net 4crattng loss dcdlo-
tion. The amount of the net operating less
deduction shall be the aggregate of the net
operating loss carry-overs and of the net
operating loss carry-backs to the taxable, year
reduced by the amount, if any, by which the
net income (computed with the exceptions
and limitations provided in -subsection (d)
(1), (2), (3), and (4)), exceeds, in the case
of a taxpayer other than a corporation, the
net income (computed without such deduc-
tion), or, in the case of a corporation, the
normal-tax net income (computed without
such deduction and without the credit pro-
vlded in section 26 (e)).

(d) Exceptions and limitations. The ex-
ceptions, additions, and limitations referred
to in subsections (a), (b), and (c) shall be as
follows:

(1) The deduction for depletion shall nob
exceed the amount which would be allowable
If computed without reference to discovery,
value or to percentage depletion under scc-
tion 114 (b) (2), (3), or (4);

(2) There shall be included In computing
gross income the amount of interest received
which is wholly exempt from the taxes Im-
posed by this chapter, decreased by the
amount of Interest paid or accrued which d'
not allowed as a deduction by section 23 (b),I
relating to interest on indebtedness incurQeI
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or continued to purchase or carry certain
tax-exempt obligations;

(3) No net operating loss deduction shall
be allowed;

(4) Gains and losses from sales or ex-
changes of capital assets shall be taken into
account without regard to the provisions of
section 117 (b). As so computed the amount
4eductible on account of such losses shall not
exceed the amount includible on account of
such gains;
-(5) Deductions otherwise allowed by law

not attributable to the operation of a trade
or business regularly carried bn by the tax-
payer'shall (in the case of a taxpayer other
than a corporation) be allowed only to the
extent of the amount of the gross income not
derived from such trade or business. For the
purposes of this paragraph deductions and
gross income shall be computed with the
exceptions and limitations specified in para-
graphs (1) to (4) of this subsection.

(6) There shall be allowed as a deduction
the amount of tax imposed by Subchapter E
of Chapter 2 paid or accrued within the tax-
able year, subject to the following rules-

(A) No reduction in such tax shall be made
by reason of the credit for income, war-
profits, or excess-profits taxes paid to any
foreign country or possession of the United
States;

(B) Such tax ihall be computed without
regard to the adjustment provided in section
734; and

(C) Such tax, in the cise of a consolidated
return for excess-profits tax purposes, shall
be allocated to the members of the afllated
group under regulations prescribed by the
Commissioner, with the approval of the
Secretar y.

(e) No carry-back to year prior to 1941. As
used in this section, the term "preceding
taxable year" and the term "preceding tax-
able years" do not include any taxable year
beginning prior to January 1, 1941.

§ 29.122-1 Net operating loss deduc-
tion-(a) General. Section 122 pro-
vides the rules for the computstion of the
net operating loss deduction allowed by
section 23 (s). The net operating loss
deduction is the aggregate of the net
operating losi carry-overs and carry-
backs to the taxable year, reduced by
certain adjustments to prevent the de-
duction of losses absorbed by income not
taxed.

Section 122 provides that the aggre-
gate of the net operating loss carry-overs
and carry-backs to a taxable year shall
be the basis of. the net operating loss
deduction. For the purpose of determin-
i ing such carry-overs, the net operating
loss for any taxable year may-be carried
over to the two succeeding taxable years.
If the taxable year began on or after
January 1, 1942, the net operating loss
for such-taxable year may also be car-
ried back to the two preceding taxable
years, not considering as a preceding tax-
able year any year which began before
January1, 1941. The amount of the net
operating loss which may be carried back
or carried over to any taxable year is the
net operating loss to the extent it was
not absorbed by the net income for the
other taxable years, preceding such tax-
able year, to which it was carried back or
carried over. If the net operating losses
for several taxable years are carried back
or carried over to one taxable year, they
are considered to be applied in reduc-
tion of the net income for such taxable
year in the order of the taixable years
from which such: losses are carried -over
.or carried bask, beginning with the loss
for the earliest taxable year. Therefore,
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the net operatina loss carry-overs to a
taxable year beginning on hr after Jan-
uary 1, 1942, are the net operating loss
for the first preceding taxable year and
so much of the net operating loss for the
second preceding taxable year as has not
been absorbed by the net income (com-
puted under section 122), if any, for the
first preceding taxable year, and the net
operating loss carry-backs to such a tax-
able year are the net operating loss for
the second succeeding taxable year and
so much of the net operating loss for the
first succeeding taxable year as has not
been absorbed by the net income (com-.
puted under section 122), if any, for the
first preceding taxable year. If either of
the taxable years preceding the taxable
year for which the deduction Is allowed
began on or after January 1, 1942, the
net operating loss for such preceding tax-
able year is first reduced to the extent It
has been absorbed by the net income
(computed under section 122), if any,
for the taxable years to which such loss
has been carried back.

A fractional part of a year which is
a taxable year under section 48 (a) is a
preceding or succeeding taxable year for
the purpose of determining under section
122 the first, second, or third preceding
taxable year or the first or second suc-
ceeding taxable year.

Every taxpayer claiming a net operat-
ing 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 perti-
nent facts relative thereto, including a
detailed schedule showing the computa-
tion of the net operatg loss deduction.

b) Steps in computation of net oper-
ating loss deduction. There are three
steps in the ascertainment of the net
operating loss deduction. The first step
is the computation of the net operating
loss, if any, for the two preceding taxable
years and for the two succeeding taxable
years. The second is the computation
of the net-operating loss carry-overs to
the taxable year from such preceding
taxable years and the computation of the
net operating loss carry-backs to the tax-
able year from such succeeding taxable
years. The third is the conversion of
the aggregate of such net operating loss
carry-overs and carry-backs into the net
operating loss deduction.

(c) Ascertainment of deduction de-
pendent upon net operating loss carry-
back. If the taxpayer Is entitled in com-
puting his net operating loss deduction
to a carry-back which he Is not able to
ascertain at the time his return is due,
he shall compute the net operating loss
deduction on the return without regard
to such net operating loss carry-back.
When the taxpayer ascertains the net
operating loss carry-back, he may within
the applicable period of limitations file
'a claim for credit or refund of the over-
payment, if any, resulting from the fail-
ure to compute the net operating loss
deduction for the taxable year with the
inclusion of such carry-back. Under the
provisions of section 3771 (e), no interest
is allowed with respect to any such over-
payment for the period prior to the filing
of the claim for credit or refund of such

overpayment or prior to the filing of a
petition with The Tax .Court of the
United States asserting such overpay-
ment, whichever is earlier. If the tax-
payer files a claim based upon the over-
payment caused by a carry-back from
the first succeeding taxable year, and
later ascertains that he is entitled to a
carry-back from the second succeeding
taxable year, he should file a second
claim for credit or refund based on the
overpayment, if any, caused by the fail-
ure to take into account the carry-back
from such second succeeding taxable
year.

§ 29.122-2 Computation of net oper-
ating loss in case of corporation. A net
operating loss is sustained by a corpora-
tion in any taxable year if and to the
extent that, for such year, there is an
excess of deductions allowed by chapter
I over gross income, both computed witi
the following exceptions, additions, and
limitations:

(a) The deduction for depletion shall
not exceed the amount which would be
allowable if computed without reference
to discovery value or to percentage deple-
tion under section 114 (b) (2), (3), or
(4) ;

(b) There shall be included in com-
puting gross income the amount of inter-
est received which is wholly exempt from
the taxes imposed by chapter 1, decreased
by the amount of interest paid or accrued
which Is not allowed as a deduction by
section 23 (b), relating to interest on
indebtedness incurred or continued to
purchase or carry certain tax-exempt
obligations;

c) No net operating loss deduction
shall be allowed;

d) For any taxable year beginning
after December 31,1938, and before Jan-
uary 1, 1942, the amount deductible on
accouft of long-term capital losses shall
not exceed the amount includible on ac-
count of long-term capital gains, and the
amount deductible on account of short-
term capital losses shall not exceed the
amount includible on account of short-
term capital gains. For any taxable
year beginning after December 31, 1941,
the amount deductible on account of
losses fronf sales or exchanges of capital
assets shall not exceed the amount in-
cludible on account of gains from sales
or exchanges of such assets; and

(e) -For taxable years beginning after
December 31,1941, there shall be allowed
as a deduction the amount of excess
profits tax imposed by subchapter E of
chapter 2 paid or accrued within the tax-
able year, subject, however, to the provi-
sions of section 122 (d) (6) CA), (3), and
(C).

The application of this section may be
Illustrated by the following example:

Ezample. For the year 194 the X Corpo-
raton, which makes its income tax returns
on the calendar year basis, has gross income
a. defined In cection 22 of 8400,00 and deduc-
tions allow ed by section 23 of $00,000, exclu-
nive of any net operating loss deduction. In-
cluded In grocs income are long-term capital
gains of $5 ,000 and short-term capital gains
of 825000. The corporation had long-term
capital lczze3 of $60.000 and short-term capi-
tal lc1ze of 035.060, which are deductible to
the extent of the capital gains, or $75,000r.
The X Corporation also deducted $75,000 for
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depletion on a percentage basis. If depletion
had been computed without reference to
percentage depletion, the amount of such de-
duction would have been $5,000. For 1942
the X Corporation also had $35.000 of wholly
tar-exempt interest, and paid $15,000 in in-_
terest on indebtedness incurred to carry the
obligations from which such tax-exempt in-
terest was derived.

On the basis of these facts the X Coipora-
tion has a net operating loss for the year
1942 of $110,000, computed as follows:

(1) Deductions for 1942 --------- $600,000
Less:

(2) ExJess of percentage depletion
ov r cost ($75,000 minus
$5,000) ---------------------- 70,000

(3) Deductions adjusted as required
by section 122 (d) (item (1)
minus item (2)) ------------ 530,000

(4) Gross income for
1942 -------------- $400, 000

(By Plus tax-exempt In-
terest minus interest
paid ($35,000 minus
$15,000) ---------- 20,000

(6) Gross income adjusted as re-
quired by section 122 (d) (item
(4) plus item (5)) ---------- 420,000

(7) Net operating loss for 1942
(item (3) minus item (6))-... 110,000

§ 29.122-3 Computation of net oper-
ating loss in case of a taxpayer other'
than a corporation-(a) General. Anet
operating loss is sustained by a taxpayer
other than a corporation in any taxable
year if and to the extent that, for such-
year, there is an excess of deductions
allowed by chapter 1 over gross income,
both computed with the following excep-
tions 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 comput-
ing gross income the amount of interest
received which is wholly exempt from
the taxes imposed bychapter 1, de-
creased by the amount of interest paid
or accrued which Is not allowed as a de-
dilction by section 23 (b), relating to in-
terest on indebtedness incurred or con-
tinued to purchase or karry certain tax-
exempt obligations;

(3) No net oper~ting-loss deduction
shall be allowed;

(4) Long-term capital gains and long-
term capital losses shall be taken into ac-
count without regard to the percentage
provisions of section 117 (b);

(5) For any taxable year beginning
after December 31, 1938, and before Jan-
uary 1, 1942, the amount deductible on
account of business long-term and short-
term capital losses shall not exceed the
amount includible on a~count of the bus-
iness long-term and short-term capital
gains, respectively, plus an allocable por-
tion of any nonbusiness long-term and
short-term capital gains, computed in
accordance with paragraph (c) of this
section; and for any taxable year begin-
ning after December 31,1941, the amount
deductible on account of business capital
losses shall not exceed the amblint in-
cludible on account of business capital
gains, plus a portion of any nonbusiness
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capital gains, computed in accordance
with paragraf1h (c) of this section;

(6) For any taxable year beginning
after December 31, 1938, and before Jan-
uary 1, 1942, the amount deductible on
account of nonbusiness long-term and
short-term capital losses, shall not ex-.
ceed the amount includible on account of
nonbusiness long-term and short-term
capital gains, respectively, and for any
taxable year beginning after December
31, 1941, the amount deductible on ac-
count of nonbusiness capital losses shall
not~exceed the amount includible on ac-
count of nonbusiness capital gains. and

(7) Ordinary nonbusiness deductions
(I. e., exclusive of capital losses) shall be
allowed only to the extent of the amount
of ordinary nonjlusiness gross income
(i. e., exclusive of capital gains), plus (I)
for any taxable year beginning after De-
cember 31, 1938, and before January 1,
1942, the excess, if any, of nonbusiness
long-term and short-term capital gains
over nonbusiness long-term and short-
term capital losses, respectively, And (ii)
for any taxable year beginning after De-
cember 31, 1941, the excess, if any, of
nonbusiness capital gains over nonbusi-
ness capital losses.

(b) Treatment of carry-overs--(1)
Taxable years beginning before 1943.
Because of the distinction between busi-
ness and nonbusiness capital gains and
losses, a taxpayer who has, for any tax-
able year beginning after December 31,
1938, and before January 1, 1943, a net
short-term capital loss carry-over from
the preceding taxable year,. includible
among his short-term capital losses for
the tirrent taxable year by virtue of see-
tion 117 (e), must determine how much
of such net short-term capital loss carry-
over is a business and how much is a
nonbusiness short-term capital loss. In
order to make this determination, the
taxpayer must first ascertain what pro-
portion of the net short-term capital loss
for the preceding taxable year was at-
tributable to an excess of business short-
term capital losses over business short-
term capital gains for such year, and
what proportion was attributable to an
excess of nonbusiness short-term capital
losses over nonbusiness short-term capi-
tal gains. The same proportions of the

,,-net short-term capital loss carry-oVer
frdm such preceding taxable year shall be
treated as a business short-term capital
loss and a nonbusiness short-term capi-
tal loss, respectively.

This rule may be illustrated by the fol-
lowing examples:

Example (1). Without considering any
short-term capital loss carry-over to the tax-
able year 1941. A,. an individual, has the
following shot-term capital gains and losses
for such taxable year:

Business short-term capital gains-of $1,000
and nonbusiness short-term capital gains of
$500, business short-term capital losses of
$1,600 and nonbusiness short-term capital,
Zosses of $600. A's net short-term capital loss

'-for the taxable year 1941 is $700, computed
as follows:

-Short-term capital losses ($1,600 plus
$600) ------.-------------------- $2,200

Less. Short-term capital gains ($1,000
plus $500) -------- ---------- 1,500

Net short-term oapital loss for
1941 .......................... .700

Since the business short-term capital losses
exceeded the business ahort-term capital
gains by $600 ($1,600 minus $1,000), $600 of
the $700 net short-term capital loss Is at-
tributable to such excess, Similarly, $100
Is attributable to an excess of nonbusiness
short-term capital losses over nonbusines
short-term capital gains. Assuming that the
net short-term capital loss carry-over to
1942 from 1941 i3 also $700, then the same
amounts will be treated as business and
nonbusiness short-term capital losses, re-
spectively, i. e., $600 wil be treated a a busi-
ness short-term capital los and $100 as a
nonbusiness short-term capital loss.

Example (2) Assume the came facts an
In the previous example except that the net
short-term capital loss carry-over to 1042
from 1941 is only $350, because of the limi-
tations contained in section 117 (e). Since
six-sevenths ($600) of the $700 not short-
term capital loss for 1941 was attributable
to an excess of business short-term capital
losses over gains and one-seventh ($100) was
attributable to an excess -af norbusiness
short-term captal losses over gains, ix-sv"-
enths, or $30% of the -350 short-term capital
loss carry-over from 1941 to 1942 shall bo
treated as a business short-term capital loss,
and one-seventh, or $50, shall be treated as a
nonbusinesS short-term capital loss.

(2) Taxable years beginning alter De-
cember 31, 1942. Because of the distinc-
tion between business and nonbusiness
capital gains and losses, a taxpayer who
has, for any taxable year beginning after
December 31, 1942, a net capital loss
carry-over from preceding taxable years,
Includible among the short-term capital
losses for the current taxable year by
virtue of section 117 (e), must determine
how much of such net capital loss carry-
over is a business capital loss and how
much Is a nonbusiness capital loss. In
order to make this determination, the
taxpayer must first ascertain what pro-
poition of the net capital losses for such
preceding taxable years was attributable
to an excess of business capital losses
over business capital gains for such
years, and what proportion was attrib-
utable to an excess of nonbusiness capi-
tal losses over nonbusiness capital gains,
The same proportion of the net capital
loss carry-over from any such preceding
taxable years shall be treated as a busi-
ness capital loss and a nonbusiness capi-
tal loss, respectively.

The effect of this subparagraph may be
illustrated b the following example:

Example. A, an Individual, has the follow-
ing short-term gains and losses for the cal-
endar year 1943: Business short-term capital
gains of $1,000 and nonbusiness short-term
capital gains of $500, business hort-term
capital losses of $1,600 and nonbusines.
short-term capital lo es of $600, business
long-trm capital gains of $1,000 and non-
business long-term capital gains of $500,
business long-term capital losses of $1,000
and nonbusiness long-term capital losses of
$600. A's net capital loss for the taxable year
1943 is $1,400, computed as follows:

Short-term capital losses ($1,600 plus
$600) --------------------------- $2,200

Long-term capital losses ($1,600 plus
$600) --------------------------- 2,200

Total capital losses --------- ---- 4,400
Short-term c a p i t a l gains

($1,000 plus $500) -------- 1,600
Long-term capital gains
($1,00o plus $500) ------- -150

. Total capital gains ......... ------- 3,000

Net capital loss for 1043 ............. 1,400

HeinOnline -- 8 Fed. Reg. 15054 1943



FEDERAL REGISTER, Thursday, November 4, 1913

Since business capital lossaV exceeded busi-
ness capital gains by $1,201 ($3,200 minus
$2,000), $1,200 of the $1,400 net capital loss
is attributable to such *excess. Similarly,
$200 is attribnutable to an excess of nonbusi-
ness capital losses over nonbusiness capital.
gains, Assuming that the net capital loss
carry-over to 1944 from 1943 is also $1,400,
then the same amounts will be treated as
business and nonbusiness capital losses, re-
spectively, I. e., $1,200 will be treated as a
business capital loss and $200 as a nonbusl-
ness capital loss.

(c) Determination of portion of non-
business capital gains available for the
deduction of business capital losses-()
Taxabke years beginning before 1942. In
the computation of a net operating loss
a taxpayer other than a corporation
must, for taxable years beginning after
December 31, 1938, and before January
1, 1942, first use his nonbusiness long-
term and short-term capital gains for
the deduction of his nonbusiness long-
term and short-term capital losses, re-
spectively. See paragraph (a) (6) of
this section. Any amounts not necessary
for this purpose shall then be used for
the deduction of any excess of ordinary
nonbusiness deductions over ordinary
nonbusiness gross income. See para-
graph (a) (7) of this section. The re-
mainders, computed'by applying the ex-
cess ordinary nonbusiness deductions
proportionately against the excess long-
term and excess short-term capital gains,
shall be treated as long-term and short-
term capital gains, respectively, and may
be used for the purpose of determining
the deductibility of busines. long-term
and short-term capital losses under par-
agraph (a) (5) of this section.

Example. A, an individual, has a total
nonbusiness gross income of $20,500, com-
puted as follows:
Ordinary'gross income ------------ $7,500
Long-term capital gains ----------- 6,000
Short-term capital gains-.------- 7,000

Total gross income -------------- 20,500
He also has total nonbusiness deductions

of $16,000, computed as follows:

Ordinary deductions --------- - -- $9,000
Long-term capital losses--------. 200
Short-term capital losses ---------- 5,0

Total deductions---: ------------- 16,000
In order to determine the portion of the

nonbusiness long-term and short-term capi-
tal gains available for the deduction of busi-
ness long-term and short-term capital losses
there-nust first be deducted the amounts of
the nonbusiness long-term and short-terni
capital losses, respectively. It Is then found
that the excess long-term capital gains
amount to $4,000 ($6,000 minus $2,000), and
the excess short-term capital gains to $2.000
($7,000 minus $5,000). Since the ordinary
nonbusiness deductions exceed the ordinary
nonbusiness gross incomeby $1,500 ($9,000
minus $7,500), $1,500 of the $4,000 excess
long-tera and $2,000 excess short-term capi-
.tal gains must be used to permit the allow-
ance of such $1,500 under paragraph (a) (7)
of this section. Two-thirds of the $1,500
excess of ordinary deductions over ordinary
gross income, I. e., $1,000, vill therefore be
deducted from the $4,000 of excess long-term
capital gains, leaving $3,000 to be added to
-the business long-term capital gains for the
purpose of determining the deductibility of
any business long-term capital losses. Simi-

. hlrly, one-third of the $1,500 excess of ordi-

nary deductions over ordinary gross income.
1. e; $500. will be deducted from the $2,000
excess short-term capital gains, leaving $1,C00
to be added to the buslness ehort-term capi-
tal gains, fot the purpose of determining the
deductibility of any busines ehort-term
capital loses.

(2) Taxable years beginning after De-
cember 31, 1941. In the computation of
a net operating loss a taxpayer other
than a corporation must, for taxable
years beginning after December 31, 1941,
use his nonbusinesscapital gains for the
deduction of his nonbusiness capital
losses. See paragraph (a) (6) of this
seqtion. Any amountd not necessary for
this purpose shall then be used for the
deduction of any excess of ordinary non-
business deductions over ordinary
nonbusiness gross income. See para-
graph (a) (7) of this section. The re-
mainders, computed by applying the ex-
cess ordinary nonbusiness deductions
against the excess capital gains, shall be
treated as capital gains and may be used
for the purpose of determining the de-
ductibility of business capital losses un-
der paragraph (a) (5) of this section.

Example. A, an individual, has a total non-
business gross Income of $20,500, computed
as follows:
Ordinary gross income ..........- 07.500
Long-term capital gains......... 6,000
Short-term capital gain ........ 7, 000

Total gross Income..---------- 20, E0
He also has total nonbusine_" deductions

of $16,000, computed as follows:

Ordinary deductons__ ......_ 9,000
Long-term capital lo=es .......... 2, 000
Short-term capital lo--C.. ......... 5,00

Total deductions 1------- - 0,000

In order to determine the. portion of the
nonbusiness capital gains available for the
deduction of business capital losses there
must first be deducted the amounts of the
nonbusinezs capital loses. It Is then fonmd
that the excess capital gains amount to
$6,000 ($13,000 iminus $7,000). Since the
ordinary nonbusine- deductions exceed the
ordinary nonbusiness gro= income by 81,500
($9.000 minus $7,500). $1.500 of te 50.000
excess capital gains must be ured to permit
the allowance of such $1,500 under paragraph
(a) (7) of this section. Therefore, $1,00
excess of ordinary deductions over ordinary
gross income will be deducted from the 06,000
of excess capital gains, leaving $4,500 to be
added to the business capital gains for the
purpose of determining the deductibility of
any business capital loss.

(d) Illustration of computation of net
operating loss by a taxpayer other than a
corporation. A, an individual who
makes his income tax returns on a calen-
dar year basis, has gross income of $483,-
000 and deductions (exclusive of a net
operating loss deduction) of $600,000 for
1942. Included in gross Income are bus-
iness long-term capital gains (as defined
in section 117 (a) (4)) of $25,000 (amount
of actual gain, $50,000) on asets held
for more than 24 months, and nonbusi-
ness income of $10,000. Included among
the deductions are a business long-term
capital loss (as defined in section 117
(a) (5)) of $30,000 (amount of actual
loss $60,000) on a capital asset held for
19 months, and deductions Incurred in
transactions not connected with a trade

or business of $12,000. A has no other
Items of income or deductions to which
section 122 (d) is applicable.

On the basis of these facts A has a net
operating loss for 1942 of $110,000, com-
puted as follows:
(1) Deductions for 1942, exclusive

of capital locea ($600,000 minus
030.000) $570,000

(2) Plus amount of actual capital
lo= (500,000) to extent such
amount does not exceed actual
capital gains ($50.000).50,000

(3) Sum of Items (1) and (2)___ 620,000
(4) Less exce- of nonbusiness de-

ductions over nonbusines income
($12,000 minus $10.000).__ _ 2,000

(5) Deductions adjusted as re-
quired by cection 122 (d) (Item
(3) minus Item (4) . 618,000

(6) Gross ncome for
1Q42 $483,000

(7) Plus exc s of long-
term capital gains ac-
tually realled over
amount previously
taken into account
(050,000 minu $25.
000)-- 25,000

(8) Gros3 income adjusted as re-
quircd by section 122 (d) (item
(0) plus Item (7)) 503,000

(9) Not operating los3 for 1942
(item (5) minus Item(8)).... 110,000

For treatment of depletion deductions
and tax-free interest, see example in
§ 29.122-2. For treatment of net short-
term capital loss carry-over, net capi-
tal loss carry-over, nonbusiness capital
gains and losses, and the portioiiof the
nonbusiness capital gains which may be
used to permit the deduction of business
capital losses, see examples in para-
graphs (b) and (c) of this section.

(e) Joint return by husband and cife.
In the case of a husband and vife, the
joint net operating loss for any taxable
year for which a joint return is filed is to
be computed upon the basis of the com-
bined income and deductions of both
spouses, and the exceptions and limita-
tions prescribed by section 122 (d) are
to be computed as if the combined in-
come and deductions of both spouses
were the income and deductions of one
Individual.

§ 29122-4 Compufation of net oper-
ating loss carry-overs and net operating
loss carry-backs-(a) In general. The
aggregate of any net operating loss
carry-overs and any net operating loss
carry-backs tb a taxableyear shall be the
basis of the net operating loss deduction.
In order to compute such deduction, the
taxpayer must first determine the part
of any net operating losses for the two
preceding taxable years which are carry-
overs to the current taxable year, and the
part of any net operating losses for the
two succeeding taxable years'vhich are
carry-backs to the current taxable year.

Under section 122 the net operating
loss for any taxable year beginning on or
after January 1, 1942, may be carried
back to the two preceding taxable years
(except any such taxable year which be-
gan before January 1, 1941) and may be
carried over to the two succeeding tax-
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able years. The net operating loss for
any taxable year beginning before Jan-
uary 1, 1942, may be carried over to the
two succeeding taxable years, regardless
of whether such year begins before, on,
or after January 1, 1941. The amount
which is so carried back or carried over
to any taxable year is the net operating
loss to the extent it was not absorbed in
the computation of the net income for
other taxable years, preceding such tax-
able year, to which it was carried back
or carried bver. For the purpose of de-
termining the net income for a taxable
year which so absorbs the net operating
loss that Is carried back or carried over,
the various net operating loss carry-
overs and carry-backs to such taxable
year are considered to be applied in re-
duction of the. net income for such tax-
able year in the order of the taxable
years from which such losses ara caryied
over or carried back, beginning with the
loss for the earliest taxable year..

(b) Portion of net operating loss which
is a carry-over or a carry-bacc to the
current taxable 7year. The net operating
loss sustained in any taxable-year begin-
ning before January 1, 1942, may be car-
ried over to the two succeeding taxable
years. The entire net -operating loss
may be carried over to the first succeed-
ing taxable year, and- the carry-over to
the second succeeding taxable year is
the excess of the net operating loss over
the net income, If any. for the first suc-
ceedingtaxable year (computed as pro-
vided in paragraph (c) of this section).
Vor example, the taxpayer had a net
operating loss of $10,000 in 1940. It had
a 1941 net income of $6,000 computed
as provided in paragraph (c) of this sec-
tion). The carry-over from 1940 to 1942
is $4,000, the excess of the $10,000 loss
over the $6,000 net income for 1941.

The net operating loss sustained in
any taxable year beginning on or after
January 1, 1942, may be carried back to
the 'two preceding taxable years (not
considering as a preceding taxable year
a year beginning prior to January 1,
1941) and may be carried over to the two
succeeding taxable years. The entire
net operating loss may be carried back
to the second preceding taxable year.
However, If the second preceding taxable
year began before January 1, 1941, no
part of the net operating loss- may be
carried back to such taxable year, and
the net income for such taxable year does
not reduce the amount of the net oper-
ating loss which may be carried back or
carried -over to the other taxable years.
The net operating loss, to the extent it
exceeds the net income, if any (com-
puted as provided in paragraph (c) of
this section), for the second preceding,
taxable year, may then be carried bgck
to the firUt preceding taxable year. To
the extent that the net operating loss
exceeds the aggregate of the net isicome,
if any (computed as provided in para-
graph (c) of this section), for the two
preceding taxable years, it may be car-
ried over'to the first succeeding taxable
year. To the extent that the net operat-
ing loss exceeds the aggregate of the net
Income, if any (computed as provided in
paragraph (c) of this section), for the
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two preceding taxable years and for the
first succeeding taxable year, it may be
carried over to the second succeeding
taxable year.

Exrample. The taxpayer has a net operat-
ing loss of $100,000 in 1943. It has net in'
come (computed as provided In paragraph
(c) of this sectioi) as follows: $10,000 In
1941, $15,000-in 1942, $35,000 in 1944, and
$60,000 in 1945. The net operating loss carry-
back from 1943 to 1941 Is $100,000, an amount
equal to the full net operating loss. The
carry-back to 1942-Is $90,000, the excess of the
$100,000 net operating loss over the $10,000
net income for 1941 (computed as provided
in paragraph (c) of this section). The carry-
over to 1944 Is $75,000, the excess of the
$100,000 net operating loss over the aggregate
of the $10,000 net income for 1941 and the
$15,000 net income for 1942 -(computed in
each instance as provided in paragraph (c)
of this section). The carry-over to 1945 Is
$40,000, the excess- of the $100,000 net operat-
ing loss over the aggregate of the $10,000 net
income for 1941, the $15,000 net income for
1942, and the $35,000 net income for 1941
(computed in each Instance as provided In
paragraph (c) of this section).

(c) Computation of net income which
is subtracted from net operating loss to
determine Carry-back or carryJ-over.
The net income for any taxable year
which Is subtracted from the net operat-
ing loss for another taxable year to de-
termind the portion of such net operat-
ing loss which is a carry-back or carry-
over to a particular taxable year as pro-
vided in paragraph (b) of this section is
computed with the following adjust-
ments:

(1) The net operating loss deduction
for such taxable'year is computed by tak- -
ing int6 account only such net operating
losses otherwise allowable as carry-overs'
or carry-backs to such taxable year as
were sustained in taxable years preced-
ing- the taxable year in which the tax-
payer sustained the net operating loss
from which the net income is to be
deducted.

Exzmple. --In. computing the net operating
loss dedu6tion for 1945, the -taxpayer has a
carry-over from 1943 of $9,00, a carry-over
from 1944 of $6,000, a carry-back from 1946
of 118,000, and a carry-back from 1947 of
$14,000, or an aggregate of $47,000 in carry-
overs and carry-backs which is the basis for
the deduction. In computing the net income
for 1945 which Is deducted from the net
operating loss for 1946 in order to determine
the portion of such net operating loss which
mnay be carried over to 1947 or 1948, the niet
operating loss deduction for 1945 is computed
without taking into account the $18,000 carry-
back from 1946 or the $14,000 carry-back from
194:7. The net operating loss- deduction for
-1945 is, for thb purposes of such computation,
the aggregate of the $9,000 carry-over from
1913 and the $6,000 carry-over from 1944, or
$15,000, adjusted as provided n § 29.122-5
(relating to the conversion of the aggregate of
-the net operisting loss carry-overs and carry-
backs to the taxable year into the net oper-
ating loss deduction).

In domputing the net income for 1945
which is deducted from the net operating
loss for 1947 In order to determinethe portion
of such loss which, may be carried back to
1946 and carried over to 1948 and 1949, the net
operating loss deduction for 1945 Is computed
without taking into account the $14,000
carry-back from 1947, and as so computed is
the aggregate of the $9,000 carry-over from
1943, the $6,000 carry-over from 1944, and the

$18,000 carry-back from 1046, or $33,000, ad.
justed as provided in § 29.122-5,

(2) In the case of a corporation, the
net income shall be computed.ln accord-
ance with the exceptions, additions, and
limitations applicable in the computa-
tion of a net operating loss (see § 29.122-
2), except that the net operating loss de-
duction shall be allowed to the extent
provided in subparagraph (1) above.

(3) In the case of a taxpayer other
than a corporation, the net Income shall
be computed in accordance with the first
four exceptions, additions, and limita-
tions specified in § 29.122-3 (a), except
that the net operating loss deduction
shall be allowed to the extent provided In
subparagraph (1) above. In lieu of the
last three exceptions specified in § 29.-
122-3 (a), the taxpayer Is required only
(I) for a taxable year beginning before
January 1, 1942. to restrict the amount of
his deductions for long-term and short-
term capital losses to the amount of his
long-term and short-term capital gains,
respectively, and (ii) for a taxable year
beginning on br after January 1, 1942,
to restrict the amount of his deduction
for capital losses to the amount of his
capital gains. The ordinary nonbusiness
deductions are allowed In full If other-
wise allowable by law, The exceptions
and limitations dependent upon the dis-
tinction between business and nonbusi-
ness items of gross Income and deduc-
tions are not applicable In the computa-
tion of th net income to be subtracted
in computing carry-backs and. carry-
overs. -

(4) Any deduction which is limited In
amount to a percentage of the taxpayer's
net income shall be recomputed upon the
basis of the net income determined with
the a djustments prescribed In the pre-
ceding paragraphs.

(5) The net Income, as adjusted, shall
in no case be considered less than zero.

(d) Illustration of comjutaton of net
operating loss carrVl-baclcs and carry-
overs. The application of this section
may be illustrated by the following ex-
ample:

xample. The taxpayer is a corporation
making its income tax returns on the calon.
dar year basis. It had no not operating
loss in 1939 or 1940, or in 1048 or 1949. Its
net Income, computed without any net op-
*rating loss deduction (it being assumed
that none of the other adjustments provided
in paragraph (c) of this section Is appli-
cable), was $20,000 In 1941, $35,000 in 1942,
$30,000 In 1946, and $85,000 In 19047. It sus-
tained net operating losses as follows: 025,-
000 in 1943, $50,000 in 1044, and 040,000 in
1945. It Is assumed for the purposes of this
example that the application of § 29,122-5
does not cause any reduction of the amount
of the aggregate of the net operating loss
carry-overa and carry-backs to any taxable
year, so that such aggregate Is the net operat-
Ing loss deduction for such taxable year.

(1) The portions of the $25,000 net operat-
ing loss for 1943 which may be used as carry-
backs to 1941 and 1942 and as carry-Overn
to 1944 and 1945 are computed as follows:

(a) For 1941, the carry-back Is 025,000,
that Is, the amount of the not operating loss,

(b) For 194,, the carry-back is $5,000, that
is, the excess of the $25,000 not operating
.loss over the $20,000 net income for 1941
I (such net income being determined without
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.ny net operating loss deduction since there

is no carry-over to 1941 from 1939 or 1940
and no carry-back from 1942, and the carry-
back from 1943 is not taken into account).

(c) For 1944 and 1945, there is no carry-
over of the net operating loss for 1943 since
such loss does not exceed $55.000. the sum
of the net incomes for the two taxable.years
preceding 1943 computed as provided in
paragraph (c) of this section (the $20,000
net income for 1941 and the $35,000 net In-
cone for 1942, there being no net operating
loss deduction for either taxable year since
the carry-backs from 1943 and from 1944 are
not taken Into account).(2) -The portions of the $50,000 net op-
erating loss from 1944 which may be used as
carry-backs to .1942 and 1943 and as carry-
overs, to 1945 and 1946 are computed as
follows:

(a) For 1942, the carry-back is $50,000,
that is, the amount of the net operating loss.

(b) For 1943, the carry-back is $20,000,
that is, the excess of the $50,000 net operat-
ing loss over the $30,000 net income for 1942
(the $35,000 income for 1942 reduced by the
$5,000 carry-back from 1943, the carry-back
from 1944 not being taken into account).

(c) For 1945, the carry-over is $20,000. that
is,.the excess of the $50,000 net operating loss
over $30,000, the sum of the $30,000 net in-
come 'for 1942 (cmputed with the deduction
of the $5,000 carry-back from 1943 and with-
out the deduction of the carry-back from
1944) and the $0 net income for 1943 (a year
in which a net operating loss was sustaincd).

(d) For 1946, the carry-over is $20,000, that
is, the excess of the $50,000 net operating loss
over $30,000, the sum of the $30,000 -net in-
come for 1942 (computed .with the deduction
of the $5,000 carry-back from 1943 and with-
out the deduction of the carry-back from
1944) and the $0 net income for 1943 and
1945 (years in which net operating losses
were sustained).

(3) The portions of the $40,000 net operat-
ing loss for 1945 which may be used as carry-
backs to 1943 and 1944 and as carry-overs
to 1946 and 1947 are computed as follows:

(a) For 1943, the carry-back is $40,000,
that is, the amount of the net operating loss.

(b) -For 1944, the carry-back is $40,000,
that is, the excess of the $40,000 net operat-
ing loss for 1945 over $0, the net income for
1943 (a year in which a net operating loss
was sustained).
(c) For 1946, the carry-over Is $40,000, that

is, the excess of the $40,000 net operating loss
for 1945 over $0, the sum of the net incomes
for 1943 and 1944 (years in which net operat;-
ing losses were sustained).

(d) For 1947, the carry-over is $30,000, that
is, the excess of the $40,000 net operating
loss for 1945 over $10,000, the sum of the $0
net incomes for 1943 and 1944 and the $10,000
net income for 1946 (such net income for 1946
being computed hs the $30,000 income re-
duced by the net operating loss carry-over of
$20,000 from 1944, the $40,000 carry-over to
1946 from 1945 not being taken into ac-
count).

For 1941, the net operating loss deduction
is determined to be $25,000, that Is, the carry-
back from 1943.1or 1942, the net operating loss deduction
is determined to be $55,000, that Is, the aggre-
gate of the carry-back of $5,000 from 1943 and
of the carry-back of $50,000 from 194.

For 1946, the net operating loss deduction
is determined to be $60,000, that Is, the aggre-
gate of the $20,000 carry-over from 1944 and

-the $40,000 carry-over from 1945.
FOr 1947, the net operating loss deduction

is determined to be $30,000, that Is, the carry-
over from 1945.

(e) Joint return by husband and wile.
If a husband and wife making a joint re-
turn for any taxable year did not make a
joint return for any-of the taxable y2ars

involved In the computation of a net
operating loss carry-over or a net oper-
ating loss carry-back to the taxable year
for which the joint return is made, such
separate net operating loss carry-over
or separate net operatJng loss carry-back
is a joint net operatifig loss carry-over
or joint net operating loss carry-back to
such taxable year.

If a husband and wife making a Joint
return for a taxable year made a joint
return for each of the taxable years in-
volved in the computation of a net oper-
ating loss carry-over or net operating
loss carry-back to such taxable year, the
joint net operating loss carry-over or
joint net operating loss carry-back to
such taxable year is computed in the
same manner as the net operating loss
carry-over or net operating loss carry-
back of an Individual under the preced-
ing paragraphs of this section but upon
the basis of the Joint net operating losses
and the combined net income of both
spouses.

If a husband and wife making separate
returns for a taxable year made a joint
return for any or all of the taxable years
involved in the computation of a net
operating loss carry-over or net operat-
ing loss carry-back, the separate net
operating loss carry-over or separate net
operating loss carry-back of each spouse
to the taxable year is computed in the
manner set forth in the preceding
paragraph of this section, but wlth the
following exceptions and limitations:
- (1) The net operating loss of each
spouse for a taxable year for which a
Joint return was made shall be deemed
to be the portion of the Joint net oper-
ating loss (computed in accordance with
§ 29.122-3 (e)) attributable to the gross
income and deductions of such spouse,
both gross income and deductions being
taken into account to the same extent
that they are taken into account in com-
puting the joint net operating loss.

(2) The net income of a particular
spouse for any taxable year which is sub-
tracted from the net operating loss of
such spouse for another taxable year in
order to determine the amount of such
loss which may be carried back or carried
over to still another taxable year is
deemed to be, in a case in which such net
income was reported In a Joint return,
the sum of the following:

(I) The portion of the combined net
income of both spouses for such year for
which the Joint return was made which
is attributable to the gross Income and
deductions of the particular spouse, both
gross income and deductions being taken
into account to the same extent that they
are taken into account in computing such
combined net income, and

(ii) The portion of such combhied net
income attributable to the other spouse,
but if such other spouse has a taxable
year beginning on the same date as the
taxable year in which the particular
spouse sustained the net operating loss
from which the net income is subtracted,
and if such other spouse sustained a net
operating loss in such taxable year, then
such portion shall first be reduced by
such net operating loss of such other
spouse. However, such net operating

loss of such other spouse shall frst be
diminished by the excess, if any, of the
reduction provided in section 122 (c) for
the year in which the net income was
realized over the aggregate of the net
operating loss carry-overs and net oper-
ating los carry-backs which are taken
into account in computing the net oper-
ating loss deduction for such taxable
year (see (b) of the next sentence).
For the purposes of (I) and (ii) above,
the combined net income shall be com-
puted as though the combined income
and deductions of both spouses were
those of one individual, and in such com-
putation:

(a) The exceptions, additions, and
limitations provided in section 122 (d)
(1), (2). and (4) shall apply, and .

(b) The net operating loss deduction
shall be determined without taking into
account any net operating loss of either
spouse or any joint net operating loss of
both spouses which was sustained in a
taxable year beginning on or after the
date of the beginning of the taxable year
in which the particular _4Quse sustained
the net operating loss from which the
net income is subtracted.

In the following examples, which il-
lustrate subparagraphs (1) and (2)
above, it is assumed ihat there are no
items of adjustment under sgction 122
d) (1), (2), and (4), and the net in-

come or loss in each case is the net in- -
come or loss determined without any net
operating loss deduction. The taxpayers
in each example, H, a husband, and W,
his wife, report their Income on the
calendar year basis.

Example (1). H and W filed joint returns
for 1941 and 1942. They .sustained a joint
net operating lcss of $1,000 for 1941 and a
joint net operating lo= of $2,000 for 1942.
For 1941. the deductions of H exceeded his
gross Income by 8700. and the deductions of
W excceded her gross income by V300. the
total of such amounts being $1,000. There-
fore, 870 of the $1,000 joint net operating
lo= for 1941 Is considered the net operating
lo of H for 1941, and $300 of such joint neG
operating Iss is considered the net operating
loss of W for 1941. For 1942 the gro=3 income
of H exceeded his deductions, so that his sep-
arate net income would be $U00, and the
deductions of W exceeded her gross income
by S3U00. Therefore, all of the 82,000 joint
net operating loss for 1942 Is considered the
reparate net operating loss df W for 1942.

E.xample (2). H and W filed joint returns
for 1939 and 1941. and separate returns far
1940 and 1942. For such years they had net
income3 and net operating lo-ses as follows:

139 1040 131041 J 34

Ir - _ 1$sCto MsEWe 2 Mu co " 4c-CO
'3IXo ZZCCGI 23,ECO 1 14CO

L--3. I Iccme. I oLat lcmr. I Combin d inccme.

The n2t oparating loss carry-over of H from
1942 to 1943 is 04,000. that is, his $4,000 net
operating lcss for 1942 which is not reduced
by any part of the net income for 1941, since
none of such net income is attributable to
H and the portion attributable to V7 Is en-
tirely offtet by her reparate net operating locs
deduction for her taxable year 1942, which
taxable year b-ginn on the same date as H's
taxable year 1942. The determination of
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the amount ($0) of net income for 1941 which
reduces H's net operating loss tor 1942 Is
made as follows:

The combined net income of $9,500 for 1941
Is reduced to $1,000 by the net operating loss
deduction for such year of $8,500. This net
operating loss deduction is computed with-
out taking into account any net operating
loss sustained in a taxable year beginning on
or after January 1, 1942, the date 'of the be-
ginning of the taxable year in which H sus-
tained the net operating loss which is a
carry-over to 1943. This $8,500 amount is
composed of H's carry-overs of $5,000 from
1939 and $2,500 from 1940, or a total of $7,500,
and of W's carry-over of $1,000 from 1939
(the excess of W's $3,000 loss for 1939 over her
$2,000 income for 1940). None of the $1,000
combined net income for 1941 (computed
with the net operatihg loss deduction de-
scribed above) is attributable to H since It
Is caused by W's income (computed after dq-
ducting her separate carry-over) offsetting
H's loss (computed by deducting from his
Income his separate carry-overs). No part of
the $1,000 net income for 1941 which is at-
tributable to W is used to reduce H's net op-
erating loss for 1942 since such net income
attributable to W must first be reduced by
W's $1,500 net operating loss for 1942, her
taxable year beginning on the same' date as
the taxable year of H in which he sustained
the net operating loss from which the net
Income is subtracted.

The net operating loss carry-over of W
from 1942 to 1943 Is $500, her $1,500 loss re-
duced by the $1,000 net income for 1941, com-e
puted in the manner prescribed in the pre-
ceding paragraph, since all of such net income
is attributable to her.

Example (3). Assume the r.ame facts as
In example (2), except that for 1942 the net
operating loss of W is $200 Instead of $1,500.

The net operating loss carry-over ofM from
1942 to 1943 is $3,200, that is, his $4,000 net
operating loss reduced by $800 of the net in-
come for 1941, computed as follows:

The combined net income for 1941, com-
puted with the net operating loss deduction
In the manner described in example (2), re-'
mains $1,000, no part of which'is attributable
to H. To the $0 net income attributable to
H there is added $800, the excess of the $1,000
net income attributable to W over her $200
net operating loss sustained in 1942, a tax--
able year beginning on the same date (Jan-
uary 1, 1942) as thb taxable year of H (1942)
in which he sustained the $4,000 net oper-
ating loss from which the net income is sub-
tracted. See paragraph (2) (11) above.

W has no net operating loss carry-over
from 1942 to 1943 since her net operating loss
of $200 for 1942 does not ekceed the $1,000 net
income for 1941 attributable to her.

Example (4). . Assume the same facts as
in example (2) except that W changes her
accounting period in 1942 to a fiscal year
ending on January 31, and has neither in.
come nor losses for the taxable year Janu-
ary 1, 1942, to January 31, 1942, but has a
net operating loss of $200 for the fiscal year
February 1, 1942, to January 31, 1943. ,

The net operating loss carry-over of H from
1942 to 1943 is $3,000, that is, his net oper-
ating loss of $4,000 for 1942 reduced by the
$1,01.0 net Income for 1941, computed as fol-
lows:

The combined net income for 1941, com-
puted with the net operating loss deduction
in the manner described in example (2), re-
mains $1,000, no part of which is attributable
to H. To the $0 net income attributable to
H there is added the $1,000 net income at-
tributable to W. The net income attribut-
able to W is not reduced by any amount since
she does 'not have a net operating loss for her
taxable year beginning on January 1,1942, the
date of the beginning of the taxable year of
H in which he sustained the $4,000 net op-
erating loss from which the net income is
deducted.

The net operating loss carry-over of W from
the fiscal year beginning February 1, 1942,
to her next fiscal year is $200, her net oper-
ating loss for such year. This net operating
loss is not reduced by any amount of net
income for 1941, since there is no net income
for 1941 when computed for the purpose of
determining the carry-over of W's net operat-
ing loss for her fiscal year beginning February
1, 1942. For' such purpose, the net income
of $9,500 for 1941 is reduced to $0 by the net
operating loss deduction for such year of
$12,500, computed without taking into ac-
count any net operating loss sustained In
a taxable year beginning on or after Febru-
ary 1, 1942, the date of the beginning of the
taxable year in which W sustained the net
operating loss which is the basis for the carry-
over. This $12,500 amount is composed of
H's carry-overs of $5,000 from 1939 and $2,500
from 1940, and his .arry-back of $4,000 from
1942 (the calendar year beginning.January 1,
1942), and of W's carry-over of $1,000 from
1939 (the excess of her $3,000 loss for 1939
over her $2,000 income for 1940).

If a husband and wife making a joint
return for any taxable year made a joint
return for one or more but not all of the
taxable years involVed in the computa-
tion of a het operating loss carry-over
or net operating loss carry-back to sluch

'taxable year, such net operating loss
carry-over or net operating loss carry-
back to the taxable year is computed in
the manner set forth in subparagraphs
(1) and (2) above. Such net operating
loss carry-over or net operating loss
carry-back is considered a joint net oper-
ating loss carry-over or joint net operat-
ing loss carry-back to such taxable year.
For example, if in examples (2) and (3)
of this paragraph a joint return was
fled for 1943, the same amounts com-
puted in those examples as carry-overs
of H and W to that year would be the
amounts considered Joint net operating
loss carry-overs to that year.

The joint net operating loss carry-
overs and joint net operating loss carry-
backs to any taxable year for which joint
return Is made are all the net operating
loss carry-overs and net operating loss
carry-backs of both spouses to such tax-
able year. For example, a husband and
wife Me a joint return for the calendar
year 1943. The wife filed a separate re-
turn for -he calendar years 1941 and
1942, in which years she sustained net
operating losses. The husband filed sep-
arate returns for his fiscal year ending
June 30, 1942, and, having received per-
mission to change his accounting period
to a calendar year basis, for the 6-month
period ending December 31, 1942. The
husband -sustained net operating losses
in both such taxable periods. Since the
husband and wife did not file a joint
return for any taxable year involved in
the computation of the net operating loss
carry-overs to 1943 from 1941 and 1942
(see the preceding paragraphs of this
section), the joint net, operating loss
carry-overs to 1943 are the separate net
operating loss carry-overs of the wife
from the calendar years 1941 and 1942
and the separate net operating loss
carry-overs of the husband from the
fiscal year ending June 30, 1942, and
from the short taxable year ending De-
cember 31, 1942. If the husband and
wife also filed joint returns for the cal-

- endar years 1944 and 1945, having joint

net income in 1944 and a Joint net oper-1
ating loss, in 1945, the joint net operating
loss carry-back to 1943 from 1945 Is com-
puted upon the basis of the joint net

,operating loss for 1945, since separate
returns were not made for any taxable
year involved in the computation of such
carry-back,

§ 29.122-5 Conversion of net operat.'
ing loss carry-over into net operating
loss deduction. The net operating loss
deduction for any taxable year is the ag-
gregate of the net operating loss carry-
overs and carry-backs to such taxable
year computed as prescribed In
§ 29.122-4, reduced by the excess of the
net income for such taxable year (com-
puted in the same manner as the net
income is computed for the purposes of
§ 29.122-4 except that no net operating
loss deduction shall be taken into ac-
count and no deduction for excess profits
tax imposed by subchapter, E of chapter

-2 shall be taken into account) over:
(A) In the case of a taxpayer other

than a corporation, the net income com-
puted without regard to the exceptions
and limitations specified In § 29.122-3 (a)
except that no net operating loss deduce-
tion shall be taken into account; or

(b) In the case of a corporation, the
normal-tax net income computed with-
out regard to the exceptions, additions,
and limitations specified In § 29.122-2
except that no net dperating loss deduc-
tion shall be taken Into account and the
credit provided in section 26 (e) for In-
come subject to the excess profits taX
shall not be allowed.

The application of this section may
be illustrated by the following example:

Example. The aggregate of the net oper-
ating loss carry-overs and carry-backs, to
1942 for the X Corporation is $55,000. Its
net income for 1942, computed with the
adjustments required by this section, to
$450,000 and its normal-tax net income, com-
puted without any exceptions, additions, and
limitations except that no *et operating loss
deduction Is allowed and the credit provided
in section 26 (e) for Income subject to the
excess profits tax is not allowed, is $445,000,
The net operating loss deduction available
to the X Corporation for the year 1043 Is
$50,000, computed as followQ:
Aggregate of net bperating loss carry-

overs and carry-backs to 1942.... $55, 000
Less: Excess of net Income for 1942,

with adjustments, over normal-tax
net income for 1942, without aL-
Justments except that no net op-
erating loss deduction shall be
allowed and the credit provided in
section 26 (e) for income subject
to the excess profits tax shall not
be allowed ($450,000 minus $445,-
000) -------------------------- 5,000

Net operating loss deduction for
1942 -------- - .------------- 5,000

If the same facts are assumed for an indi-
vidual, except that, instead of having a nor-
mal-tax net income for 1942 of $445,000, he
has a net income in such year of $445,000,
computed without adjustment except that
no net operating 16ss deduction shall be Ea-
lowed, his net operating loss deduction for
1942 will likewise be $50,000, computed in
the same manner.

In the case of a husband and wife mak-
ing a joint return for any taxable year,
the computation of the net operating loss
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deduction (as set forth in the first para-
graph of this section) is to be made lupon
the basis of the aggregate of the joint
net operating loss carry-overs and joint
-net operating loss carry-backs of the'
spouses to such year (computed as pre-
scribed in k 29.122-4 (e)) and the com-
bined net income of the spouses.

Szo. 123. COsOrMMOWY cME=l LOANS [as
added by sec. 223 (a), Rev. Act 1939, and
amended ly see. 154 (a), Rev. Act 1942J.

(a) Amounts received as loans from the
Commodity Credit Corporation shall, at the
election of the taxpayer, be considered as In-
come and shall be Included in gross income
for the taxable year in which received.

(b) If a taxpayer exercises the election
provided for in subsection (a) for any taxable
year beginning after December 31, 1938, then
the method of computing Income so adopted
shall be adhered to with respect to all subse-
quent taxable years unless with the approval
of the Commissioner a change to a different
method is authorized.

(c) The election provided for In subsection
(a) with respect to taxable years beginning
after December 31, 1938, and before January
1, 1942, may be exercised by the taxpayer at,
or at any time prior to, the time prescribed
for the filing of the taxpayer's return for the
taxable year of the taxpayer beginning in
1942, or if there is more than one taxable
year of the taxpayer beginning in 1942, for
the last taxable year so b eginning, provided
the records of the taxpayer are sufficient to
permit an accurate computation of Income
for such years, and the taxpayer consents in
writing to the assessment, within such period.
as may be agreed upon, of any deficiency for
such yearsieven though the statutory period
for the assessment of any such deficiency had
expired prior to the filing of such consent.

o § 29.123-1 Election to include loans in
income. A taxpayer who receives a loan
from. the Commodity Credit Corpora-
tion may, at his election, include the
amount of such loan in his gross income
for the taxable year in which the loan is
received. If a taxpayer makes such an
election, then for subsequent taxable
ydars he shall includein his gross income
al amounts received during those. years
asloans fromthe Commodity Credit Cor-'
,poration, unless he secures'the permis-
sion of the Commissioner tochange to a
-different method of accounting. Appli-
-cation for permission to change such
method-of accounting and the basis upon
which the return is made shall be filed
within 90 days after the beginning of the
taxable year to be covered by the return.

§ 29.123-2 Effect of election on ad-
lustments for other taxable years. If a
taxpayer elects or has elected under sec-
tion 123 of the Internal Revenue Code or
section 223 (d) of the Revenue Act of
1939, as amended, to include in his gross
income the amount of a loan from the
Commodity Credit Corporation for the
taxable year in which it is received, then:

(al 'No part of the amount realized by
the Commodity Credit Corporation upon

.the sale or other disposition of the com-
modity pledged for such loan shall be
recognized as income to the taxpayer,
unless the taxpayer receives an amount
in addition to that advanced to him as
the loan, in which event such additional

-amount shall be included in the gross
.income of the taxpayer for the year in.
-,which received;iand -

(b) No deductible loss to the taxpayer
shall be recognized on account of any de-

ficlency realized by the Commodity
Credit Corporation on such loan if the
taxpayer was relieved from liability for
such deficiency.

Example. A. a taxpayer who elected for
his taxable years 1838, 1939, and 1940 to in-
clude in gross Income amounts received dur-
ing those years as loans from the Commodity
Credit Corporation, received as loans 8500 In
1938, $700 in 1939, and 900 In 1941. In 1942
all the pledged commodity was cold by the
Commodity Credit Corporation for r4
amount $100 and *200 les than the loans
with respect to the commodity plesged in
1938 and 1939, rspectvely, and for an
amount $150 greater than the loan with re-
spect to the commodity pledged in 1941. A,
in making his return for 1942, shall include
In gross Income the sum of 015 if It is re-
ceived during that year, but will not be
allowed a deduction for the deficlencles of
$100 and 6-200 unless he is required to satisfy
such deficiencies and does satisfy them dur-
ing that year.

Scc. 124. Alzonr=Anon DEzuc'=o:r [as
added by sec. 302, 2d Rev. Act 1940. and
amended by ses. 1-3,'Pub. Law 3, approved
January 31, 1941; Eecs. 1-3, Pub. Law 235.
approved October 30, 1941; Pub. Law 40,.
approved February 6, 1942; sc. 155 (a) (b)
(c) (d) (e) (f), Rev. Act 19421.

(a) Gmeral rule. Every person, at his
election, shall be entitled to a deduction
with respect to the amortization of the ad-
justed basis (for determining gain) of any
emergency facility (as defined in sub:ction
(e)), based on a period of sixty months.
Such amortization deduction shall be an
amount, with respect to each month of such
period within the taxable year. equal to the
adjusted basis of the facility at the end of
such month divided by the number of
months (including the month for which the
deduction Is computed) remaining in the
period. Such adjusted basistl at the end of
the month shall be computed without rcard
to the amortization deduction for such
month. The amortization deduction abavo
provided with respect to any month shall,
except to the extent provided in subsection
(g) of this section, be In lieu of the deduc-
tion with respect to such facility for such
month provided by rection 23 (1), relating
to exhaustion, wear and tear. and obso-
lescence. The sixty-month period shall be-
gin as to any emergency facility, at the elec-
tion of the taxpayer, with the month follow-
ing the month In which the facility vas
'completed or acquired, or with the suced-
Ing taxable year.

(b) Election of amortliation. The election
of the taxpayer to take the amortizztion de-
duction and to begin the csty-month period
with the month following the month In
which the facility was completed or acquired
shal (except as provided in substion (d)
(3)) be made only by a statement to that
effect in its return for the taxable year in
-which the facility was completed or acquired.
Its election to take the amortization deduc-
tion and to begin such period with the tax-
able year. succeeding such year chall be made
only by a statement to that effect in Its re-
turn for such succeeding taxable year. In
the case of an emergency facility completed
or acquired (1) after Dcember 31, 1939, and
before June 11, 1940, by a corporation, or (2)
after December 31, 1939, and before January
1, 1942, by a person other than a corporation,
the taxpayer's election to take the amortiza-
tion deduction and to begin such period with
either the month following the month in
which the facility was completed or acquired
or with the succeeding taxable year rhall be
made only by a statement in writing to that
effect to the Commissioner and shall be made
before the expiration of six months after the
date of-enactment of the Revenue Act of 1942.

(c) Termination of amortization deduc-
tion. A taxpayer which has elected under
sub-ection (b) to take the amortization dc-
ductlon provided in sub-ection (a) may, at
any time after making such election, discon-
tinue the amortization deductions with re-
rpect to the remainder of the amortization
period. such discontinuance t6 begin as of
the be3inning of any month specified by the
taxpayer In a notice in vriting filed with the
Commizioner before the beginning of such
month. The deduction provided under sec-
tion 23 (1) shall be allowed, beginning with
the first month as to which the.amortization
deduction is not applicable, and the taxpayer
dhal not (except ax provided in subsection
(d)) b2 entitled to any further amortization
deductions with respect to such emergency
facilty.

(d) Termonation of amortization period.
(1) If the President has proclaimed the end-
Ing of the emergency period (as defined in
sub-ection (e)), or if the Secretary of War or
the Secretary of the Navy has, in accordance
with reZulations prescribed by the President,
certified to the Commissioner that an emer-
gency facility ceased, on the date specified in
the certificate, to be necessary in the Interest
of national defense during the emergency
period, and if the date of such proclamation
or the date specified in such certificate occurs
within sixty months from the beginning of
the amortization period with respect to such
emergency facility, then the taxpayer may
elect (in -accordance with paragraph (4) of
this subsection) to terminate the amortiza-
tion period with respect; to such emergency
facUlty as of the end of the month in which
such proclamation was Issued or in which
occurred the date specified in such certificate,
whichever Is the earlier. In such case the
omnarIzatlon period with respect to suEh fa-
clUty shall end with the end of such month
in -lieu of the end of the sixty-month period.

(2) If the date of the proclmtion or the
date specified In the certificate referred to in
paragraph (1) of this subsection cccurg
within sixty months from the beginning af
the amortization period with respect; to such
emergency facility and after the beginning of
the month which the taxpayer bas previously
fixed under subsection (c) for the taking; in
lieU of the amartfzatlon deduction provided
in this section, of the deduction allowed by
section 23 (1). the taxpayer may elect (In
accordance with paragraph (4) of thia sub-
sectlon) to terminate the amortization period
with respect to such emergency facility as of
the end of the month in which such prcia-
mation was Issued or In which occurred the
date specified in such certificate, whichever
is the earlier. In such case the amortization
period with respect to such facility shall end
with the end of such month in lieu of the
end of the sixty-month period, and the ter-
mination of the amortization deduction un-
der subs-ection (c) shall be disregarded.

(3) In the case of a taxpayer which has
not elected, in the manner prescribed in sub-
rectlon (b), to take an amortization deduc-
tion with respect to an emergency facility,
If the date of the preclamaton or the date
specified In the certificate, referred to in
paragraph (1) of this subsection, whichever
is earlier, is before the expiration of sixty
months from the last day of the month iu
which such emergency facility was completed
or acquired, then the taxpayer may elect (in
accordance with paragraph (4) of this sub-
section) the amortization d eduction provided
in sub:ection (a), using an amortization
period be-gnning with the month following
the month in which the emergency facility
was completed or acquired and ending as of
the end of the month within which such
proclamation was issued or within which
occurred the date specified in such certificate,
whichever is the earlier.

(4) The election provided in paragraph (1),
.(2). or (3) shall be made by filing with tha
CommLsioner, In such manner, in such form,
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and within such time, as the Commissioner
with the approval of the Secretary may by
regulations prescribe, a statement of such
election. When such election has been so
made, then, under regulations prescribed by
the Commissioner with the approval of the
Secretary, the taxes for all taxable years, be-
ginning with the taxable year in which the
amortization period began, shall be computed
In accordance with an amortization deduc-
tion computed in accordance with the method
provided in subsection (a), but using (in lieu
of the sixty-month.period provided in such
subsection) the amprtizatlon period specified
In paragraph (1), (2), or (3), as the case
may be.

(5) Recomputation of tax in case of elec-
tion under this subsection. If the adjust-
ment of the Income or excess-profits tax lia-
bility for any taxable year necessary to give
effect to paragraph (4) of this subsection is
prevented (A) on the date of the certificate
of the Secretary of War or the Secretary of
the Navy or on the date of the President's
proclamation, whichever is the basis of the
taxpayer's election under this subsection, or
(B) within one year from such date, by any
provision of law (other than this paragraph
and other than section 3761, relating to com-
promises), an adjustment of the tax liability
shall nevertheless be made If in respect of
such taxable jear a notice of deficiency is
mailed or a claim for refund is filed, as the
case may be, within one year after the date.
of such certificate or such proclamation,
whichever is the basis -of the taxpayer's
election under this subsection. If at the
time of the mailing of such notice of de-
ficiency or the filing of such claim for refund,
the adjustment is so prevented, then the
amount of the adjustment authorized in this
paragraph shall be limited to the increase or
decrease in the tax previously determined for
such taxable year which results solely from
the effect of paragraph (4) of this subsection,
and such amount shall be assessed and col-
lected, or credited or refunded, in the same
manner as If it were a deficiency or an over-
payment, as the case may be, for such taxable
year and as If on the date of such certificate
or such proclamation, whichever is the basis
of the taxpayer's election under this subsec-
tion, one year remained before the expiration
of the periods of limitation upon assessment
or filing claim for refund for the taxable
year. The tax previously determined shall be
ascertained in accordance with section
3801 (d). The amount to be assessed and
collected under this paragraph in the same
manner as if It were adeficiency, or to be
refunded or credited in the same manner as
if It were an overpayment, shall not be
diminished by any credit or set-off based upon
any item, inclusion, deduction, crqdit, exemp-
tion, gain, or loss, other than one resulting
from the effect of paragraph (4) of this sub-
section. Such amount, if paid, shall not be
recovered by a claim or suit for refund or
suit for erroneous refund based upon any
Item, inclusion, deduction, credit, exemption,
gain, or loss, other than one resulting from
the effect of paragraph (4) of this subsection.

(6) In the case of a taxpayer which hMs not
elected, in the manner prescribed in subsec-
tion (b), to take an amortization deduc,
tion with respect to- an emergency facility,
If the date of the proclamation referred to in
paragraph (1) of this subsection or the date
specified in the certificate referred to in para-
graph (1) of this subsection is before the
completion of such emergency facility, then
the taxpayer may elect (in accordance with
paragraph (4) of this subsection) the amor-
tization deduction provided in subsection (a),
using an amortization period beginning with
the month in which the construction, re-
construction, erection, or installation of the
emergency facility was begun and ending as
of the end of the month within which such
proclamation was issued or within which oc-
curred the date specified in the certificate

referred to in paragraph (1) of this subsec-
tion, whichever is the earlier.

(e) Definitions-(1) Emergency facility.
As used in this section, the term "emergency
facility" means any facility, lad, building,
nmachinery, or equipment, or part thereof,
the construction, reconstruction, erection,
Installation, or acquisition of which was com-
pleted after December 31, 1939, and with re-
spect to which a certificate under subsection
(f) has been made. For the purposes of this
section, the part of any facility which was
constructed, reconstructed, erected, or in-
stalled by any person after December 31, 1939,
and not earlier than six months prior to
the filing of an application for a certificate
under subsection (f), and with respect to
which part a certificate under subsection (f)
has been made, shall be deemed to be an
emergency facility, notwithstanding that the
other part of such facility was constructed,
reconstructed, erected, or installed earlier
than six months prior to the filing of such
application. For the purposes of this section,
the part of any facility which was con-
structed, reconstructed, erected, or installed
by a corporation after December 31, 1939, and
before June 11, 1940, and with respect to
which part a certificate under subsection (f)
has been made, shall be deemed to be an
emergency facility and to have been com-
pleted on June 10, 1940, notwithstanding that
the entire facility was -not completed until
after June 10, 1940.

(2) Emergency period. As used in this
section, the term "emrgency period"1 means
the period beginning January 1, 1940, and
ending on the date on which the President
proclainis that the utilization of a substan-
tial portion of the emergency facilities with
respect to which certifications under sub-
section (f) have been made is no longer/e-
quired In the interest of national defense.

(f) Determination of adjusted basis of
emergency facility. In determining, for the
purposes of subsection (a) or subsection (h),
the adjusted basis of an emergency facility-

(1) There shall be included only so much
of the amount ottLerwlse constituting such
adjusted basis as is properly attributable to
such construction, reconstruction, erection,
installation, or acquisition after December 31,
1939, as either the Secrdtary of War or the
Secretary of the Navy has certified as neces-
sary in the interest of national defense dur-
ing the emergency period, which certification
shall be under such regulations as may be
prescribed from time to time by the Secretary
of War and the .Secretary of the Navy, with
the approval of the President.

(2) After the completion or acquisition of
any emergency facility with respect to which
a certificate under paragraph (1) has been
made, any expenditure (attributable to such
facility and to the period after such comple-
tion or acquisition) which does not represent
construction, reconstruction, erection, instal-
lation, or acquisltlon included in such certifi-
cate, but with respect to which a separate
certificate is made under paragraph (1), shall
not be applied in adjustment of the basis of
such facility and shall be considered as an
expenditure with respect to a new emergency
facility; and

(3) The certificate provided for in para-
graph (1) shall have no effect unless an ap-
plication therefor is filed before the expira-
tion of six months after the beginning of
such construction, reconstruction, erection,
or installation or the date of such acquisition,
or before December 1, 1941, whichever is later,
except that-

(A) in the case of an emergency facility
completed-or acquired by a corporation after
December 31, 1939, and before June 11, 1940,
such certificate shall have no effect unless
an application therefor is filed before the
expiration of six months after the date of the
enactment of the Revenue Act of 1942, and

(B) in the case of an emergency facility
completed or acquired after December .31,

1939, by a person other than a corporation,
such certificate shall have no effect unless
an application therefor is filed before the
expiration of six months after the beginning
of such construction, reconstruction, erec-
tion, or installation or the date of such acqui-
sition, or before the expiration of six months
after the date of the enactment of the ReVe-
nue Act of 1942, whichever Is later.
In no event and notwithstanding any of the
other provisions of this section, no amorti-
zation deduction shall be allowed In respect
of any emergency facility for any taxable
year-

(C) unless a certificate in respect thereof
under paragraph (1) shall have been made
(1) prior to the filing of the taxpayer's re-
turn for such taxable year, or prior to the
making of an election pursuant to subsec-
tion (d) (3) or subsection (d) (6) of this
section to take the amortization deduction,
or (H) before December 1, 1941, whichever Is
later; or

(D) in the case of an emergency facility
completed or acquired by a corporation after
December 31, 1939, and before Juno 11, 1040,
unless a certificate In respect thereof under
paragraph (1) shall have been made prior to
the expiration of twelve months after the
date of enactment of the Revenue Act of
1942; or

(B) in the case of an emergency facility
completed or acquired after December 31,
1939, and before January 1, 1943, by a person
other than a corporation, unless a certiflcate
in respect thereof under paragraph (1) shall
have been made (t) prior to the expiration
of nine months after the last date upon
which an application for such certificate may
be filed,'or-(Il) prior to the expiration of
twelve months after the date of enactment of
the Revenue Act of 1942, whichever Is later.

(g) Depreciation deduction. If the ad-
justed basis of the emergencyjfacility con-
puted without regard to subsection (f) of
this section is in excess of the adjusted basis
computed under such subsection, the deduc-
tion provided by section 23 (1) shall, despite
the provisions of subsection (a) of this sec-
tion, be Allowed with respect to such emer-
gency facility as if its adjusted basis vere an
amount equal to the amount of such excess.

(h) Payment by United States of Unamor-
tized cost of facility. If an amount Is prop-
erly includible In the gross income of the
taxpayer oi account of a payment with re-
spect to an emergency facility and such pay-
ment is certified as provided in this para-
graph, then, at th6 election of the taxpayer
in Its return for the taxabld year in which
such amount is so Includible-

(1) The amortization deduction for the
month in which such amount is so Includible
shall (in lieu of the amount of the deduction
for such month computed under subsection
(a)) be the amount so Includible, but such
deduction shall not be in excess of the ad-

"Justed basis of the emergency facility as of
the end of sucli month (computed without
regard to any amortization. deduction for
such month). Payments referred to in this
paragraph shall be payments the .amounts
of which are certified, under such regulations
as the President may prescribe, by either the
Secretary of War or the Secretary of the
Navy as-compensation to the taxpayer for the
unamortlzed cost of the emergency facility
made because-

(A) A contract with the United States In-
volving the use of the facility has been ter-
minated by Its terms or by cancellation, or

(B) the taxpayer had reasonable grounds
(either from provisions of a contract with
the United States involving the use of the
facility, or from written or oral representa-
tions made under authority of the United
States) for anticipating future contracts in-
volving the use of the facility, which futuro
contracts have not been made,
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(2) In case the taxpayer is not entitled to
any amortization deduction with respect to
the emergency facility the deduction allow-
able under section 23 (1) on account of the
month In which such amount is so includible
-hall lie increased by such amount, but such
ileduotion on account of such month shall not
be in excess of the adjusted basis of the emer-
gency facility as of the end of such month
(computed without regard to any amount al-
lowable, on account of such month, under
section -3 (1) or this paragraph).

(i) Life tenant and remainderman. 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 allowable to the life tenant.

§29.1-24-0 Deftnitions. As used in
this section and §§ 29.124-1 to 29.124-9,
inclusive, the term:
(a) "Secretary of the department con-

cerned" means the Secretary of War or
the Secretary of the Navy, as the case,
may be.

(b) "Emergency facility" means any
facility, land, building, machinery, or
'equipment, or any part thereof:

(1) The acquisition of which occurred
-fter December 31, 1939, or the construc-
tion, reconstruction, erection, or installa-
tion of which was completed after such
date, and(2) Any part of the construction, re-
construction, erectioninstallation, or ac-
quisition of which has, under such regu-
lations as may be prescribed by the Sec-
reta1y of War and the Secretary of the-
lavy, with 'the approval of the President,
been certified by the Secretary of the de-
partment concerned as necessary in the
Interest of national defense during tJie
emergency period.

The part of any facility which Is con-
structed, reconstructed, erected, or In-
stalled by any person after December 31,
1939, and not earlier than six months
prior to the filing of an application for
a certificate of necessity under section
124 (f), and which. is certified by the
Secretary of the department concerned
as necessary in the interest of national
defense during the emergency period.
shall be deemed to be an emergency fa-
cility, notwithstanding that the other
part of such facility was constructed, re-
constructed, erected, or installed earlier
than six months prior to the filing of such
application. If the construction, recon-
struction, erection, or installation of a
facility by a corporation is begun before
June 11, 1940, and completed after June
10, 1940, the part of such facility which
is constructed, reconstructed, erected,-or
" installed after December 31, 1939, and
before June 11, 1940, shiall be deemed to

-be an emergency facility, provided such
part is certified by the Secretary of the
department concerned -as necessary in
the interest of national defense during
the emergency period.

The term "emergency facility," as so
defined, may include, among other
things, improvements of land, such as
the construction of airports and the
dredging of channels.

(C) "Emergency period" means the
-period beginning on January 1, 1940, and
ending on the date on which the Presi-
dent proclaims that the utilization of a
substantial portion of the emergency fa-
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cilitles is no longer required In the in-
terest of national defense.

§29.124-1 Certflcate of recessity.
The certification by the Secretary of the
department concerned that a facility is
necessary in the interest of natl6nal de-
fense during the emergency period shall
have no effect:

(a) In the case of an emergency fa-
cility completed or acquired by a corpo-
ration after June 10, 1940, unless an ap-
plication therefor Is filed before the ex-
piration of six months after the begin-
ning of the construction, reconstruction,
erection, or installation of such facility
or the date of Its acquisition, or before
December 1,1941, whichever is later (but
see § 29.124-0 (b));

(b) In the case of an emergency fa-
cility completed or acquired by a cor-
poration after December 31, 1939, and
before June 11, 1940, unless an appli-
cation therefor Is filed before April 22,
1943; and

(c) In the case of an emergency fa-
cility completed or acquired after De-
cember 31, 1939, by a person other than
a corporation, unless an application
therefor Isfled before the expiration of
six months after the beginning of the
construction, reconstruction, erection, or
installation of such facility or the date
of its acquisition, or before April 22, 1943,
whichever is later. I

§ 29.124-2 Amortization deduction;
general rule. If the Secretary of the
department concerned makes the re-
quired certification of necessity, a person
is entitled, at Its election, to a deduction
with respect to the amortization of the
adjusted basis of an emergency facility,
such amortization to be based generally
on a period of 60 months. As to the ad-.
justed basis of an emergency facility, see
§ 29.124-6. The taxpayer may, with re-
spect to an emergency facility, elect to
begin the 60-month amortization period
with (1) the month following the month
n which such facility was completed or

acquired, or (2) the taxable year suc-
ceeding that in which such facility was
completed or acquired, (see § 29.124-3).
The date on which, or the'month with-
in which, an emergency facility is com-
pleted or acquired is a question Oto be
determined upon the facts n the par-
ticular case. Ordinarily the taxpayer is
in possession of all the facts and, there-
fore, in a position to ascertain such date.
A statement of tjie date ascertained by
the taxpayer, together with a statement
of the pertinent facts relied upon, should
-be filed with the taxpayer's election to
take amortization deductions with re-
spect to such facility. If the construc-
tion, reconstruction. erection, or Installa-
tion of an emergency facility by a cor-
poration is begun before June 11, 1940,
and completed after June 10, 1940, the
part of such emergency facility which is
constructed, reconstructed, erected, or
installed after December 31, 1939, and
before June 11, 1940, shall be deemed to
have been completed on June 10, 1940.

With respect to an emergency facility,
no amortization deduction shall be al-
lowed for the taxable year In which or
with which the taxpayer elects to begin
the 60-month amortization period unless:

(a) In the case of an emergency faciI-
Ity. completed or acquired by a corpora-
tion after June 10, 1940, a certificate of
neces ity n respect thereof shall have.
been made (1) before the filing of the
taxpayer's return for such taxable year,
or before the making of an election pur-
suant to section 124 (d) (3) or section
124 d) (6) to take the amortization de-
duction, or (2) before December 1, 1941,
whichever is later;

(b) In the case of an emergency facil-
Ity completed or acquired by a corpora-
tion after December 31, 1939, and before
June 11, 1940, unless a certificate of ne-
cessity4n respect thereof shall have been
made before October 22, 1943;
(c) In the case of an emergency facil-

ity completed or acquired by a person
other than a corporation after December
31, 1942, unless a certificate of necessity
in respect thereof shall have been made
before the filing of the taxpayer's return
for such taxable year, or before the mak-
ing of an election pursuant to section
124 d) (3) or section.124 d) (6) ; or

d) In the case of an emergency facil-1
Ity completed or acquired after December
31,1939, and before January 1, 1943, by a
person other than a corporation, unless a
certificate of necessity n respect thereof
shall have been made (1) before the ex-
piration of nine months after the last
date upon which an application for such
certificate may be fled or (2) before
October 22,1943, whichever is later.

In general, with respect to each month
of the 60-month period which falls with-
In the taxable year, the amortization de-
duction is an amount equal to the ad-
justed basis of the facility at the end of
such month divided by the number of
months (including the particular month
for which the deduction is computed) re-
maining n the 60-month period. The
adjusted basis of the facility at the end
of any month shall be computed without
regard to the amortization deduction
with respect to such facility for such
month. The total amortization deduc-
tion with respect to an emergency fa-
cility for a particular taxable year is the
sum of the amortization deductions al-
lowable with respect to such facility for
each month of the 60-month period
which falls within such taxable year.
The amortization deduction with re-
Epect to an emergency facility taken for
any month is In lieu of the deduction for
depreciation which would othervse be
allowable under section 23 U) with re-
spect to such facility for.such month.
See, however § 29.124-7, relative to de-
preciation with respect to any amount
not subject to amorlization. -

This section may be Illustrated by the
following examples:

Example (1). On July 1, 1942, the X Cor-
poration, which makes Its income tax re-
turns on the calendar year ba:si, begins the
construction of an emergency facility which is
completed on September 30, 1942, at a cost
of 20Mcco. Tio certificate of necessity
covers the entire construction. The X Cor-
poration elects to take amortization deduc-
tions vith respect to the facility and to
begin the CC-month amortizatlon period vith
October, the month following its comple-
tion. The adjusted basis of the facility at
the end of October is 6210,000. The allow-
able amortization d::luctlon with respect to-
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.such facility for the taxable year 1942 is $12,-
00, computed as follows:

Monthly amortization deductions:
October ($240,000+60) ----------- $4, 000
November ($236,000, or $240,000

minus $4,00D-59) -------------- 4,000
December $232,000, or $236,000

minus $4,000,-58) ------------- 4,000

Total amortization deduction
for 1942 -------------------- 12,000

Example (2). The Y Corporation, which
makes its income tax returns on the basis of
h fiscal year ending November 30, purchases
an emergency facility (No.1) on July 29,1943.
On June 15, 1943, it begins the construction
of an emergency facility (No. 2), which is
completed on August 2, 1943. The entire ac-
quisition and construction of such facilities
are certified as necessary in the interest of
Aational defense. The Y Corporation elects
to take amortization deduction with respect
to both facilities and to begin the 60-month
amortization period in each case with the
month following the month of acquisition or
completion. The adjusted basis of facility
No. 1 is $300,000 and the adjusted basis of
facility No. 2 is $54,000 at the end of the first
nonth of the amor ization period. In Sep-
tember 1943 facility No. 1 is damaged by fire,
as a result of which its adjusted basis is
properly reduced by $25,370. The allowable
timortization deduction with respect to such
facilities for the taxable year ending Novem-
ber 30, 1943, is $21,410, computed as follows:

Facility No. I
Monthly amortization deductions:

August ($300,000--60).-.- $5,000
September ($269,630, or

* $300,000 minus $5,000
and $25,370,59) -.... 4,570

- October ($265.060, or
$269.630 minus $4,570,
+ 58) --------------- 4,570

November ($260,400, or
$265,060 minus $4,570,
+ 57) --------------- 4,570

Amortization deduction for

1943 --------------------- $18,710

Facility No. 2

Idonthly amortization deductions:
- September ($54,000+60)_- $900

OctQber ($53,100-59)-... 900
November ($52,200+58)_. 900

Amortization deduction for
1943 ------------------------ 2,700

Total amortization deduction
for 1943 ------------------- 21, 410

Example (3). On June 15, 1941, the Z
Corporation, which makes its income tax re-!
turns on the calendar year basis, completes
the conatrubtion of an emergency facility at
a cost of $110,000. In its Income tax return
for 1941, filed 6n March 15, 1942, the Z Cor-
poration elects to take amortizStlon deduc-
tions with respect to such facility and to be-
gin the'60-month amortization period with
July, the month following its completion.
No crtificate of necessity with respect to
such facility is made until April 10, 1942, and
therefore no amortization deduction with
respect to such facility is allowable for any
month in the taxable year 1941. The Z Cor-
poration is entitled, however, to take a de-
duction for depreciation of such facility for
the taxable year 1941, such deduction being
assumed, for the purposes of this example, to
be $2,000. Accordingly, the adjusted basis
of such facility at the end of January 1942
(without regard to the amortization deduc-
tion for such month) Is $108,000 ($110,000
minus $2,000). For the taxable year 1942, the
Z Corporation Is, with respect to such facil-

Ity, entitled to an amortization deduction
of $24,000, computed as follows:

Monthly amortization deductions:
January ($108,000-54) ------------ $2,000
February ($106,000, or $108,000

minip $2,000. - 53) ----------- 2,000
* March ($104,000, or $106,000 minus

$2,000, + 52) ------------------ 2,000
For the remaining nine months

(similarly computed) ---------- 18,000

Total amortization for 1942 .... 24,000
Since the Z Corporation elected in its return
for 1941 to take amortization deductions with
respect to such facility and to begin the 60-
month amortization period with July 1941,
it must compute its amortization deductions
for the 12 months In the taxable year 1942
on the basis of the remaining months of the
established 60-month amortization period, as
Indicated in the above computation.

Ezample (4). On March 18, 1940, the R
Corporation, which makes its income tax re-
turns on the calendar year basis, begins the
construction of a facility which is completed
on October 25, 1940, at a cost of $350,000, of
which $132,000 is attributable to construction
before June 11, 1940, and $218,000 to con-
Atruction after June 10, 1940. On January
28. 1941, the entire part of'the construction
after June 10, 1940, is certified as an emer-
gency facility, and the R Corporation, in its
income tax return for 1940, elects to take
amortization deductions with respect thereto
and to begin the 60-month amortization
period with November 1940, the month fol-
lowing the month of completion. With re-
spect to the part of the construction before
June 11, 1940, the R Cdrporation in its re-
turns for 1940 and 1941, takes depreciation
deductions aggregating $5,000.. On February
;14r 1943, the entire part of the construction
before June 11, 1940, is certified as a separate
emergency facility. The R Corporation, In a
statement in writing to the Commissioner
-made before April 22, 1943, elects to take
amortization deductions with respect to such
facility and to begin the 60-month amortiza-
tion period -with! July 1940, the month fol-
lowing the month of completion. For such
,Purposes, the zdjusted basis of such facility
atthe enld of July 1940 Is $132,000. Since
amortization deductions are in lieu of de-
preciation deductions, the depreciation de-
ductions of $5,000 previously taken for 1940
and 1941 are disallowed. The allowable
amortization deduction with respect to such
facility for the taxable year 1940 is $13,200,
computed as follows:-

Monthly amortizatibn deductions:
- July ($132,000-+.60) ------- ------ $2,200

Auest ($129,800-59) ------------ 2,200
September (6127,600.-58) --------- 2,200
For the remaining three months

(similarly computed) ----------- 6,600

Total amortization deduction
for 1940 ------------------ 13,200

The allowable amortization deduction with
respect to such facility for the taxable year
1941, similarly computed, is $26,400.
. Example (5). On April 1, 1940, A, an indi-
Vidual, who makes his income tax returns on
a calendar year basis, acquires a facility at a
cost of $182,700. In his returns for the tax-
able years 1940 and 1941, A takes depreciation
deductions with respect to such facility qf
$2,700 and $3,600, respectively. On February
6, 1943, the facility is certified as an emerg-
ency facility and A, in a statement in writing
made to the Commissioner before April 22,
1943, elects to take amortization deductions
with respect thereto and to begin the 60-
month amortization period with the taxable
year 1941, the year succeeding the year in
which the facility was acquired. The ad-
justed basis of such facility at the end of
January 1941 is. $180,000 ($182,700 less the

depreciation of $2,700 taken In the return for
1940). Since amortization deductions are In
lieu of depreciation deductions, the doprecola-
tion deduction of $3,600 previously taken
for 1941 Is disallowed. The allowable amor-
tization deduction with respect to such
facility for the taxable year 1941 is $30,000,
computed as follows:

Monthly amortization deductions:
January ($180,000-i-60) ----------- $3,000
February ($177,00059) ----------- 3,000
March ($174,000--58) ------------ 3, 000
For the remaining nine- months

(similarly computed) -------- 27,000

Total amortization deductions for

1941 ---------------------- 3 80, 000

§'29.124-3 Election o1 amortization.
In the case of an emergency facility com-
pleted or acquired (1) after June 10,
1940, by a corporation or (2) after

'December 31, 1941, by' a person other
than a corporation:

(a) An election by the taxpayer to take
amortization deductions with respect
thereto and to begin the 60-month amor-
tization period with the month following
the month In which such facility was
'completed or acquired shall be made only,
by a statement to that effect In its return
for the taxable year in which such fa-
Cility was completed or acquired; and
- (b) An election by the taxpayer to take
amortization deductions with respect
thereto and tq begin the 60-month amor-
lzation period with the taxdble year suc-

ceeding that In which such facility was
completed or acquired shall be made only
by a statement to that effect in its return
for such succeeding taxable year.

In the case of an emergency facility
completed or acquired (1) after Decem-
ber 31, 1939, and before June 11, 1940,
by a corporation, or (2) after December
31, 1939, and before January 1,. 1942, by
a person other than a corporation, an
election by'the taxpayer to take amor-
tization deductions with respect thereto
and to begin the 60-month amortization
period either with the month following
the month of completion or acquisition
or with the following taxable year shall
be made only by a statement In writing
to that effect filed with the Commissioner
of Internal Revenue, Washington, D, C.s
before April 22, 1943.

No other method of making such elec-
tions is permitted. Any statement of
election should contain a description
clearly Identifying each emergency fa-
cility for which an amortization deduc-
tion is claimed.

A taxpayer which does not elect, in the
manner provided in section 124 (b), to
take .amortization deductions with re-
spect to an emergency facility shall not,
except as provided in sections 124 (d)
(3) and 124 (d) (6), be entitled to amor-
tization deductions with respect to such
facility (see § 29.124-5 (d)).

§ 29.124-4 Election to discontinue
amortization. If a taxpayer has elected
to take amortization deductions with re-
spect to an emergency facility, it may,
after such election and prior to the eX-
piration of the 60-month amortization
period, discontinue the amortization de-
ductions with respect to such facility for
the remainder of the 60-month period.
An election to discontinue the amortiza-
tion deductions shall be made by a notice
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In writing filed with the Commissioner
specifying the month as of the begin-
ning of which the taxpayer elects to dis-
continue the deductions. Such notice
shall be-fled before the beginnng of the
month specified therein, and should con-
tain a description clearly identifying the
emergency facility wjth respect to which
the taxpayer elects to discontinue the
amortization deductions. If the taxpay-
er so elects to discontinue the amortiza-
lion deductions with respect to an emer-
gency facility, it shall not, except as pro-
vided in section 124- (d), be entitled to
any further amortization deductions with
respect to such facility Csee § 29.124-5
(c)).

A taxpayer which thus elects to dis-
continue amortization deductions with
xespect to an emergency facility is en-
titled, if such facility is depreciable prop-
.erty under section 23 (1) and the regula-
-tions pertaining thereto, to a deduction
for depreciation with respect to such fa-
pility. The deduction for depreciation
shall begin with the first month as to
which the amortization deduction is not
applicable, -and shall be computed on the
adjusted basis of the property as of the
beginhing of such month (see section
113 (b) and the regulations thereunder).

This section may be illustrated by the
following example:

Example. On July 1, 1942, the X Corpora-
tion, whlch makes Its income tax returns on
the calendar year basis, purchases an emer-
gency facility, consisting of land with a
building therebn, at a cost of 306,000, of
which $60,000 Is allocable to the' land and

V=246,000 to the building. The certificate of
-necessity covers the entire acquisition. The
-corporation elects to take amortization de-
ductions with respect to the facility and to
begin the 60-month amortization period with
the taxable year 1943. Depreciation of the

--building in the amount of $6,000 Is deducted
and allowed for the taxible year 1942. On
March 25, 1944i the corporation files notice
with the Commissioner of its election to
discontinue the amortization deductions be-
ginning with the month of April 1944. The
adjusted bssis of the facility on January 31,
1943, is $300,000, or the cost of the facility
($306,000) less the depreciation allowed for
1942 ($6,000). The amortization deduction.
for the taxable year 1943 and the months
of January, February, and March, 1944,
amounts to $75,000. or $5,000 per month.for
15 months. Since, at the beginning of the
amortization period (January 1, 1942). the
adjusted basis of the land is one-fifth of the
adjusted basis of the entire acllity and since
there are no adustmentsto basis other than
on account of amortization during the period,
the 'adjusted- basis of the land should be
reduced by $15,000, or one-fifth of the entire
amortization deduction, and the adjusted
basis of the building should be reduced by
$60,000, or four-fifths of the entire amorti-
zation deduction. Accordingly, the adjusted
basis of the facility as of April 1, 1944, Is

-$225,D00, of which $180,000 is allocable to the
building for the purpose of depreciation de-
ductions under section 23 (1), and $45,000 is
allocable to the land.

§ 29.124-5 Termination of amortiza-
tion ieriod-(a Date the emergrencyJ
use ceases. As used in this section, the
term "date the emergency use ceases"
means whichever of the following is the
earlier:

(1) The date of the proclamation by
the President by reason of which the
emergency period ends; or

(2) The date specified in a certificate
with respect to an emergency facility
made to the Commi ioner by the Secre-
tary of the department concerned (in
accordance with regulations prescribed
by the President) as the date on which
such facility ceased to be necessary in the
interest of national defense during the
emergency period.

(b) Taxpayer which has elected to
amortize. A taxpayer which has elected
to take amortization deductions with re-
spect to an emnergencyi facility may elect,
in the manner provided ih paragraph
(e) of this section, to terminate the
amortization period with respect to such
facility as of the end of the month in
which occurs the date the emergency use
ceases, provided that such date occurs
-prior.to the expiration of the original
60-month period. In such case there
shall, with.respect to such faciWt, be
substituted, in lieu of the original 60-
month period, a new amortization period
beginning with the first month- of the
original 60-month period and ending
with the end of the month n which oc-
curs the date the emerifency use ceases;
and the taxpayer's taxes for all taxable
years (beginning with the taxable year
in which the original 60-month period
began) shall be computed (or recom-
puted) so as to give effect to amortization
deduction§ with respect to such facility
computed in the manner provided in sec-
tion 124 (a) (see § 29.124-2) but on the
-basis of the new amortization period.

Example. On August 15. 1942. the X Cor-
poration, which mke3 Its income tax returns
on the calendar year basis, acquires an emer-
gency facility for the purpoce of performing
War Department contracts. The corporation
elects to take amortization deductions With
respect to such facility and to begln the 60-
month amortization period with Septcmber
1942, the month following the month of ac-
quisiton. The Secretary of War certifcs to
the Comm-Isloner that such facility ceaw'c, as
of July 15, 1944, to be necccsryin the intercst
of national defense. The X Corpration elects
-to terminate the amortization pcrlcd and,
accordingly, there Is to be cuhbtituted, In
lieu of the 60-month amortization period, a
new amortization period of 23 months (4
months In 1942, 12 months in 1943, and 7
months In 1944). The X Corporatfon m'
for the taxable years 1942, 1943, and 1944 shall
be computed or recomputed so as to give
effect to amortization deductions computed
in the manner provided in rction 124 (a) but
on the basis of the new 23-month amortiza-
tion period. I

c) Taxpayer whiclh has elected lo dis-
continue amortization. A taxpayer
which has elected to take amortization
deductions with respect to an emergency
facility and has subsecqlently elected
under section 124 c) (see § 29.124-4) to
discontinue, as of th beginning of a
specified month, the amortization de-
ductions with respectto such facility may
elect, in the manner provided in pam-
graph (e) of this section, to terminate
the amortization period with respect to
such facility as of the end of the month
in which occurs the date the emergency
use ceases, provided, that such date
occurs prior to the expiration of the orig-
Inal 60-month period and after the be-
ginning of such specified month. In
such case, with respect to such facility,
the election to discontinue the amorti-

zation deductions shall be disregarded
and there shall be substituted, in lieu of
the original 60-month period, a new
amortization period beginning with the
first month of the original 60-month pe-
riod and ending with the end of the
month in which occurs the date the
emergency use ceases. The taxpayer's
taxes for all taxable years (begining
with the taxable year In which the orig-
inal 60-month period began) shall be
computed (or recomputed) so as to give
effect to amortization deductions with
respect to such facility computed in the
manner provided in section 124 (a) (see
§ 29.124-2) but on the basis of the new
amortization period.

Example. On November 1, 1942 .the Y Cor-
poration, which makes its Inco tax re-
turns on the basis of a flscalyeari ending
June 30, begin the construction of an emer-
gency facility which is completed Sn March
15, 1943. The corporation elects to take
amortization deductlond with respect to such
facility end to begin the 6O-manth amortiza-
tion prlcid with April 14, the month fol-
lowing the completion. On January 15. 1944,
the corporation files a notice with the Com-
mssioner In which it elects to di contlnu
the amortization dequctions with respect to
uch facility as of the beginning of February

1944. The President ls-ues 'a prcclamation.
en Augut 16, 1944, by reason of which the
emergency period ends. The Y Corporation
then electz to terminate the amortization
period and. accordingly, Its election to di-
continug the amortization deductions Ls to
be disregarded. In such case, there I- to Le
sub tuted, In 1ieu of the original 60-month.
amortization p=Icd, a new amortition pe-
rnod of 17 months (3 months in the taxable
year ending June 30, 1943. 12 months in the
taxable yer ending June 0. 1944. and 2
months In the taxable year ending June 33,
1945). The corporatin'as taxes for the tax-
able yeam ending June 30. 1943. 71944, end
1945. are Jo be computed or recomputed so
as to give effect to amortization deductions
(in lIeu of amortization and depreciation de-
ductions previou.ly taken during such 17-
month p-Iod) computed In the manner pro-
vided in aectlon 124 (a) but on the bsis of
the new 17-month amortization pericd.

If the date the emergency use ceases
should occur between the date of ths
notice of discontinuance and the begin-
ning of the month specified in such no-
tice, the provisions of section 124 (d) (1)
and paragraph (b) of this section are
applicable.

d) Taxpayer which has not elected to
amortize-l) General rule. Ataxpayer'
which has obtained the required certifi-
cations but ha not elected, as provided
in section 124 (b), to take amortization
deductions with respectto the emergency
facility to which such certifications re-
late may nevertheless take amdrtization
deductions with respect to such facility,
if i) the date the emergency use ceases
occurs before the expiration of 60
months from the last day of the-month
in which such facility was completed or
acquired, and Gi) an election to take
such amortization deductions is made in
the manner prescribed in paragrapb( Ce)
of this section. In such case, the taxes
for all taxable years (beginning with the
taxable year in which fell the month
following the month in which such fa-c
cliUty was7 completed or acquired) shall
be computed' (or recbmputed) so as to
give effect to amortization deductionx
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with respect to-such.facility computed in
the manner provided in section 124 (a)
(see § 29,124-2) but on the basis of an
paortization period beginning with the
Inonth following the month in which
puch facility was completed or acquired,
and ending with the last day of the
month in which occurs the date of the
emergency use ceases.

Example. On September 25, 1942, the Z
Corporation, which makes its income tax re-
turns on the calendar year basis, acquires an
emergency facility for the purpose of per-
forming Navy Department contracts. The
corporation does not elect to take amortiza-
tion 'deductions with respect to such
facility. The Secretary of the Navy certifies
to the Commissioner that such facility
ceased, as of JjlT20, 1944, to be necessary in
the intere f national defense. 'The Z Cor-
poratlo~nay elect, in the manner provided

in parfgraph (e) of this section, to take
amortl tion deductions with respect to such
facllity '$nd In such case its taxes for the
taxable years 1942, 1943, and 1944 are to be
computed or recomputed so as to give ef-
feet to amortization deductions computed in
'the manner provided in section 124 (a) but
on the basis of an amortization period of 22
'months (3 months in 1942, 12 months in 1943,
and 7 months in 1944). such amortization de-
ductions to be in lieu of depreciation deduc-
tions previously taken during such 22-month
period.

(2) Special rule with,respect to incom-
p leted facilities. If the date the emer-
.gency use ceases occurs after the begin.
,ning of the comtruction, reconstruction,
.er'ection, or, installation of an emergency
, facility and such construction, recon-
'struction, erection, or installation is not
-completed, the taxpayer may elect, in
the manner prescribed in paragraph (e)
of this section, to take amortization de-
ductions with respect to such facility,
such amortization to be based on-a period
beginning with the month in Which the
construction, reconstruction, erection, or

'installation of such facility was begun
and ending as of the end of .the month

- in which occurs the date the emergency
use ceases.

(e) Manner of making election. The
election described in paragraph (b), (c),
or (d) of this section shall be made by

'filing with the Commissioner of Internal
'Revenue, Washington, D. C., a statement
of such election. Such statement shall
be filed within 90 days after the date of
the President's proclamation or the date
of the certificate of the Secretary of the
department concerned, whichever is the

'basis of the taxpayer's election, and
should contain a description clearly iden-
tifying the facility. 'A copy of such state-
ment should be attached by the tax-
payer to the income-tax return for the

- taxable year in which falls the date the
emergency use ceases.

(f) Recomputation of taxes in case of'
commuted amortization period. , The
recomputatlon of the tax liability au-
thorized by section 124. (d) (%) applies
to any income or excess-profits tax im-
posed under chapter 1 or subchapter
A,-3B, D, or E of chapter 2, to the capital
stock tax imposed by chapter 6, and to

- any other tax of the corporation affected
directly or indirectly by the recomputa-
tion of the amortization deduction.-

Under section 124 (M) (5); if the ad-
justment of any income or excess-profits

tax for any taxable year to glye effect
to the revised amortization deduction is
prevented (1) on the date of the- certifl-
bate of the Secretary of the department
concerned or the date oX the President's
proclamation, whichever forms the basis
of the taxpayer's election, or (2)'within"
one year after sucli date, by any provi-
sion of law (other than section, 3761, re-
lating to compromises, and other than
section 124 (d) (5) or by any-rule of law,
including the doctrine of res judicata, an
adjustment shall nevertheless be made if
a claim for refund or credit is filed or a
notice of deficiency is mailed, as the case
maybe, within one year after the date of
such certificate or proclamation. Sec-
tion 124 (d) (5) applies only if, at the
time of the filing of the claim for refund
or the mailing of the notice of deficiency,
the adjustment would otherwise be pre-
vented by the running of the statute of
limitations, by the execution of a closing
agreement, by the operation of the rule
of res judicata, or for other reasons. For
xeference to provisions which would pre-
.vent adjustment except for the provi-
,sions of section ,124 (d) (5), see § 29.3801
(b)-0. Section 124 (d) (5) is not appli-
cable, however, if on the date of the filing
of the claim'for refund or the mailing

.of-the-notice of deficiency, adjustment of
the tax liability Is permissible without
recourse to such section.

The amount of the adjustment author-
ized by section 124 (d) (5) is limited to
the increase or decrease in the tax pxevi-
ously determined for the taxable year

'which results solely from the revision of
the amortization deduction and the col-
lateral effects of such revision upon items
of income, deductions, credits, invested
capital, etc., already taken -into account

-in ascertaining the tax -previously deter-
mined. The tax previously determined
for any taxable year is to be ascertained
in accordance with the provisions of sec-
tion 3801 (d). See § 29.3801 (d)-1. If
the amount of the adjustment deter-
mined under sectidn 124 (d) (5) repre-
sents an increase in tax, it is to be treated
In the same manner as a deficiency for
the taxable year, if it represents a de-
crease in tax, it Is to be treated in the
same manner as an overpayment for the
taxable year. The amount of the ad-
jdstment considered as a deficiency or as
an overpayment, as the case may be, will
bear interest to the extent provided by
the internal revenue laws applicable to
deficiencies and overpayments for the
taxable year for which the adjustment
is made.

The amount of any adjustment under
the provisions of section 124 (d) (5)
which is refunded may not subsequently
be recovered in a-sult for erroneeus re-
fund based upon any adjustment other
than one resulting from the revision of

- the amortization deductions. The
amount of any adjustment under section
124 (d) (5) which is, assessed and col-
lected as a deficiency may not thereafter
be recovered by the taxpayer n any suit
for refund based upon any adjustment
other than one resulting from the revi-
sion of the amortization deductions. The
application of the provisions of section

124 (d) (5) may be illustrated by the fol-
lowing example'

Example. On.August 31, 1042, the X Cor-
poration, which makes its income tax returns
on the calendar year basis, acquires a/ emer-
gency facility at a cost of $300,000 and elects
to take amortization deductions with respect
to such facility over the 60-month period
beginning with the month of September 1942,
-For the taxable year 1942 the corporation
files an Income tax return disclosing a net
income of $73,800, corporation urtax net
income of $65,300, and normal fax net income
of $65,300. The return discloses a tax liabll-
lty of $19,903, which is assessed and paid. In
making such computation, the corporation
takes amortization deductions of $5,000 a
month for fouf months, or $20,000, but in
computing its gross income erroneously omits
interest income amountlegf-to $6,000, and in
computing its deductions erroneously omits
a, deduction for insurance expense of $2,000.
The corporation includes in gross income div-
Idends from a domestic corporation In the
amount of $10,000 and takes a dividends re-
ceived credit of $8,500. It also files an excess-
profits tax return under subchapter E of
chapter 2 disclosing an invested capital of
$637,500, an excess-profits not income of
$68,000, an excess-profits credit of $61,000
computed on the invested capital basis, and
an excess-profits tax liability of $4,200.

On September 1, 1946, the Secretary of the
department concerned certifies to the Com-
.missioner that such emergency facility ceased
as of August 15, 1946, to be necessary in the
interest of national defense. The X Corpo-
ration elects to terminate the amortization
-period and to amortize the adjusted basis of
such facility over the shortened period of 48
-months beginning September 1, 1942, and
ending August 31, 1946. The corporation to
therefore entitled to compute or recomputo
its taxes for 1942, 1043, 1044, 1045, and 1046
on the basis of a'n amortization deduction of
$6,250 in lieu of $5,000 for each month be-
ginning with September 1942 and ending with
August 1946, The allowable deduction for
1942 Is therefore $25,000 in lieu of $20,000.
Claims for refund for all years, except 1046,
are filed on Nbvember 30; 1946. For the tax-
able year 1942 the period of limitations upon
the filing of a claim for refund provided by
section 322 expires on March 16, 1040. Since,

-however, the claim Is filed within one year
from the date of the certificate of the Secre-
tary of the department conCerned, an ad-
justment is authorized under section

1124 (d) (5). The amount of the adjustment
- of the income taxes under sections 13 and 15

and the excess-profits tax under subehapter
E of chapter 2 for 1942 is $2,768 (income
taxes, $1,008: excess-profits tax, $1,780), com-
puted as follows:

EXCESS-PROFITS TAX
Excess-profits net income re-

ported ----------------------- $8, 00,0
Less: Additlohal deduction for

amortization ---------------- 5. D,00, 00

Excess-profits net income as
recomputed ----------------- 03,000.00

Les:
Excess-profits

credit --------- $51,000.00
Specific exemption. 5,000.00

560_0, 00

Adjusted excess-profits net in-
come ------------------------ 7,000.00

Excess-profits tax as recom-
pilted -..-------------------- 21450, 00

Tax previously determined and
paid ------------------------ 4.200.00

Amount of adjustment under sec-
-tIon 124 (d) (5) to be refunded

or credited ---------------- 1,750.00
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Net income upon which tax prevl-
* ously determined -was based- $73,800.00
-Less. Additional deduction for

amortization:
- Amount deduct-

ible . $5, -000.00
Amount delucted

in return --- 20, 000. 00- 5, oo.oo

BaIance_ 68,800.00
Add: Adjustment for excess-

. profits tax:
Amount previously

deducted..._.- $4, 200.00
As recomputed.- 2, Z0.00

- ,750.00

Net-income asrecomputed-__. 70,550.0
Leis: Dividends received credit- 8,500.00

Corporation surtax net Income-. 62,050.00
Less: Interest on obligations of-
-the United States and its in-

stidmentaltles___ -  
.... Noone

Normal tax net income___--_. 62,050.00
Surtax on $25,000- $1,500.00
Surtax on 337,050__- 2,593.50
Normal tax on $62,-
050:- - 14,892 00

Income tax as 'recomputed__... 18,985.50
Income tax previously deter-

m l~neL._.__._ . .19,993.00

Amoufit of adjustment under sec-
tion 124 (d) (5) to be refunded
or credited--, 1, 007. 60
By zeason' of the limitations Imposed by

Section 124 (d) (51 the adjustment is ]lm-
Ited to the decrease in the tax previously
determined which results solely from the re-
vision of the amortization decluctions and
the consequences flowing therefrom, Accord-
inglyj.the recomputation does not take into
consideration the item of $6,000. represent--
inginterest received vhich was omitted from
gross income, )r-the ttem of $2,00. repre-
&enting Insurance expense, for which no de-
du.tion was allowed.
. Since the, claims for refund for the t~xnble
years 1943, 19M, and, 1945 Vere thed within
the period of limitations provided in section
322, the provisions of section 124 (d) (5} are
?ot applicable and the complete adjustment
of the tdxes for such taxab!e years may be
miaie without regard to the limitations con-
tained In. section 121 (d) (5).

§29.124--6 Adiusteet basis of, emer-
gey faczTity-(a) In general. The ad-
Justed basis of an emergency facility for
purposes of computing 'the amortization
deduction -may differ from what would
otherwise constitute the adjusted basis

,of such emergency facility, in that it
shall be the adjusted basis for determin-
ing gain (see section 113) and in that it
may be only a portion of what would
otherwise' constitute the adjusted basis.
It will be only & portion of such other
adjusted basis if only a portion-of the
basis. (unadjusted) is attributable to the
certified construction, reconstruction,
erection, installation, or acquisitfon after
December 31, 1939. It is therefore nec-
essary first to determine the unadjusted
basis of the emergency facility from
which the adjusted basis-for amortiza-
tio purposes is derived.

The unadjusted basis for amortization
PurPoses, n cases where the entife con-
struction, reconstruction, erection, in-
Stallation, or acquisition takes place

after December 31, 1939, and such con-
struction, reconstruction, erection, in-
stallation, or acquisition Is certified Inits
entirety by the Secretary of the depart-
ment concerned as necemry in the In-
terest of national defenze during the
emergency period, is the same as the un-,
adjusted basis otherwise determined.

In cases where the Secretary of the
department concerned certifies the entire
cdnstruction, reconstruction, erection,
installation, or acquisition after Decem-
ber 31, 1939, as necezsary in the intarest
of national defense during the emer-
gency period, but only a portion of the
construction, reconstruction, erection,
installation, or acquisition attributable
to the facility takes place after Decem-
ber 31, 193, the unadjusted basis for the
purposes of amortization Is so much of
thi entire unadjusted basis as Is attrib-
utable to that portion of the construc-
tion, reconstruction, erection, instnlla-
tion, or acquisition which too place
after December 31, 1939. For example,
the X Corporation begins the construe-
tion. of a facility November 15, 1939, and
such facility is completed on April 1,
-1940, at a cost of $500,000, of lich
$300,000 is attributable to construction
after December 31,139. Thecertificate
of neces cover the entire construe-•tion after DecemberJ 31, 1939. and the
unadjusted basis of the emergency fa-
oiy for amortization purpoces Is there-
fore $300,000. For depreciation of the
remaining portion of the cost ($200,000),
see § 29.124-4..

If the Secretary of the department
concerned certifies only a portion of the
construction, reconstruction, erection,
installation, or acquisition after Decem-
ber 31, 1939, then the unadjusted basis
for amortization purposes Is limited to
the amount attributable to such portion
of the construction, reconstruction, erec-
tion,. Installation, or acquisition after Da-
cember 31, 1939. Assuming the same
facts as in the example in the preceding
paragraph, except that the certificate is
to the effect that only 50 percent of the
construction after December 31, 1939, is
necessary In the interest of national de-
fense during the emergency period, the
'unadjusted basis for amortization pur-
poses is 50 percent of $300,000, or
$150,000.

Where a corporation begins the con-
struction, reconstruction, erection, or in-
stallAtion. of a facility before June 11,
1940, and completes It after June 10, 1940,
the part of such construction, recon-
struction, erection, or installation taking
place after December 3. 1939, and be-
fore June 11, 1940, and the part
thereof taking place after June 10,
1940, each constitutes a separate
emergency facility, provided a certificate

of necesi t7 under section 124 () has
been made with respect to each such part
(see section 121 (e) and § 29324-0).
Furthermore, the part of such construz-
tion, reconstruction, erection, or installa.-
tion takdn place after December 31,, 1933.
and before June 11. 1219, is deemed tG
have been completed on June 10, 1oM (s e
section. 124: (e) (1) and. § 24-2).
Accordingly, under such circumstances,
in applying the foregoing rules for de-
termining the unadjusted basis of the
Vnxergency facility repre ."ting the part
of the construction, reconstruction, erec-
tion, or installation tading place after.
June 10, 1240, the date "June 10. 12W4"
should be substituted for the date "Da-
comber 31, 1939.7 -

The adjusted basis of an emergenc y
facility for amortizationP urpses is the
unadjusted basis for amortization pur-
poses less the adjustments properly ap-
plicable thereto. Such adjustments axe
thoze specilfed in section 113 (b). except
that no adjustments are to be taken in- -
to account which increase the adjusted
basis. (See paragraph (b) of this sea-
tion.) Amounts received by a taxpayer
in connection with its agreement to sup-
ply articles for national defense., thouzh
denominated.relmbursements for all or
a part of the cost of an emergency facil-
Ity, are not to be treated as capital re-
ceipts but are to be taken. into account
in computing income, ana are therefore
not to be applied in reduction of the basis
of such facility. The following examp!es
will illustrate the computation of the ad-
lusted basis of an emergency facility for
amortization purposes:

Exar.0;~ (1): The X Corpomatin cemplate3
on marg=7 fzclty cn July 1, 194. the
entire urzdJuztcd bass of vwhfch la CMEJ~C
and tha unzdjutcd bas!.v of vwhiclxfor pc-
rasa of amertization Is,_,QqzCCZ3. The X

CoQzp tion elct- to bagZin amc--tization an
JJauary 1, I2. The only zdjustment to

baIt.-o the- lerlad frcm Jiuly 1. 1940. to
January 31, I041, other than deprecaUtfs
or amortization for January 1oA, Is C5.O0
for depreciation for the last six months of
1940. The adjusted basis for purposes of
am.iiWrtin-in I-- therefore $203CCO les MC.C:)
(M.cOJ cOa3 f.sstl of c5,X3), or $2aT,0.

Ex=a al (2). On July 311, 24 the Y C=-
;ratlonb- han emergnc facaty (a build.
tag) completed on July 1. 1A0, the entire
unadjusLed baals of whch is $00,0C09. and
the uadjusted basis of which for purpoaes of
'amortization is, so,cco. The corporation
ecctu to bejin amortization on Tanu=y 1,
IM_,. by .hch time It i- entitled to $5.CJ
dieprcdnattim fox the last dx months- of ISO2.
On July 1, 1944. the facility i- da a gd by
lre, am the rezult of which Ita adjusted b--t Is
properly rzduccd by 4200,00-. The adusted.
bac-s of the emergency facility as of July
2t44 forpurpcze3 of amortztion nd deprec-
affon, and the adjusted basis for other pus-

respectively, computed as faolow-:

M qeunto faniny X. 10fl.. LC ?,C50fO
.&~~ebLIuaN 0L_ j- C:1C aC 23,CELCj)C 41151CL-t
Lqs depreectmc fer 42& NOU3 1 [03a - Kr
.&dlastedas attin Ore l-=_ _V 5IT0.E C9 54,O GO 2n__-

A djustpd tasis ate ra I= 23 .S 1J 42,2ZOS2j 73,X9O
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The $200,000 fire loss is applied against the
adjusted basis for purposes of amortization
and the adjusted basis for purposes of depre-
ciation in the proportion that each such ad-
justed basis at the time of such fire loss
bears to their sum, 1. e., 89,100/273,100ths of
$200,000 or $65,250.82, against the amortiza-
tion basis, and 184,000/273,100ths of $200,000
or $134,749.18, against the depreciation basis.

(b) Capital additions. If, after the
combletion or acquisition of an emergen-
cy facility with respect to which a cer-
tificate of necessity has- been made, fur-
ther expenditures are .made for. con-
struction, reconstruction, erection, in-
stallation, or acquisition attributable to
such facility but not included in such
certificate of necessity, such expendi-
tures shall not be added to the adjusted
basis of the emergency facility for amor-
tization purposes under such certificate.
If such further expenditures are covered
by a separate certificate of -necessity
made in accordance with the provisions
of section 124 (f), they are treated as
certified expenditures in connection with
a new emergency facility, and, if proper
election Is made, will be taken into ac-
count in computing the adjusted basis
of such new emergency facility for pur-
poses of amortization.

Example. On March 1, 1942, the Secretary
of the department concerned certifies as an'
emergency facility a heating plant proposed
to be constructed by the Z Corporation. Such
facility is completed on July 1, 1942. The
Z Corporation, on August 1, 1942, begins the
installation In the plant of an additional
boiler, which is not included in the certificate
for the plant but is, prior to such installa-
tion, ce-tified in c separate certificate as
necessary In the Interest of national defense.
For amortization purposes, the adjusted basis
of the heating plant is determined without
Including the cost of the additional boiler.
Such cost is taken into account in computing
the adjusted basis of the new emergency
facility (the boiler), as to which the tax-
payer has a separate election for amortiza-
tion purposes and a separate amortization
period.

§ 29.124-7 Depreciation of portion of
emergency facility notsubject to amor-
tization. The rule set forth in section
124 (a) (see § 29.124-2), that an amorti-
zation deduction with respect to an emer-
gency facility is In lieu of any deduction
for depreciation which would otherwise
be allowable with respect to such fa-
cility, is subject to the exception pro-J
vided in section 124 (g). Under this
exception, if the property constituting
such facility is depreciable property un-
der section 23 (1) and the regulations
pertaining thereto and if the adjusted
basis of such facility as computed under
section 113 (b) for purposes other than
the amortization deductions (see § 29.113

) (b) (1)-i) is in excess of the adjusted
basis computed under section 124 (f) for
purposes of the amortization deductions
(see § 29.124-6), then the excess shall be
charged off over the useful. life of the
facility and recovered through deprecia-
tion deductions. Thus, if the construc-
tion of an emergency facility is begun on
or before December 31, 1939, and com-
pleted after such date, no amortization
deductions are allowable with respect to
the amount .attributable to such con-
struction on or before such date (see

4 29.124-6). However, if the property
constituting such facility is depreciable
property under section 23 (1) and the
regulations pertaining thereto, then the
depreciation deduction provided by such
section and regulations is allowable with
respect to -the amount attributable to
such constructionon or before December
31, 1939.

Similarly, If only a part of the con-
struction, reconstruction, erection, mii-
stallation, or acquisition after December
31, 1939, of an emergency facility has
been certified by the Secretary of the
department concerned as necessary in
the inter est of national defense during
the emergency period, and if such fa-
cility is depreciable property under sec-
tion 23 (1) and the regulations pertain-
ing thereto, then the depreciation de-
duction provided by such section and
regulations is allowable with respect to
the part which has not been so certified.

For illustration of the treatment of a
depreciable portion of an emergency fa-
cility, see example (2) in § 29.124-6 (a).

§ 29.124-8 Payment by United States
of unamortized cost of facility. Section
124 (h) contemplates that certain pay-
ments may be made by the United States.
to a taxpayer as compensation for the
unamortized cost of an emergency
facility. If the amount of any such pay-
mlent is properly includible in gross In-
come and has been certified, as provided
in section -124 (h), as having been paid
under the circumstances described
therein, a -taxpayer which is recovering
the adjusted basis of an emergency
facility through amortization rather
than depreciation may elect to take such
amount as an amortization deduction.
with respect to such facility for the
month in which such amount is so in-
cludible. Such. amortization deduction
shall be inlieu of the amortization de-
duction otherwise allowable with respect
to such facility for such month, and shall
not in any case exceed the adjusted basis
of such facility (see § 29.124-6), as of
the end of such month (computed with-
out regard to any amortization deduc-
tion-for such month). The election re-
ferred to in this paragraph shall be made
in the return for the taxable year in
which the amount of such payment is
includible in gross income.

If a taxpayer is recovering the ad-
justed basis of an emergency facility
through depreciation rather than amor-
tizatlon, the depreciation deduction al-
lowable under section 23 (1) for the
month in which the amount of any such
payment is includible in gross income
shall, at the taxpayer's election, be in-
creased by such amount; but the total
deduction with respect to the certified
portion of such facility shall not in any
case exceed the adjusted basis of such
facility (computed as provided in section
124 (f) and § 29.124-& for amortization
purposes) as of the end of such month
(computed without regard to any amount
allowable for such month under section
23 (1) or 124 (h) (2)). The election re-
ferred to in this paragraph shall be made
in the return for the taxable year in
which the amount of such payment is
iffcludible in gross income.

This section may be illustrated by the
followingexamples:

Example (1). On January 31, 1942, the X
Corporation purchases an emergency facility
at h cost of $600,000. The certificate of neces-
*ity covers the entire acquisition. The X
Corporation elects to take amortization do-
ductionp with respect to such facility and to
begin the 60-mQnth amortization period with
February 1942, the month following the
month of acquisition. On July 15, 1043, as a
result of the cancellation of certain contracts
with the X Corporation, the United States
makes a payment of $300,000 to the corpora-
tion as compensation for the unamortized
cost of such facility. The $300,000 payment
Is ncludible in the X Corporation's gross in-
come for July 1943. The adjusted basis of
such facility for amortization purpOses as of
the end of July 1943, computed without re-
gard to any amortization deduction for such
month, Is $430,000. Accordingly, the corpora-
tion is entitled to take an amortization de-
duction" of $300,000 for such month, in lieu
of the $10,000 amortization deduction which
is otherwise allowable.

Example (2). On November 30, 1042, the Y
Corporation purchases an emergency facility,
consisting of land with a, building thereon at
a cost of $500,000 of Which $200,000 Is allocable
to the land and $300,000 to the building. The
certificate of necessity covers the entire ac-
quisition. The Y Corporation does not elect
to take amortization deductions with respect
to such facility, but is entitled to a deprecia-
tion deduction with respect to the building
at the rate of 3 percent per annum, or $750
per month. On August 12, 1944, as a result
of cancellation of certain contracts, the
United States makes a payment of $400,000 to
%he corporation as compensation for the un-
amortized cost of such facility. The $400,000
Is includible in the Y Corporation's gross In-
come for August 1944. The adjusted basis of
the facility as of the end of August 1044, com-
puted without regard to depreciation for such
month, is $485,000, of which amount 0200,000
is allocable to the land and $285,000 to the
building. Accordingly, the corporation Is on-'
titled to increase the $750 depreciation deduc-
tion for August 1944 by the full amount of
the $400,000 payment.-

§ 29.124-9 Life tenant and remainderw
man. In the case of an emergency facil-
ity held by one person for life with re-
mainder to another person, the amortiza-
tion deduction shall be computed as If
the life tenant were the absolute owner
of the facility and shall be allowable to
the life tenant during his life.

SEO. 125. AsmoaTzinr,= EoN rRruM ins
added by sec. 126 (b), Rov. Act 19421.

(a) General rule. In the case of any bond,
as defined In subsection (d), the following
rules shall apply to the amortizable bond pre-
mium (determined-under subsection (b)) on
the bond for any taxable year beginning
after December 31, 1941:

(1) Interest wholly or partially taxable. In
the case of a bond (other than a bond the
interest on which Is excludible from gross
Income), the amount of the amortzablo bond
premum for the taxable year shall be allowed
as a deducton.

(2) Interest wholly tax-exempt. In the
case of any bond the interest on which Is ex-
cludible from gross Income, no deduction
shall be allowed for the amortizable bond
premium for the taxable year.

(3) Adjustment of credit n case of inter-
est partially tax-exempt. In the case of any
bond the interest on which Is allowable as a
credit against net Income, the credit provided
in section 25 (a) (1) or (2), or section 20 (a),
as the case may be, shall be reduced by the
amount of the amortizable bond premium for
the taxable year.
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(For adjustment to basis on account of

amortizable bond premium, see section 113
(b) (1) (H)).

(b) Amortizable bond premium-(1)
Amount of bond premium. For the purposes
of paragraph (2). the amount of bonr pre-
mium, In the case of the holder of any bond,
shall be determined wl.h reference to the
amount of the basis (for determning loss on
sale or exchange) of such bond, and with
reference to the amount payable on maturity
or on earlier call date, with adjustments
proper to reflect unamortized bond premium
with respect to the bond, for the period prior
to thd date as of which subsection (a) be-
combs applicable with respect to the taxpayer
with respect to such bond.

(2) Amount amortizable. -The amortiz-
able bond premium of the taxable year shall
be the amount of the bond premium attrib-
utable to such year.

(3) Method of determination. The de-
terminations required under paragraphs (1)
and (2) shall be made-

(A) in accordance with the method of
amortizing bond premium regularly employed
,y the holder-of the bond, if such method is
reasonable;

.(B) in all other cases, in accordance with
regulations prescribing reasonable methods of

x amortizing bond premium, prescribed by the
Commissioner'with th approval of the Sec-
retary. 7

(c) Election on taxble and partially tax-
able bonds-(1) Eligibility to elect and bonds
with respect to which, election permitted.
This section shall apply. with respect to the

- following classes of txayers with respect to
the following classes o bonds only if the tax-
payer has elected to have this section apply.

(A) Partially tax exempt. In the case of
a taxpayer other than a corporation, bonds
with respect to the interest on which" the
credit provided in section 25 (a) "(1) or (2)
is allowable; and

(B) Wholly taxable. In the case of any
taxpayer, bonds the interest on which is not
excludible from gross Income but with re-
spect to which the credit provided in section
25 (a) (1) or (2), or section 26 (a), as the
case may be, is not allowable.

(2) Manner and effect of election. The
election authorized under this subsection'
shall be made in accordance with such regu-
lations as the Commissioner with the ap-
proval of the li2cretary shall prescribe. If
such election is made with respect to any
bond (described in paragraph "1)) of the
taxpayer, it shall also apply to all such bonds
held by the taxpayer at the beginning of the
first taxable ye't which the election ap-
plies and to all such bonds thereafter ac-
quired by him and shall be binding for all
subsequent- taxable years with respect to all
such bonds of the taxpayer, unless, upon ap-
plication by the taxpayer, the Commissioner
"permits.him, subject to such conditions as
the Commissioner deems necessary, to revoke
such election. The election authorized un-
der this, subsection in-the case of a member
of a partnership shall be .exercisable with re-
spect to bonds of the partnership only by the
partnership. In the case of bonds held by a
common trust fund, as defined In section 169,
or by a foreign -personal holding company, as
defined in section 331, the election authorized
under this subsection shall be exercisable
with respect to such bonds only by the com-
* mon trust fund or foreign personal holding
company.

(d) Definition of bond. As used In this
section, the term "bond" means any bond,
debenture, note, or certificate or other evi-
dence of indebtedness, issued by-any corpo-
ration and bearing interest (including any
like obligation issued by a government or po-'
iltical subdivision thereof), with interest
coupons or In registered form, but does not
include any such obligation which consti-
tutes stock in trade of the taxpayer or any
such obligation ofa kind which would prop-

erly be Included in the Inventory of the tax-
payer if on hand at the clcoe of the taxablo
year, or any uch obligation held by the tax-
payer primarily for Eale to cuztomero In the
ordinary course of his trade or buinc.

§ 29.125-1 In general-a) Applica-
tion. Section 125 makes provision for
the amortization of bond premium by the
owners of the bonds. It is mandatory
with respect to:

(1) Fully tax-exempt bonds (the In-
terest on which is excludible from gross
,income), whether the owner Is a corpo-
ration, individual, or other taxpayer,
and

(2) Partially tax-exempt bonds (the
interest on which is subject only to sur-
tax) owned by a corporation.
It is optional, at the election of the tax-
payer, with respect to:

(1) Fully taxable bonds (the inferest
on which is subject to normal' tax and
surtax), whether the owner is a corpo-
ration, individual, or other taxpayer;
and

(2) Partially tax-exempt bonds owned
by taxpayers other than corporations.

The term "bond" as used In section 125
means any bond, debenture, note. or cer-
tificate or other evidence of Indebtedness,
Issued by any corporation and bearing
interest (including any like obligation Is-
sued by a government or political subdi-
vision thereof), with interest coupons or
in registered form, but does not Include
any such obligation which constitutes
stock in trade of the taxpayer or any
such obligation of a kind which would
properly be included In the inventory of
the taxpayer If on hand at the cloze of
the taxable year, or any such obligation
held by the taxpayer primarily for sale
to customers in the ordinary course of
his trade or business. Since Ulonds
owned by dealers in securities are ex-
cluded from the foregoing definition, sec-
tion 125 has no application to such
dealers.

(b) Operation. In the case of a fully
tax-exempt bond, the amortizable bond
premium for the taxable year is simply
an adjustment to the basis or adjusted
basis of the bonds. Thus, if such pre-
mium is $1, the basis or adjusted basis
of the bond is reduced by $1. No deduc-
tion is allowable on account of such
amortizable bond premium. In the case
of a fully taxable bond to which section
125 Is applicable, the amortizable bond
premium is both an adjustment to the
basis or adjusted basis of the bond and
a deduction.

In the case of a partially tax-exempt
bond to which such section is applicable,
the amortizable bond premium for the
taxable year is used for three purposes:
(1) As an adjustment to the basis or
adjusted basis of the bond; (2) as a de-
duction; and (3) as a reduction of the
credit for the interest on the bond, pro-
vided in section 25 (a) (1) or (2), or
section 26 (a). Accordingly, If the In-
terest on such a partially tax-exempt
bond for the taxable year is $30 and the
amortizable bond premium thereon for
such taxable year is $5, the $30 is In-
cluded in gross income, the $5 is allow-
able as a deduction, an adjustment In the
amount of $5 is made to the basis or ad-

justed basis of the bond, and the credit
on account of such ntereso is $25 ($30
minus $5).

In the case of a trust the income of
which is distributable to the beneficiaries
In whole or in part, where the trustee
elects to amortize bond premium by de-
ducting the amount thereof in the re-
turn filed for the trust on Form 1041,
the %listributable income of the trust de-
termined in accordance with the provi-
sions of section 162 (b) is the full amount
otherwise distributable without reduc-
tion for amortization of bond premium
In all cases where, under the law ap-
plicable to the trust or under the pro-
visions of the trust instrument, the in-
come distributable to the beneficiaries
shall not be reduced by such reduction
for amortization. (See section 24 (d).)

§ 29.125-2 Bond premium and amor-
tizablg.hbond premium. Bond premium
on any bond to which section 125 applies
is the excess of the amount of the basis
(for determining loss on sae or ex-
change) of the bond over the amount
payable at maturity or, n the case of a
c-allable bond, earlier call date. (For de-
termination of applicable call date see
§29.125-5.) If the date as of which such.
basis of the bond was established pre-
cedes the first taxable year with respect
to which such section applies o the bond,
there shall be made adjustments proper
to reflect unamortizad bond premium on
such bond for the period including the
holding period (as determined under sec-
tion 117 (h)) prior to the date as of
which section 125 first becomes appli-
cable to the bond in the hands of the tax-
payer. The application of the preceding
sentence relating to adjustments may be
illustrated by the following examples:

Example (1). On January 1, 1942, T who
makFs his income tax returns on the cal-
endar year basis, owns a fully taxable s1C0
bond, maturing on January 1, 1952. T pur-
chazsd this bond on January 1,1932, for $120.
T elects to have section 125 apply to such
bond for 1942 and subsequent taxable Years
In determining the amount of bond premium
to be amortized over the remaining 10 years
of the life of the bond, T Is requred, but
rolely for such purpose, to treat the bond as
if be had amortized the bond premium there-
on during the prior 10 years under this sec-
ton, and to make the proper adjustment in
the original bond premium. Accordingly, T
would treat 610 as having been amortzed
during the first 10 years; and would be re-
quired to amortize the remaining $I0 over
the folloUlng 10 years. When the bond is
redeemed on January 1, 1952. for $1c0. only
the 010 attributable to the second i0 years
will actually have been amortized. The $10
attributable to the first 10 years will have
been treated as an adjustment to the original
bond premium but will not have been amor-
tIzed.- Consequently T will have a capital loss
in the year of redemption on account of- th
$10 attributable to the period 1c2-195"

E-xample (2). On January 1, 1942. X's father
gave h m a fully taxable $100 bond maturing
on January 1,1952. X's father had purchased
the bond on January 1, 1932. for $120. The
fair market value of the bond at the time of
the gift was $130. X makes his income tax
returns on the calendar year basis and elects
to amortiza the bond premium on the bond
during the period from 1942 to 1952. Under
rEvtlon 113 (a) (2) the cost of the bond to
X!'s father constitutes the basis of the bond in
X's hands for determining loss, since such
cost Is lower than the fair market value of
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the bond at the time of the gift, and under
section 117 (h) (2) X's holding period is
deemed to include the 10 years during which
his father held the bond. X is required to
treat the bond as If the bond premium there-
on had been amortized during his father's
holding period. Thus, X is required to amor-
tize $10 over the period 1942-1952 and in
the year of redemption will have a capital
loss on account of the $10 attributable to
his father's holding period.

Example (3). On January 1, 1942, Y, who
makes his income tax returns on the calendar
year basis, owns a tax-exempt $100 bond,
maturing on January 1, 1951. He purchased
this bond on January 1, 1941, for $110. On
December 31, 1944, Y sells the bond for $108
and thus realizes a gain of $1, computed, as
follows:

(1) Total bond ,premium ($110 minus
$100) ....-- - $10

(2) Amount of bond premium amortiza-
tion under section 125 (total bond
premium minus unamortized bond-
prem'um attributable to -1941, $10
minus $1) ------------------ 9

(3) Amount of bond premium amor-
tized frbm January 1, 1942, through
December 31, 1944 ($1 for each such
year) ----------------------------- 3

(4) Adjusted basis of bond at close of
1941 ($110 innus $3) -------------- 107

(5) Gain ($108 minus $107) ------------ 1

Amortizable bond premium ori any
bond to which section. 125 applies is such
part of the bond premium on the bond
as is attributalole to the taxable year.

§ 29.125-3 Methods of amortization.
The dcterminations of the bond premium
and ainortizable bond premium on any
bond to which section 125 applies shall be
made in accordance with:

(a) The method of amortization regu-
larly employed by the taxpdyer, if such
method is reasonable; or

(b) The method of amortizati6n pfe-
scribed by this section.

A method of amortization will-be
deemed "regularly employed" by , tax-
payer if the method was consistently
followed in taxable year beginning prior
to January 1, 1942, or if for taxable years
beginning on or after such date the tax-
payer (including a taxpayer who followed
a different method in taxable years be-
ginning prior to January 1, 1942) initi-
ates in the first taxable year for which
the deduction is taken a reasonable
method of amortization and consistently
follows such methbd thereafter. A tax-
payer who regularly employs a method
of amortization may be one, for example,
who is subject to the jurisdiction of a
State or Federal regulatory agency and
who, for the purposes of such agency,
amortizes the bond premium on his bonds
in accordance with a method prescribed
or approved by such agency. However,
it is not necessary that the taxpayer be
subject to the jurisdiction of su'ch an
agency or that the method be prescribed
or approved by such agency. It is suffi-
cient if the taxpayer regularly einploys
a method of amortization and if such
method is reasonable.

The method of amortization prescril:ed
by this section i as follows:

(1) The bond premium on any bond
to which section 125 applies shall be de-
termined in accordance with § 29.125-2
and shall be computed as of the end of
the taxable year (or as of the date of

disposition. or redemption of the bond,
if it was disposed of or redeemed in the
taxable year) but without regard to the
amortizable bond premium for the tax-
able year; and

(2) The amortizable bond premium on
such bond for the taxable year shall be
an amount which bears the same ratio
to the bond premium on the bond as the
number of months in the taxable year
during which the bond was owned by
the taxpayer bears to the number of
months from the beginning of the taxa-
ble year (or, if the bond was acquired in0

the taxable year, from the date of ac-
quisition) to the date of maturity or
earlier call date. For the purposes of
this section a fractional part of a month
shall be disregarded unless it amounts
to -more. than half a month in which case
it shall be considered as a month.

§ 29.125-4 Election. In the case of a"
corporation, the election provided in sec-
tion 125 may be made only with respect
to fully taxable bonds. In the case of a
taxpayer other than a corporation, the
election provided in such section may be
made with respect to (a) fully taxable'
bonds only, or (b) partially tax-exempt
bonds only, or (c) both fully taxable
bonds and partially tax-exempt bonds.
Such election shall be made by the tax-
payer by claiming a deduction for the
bond premium in his return for the first
taxable year to which he desires the
election to be applicable. No other
method of making such election is per-
mitted. If the election is so made, the
taxpayer should attach to his return a
statement showing the computation of
the deduction. The election shall apply
to all bonds in respect of which it was
made owned by the taxpayer at the be-
ginnig of the first taxable year to which
the election applies and also to all bonds
of such-class (or-classes) thereafter ac-
quired by him, and shall be binding for
all subsequent taxable years. Upon ap-
plication by-the taxpayer, the Commis-
sioner may permit him to revoke the
election, subject to such conditions as
the Commissioner deems necessary. In
the case of bonds owned by a partner-
ship, common trust fund, or foreign per-
sonal holding company, the elebtion shall
be exercisable by such partnership, com-
mon trust fund, or foreign personal hold-
ing company.

§ 29.125-5 Callable and convertible
bonds. The fact that a bond is callable
or convertible into stock .does not, In
itself, prevent the application of section
125. For the purposes of such section, in
the case of a callable bond the earlier
call date will be considered as the ma-
turity dite and the amount dUe on such
date will be considered as the amount
payable on maturity, unless the taxpayer
regularly, employs a different method of
amortization which Is reasonable.
Hence, the bond premium on such a bond
is required to be spread over the period
from the date as of which the basis for
loss of- the bond is established down to
the earlier call date, rather than the
maturity date. The earlier call date may
be the earliest call date specified'in the
bond as a day certain, the earliest inter-
est payment date if the bond is callable

at such date, the earliest date at which
the bond is callable at par, or such other
call date, prior to maturity, specified In
the bond as may be selected by the tax-
payer. A taxpayer who deducts amor-
tizable bond premium with reference to
a particular call date may not thereafter
use a different call date In the calcula-
tion of amoitizatlon deductions with re-
spect to such premium. A convertible
bond is within the scope of section 125
if the option to convert on a date certain
specified in the bond rests with the
holder thereof.

§ 29.125-6 Capitalized expenses. In
the case of a bond on which there is no
bond premium exclusive of capitalized
expenses (such as buying commissions),
but to which section 125 otherwise ap-
plies, a taxpayer who Is required by these
regulations to use thq method of amor-
tization prescribed by § 29.125-3, a tax-
payer who regularly employs a reason-
able method of amortization under
which such capitalized expenses are
amortized, or a taxpayer who regularly
employs a reasonable method of amorti-
zation under which such capitalized ex-
penses are not amortized, is permitted
but not required, to amortize such capi-
talized expenses in accordance with such
method.

In the case of a bond to which section
125 applies and on which there Is bond
premium exclusive of capitalized ex-
penses, a taxpayer who is required by
these regulations to use the method of
amortization prescribed by § 29.125-3,
must treat capitalized expenses as being
part of the bond premium for the pur-
poses of section 125, or if the taxpayer
regularly employs a reaspnable method
of amortization under which such cap-
italized expenses are treated as being
part of the bond premium for the pur-
poses of amortization, such capitalized
expenses must be treated as being part
of the bond premium for the purpotes
of section 125, but if under such regu-
larly employed method such capitalized
expenses are not treated as being part
of the bond premium for the purposes of
amortization, the taxpayer may, but Is
not required to treat such capitalizad
expenses as being part of the bond pre-
mium for the purposes of section 125.

§ 29.125-7 Taxable years in which in-
terest not received or accruable. In the
case of a taxpayer who makes his income
returns on the cash receipts and dis-
bursements basis or one who makes his
returns on the accrual basis and who
qwns a bond to which section 125 applies
and In respect of which no Interest Is
received or accrued by the taxpayer dur-
ing the taxable'year, If the taxpayer Is
required by these regulations to use the'
method of amortization prescribed by
§ 29.125-3, or If the taxpayer regularly
employs a reasonable method of amor-
tization under which the bond premium
on such bond for such taxable year Is
amortized, or if the taxpayer regularly
employs a reasonable method of amor-
tization under which the bond premium
on- such bond for such taxable year is
not, amortized, amortization of bond
premium on such bond for such taxable
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-year is nof required, but will be per-
mitted in accordance with such method.

- § 29.125-8 Bonds owned 'by dece-
dents-Ca) Cash. basis decedents. If a
decedent on the cash receipts and dis-
bursements basis owned fully taxable
bonds and partially tax-exempt bonds
to which section 125 applies:

(1) In the case of a fully taxable bond,
the interest accruing thereon during the
period ending withhis deathis, by reason
of section 126. included upon its receipt
in the gross income of the estate or
legatee, whichever acquires the right to
receive such interest, -while the deduction
on account of amortizable bond pre-
mium for such period is properly allow-
able as a deduction for such period un-
der the decedents method of account-
ing and is not allowable as a deduction-
for 'the estate or legatee, and

(2) In the case of a. partially tax-ex-
empt bond-

(I) The interest accruing theredi for
such period is similarly included upon
its receipt in the gross income of the es-
tate or legatee, as the case may be;

(ii) The estate's or legatees credit for
such interest is not reduced on account
of the amortizable bond premium for
such period; and

iiD. The deduction on account of the
amortizable bond premium for such pe-
riod is allowable as a deduction in the
return for the decedent as in thi case
of a fully taxable borid.

The application of the foregoing pro-
visions relating to a partially tax-exempt
bond may be illustrated by the following
example:

ExampL. At'the time of his death in 194,
D owns a partially tax-exempt bond to which
section 125 applies. For the period begin-
ning January 1, 1942, and ending with his
death, the accrued Interest on suchibond is
$25 and the amortizable bond premium is
$2. D's estate has the right toreceive such
interest. D's executor, in making the in-
come tax return for such period, may take
Into- account a dediction in the amount of
$2 on account of the amortizable bond pre-
mium for such period. D's estate includes
the interest, ($25) in its gross Income upon
receipt and, for the purposes of the normal
tax, receives a credit for $25, which is not
reduced on account of the amortizable
bond premium which was a deduction "al-
lowable for the last taxable period of the
decedent.

(b) Accrual basis decedents. If a
decedent on the accrual basis owns fully
taxable bonds and partially tax-exempt
bonds to which section 125 applies:

(1) In the case of a fully taxable bond,
both the interest accruing thereon dur-
ing the period ending with his death and
the deduction on account of tt a amortiz-
able bond premium for such period is
allowable as a deduction in the return
for the decedent; and

(2) In the case of a partially tax-
exempt bond, the rule as to the accrued
interest'and the amortization deduction
is the same as in (1) above, and his credit
for such interest is required to be reduced
by the amount of the amortizable bond
premium for the period ending with the
decedent's death.

§ 29.125-9 Partiay tax-exempt bons
owned by estates, trusts, partnerships,

Nfo. 219- 10

etc. If a trust owning partially tax-
exempt bonds elects to amortize the bond
premium thereon under section 125, the
credits of the trust and the beneflclarle
on account of such interest are required
to be reduceW the portion of the amor-
tization deduction attributable to their
shares of such interest. A similar rule
'is applied in the case of partially tax-
exempt bonds owned by estates, common
trust funds, partnerships, foreign per-
sonal holding companies, and personal
service corporations.

Sm 126. Irco ni nEEs r or a z .
[as added by sec. 134 (c), Rev. Act 19421.

(a) Inclusion in. gross incomc-(1) Gcneral
rule. The amount of all items of gros in-
come in respect of a decedent which are not
properly includible in re-pcct of the taxable
period In which falls the date of his death or
a prior period shall be included In the gros
income, for the taxable yearwben received of5

(A) the estate of the decedent, i the right
to receive the aniount Is acquired by the
decedents estate from the decedent;

(B) the person who, by reason of the death
of the decedent, acquires the right to receive
the amount, if the right to receive the
amount is not acquired by the decedentO
estate from the decedent; or

'(O) the person who acquire from the de-
cedent the right to receive the amount by
bequest, devLe, or Inheritance, If the amount
is received after a distribution by the decC-
dent's estate of such right.

(2) Zncome in case of zle, etc. If a right,
described in paragraph (1), to receive an
amount is transferred by the estate of the
decedent or a parson who recelvez such right
by reason of the death of the decedent or by
bequest, devise, or inheritance from the de-
cedent, there shall be included In the gros
Income of the estate or such person, ca the
case may be, for the taxable period In which
the transfer occurs, the fair market value of
such right at the time of such transfer plus
the amount by which any consderation for
the transfer exceeds such fair market value.
For the purposes of this paragraph, the term
"transfer" includes sale, exchange, or other
dispoAtion, but does not include a transfer
to a per-on pursuant to the right of such
person to receive such amount by rea on of
the death of the decedent or by bequest, de-
vise, or Inheritance from the decedent.

(3) Charactcr of income determined by re-
crence to deccdent. The right, described in
paragraph (1), to receive an amount shall be
treated; in the hands of the estate of the de-
cedent or any person who acquired such
right by reason of the death of the decedent,
or by bequest, devise, or Inheritance from the
decedent, as If It had been acquired by the
estate or such percon In the transaction by
which the decedent acquired such right; and
the amount includible in gros income under
paragraph (1) or (2) shall be considercd in
the hands of the estate or such person to have
the character which it would have hd n the
hands of the decedent If the decedent had
lived and received such amount.

(b) Allotrance of deductions and credit.
The rimount of any deduction zpecficed in
section 23 (a), (b), (c). or (m) (relating to
deductions for expense, interest, taxcs, and
depletion) or credit specilfed In section 31
(foreign tax credit), in r-pect of a decedent
which is not properly allowable to the de-
cedent in respect of the taxable period in
which falls the date of his death, or a prior
period, Ehall be allowed:

(1) Expenses, intcrest,.and taxes. In the
case of a deduction specifled in section 23
(a), (b), or (e) and a credit specified n sc-
tion 31, in the taxable year when paid-

(A) to the estate of the decdent; except
that

(B) If the estate of the decedent Is not
liable to dicharge the obligation to which
the deduction or credit relates, to the person
who, by reason of the death of the decedent
or by bcqueazt, dovLe, or Inheritance acquires
subject to such oblIgatfon, from the decedent
an interest in property of the decedent.

(2) Depletion. In the case of the deduc-
tion p-pcifled in section 23 (m), to the per-
son d=crlbed In suhection (a) (1) (A), (B),
or (C) who, in the ganner deccribed theren
receives the income to which the deduction
relates, in the taxable year when such in-
come is recaived.

(c) Deduction for estate taz-(l) AlM-
ance of deductfon. A pzrson who includes an
amount in gro=3 income under subzection (a)
shall ba allowed, for the same taxale year.
as a deduction an amount which bears the
same ratio to the estate tax attributable to
the not value for estate tat purposes of all
the items- decribed in subzection (a) (1) as
the value for estate tax purposes of the
items of gros income or portions thereof
in respect of which such prsn included the
amount in gro= Income (or the amount in-
cluded In grozs Income. whichever is larer).
beam to the value for estate tax purposes of
all the Items deccribedn subsection (a) (1).

(2) M cthod of corniTing deduction. For
the purpose of pararaph (I) :

(A) The term "estate tax" means the tax
Impmed upzn the estate of the decedent
under section 810 or &M, reduced by the
credits against such tax, plus the tax imposed
upon the estzte of the decedent under ection

35, reduced by the credits againstt such tax.
(B) The net value for eatate tax purposes

of all the item decribed in sub-ection
(a) (1) shall ba the exces- of the value for
estate tax purposes of all the Items described
in subsection (a) (1) over the deductions
from the gross eztate in respect of claim
which represent the deductions and credit;
described in subsection (b).

(C) The estate tax attributable to such net
value shall be an amount equal to the excess
of the estate tax over the estate tax com-
puted without Including in the grozs estate
such net value.

§ 29.126-4 Inclusion in gross income
of income in respect of a decedent. The
gross income for the taxable year of a
decedent be-inning on or after January
1, 1943, in which falls the date of his
death, is computed upon the basis of the
method of accounting followed by such
decedent, even though amounts to which
he Is entitled as gross income are not in-
cludible under such method in computing
net income for such taxable year or any
prior taxable year. See § 29.42-1. Such
amounts include all the accrued income
of a decedent who reported his income
on the basis of cash receipts and dis-
bursements, and, in the case of a dece-
dent who reported his income under the
accrual method of accounting, such
amounts include contingent items which
were not accrued by the decedent and,
under § 29.42-1, all Items (except the
amount of partnership income includible
under section 182) which were accrued
in the last taxable year of the decedent
solely by reason of his death. For ex-
ample, If the decedent who reported in-
come on the basis of the accrual method
of accounting was a member of a part-

'nership which kept its books on the basis
of cash receipts and disbursements, the
decedent would be entitled at the date of
his death to his distributive share of the
accrued income of the partnership, al-
though there would be included in his
gross income only his distributive share
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of the partnership income computed on
the ba.fs of cash receipts and disburse-
ments. Furthermore, if his partnership
agreement had provided for the sale to
the other partners upon his death of his
right to the partnership assets in return
for a payment of a certain sum by the
surviving partners to his estate, the gain
on such sale, accrued solely by reason of
his death, would not be included in com-
puting his net income.

Under section 126 (a) (1), all such
amounts to which a decedent is entitled
as gross income and which are not in-
cludible in computing his net income
for his last taxable year or any prior tax-
able year shall be included, when re-
ceived, in the gross income of the estate
of the decedent or of the person receiv-
ing such amounts if such amounts are
received in a taxable year ending after
December 31, 1942, by the estate of the
decedent or by a person entitled to such
amounts by bequest, devise, or inherit-
ance from the decedent or by reason of
the death of the decedent. These
amounts are included in the income of
the estate and such persons when re-
ceived by them, regardless of whether or
not they report income on the basis of
cash receipts and disbursements.

The persons who are placed with re-
Bpect to such amounts in the same posi-
tion as the decedent are the decedent's
estate (which in the great majority of
cases will be the one who receives such
amounts) and, if the estate does not col-
lect such amounts but distributes the
right to receive such amounts to the heir,
next of kin, legatee, or devisee who in-
herited or was bequeathed or devised
such right, such heir, next of kin, legatee
or devisee. Thus, if the'decedent who
kept his books on the basis of cash re-
ceipts and disbursement was entitled, at
the date of his death to a large salary
payment to be made in equal annual in-
stallments over five years, and his estate
after collecting two installments distrib-
uted the right to the remaining install-
ment payments to the residuary legatee
of the estate, the estate must include in
Its gross-income the two installments re-
ceived by it, and'the legatee must include
in his gr6ss income each of the three
installments received by him.

Also placed in the same position as the
decedent with respect to such amounts
are those who acquire the right to such
amounts by reason of the death of the
decedent. An example of the application
of this provision is the case of a decedent
who owned a defense bond, with his wife
as coowner or beneficiary, and who died
before the payment of- such bond. The
entire amount accruing on the bond and
not Includible in income by the decedent,
not just the amount accruing after the
death of the decedent, would be treated
as income to his wife when the bond is
paid. Another example is the case of a
partner whose partnership agreement
provided that upon his death his interest,
in certain partnership assets would pass'
to the surviving partners in exchange for
payments to be made by them to his
widoLy, Upon his death, the payments
by the surviving partners must be in-
cluded ir the widow's income'to 'the ex-
tent they exceed the adjusted basis of

such assets In the hands of the-decedent
immediately prior to his death. This
gain was not includible in the partner's
income since it was not received by ,the
partner (for the purposes of the cash
receipts and disbursements method of
acounting) -and was accrued only by
reason of his death (for the purposes of
the accrual metfiod of accounting). If
the payments are to be made to the
widow as trustee for minor children, and
if the right to receive such payments is,
transferred to the children upon their
majority, the children are within the
provisions of section 126 (a) (1) as re-
ceiving the right to such payments by
reason of the death of the decedent, and
must include such payments when re-
ceived in their income to the extent the
payments represent the gain on the sale.

Since section 126 provides for the
treatment of such amounts'as income to
the estate and other persons placed in
the same position as the decedent with
respect to such amounts, the provisions
of section 113 (a) (5) with respect to
the basis of property acquired by be-
quest, devise, or inheritance do not ap-
ply to these amounts In the hands of the
estate and such persons. Furthermore,
section 126 only applies to the amount of
items of gross income in respect of a
decedent, and items which are excluded
from his gross income under section 22
.(b) or section 116 are not within the
provisions of section 126.

If the right to receive an amount of
Income in respect of a decedent is trans-
ferred by the estate or the person en-
titled to such amount by bequest, devise,
or inheritance, or by reason of the death
of the decedent, the fair market value
of such right at the date of the transfer
shall be included in the income of the
estate or of such person, plus the amount
by.which any consideration received on
,uch transfer exceeds the fair market
value of such right. Thus, upon a sale
of such right, the fair market value of
the right or the amount received upon
the sale, whichever is greater, Is included
In income. Similarly, if the right to re-
ceive the income is disposed of, as by
gift or bequest, the fair market value
of such right at the time of such dispo-
sition must be included in the gross in-
come of the donor, testator, or other
transferor. However, if the person to
whom such right is transferred is a per-
son described in section 126 (a) (1) as
being entitled to such right by bequest,
devise, or inheritance from the decedent
or by reason of the death of the dece-

-dent, such fair market value of the right
is not included in the income of the
transferor. Examples of such transfers
are those by the estate to a specific lega-
tee of such right or to the residuary leg-
atee. Another example is the case of a
trust to which is bequeathed the right
of the decedent to certain payments of
income. If the trust terminates and the
right to sluch payments is transferred to
the beneficiary, the trust does not in-
clude the fair. market value of the right
to receive such payments in its income,
but such payments are included in the
income of the beneficiary under the pro-
visions of section 126 (a) (1). Under
section 126 (a) (1), the transferee in

each of the above examples must Include
the amount, when received, in his In-
come, and If he transfers the right to
receive such amount to a person not en-
titled to such right by bequest, devise,
or Inheritance fronj the decedent or by
reason of his death, then he must include
in his income the fair market value of
the right at the time of such transfer.

The right to receive an amount of In-
come In respect of a decedent shall be
treated in the hands of the estate or the
person entitled to receive such amount
by bequest, devise, or inheritance from
the decedent or by reason of his death
as if it had been acquired in the transac-
tion by which the decedent acquiredsuch
right, and shall be considered as having
the same character it .would have had if
the decedent had lived and received such
amount. The estate or such person is
placed in the same position with respect
to the nature of this income as the posi-
tion-the decedent enjoyed. Thus, If the
Income would have been capital gain to
the decedent, if he had lived and had re-
ceived it, from the sale of property held
for more than six months, th6 income
when received, or its fair market Value if
transferred, shall be treated In the hands
of the estate or of such person as gain
from the sale of the property, held for
more than 6 months, in the same man-
ner as if such person had held the prop-
erty for the period the decedent held It,
and had made the sale. Similarly, If the
Income is interest on United States obli-
gations owned by the decedent, such in-
come shall be treated as Interest on
United States obligations in the hands of
the person receiving It, for the purpose
of determining the credit provided by
section 25 (a) (1) and (2), as If such
-person owned the obligations with re-
spect to which such Interest Is paid. If
the amount would have constituted
earned Income to the decedent, as in the
case of the accrued wages of a decedent
who reported income on the basis of cash
receipts and disbursenients, such amount
shall.constitute earned Income to the
person including such amount in his
gross Income to the same extent as if he
had engaged in place of the decedent in
the transaction in which the amount was
earned. Such earned income would be
included with the other earned income
of such person, in determining his earned
income credit, and such aggregate would
of course be subject to the limitations on
such credit. The estate is not allowed
any .credit for such income which is
treated as earned income In its hands,
since there Is no provision In Supplement
E (sections 161 to 172, Inclusive) allow-
ing such a credit in the case of an estatei
If the amounts are compensation for
personal services rendered over a period
of 36 months or more, and would be
within the provisions of section 107 if the
decedent had lived and included such
amounts in his gross income, section 107
applies. That Is, the tax attributable to
the inclusion of this amount In the gross
income of the person receiving it shall
not exceed the aggregate of the taxes of
the decedent which would be attributable
to such amount If it had been received
by the decedent in equal portions in each
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of the months included in the period in
which the personal services were ren-
dered. Similarly, the provisions of sec-
tions 105 and 106, relating to the tax
attributable to the sale of certain oil or
gas property and to certain claims
against the United States, apply to any
amount included in gross income, the

,-right to which was obtained by the
decedent by a sale or'claim within the
provisions of those sections. The tax
attributable to the inclusion of this
amount in the gross income of the person
receiving it shall not exceed 30 percent
of such amount.

§29.126-2 Allowance of deductions
and credit in respect of decedent. Under
section 126 (b), the expenses, interest,
and taxes described in section 23 (a),
(b), and (c) for which the decedent,
dying in a taxable year beginning after
December 31,1942, was liable, which were
not properly allowable as a deduction in
his last taxable year or any prior taxable
year, are allowed when paid (a) as a
deduction by the estate, or (b) If the
estate was not liable to pay such obli-
gation, as a deduction by the person who
by bequest, devise, or inheritance from
the decedent or by reason of the death
of the decedent acquires subject to such
obligation an interest in property of the
decedent. Similar treatment is given to
the foreign tax credit provided by section
31. For the purposes of (b) above, the
right to receive an amount of gross In-
come in respect of a decedent Is con-
sidered- property of the decedent; on the
other hand, it is not necessary for a per-
son, otherwise within the provisions of
(b), to receive the right to any income
in respect of a decedent. Thus, if the
right to income in respect of a decedent,
receivable by reason of the death of the
decedent by a person other than the
estate, is subject to an income tax im-
posed during the life of the decedent by
a foreign country, which tax must be
satisfied out of such income, such person
is entitled to the credit provided in sec-
tion 31 when he pays this obligation. If
the decedent, who reported income on
the basis of cash receipts and disburse-
ments, owned real property on which no
income had accrued, but on which ac-
crued taxes had become a lien, and If
such property passed directly to the heir
of the decedent in a jurisdiction in which
real property does not become a part of a
decedents estate, the heir, upon paying
such taxes, may take the same deduc-
tion under section 23 (c) that would be
allowed to the decedent if, while alive,
he had made such payments.

However, the deduction for percentage
depletion is allowable only to the person
who receives the income in respect of the
decedent to which the deduction relates,
whether or not duch person receives the
property from which such income is de-
rived. Thus, if the income results from
payments on units of mineral sold by the
decedent, who reported income on the
basis of cash receipts and disbursements,
the deduction for depletion, computed on
such number of units as if the person re-
ceiving such income had the same eco-
nomic interest as the decedent, shall be
allowed to such person regardless of

whether or not he receives any interest In
the mineral property other than such in-
come. If the decedent did not compute
his deduction for depletion on the basis
of percentage depletion, any deduction
for depletion to which the decedent was
entitled at the-date of his death would
b6 allowable in computing his net income
for his lask taxable year, and there can
be no deduction in respect of the dece-
dent by any other person for such deple-
tion.

§ 29.126-3 Deduction for estate tax at-
trbutable to income in respect of dece-
dent. Section 126 C) provides that the
estate or person required to include in
gross income any amount in respect of a
decedent may deduct that portion of the
estate tax on the decedent's estate which
is attributable to the inclusion in the de-
cedent's estate of the right to receivo
such amount. This deduction is deter-
mined by first ascertaining the net value
in the decedent's estate of the items
which are included under section 126 in
computing the income of the persons de-
scribed in that section, that is, the excess
of the value included in the gross estate
on account of the Items of gross income
in respect of the decedent over the de-
ductions from the gross estate for claim
which represent the deductions and
credit in respect of the decedent de-
scribed in section 126 (b). The portion
of the estate tax (the sum of the basic
estate tax and the additional estate tax,
reduced by the credits against such
taxes) attributable to the inclusion in the
gross estate of such net value Is the ex-
cess of the estate tax over the estate tax
computed without including such net
value in the gross estate. The estate and
each person receiving income in respect
of the decedent may deduct as his share
of such portion of the estate tax an
amount which bears the same ratio to
such portion as the. value in the gross
estate of the right to the income in-
cluded by the estate or such person in
gross income bears to the value in the
gross estate of all the Items of gross in-
come in respect of the decedent. Sec-
tion 126 (c) is illustrated by the follow-
ing example:

Fxmple. X. an attorney who kept his boo a
on the basis of the cash receipts and disburse-
ments method of accounting. was entitled at
the date of his death to a fee for cervices
rendered In a case not completed at the time
of his death, which fee was valued In hia
estate at 81'000, and to accrued Intercat on
bonds which was valued at 8M00. In all,
$1,500 was Included In his gross estate in

- respect of Income deIcribed In cection 120 (a)
(1). There were deducted as claims against
his estate $150 for busines expenes for
which his estate was liable, and eZ0 for taxes
accrued on certain property he owned, in
all $200, for claims which reprezent the de-
ductlons described in section 120 (b) which
are allowable as deductions to his estate or to
the beneflciarics of his estate. His gross es-
tate is 8185,000 and his net estate, com-
puted without deducting any speciflc exemp-
tIon, Is 8170.000, on which the total basic and
additional estate tax (reduced by credits
against uch tax) Is $23.625. In the year
following the death of 3, his estato collcc.cd
the fee In the amount of $1,200, wlch
amount is included n the Income of the
estate. The estate may deduct in comput-
ing Its net income for such year, 02C0 on

account of the estate tax attributable to such
Income, computed as follows:
(a) (1) Value of Income described

in rectlon 126 (a) (1)'In-
cluded In computing gross
estate $1,500

(2) Deductions in computing
grcs estate for claims rep-
re enting deductions de-
z=ibd in rcctlon 123 (b) - 200

(3) Net value of items de cribed
in section 126 (a) (1)--.. 1,300

(b) (1) M-tate tax (basic and addi-
tional estate taxes, le
credits against such taes) 23.625

(2) Le : Mstate tax computed
without including 1,200
(item (a) (3) above) in
gross ctate ... .. 23.235

(3) Portion of estate tax attrib-
utable to net value of In-
come Item, .... 23,390

(o) (I) Value In gross estate of in-
come received by estate in
taxable year. 1,000

(2) Value In gros estate of all
income items described in'
rsction 126 (a) (1) (item
(a) (1) above - - 1.500

(3) Part of estate tax deductible
upon receiving the $1,200

fee - o')f ____ 260

Although $1,00 was later collected as the fee,
only the 81,000 actually included in the groz3
Estate Is used n the above computations.
Howtaver, to avoid distortion, sction 123 (c)
provldc3 that If the value Included in the
gross estate Is greater than the amount
finally collected, only the amount collected
shall be used n the above computations.
Thus, If the amount collected as the fee
were only $Z0, the estate tax deductIble
,n the receipt of such amount would be
60

-of $390 or $130.

§ 29126-4 income in respect of de-
•cedent dying in taxable %rear beginning
before 1943; tax of deccdent-Ca) In gen-
eraL If the last taxable year of the de-
cedent began before January 1, 1943,
then under the law applicable to such
taxable year before the enactment of the
Revenue Act of 1942 all income in respect
of such decedent was includible in his
gross income for such taxable year, un-
less properly includible in gross income
for a prior taxable year. See § 29.42-1.
Section 134 (g) of the Revenue Act of
1942 gives the estate of the decedent and
those persons entitled upon his death to
receive amounts of income not includible
in the income of the decedent under his
nethod of accounting (but includible in

his income under the provisions of sec-
tlon 42) the right to elect to have such
amounts treated for tax purposes under
the amendments made by the Revenue
Acb of 1942, that Is, to exclude from the
gross income of the decedent for his last
taxable year any sucl amounts not in-
cludible therein under his method of ac-
counting, and to include such amounts
when received in the gross income of the
estate and of the other persons entitled
to such amounts by bequest, devise, and
Inheritance and by reason of the death
of the decedent. The election to have
these amounts treated in this manner is
made by the filing of consents to such
treatment by the fiduciary of the estate
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and by all such persons. Section 134 (g)-
of the Revenue Act of 1942 provides in

*part as follows: - -

(g) Tatable years before 1943. In case the
taxable period in which falls the date of the
death of the decedent began afteklDecember
31, 1933, and before January 1, 1943, the tax
for such taxable period shall be computed as
if provisions corresponding to the provisions
of sections 42 (b) and 43 of the Internal Rev-
enue Code, as amended by subsections. (a)
and (b) of this section, were a part of the
Revenue 'Act of 1934, the Revenue Act of,
1936, the Revenue Act of 1938, or the Internal
Revenue Code, whichever is applicable to such
taxable period. In the case of the estate of
such a decedent and of each person who ac-
quires by reason, of the death of such dece-
dent or by bequest, devise, or inheritance
from .such decedent'the right to receive the
amount of itemsof gross income of -the de-
cedent which upon the application of the
preceding sentence are not properly includ-
Ible in respect of the taxable period in which
falls the date of the decedent's death or a
prior period, the tax for each taxable period
ending on or after the date on which the
decedent died shall be computed by including
In gross Income the amounts with respect to
such decedent which would, be includible,
and by allowing as, deductions and credits
the amounts with respect to such decedent
which would be allowable, if provisions corre-
sponding to the provisions of the section in-
serted In the Internal Revenue Code [section
1201 by subsection (e) 'of this section.'were a,
part of the law applicable to such taxable.
period. The cprovisions of this subsection.
shall not be applicable unless there- -re filed:
with the Commissioner (in accordance with'
regulations prescribed by the Commissioner
with the approval of -the Secretary, and at,
the time prescribed by such regulations)
signed consents made under 'oath by" the fi-
duclary representing the estate and by, each
such person (or if any such. person is no
longer in existence or is under disability, by
his legal representative) that'with respect to
such amounts the tax of the estate, or the'
tax of such pe'son, ds tle case nay be, shbll
be computed under the provisions of this
kubscction for each taxable period ending On-
or after the date of the death of the -decedent
and the tax of the decedent shall be com-
puted under such provisions for the taxable
period of the decedent in which falls the date
of his death. If such consent Is filed after
the time for the filing of the return with.
respect to any such taxable period, the de--
ficlency resulting from the failure to com-
pute the tax for such taxable period In ac-
cordance with such consent shall be paid on
the date of the filing of the consent with the
Commissioner, or on the date prescribed for
the payment of the tax for the taxable period,
whichever Is later, and the period of limita-
tions provided in sections 275 and 276 of the
Internal Revenue Code * * * on the
making of assessments and the beginning' of
distraint or a proceeding in court for collec-
tion shall with respect to 'uch deficiency
Include one year immediately after the date
the consent was filed, and such assessment
and collection may be made notwithstanding
any provision of the internal revenue laws
or any iule of law which would otherwise
prevent such assessment and collection.
The period within which claim for credit or
refund may be filed, or credit or refund al-
lowed or made if no claim is filed, -with re-.
spect to any overpayment resulting from the
failure to compute the tax for any such tax-
able period (except the taxable period of the
decedent in which falls the date of his death)
in accordance with such consent shall include
one year immediately after the date of the
filing of the consent, and credit or refund
may be allowed or made notwithstanding any.
provision of the jnterffal revenue laws or any

rule-of-law, which Would otherwise prevent-
such credit or refund, but no interest shall
be allowed-or paid with respect to any such
overpayment. The provisions-of section 322'
(b) (2) and (3) of the Internal Revenue
Code * * * shall not apply to the refund
of any such overpayment. If the application
of-this subsection to the taxable period of the
decedent in which falls the date of his death
results in-a deficiency for such taxable period,
and if the Income tax of the decedent for
such period was deducted in- computing the
ziet estate of the -decedent under Chapter 3
of the Internal Revenue Code * * * and
If at the time such deficiency is assessed
credit or refund of any resulting overpayment
1i respect of the taxes imposed by such Chap-
ter 3 • * * upon such net estate ispre-
vented by any provision of the internal hev-
enue laws or. by any rule of law, then the.
amount of such deficiency which is assessed
and collected shall be reduced by the amount
of such resulting overpayment under such
Chapter 3 - * * which would be credited
or refunded if credit or refund thereof were
riot so prevented. This subsection shall not
be deemed to change any provision of law
limiting the allowance of refund or credit
with respect to overpayments for the taxable
period of the decedent in which falls the date
of his death, and no interest shall be allowed
or paid 'With respect to any overpayment re-
sulting from the application of,this subsec-
tion to such taxable period. If the applica-
tion of this subsection to the taxable period
of the decedent in which falls' the date of
his death results in an overpayment for such
taxable period, and If such overpayment was
included as part'of the Income tax of thp,
decedent which was deducted in computing,
the net estate of the decedent under Chapter,
3 of the Internal Revenue Code * * *.
and if, at the time such overpayment'is cred-
Ited or refunded the assessment and collec-
tion of deficiencies in ,respect of the taxes
imposed by such Chapter 3 * 0, * upon'
such net estate is prevented'by any provision
of the internal revenue laws or by any rule
of law, then the anount of such overpayment,
which Is credited, or refunded shall be reduced,
by the amount of the resulting deficiencies
under such Chapter 3, * * * which
would be assessable, If the assessrxient and,
collection thereof were not so prevented.

(b)- Consents; tax of estate and per-.
sons filing consents. For the purposes
of the election provided by section 134
(g) of the Revenue Act of 1942, the con-
sents must be filed by the fiduciary of the
e7tate and by each-person who received
any right to income in respect of the
decedent by bequest, devise, or inherit-
ance from the decedent or by reason of
the death of the decedent. Ordinarily,
the persons who must file such consents
are the administrator or the executor ot
the estate, the residuary -beneficiary of
the, estate, the trustees and beneficiaries
of any trust the corpus of which includes
such right to income, every other specific
beneficiary or such' right, and every per-
son who receives, any such right by sur-,
vivorship, such as the surviving joint
tenants of any right to income held in
joint tenancy and the surviving coowners
or beneficiaries of any defense bonds
owned by the' decedent on which there
Is accrued interest not includible in his
gross income under his method of ac-
counting. If any such person is not in
existence or is under legal disability, the
consent-may be made by his legal repre-
sentative.All of such consents with respect to
any one decedent shall be filed at the

same time with the Commissloner of
Internal Revenue, Washington, D. C.'
The consents must be filed not later than
one year after the time prescribed for
filing the return for the last taxable year
of the decedent (not including any ex-
tension of time for such filing) or Janu-
ary 1, 1944, whichever Is later.

The executor, administrator, or other
fiduciary of the estate (or if there is no
such fiduciary, the principal beneficiary
of the estate) must submit, under oath,
a statement accompanying the consents
and containing the following Informa-
tion:
1 (1) A list of all the items included In

the gross income of the decedent for his
last taxable year which would not be
ihcludible therein if the amendments
mfade by section 134 (a) of the Revenue
Act of 1942 were applicable to .the rev-,
enue law In effect for such taxable year,
See § 29.42-1.(2) The amount Included in gross in-,
come with respect to each of such items,
the aggregate of such amounts, the value
included In 4he gross estate of the de-,
cedent with respect to each such item for
the purposes of the estate tax, and the
aggregate of such values.

(3) A list of all the items allowed as
deductions and credits In computing tho
net income of the decedent for his last
taxable year, which would not be allow-
able ,as deductions and credits if the
amendments made by section- 134 (4) of
the Revenue Act of 1942,were applicable"
to the revenue law In effect for such tax-
able year. See § 29.43-1.
. (4) The amount allowable as a deduc-
tion or credit with respect to each suoh
item listed in (3), the aggregate of such
amounts, the amount of the deductions
for estate tax purposes from the gross
estate of the decedent In Xespect of

* clalm which are founded upon that por-
tion of such items as are described in
section 126 (b), and, the aggregate of
such deductions.
. (5) The names and addresses of every
person entitled by bequest, devise, or in-
heritance from the decedent or by reason
of the death of the decedent to receive
any amount listed in (1).

(6) The names and addresses of every
person entitled by bequest, devise, or
inheritance from the decedent or by
reason of the death of the decedent to
receive any property subject to an obli-
gation of the decedent for which a deduc-
tion or credit described In § 29,26-2 Is
allowable.

Each consent shall be made under oath
and shall contain the following:

(i) The name and address of the per-
son filing the consent, and the collection
district in which he files his return.

(ii) The name and address of the de-
cedent, the date of his death, the period
covered by his last Inconie tax return,
and the collection district In which such
return was filed.

(iii) A list of all the Items (at face
value) of Income In respect of the de-
"cedent to which the person filing the
consent Wias entitled by request, devise.
or Inheritance from the decedent or by
reason of the death of the decedent. If
the-person filing the consent Is the fldu-
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ciary of the estate- of the decedent, the limitations for assessing or collecting the
list shall set forth every item (at face increase in tax upon such recomputation
value) ofincome in respect of the de- for each such previous year includes one-
cedent acquired by the estate from the year immediately after the filing of the
decedent. If any items listed on the con- consents, and such atessment and col-
sent were collected before the time the lection may be made whether or not any
consent was fied, or if the right to re- period of limitation or any rule of law
ceive any such items was transferred (such as a previous judicial determina-
before such time to any person not en- tion of the tax liability for such year)
titled to such right by bequest, devise, would otherwise prevent such collection
or inheritance, or by reason of the death or assessment. Interest on the increase
of the decedent, then the list must shoiv in tax for each previous taxable year is
the amount collected in respect of each measured from the date prescribed by
such item, or its fair market value at the law for the payment of the tax for uch
time it was transferred, any considera- previous taxable year. If the aggregate
tion received for the transfer, and the of the, decreases in tax exceeds the ag-
date of such collection or transfer. gregate of the increases in tax, the tax-

(iv) A list of all the items in respect payer may file claim for credit or refund
of the decedent for which such person of such excess, and the period of limita-
may claim deductions and credits de- tion for flirig such claim includes one
scribed in § 29.126-2, showing the face year immediately after the filing of the
value of such items, the property re- consents. Such credit or refund may be
ceived by bequest, devise, or inheritance made whether or not any period of limi-,
from the decedent or by reason of the tations-or any rule of law would other-
death of the decedent subject to the obli- wise prevent such credit or refund. The
gation for which any such deduction is amount of such credit or refund will not
allowed, and, if any such obligation has be limited by section 322 (b) (2) or (3).
been-paid, the amount and date paid. . No interest will be allowed with respect

(v) Arecomputation of the net income to any such credit or refund.
and of the tax of the person filing the The person filing his consent must
consent, made (a) for each taxable year compute his tax for each taxable year,
in which any item described in (ii) was the return for which is due on or after
collected, or in which the right to any the date the consent is filed, under the
such item was transferred to a person not provisions of section 126 as if the amend-
entitled to such right by bequest., devise, ments made by section 134 (a) and (b)
or inheritance from the decddent'or by were effective with respect to the rev-
reaon of the death of the decedent, (b) enue law applicable to the taxable year
foi each taxable year in which any item in which the decedent died. See §§
listed in (iv) was paid, or would. other- 29.42-1, 29.43-1, 29.126-1, 29.126-2, and
wise be allowed as a deduction or credit 29.126-3. gee also §§ 19.42-1 and 19.43-1
under § 29.126-2, and.(c) for each tax- of this chapter, and paragraph 8 of
able year in-which there is a carry-over Treasury Decision 5233, approved Feb-
or carry-back of any item from any tax- ruary 26, 1943.1
able year described in (a) and-(b). Such (W) Tax for last taxable hcar of dcce-
recomputation shall be made under the "dent if consents filcd. If the consents
provisions of §§ 29.126-1, 29.126-2, and described in paragraph (b) of this sec-
29.126-3 by including in gross income the tion are properly filed, *the tax of the
income in respect of the decedent which decedent for his last taxable year is corn-
is includible under section 126 (a) and puted as if the amendments made by
bY allowing as deductions and credits the section 134 (a) and (b) of the Revenue
deductions and credits which are allow- Act of 1942 were applicable to the reve-
able under section 126 (b) and (c) when nue law in effect for such taxable year
section 126 is made applicable to such of the decedent. See §§ 29.42-1 and
taxable year and when the amendments 29.43-1. However, no interest shall be
made by section 134 (a) and (b) of the allowed with respect to any credit or
Revenue-Act of 1942 are made applicable refund of any overpayment for such tax-
to the law in effect for the last taxable able year resulting from the application
year of the decedent (see §§ 29.42-1 and of these amendments. Furthermore,
29.43-1). This recomputation shall be credit or refund of any such overpayment
made only for taxable years the returns is only allowed subject to the provisions
for which were due prior to the date the of section 322, and nothing in section 134
consent is filed. The increase or de- of the Revenue Act of 1942 makes any
crease in tax for each such taxable year' change in any provision of law which
as a result of such recomputation shall limits the allowance of credit or refund
be shown, as well as the aggregate of of an overpayment for the last taxable
such increases and the aggregate of such year of the decedent- Thus, if the claim
decreases, for the credit or refund of an overpay-

(vi) An unqualified statement by the meat, caused by the application of sec-
person filing the consent agreeing that tion 134 (g) of the Revenue Act of 1942,
his tax for each taxable year ending on is not filed within three years after the
or after the date the decedent died and return for the last taxable year of the
the tax of the decedent for his last tax- decedent was filed or two years after the
able year shall be computed under the last payment of tax for such taxable year
provisions of section 134 (g) of the Rev- was made, then no refund is allowable.
enue Act of 1942. If the claim is filed within such period,

: A payment equal to the excess of the the refund which may be made must not
aggregate of the increases over the ag- exceed the portion of the tax paid within
gregate of the decreases in tax set out the period, preceding the filing of the
in (e) on the consent must accompany
the filing of the consent. The period of Aj Ia P.R. 254

claim for credit or refund, prescribed by
section 322 (b) (2).

In cases in which the decedent had
more deductions subject to the amend-
ment made by section 134 (b) of the
Revenue Act of 1942 than income sub-
Ject to the amendment made by section
134 (a) of such Revenue Act, a deficiency
for his last taxable year may result from
the retroactivi application of such
amendments under section 134 (g) of
that Act. S~ince the estate and the bene-
flicaries, in the filed consents, agree to
the redetermination of the tax of the
decedent for his last taxable year, such
tax will be assessed and collected not-
withstanding the prior running of any
period of limitations or any other rule
of law which would otherwise bar such
azzessment and collection.

Since the income tax of the decedent
for his last taxable year was deductible
as a claim against his estate in deter-
mining the estate tax, any overpayment
of income tax for his last taxable year
may have been an improper deduction
from his gross estate. Therefore, if any
such overpayment is determined for such
taxable year by reason of the applica-
tion of section 134 of the Revenue Act of
1942, the estate tax must then be recom-_
puted by disallowing any deduction of
such overpayment of income tax, and
upon this recomputation a deficiency in
estate taxes may be determined. If at
the time any credit or refund of such
overpayment in income tax is allowed or
made, the assessment and collection of
the defidency in estate' taxes are barred
by any provision of the internal revenua
laws or by any rule of raw, then the
amount of such deficiency-in estate taxes
is deducted from the -amount which
would otherwise be refunded or credited.

Smilarly, if there was a deficiency in
income tax for the last taxable year of
the decedent, by reason of the applica-
tion of section 134 (g) of. the Revenue
Act of 1942, then the deduction for in-
come tax of the decedent in computing
his net estate for estate tax purposes
may have been.too small, and an over-
payment of estate taxes may have re-
pulted. If credit or refund of this over-
payment Is barred at the time the de-
ficlency in income taxes is assessed, the
amount of the deficiency in income taxes
shall be reduced by the amount of any
such overpayment in estate taxes.

Szc. 127. WAn w. [as added by sec. 156
(a). ReV. A t 19-421.

(a) Case3 in whidr. Wos deemed sustained,
and time deemed su.ta.ned. For the pur-
po:cz of this chapter-

(1) Property -not in enemy countries.
Property destroyed or seized on or after D-
cember 7, 1941, in the courza of military or
naval operations by the United States or any
other country engag:d In the preant -war
shnll be deemed to have been destroyed or
seized on a data chosen by the taxpayer In
the manner provided In pmafaph (4), vhIch
falls between-

(A) the latest date, as establIshed to the
catictaction of the Commissoner, on which
ouch property may be considered as not de-
stroyed or sezed, and

(B) the earzlies date, as established to the
satisfaction of the Commrsseonar, on which
such property may ba considered as having
already been destroyedjor seized.
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For the purposes of this paragraph property
within an area which comes under the con-
trol of a country at war ,with the United
States after the date war with such country
Is declared by'the United States shall be
deemed to have been destroyed or seized in
the course of military or naval operations by
such country, and the date specified in sub-
paragraph (A) shall not be later than the
latest date determined by the Commissioner
as the date on which such area was under
the control of the United States or a country
not at war with the United States, and the
date specified in subparagraph (B) shall not
be later than the earliest date-determined by
the Commissioner as the date on: which such
area may be considered under the control of
the country which is at war with the United
States.

(2) Property in enemy countries. Prop-
erty witlin any country at war with the
United States, or within an area under the
control of any such country on the date war
with such country was declared by the United
States, shall be deemed to have been destroyed
or seized on the date war with such country
was declared by the United States.

(3) Investments referable to destroyed or
szeed property. Any interest in, or with re-
spect to, property described in paragraph (1)
or (2) (including any interest represented by
a security as defined in section 23 (g) (3) or
section 23 (k) (3) which becomes worthless
shall be considered to have been destroyed or
seized (and the loss therefrom shall be con-
sidered a loss from the destruction or seiz-
urey on the date chosen by the taxpayer
which falls between the dates specified in
paragraph (1), or on the date prescribed in
paragraph (2), as the case may be, when the
last property (described in the applicable
paragraph) to which the interest relates
would be deemed destroyed or seized under
the applicable paragraph. This paragraph
shall apply only If the interest would have
become worthless if the property had been de-
stroyed. For the purposes of this paragraph,
an interest shall be deemed to have become
worthless notwithstanding the fact that such
interest has a value if such value is attribut-
able solely to the possibility of recovery of
the property, compensation (other than in-
surance or similar indemnity) on account of
Its destruction or seizure, or both. Section
23 (g) (2) and (k) (2) shall not apply to any
interest which under this paragraph is con-
sidered to have been destroyed or seized.
Under regulations prescribed by the Commis-
sioner with the approval of the Secretary, a
taxpayer which owns 100 per centum (exclud-
ing qualifying shares) of each class of stock
of a corporation may elect to determine the
worthlessness of Its interest, described in this
paragraph, In or with respect to the property
of the corporation, without regard to the
amount, of the property of such corporation
which would be excluded under subsection
(c) (2) (A) in determining the adjusted
basis of all the assets of the corporation for
the purposes of subsection (e), but such.
amount shall be treated under subsection
(b) (1) as a recovery by the taxpayer In the
taxable year with respect to such interest.

(4) Choice of date., The taxpayer's choice
of a date under paragraph (1) or (3) shall be
effective only if made within such time and
in such manner as may be prescribed by reg-
ulations prescribed by the Commissioner with
the approval of the Secretary.

§ 29.127 (a)-1 Descriptioi of war
losses. Under section' 127, property de-
stroyed or seized in the course of the
present war and property which is with-
In an enemy country or an enemy con-
trolled area on the date the United States
declares that a state of war exists with
the enemy country result in war losses.
Property which is within an area that
comes under the control of an enemy

country after the date the United States
declares that a state of war exists with
such enemy country also results in a
war' loss. An investment in any of the
foregoing property which loses all its
value because of 'the war loss resulting
from such property is itself treated as
iesulting in a war loss. Investments in
such property which lose only part of
their value by reason of such property
resulting In a war loss are also treated,
under certain circumstances, as result-
ing in a war loss to the extent of such
loss in value. See section 127 (e).

Section 127 (a) and (e) provides that
the property and investments described
above 'shall be treated as being "de-
stroyed or seized" upon the date speci-
fied in the applicable subsections. That
Is, upon such date the taxpayer is treated
as losing his entire interest in such prop-
erty or investment, and this loss of such
property rights is deemed to be sus-
tained by reason of a casualty. The cas-
ualty is the destruction or seizure, which-
ever event the taxpayeg claims occurred.
If the property or investment was held
for more than six months and was a cap-
ital asset or property used in the trade
or business of the taxpayer, this loss (and
any compensation therefor) Is subject to
the provisions of section 117 (j), relating
to gains and losses upon involuntary con-
versions. See § 29.117-7. Unless such
loss is treated under section 117 (j) as
a loss from the sale or exchange of a cap-
ital asset, such loss is deductible as an
ordinary loss under the provisions of sec-
tion 23 (f) in the case of a corporation
and section 23 (e) (3) in the case of an
individual. The loss upon an invest-
ment which is treated under section 127
as resulting in a war loss is not subject to
the provisions of s6ction 23 (g) (2) and
(k) (2) which treat losses upon worth-
less securities as capital losses, although
such loss may nevertheless be treated un-
der section 117 Q) as a loss upon the sale
or exchange of a capital asset.

For property to be treated as resulting
in a war loss, such property must be in
existence on the date prescribed in sec-
tion 127 (a) (2)'as the date it is deemed
destroyed or seized or at the beginning
of the period prescribed In section 127
(a) (1) or (a) (3), within which period
the property is deemed destroyed or
seized, and for the taxpayer" to claim a
loss with respect to such property he
must own such property or an interest
therein at such time. If, before such
time, the property was destroyed or con-
fiscated, section 127 is not applicable
with respect io such property. For ex-
ample, a taxpayer owned property in an
enemy country before war was declared
on such enemy by the United States, and
such property was confiscated by the
enemy before the date war was declared.
The seizure was not in the course icf
military" or naval activities. The tax-
payer may not claim a war loss with re-
spect to such property under section 127.

For the purposes of section 127, the
term "area" does not mean a territory
or political unit but' means the locality
in which the property was situated.

The date on which a war loss was sus-
tained must be determined' under the
provslgns of section 127 (a) and the

regulations thereundqr. The amount of
loss sustained must lie determined sub-
ject to the provisions of section 127 (b)
and the regulations thereunder. Income
to the taxpayer upon any recovery of or
in respect of property or Investments
treated as resulting In a war loss must
be determined under section 127 (c) and
the regulations thereunder. The basis
of any such recovery must be determined
under section 127 (d) and the regula-
tions thereunder.

§ 29.127 (a)-2 Property destroyed or
seized alter the outbreak o1 war. Sec-
tion 127 (a) (1) has two main purposes.
One is to provide that property shall be
treated as destroyed or seized if it is'
located in an area which comes under the
control of an enemy country after the
date the United States declares that a
state of war exists with such enemy
country. This provision corresponds to
the provisions of section 127 (a) (2)
which give similar treatment to property

.located in an area under enemy control
on the date the United States declares
that a state of war exists with the enemy.
See § 29.127 (a)-3. The other purpose of
section 127 (a) (1) Is to provide the
method for determining the date on
which such destruction or seizure Is
deemed to occur In cases In which the
exact date when control Is established
cannot be determined, and to provide
the method for determining the date of
destruction or seizure in the case of
property actually destroyed or seized in
the course of military or naval operations
by any country engaged in the present
war if the exact date of such destruction
or seizure cannot be established,

(a) Actual destruction or seizure. Any
property actually destroyed or seized In
the course of military or naval operations
by the United States or any other coun-
try engaged in the'present war shall be
deemed to have been destroyed or seized
on any date chosen by the taxpayer
which falls between:

(1) The latest date, as established to
the satisfaction of the Commissioner, on
which such property may be considered
as not destroyed or seized, and

(2) The earliest date, as established to
the satisfaction of the Commissioner, on
which such property may be considered
as having already been destroyed or
seized.
If the exact date of the destruction or
seizure can be ascertained, then (1) re-
fers to the day before such date and (2)
refers to the day after such date. Thus,
if the taxpayer knows that his property
was destroyed during a bombing raid on
London on January 7, 1942, the latest
date on which such property may be con-
sidered, as. not destroyed is January 0,
1942, and the earliest date on which It
may be considered as being already de-
stroyed is January 8, 1942, Under sec-
tion 127 (a) (1), the only date the tax-
payer may choose Is January 7, 1942,

•However, in many cases the taxpayer will
not be able to ascertain the exact date on
which the destruction or seizure of his
property occurred. In such cases the
taxpayer may claim that the destruction
or seizure occurred at any time he
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chooses between the dates prescribed in.
(1) and (2) of this paragraph, which
dates may be established on the basis of
such information as the taxpayer is rea-
sonably able to obtain. For example, the
taxpayer's property was destroyed dur-
ing a bohbardment of a certain area
which lasted several days. The taxpayer
is only able to ascertain that the property
was undestroyed before the bombard-
ment, and was already destroyed when
tthe bombardment ended. The taxpayer
may treat the destruction as occurring
on any date during the bombardment.

Section 127 (a) (1) refers to a destruc-
tion or seizure by the United Sates or
any other country engaged in the pres-
ent war. Such other countries are the
members of the United Nations, 'any
other countries at war with enemies of
the Uinited States, and the enemies of the
United States or of any of the United
Nations. Thus, a country which is not a
member of the United Nations nor an
enemy of the United States is neverthe-
less considered engaged in the present
war if it is an enemy of any other mem-
ber of the United Nations. Furthermore,
the military or naval operations need not
be carried on by the regular forces of the
countrie-engaged in the present war, but
it is sufcient if such operations are car-
tied on by any forces supported by or
operating in conjunction with any such
country. For example, nationals or the
D country form an independent fighting
force for the liberation of their country,
which was conquered by an enemy of the
United States, and such fighting force
operates in conjunction with the forces
of one or more of the United Nations.
The.military or naval operations of such
,orce are considered for the purposes or
section 127 (a) (1) as military or naval

- operations-by the countries, engaged in
the present war, with which such forces
operate.

The term "military or naval opera-
tions" in section 127 (a) (1) is used in a
broad sense to cover all actions incident
to belligerent activities, whether in fur-
therance of or in oppositionto such ac-
tivities. It includes operations carrying
out a scorched earth policy or rendering
a position under threat of attack or_
other danger more secure or less desir-
able to the attacker. For example, when
invasion of a certain area by the forces
of an enemy is imminent, civilians in
such area ,burn and otherwise destroy
warehouses and other property in such
area. Such property is destroyed in the
course of military or naval operations of
the enemy. However, the orderly requi-
sition or condemnation of property by
any government, in the ordinary course
of which the taxpayer is entitled to fair

-compensation, is not a destruction or
seiiurein the course of military or naval
operations.

(b) Property deemed destroyed or
seized by reason of enemy control.
Property in an area whichi, after the
date the United States declares war with
a country, comes under the control of
such enemy country is deemed to have
been seized or destroyed in the course
of military or naval operations by such
country. Such destruction or seizure is
deemed to-occur on any date chosbn by

the taxpayer which falls between the
latest date, as determined by the Com-
missioner, on which the area was under
the control of the United States or a
country 4ot at war with the United
States, and the earliest date, as deter-
mined by the Commissioner, on which
the area was under the control of the
enemy country.

If during the perloq described in the
above paragraph the property in such
area was actually destroyed or selzed
in the course of military or naval oper-
ations by any country engaged In the
present war, the taxpayer may choose
as the date on which the destruction
or seizure occurred any date falling after
whichever of the following dates is the
earlier:

(1) The latest date, as established to
the satisfaction of the Commisloner, on
which such property may be considered
as not destroyed or Eeized, or

(2) The latest date determined by the
Commi-ioner as the date on which such
area was under the control of the United
States or a country not at war with the
United States,
and falling before whichever of the fol-
lowing dates is the earlier:

(i) The earliest date, as established
to the satisfaction of the Ccmmiasrsoner,
on which such property may be con-
sidered as having already been destroyed
or seized, or

(ii) The earliest date determined by
the Commissioner as the date on which
such hrea may be considered under the
control of the country which is at war
with the United Staes.
For example, the taxpayer has property
in an area under the contxol of a coua-
try not at war with the United States.
Such country lost control of the area on
December 20, 1942, under attack by the
enemy, but theptaxpayer who remained
in the area ascertains that the property
was not destroyed on thLt date, but was
destroyed during further fighting on
January 1, 1943. An enemy Country
gained control of the area on February
1, 1943. The earliest date on which the
taxpayer may claim the loss Is December
20, 1942, the day after the lates date on
which the area was under control of a
country not at war with the United
States. The latest date on which It may
claim the loss Is January 1, 1943, the day
before the earliest date on which the
property may be codsldered as having
already been destroyed, An additional
example is the case of a taxpayer with
property in an area evacuated on De-
cember 15, 1942, when a country not at
war with the United States lost control
of such area. The property of the tax-
payer in such area was undestroyed on
such date. An enemy country estab-;
lished control over the area on January
21, 1943. The taxpayer learns that on
July 15, 1943, the property was destroyed
in a bombing raid on such area. The
loss may not be claimed as occurring on
any date later than January 20,1943, the
day before the earliest date on which the
enemy country was in control of the
area.

Whether or not a country at war with
the United States gains control over In-

tangible property by reason of its gaining
control over any area Is determined un-
der the same provisions as are applicable
for the purposes of section 127 (a), (2)
in determining whether intangible prop-
erty is subject to the control of the
enemy country on the date war is de-
clared. See § 29.127 (a)-3.

In the casd of any property which is
within thie provisions of section. 12T (a)
(1) by reason of any area falling under
the control of an enemy ol the United
States, it Is becessary to determine the
latest date on hlch the United States
or any country not at war with the
United States was in control of such area
and the 'earlHLst date on which the
country at war with the United States
was in control of such area. For the
purposes of section 127 (a) (I), control
of an area on any day means effective
control which is not seriously disputed
at any time during such day. For such
control to exist, order must ba main-
tained in the area, such order must be
maintained by authority of the country
in control, and such order must not be
seriously disLputed by hostile actlon either
by elements of the civilian population
or by the armed forces of any other
country. Section 127 (a) (1) contem-
plates that in many cases there will be a
lapze of time between the date when one
country loses control of an area and the
date when another country gains con-
troL During this period neither country
will be in control of the -area, and the
lozs may be claimed to occur at any time
during such period. The fact that any
country loses control of an area is not
sufficlent for the purposes of section
127 (a) (1) unless a country at war with
the United States gains control of such
area. That s, if a country not at war
with the United States, which has lost
control of an area, regains control of the
area before a country at war with the
United States gains control, the fact that
control wag lost for a period of time
does not cause any property in the area
to be deemed to have been destroyed or
.elzed.

It should be noted that the term "area"
means the locality in which the property
is situated. The determination as to
whether control by any country was lost
or established in any area on any date
will be made in a practical manner on the
basis of all factors, and particular atten-
tion will be paid to the nature of the mili-
tary and political operations affecting
the control over such area is well as to
the amount of information which can be
obtained under the circumstn.ces. For
example, in view of the fact that the
island of Luzon was one theater of mili-
tary operations, complete control over
such island by the American and Philip-

- pine forces will be considered to have
ceased in December 1941, upon the be-
ginning of the Japanese invasion of the
Island, and complete Japanese control
will be considered to have begun in May
1942, upon the cessation.of American re-
sistance at Corregidor. In the absence
of information to the contrary, control
by American and Philippine forces over
other Philippine islands will be consid-
ered to have ceased on th1 e dnt2 in De-
cember 1941 when complete control of
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Luzon ceased, and Japanese control over
such other islands will be considered to
have begun on the date in May 1942 when
complete Japanese control of Luzon be-
gan. Similarly, control over areas in
other theaters of military or political
action will be determined on the basis of
the principal events in such theaters of
action.

A country at war with the United
States may gain control over an -area by
Its armed forces, by its civil authorities,
or by obtaining control over the local
authorities already established in that
area. Such control over local authori-
ties will not be deemed to exist by reason
of the enemy country's domination over
the government of any country if and so
long as the United States maintains dip-
lomatic relations with such government.
Areas formerly subject to such govern-
ment but actually taken over by armed
forces or civil authorities of the enemy
country are under the control of the
enemy country. If the United States
has not declared that a state of war ex-
ists with any country, the control by such
country over any area Is not deemed a
destruction or seizure of property in such
area, even though such country may be
considered engaged in the present war by
reason of its being an enemy of one of
the United N5ations.

The latest date on which the United
States or a country not at war with the

nited States was in control of an.area,
a nd the earliest date when an enemy of'
ie United States was in control of an
area, are questions of fact to be deter-
inmed by the Commissioner on the basis

bf the facts established by the taxpayer
fnd such other information a may be in
his possession. The Commissioner may
from time to time Issue rulings .on the
basis of all information then in his pos-
session as to such dates as he has already
determined, with respect to any areas.
Such rulings will be subject to change inthe event further information is ob-
ained. In the absence of any applicable

ruling, the facts established by the tax-
Payer must satisfy the Commissioner that
the dates chosen are Droper.

(c) Chotce of date when loss deemed
ustained. Section 127 (a) (1) grants
he taxnayer the right to choose within

ihe period described in paragraphs (a)
ind (b) of this section the date on which
the destruction or seizure of property is
deemed to occur. This choice of a date
is exercised by claiming a gain or loss
With respect to such destruction or seiz-
14re in a return for a taxable year in
which such date falls, in a claim for
credit or refund of an overpayment for
such taxable year, or in a petition to The
Wax Court of the United States with re-
spect to such taxable year. Until the
taxpayer makes such a choice upon a re-
turn, a claim, or a petition, he will be
deemed to have chosen the latest date on
which the destruction or seizure may be
treated as having occurred. Such latest
date will be considered for all purposes
the date chosen by the taxpayer if the
taxpayer has not chosen on a return,
claim, or petition, in the manner de-
scribed above, any other date by the time
the return for the period in which such
latest date falls is due (including any

extension of time for filing such return)
Thereafter, the taxpayer may choose an-
other date only with the permission of
the.Commissioner. If the taxpayer has
once made the choice describedl above by
the filing of a return, a claim, or a peti-
tion in which gain or loss Is claimed with
respect to the destruction or seizure, such
choice (whether made before or after
the enactment.of. the Revenue Act of
1942) may not thereafter be changed ex-
cept with the permission of the Comns-
sioner,

A -taxpayer desiring to make a new
choice of date with the permission of the
Commissioner shall send a copy of his re-
turn, claim for refund, or petition in
which he makes such new choice to the
Commissioner of Internal R e v e n u e,
Washington, D.,C., together with a state-
ment of the date previously used as the
date of the destruction or seizure, the
new date chosen, and a recomputation of
each tax imposed by the Internal Reve-
nue Code (including income, excess
profits, and declared value excess profits
taxes) for each taxable year affected by
such change of date. For example, if
the taxpayer on the calendar year basis
desires to change his choice of date from
a date in 1942 to one in 1943, and if there
was a carry-back of unuted excess profits
credit from 1942 to 1941, the taxpayer
must attach to his request for permission
to change his choice of date a recompu-
tation of the tax for 1943, reflecting the
tax effect of treating the destruction or
seizure as occurring in that year, for
1942, reflecting the effect of treating the
destruction or seizure as not occurring ii
such year, and for4941, computeal with
the carry-back from 1942 determined by
treating the destruction or seizure as
occurring in 1943 and not 1942.

The taxpayer mut -also attach to his
request a statement as to whether the
tax for any taxable yearaffected by the
change of date has beeh determined by
The Tax Court ofrthe United States or by
any court, whether a case with respect
to any tuch-tax liability is pending in any
such tribunal, and whether any period of
limitations or rule of law would prevent
the proper adjustment of the tax liability
for each such year if the change in date
were permitted. The Commissioner will
permit the taxpayer to change his choice
of the date of the destruction or seizure
if such proper adjustments may be made.
for each taxable year affected.

§ 29.127 (a)-3 Property zn en em '
countrtes and enemy controlled areas.
Property in a country at war with the
Unitdd States, or in an area controlled
by such country, on the date the United
States declared that a state of war exist-
ed with such country'is deemed under
section 127 (a) (2) to have been destroyed
or seized on such date.

The term "property" includes tangible
property of every kind actually within
such country or area. Whether or not
intangible property is within the provi-
sions of section 127 (a) (2) depends in
general upon whether the enemy coun-
try exercises the same control over such
intangible property as it exercises over
tangible property located within such
country or area. If the enemy country

may legally divest the taxpayer of his
right to such Intangible property In such
manner that all other jurisdictions hav-
ing control of any of the obligations and
assets from which such Intangible prop-
-erty derives its value would not recog-
nize the taxpayer as laving any Interest
in such obligations and assets, then such
intangible property Is within the provi-
-sions of.section 127 (a) (2) For exam-
ple, a taxpayer owns stock and bonds In
a corporation chartered by an enemy
country. All of the assets of such cor-
poration are in the enemy country, in a
neutral country, And In a country also
'at war with the enemy country. The
,enemy country may sequester the tax-
pAyer's interest in such stock and bonds.
The neutral country recognizes the con-
"trol of the enemy country over Its cor-
poration, and would not grant the tax-
payer any right of recourse against the
assets Of the corporation located In such
country. The country at war with the
enemy country treats the assets of the
corporation located within Its Jurisdic-
tion as enemy property and would grant
the taxpayer no rights in such assets
during the war. The stock and bonds of
the taxpayer are property within the
enemy country and subject to the pro-
visions of section 127 (a) (2) A further
'example is the case of a taxpayer having
negotiable bonds In a corporation char-
tered in a neutral country. Such bonds
are In the enemy country at the out-
-break of the war, In the hands of an
agent of the taxpayer. The neutral
country does not recognize the authority
of the enemy country to divest the tax-
.payer of his right to these bonds, Such
bonds are not property subject to the
provisions of section 127 (a) (2)

Ordinarily, if the xlght of the taxpayer
to the intangible property exists by rea-
son of the law and authority of the
enemy country, section 127 (a) (2) ap-
plies to such intangible property. For
example, all public bonds of a country at
war with the United States are consid-
ered to be within the provisions of sec-
tion 127 (a) (2) On the other hand,
the public bonds of a country not at war
with the United States, the territory of
which is occupied by a country t war
-with the United States on the date war Is
declared, are not within the provisions
of section 127 (a) (2) Any interest In
a corporation chartered by a country at
war with the United States will be con-
sidered Intangible property located In
the enemy country unless the taxpayer
has any rights to assets of such corpora-
tion not treated as destroyed or seized
under section, 127. However, any in-
terest In a corporation chartered by a
country not at war with the United
States, the territory of which Is occu-
pied by a country at war with the United
States, will not be, considered Intangible
property located In an area under the
control of ai enemy country. Any In-
tangible property not within the provi-
sions of section. 127 (a) (2) may be
within the provisions of section 127 (a)
(3) which relate to intangible property
which becomes worthless by reason of
war losses. See § 29.127 (a)-4.

For the purposes of section 127 (a)
(2), the control by the enemy country
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over any, area may be exercised either
through it§ military or civil agencies, or
through its control over the local au-
thorities. Thus, an area will be treated
as being under the control of the enemy
country if the.enemy country exercises

-its control through the agents of a pup-
-pet government or through the local gov-
'ernmental organization in operation at
.the time it gained control of the area.
Such control over local authorities will
not be deemed to exist by reason of the
,enemy country's domination over the
-government of any country if the United
'States maintains diplomatic relations
with such government. Areas formerly
-subject to such government but' actually
"taken over by armed forces or civil au-
"thorities of the enemy country are under
*the control of the enemy country. Areas
under the control of the governments of
'Hungary, Rumania, and Bulgaria will not
*be considered under.enemy control prior
"to the date the United States declared
'that a state of war existed with such
governments. Whether or not control
-by the enemy country exists is a question
of fact which the Commssioner will de-

-termine on the basis of the facts estab-
'lished by the taxpayer and such other
-facts as may be in bis possession.

§ 29.127 ta)-4 - Investments referable
.t destroyed or seized property. Section
-127 (a) (3) provides that- intangible
.property which is an interest in or with
respect to underlying assets treated as
destroyed or seized under seoti~n 127
(a) (1) and (2) shall itself be treated as
being destroyed or seized if it would be
worthless if such underlyinglassets had
.n fact been destroyed. The intangible
property-may be of any kind, provided It
meets the test- that it would become
worthless upon the actual destruction
of the underlying assets treated as de-

.stroyed or seized underosection 127 (a)
(1) and (2) Thus, it may be repre-

•sented by accounts receivable from or
by stocks, bonds, or other securities in a
corporation all of the assets of which are
treated as destroyed or seized under sec-
tion 127 (a) (1) or (2) or by obligations
of anindividual, under the control of an
enemy country, all of whose assets are
also under the control of the enemy
country. Any intangibleproperty which
derives its value from underlying assets
treated as destroyed or seized under sec-
tion-127 (a) (1) and (2) is considered an
interest in or -with respect to such assets
for the purposes of section 127 (a) (3)
For examplej if all of the assets owned by
a holding company are'securities within

-the provisions of section,127 (a) (3) as
being issued by corporations owning only

,property described in section 127 (a) (1)
land (2) then stock in such holding com-
pany as considered an interest in or with
respect to such property described in sec-
tion 127 (a) (1)-and (2) and is subject
to the provisions of section 127 (a) (3).

For intangible property to be treated as
destroyed or seized under section 127 (a)
(3) the following tests must be met:

(a) Such property must be worthless
if the value described in the next para-
graph as disregarded; and

(b) Such property must be of a kind
which would have become worthless upon
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the destruction of a1l the underlying as-
sets which are described in section 127
.(a) (1) and (2) That is, ulion the date
-the last underlying aset described In
section 127 (a) (1) or (2) Is deemed de-
stroyed or seized, there must be no other
'underlying asset from which such prop-
erty derives a value. In applying this
test as to whether the Intangible prop-
erty would have become worthless if the
underlyin.- assets treated as destroyed or
seized under section 127 (a) (1) and (2)
were actually destroyed, all interest in
such assets shall be considered to have
ceased as if such assets had been totally
destroyed, whether or not any such asset,
such as lahd, may ordinarily be con-
sidered indestructible. Furthermore the
.value described in the next paragraph Is
disregarded in determining whether such
property would have become worthless.

In determining for the purposes of
both (a) aad (b) whether property has
become worthless, any value attributable
to the possibility of recovering assets
-treated as destroyed or seized under sec-
tion 127 (a) (1) and (2) or of compen-

,sation (other than insurance or similar
indemnity) for their destruction or
seizure, such as an award by a govern-
ment upon the completion of the war,
shall be disregarded. Insurance or any
other certain indemnity by a government
is not disregarded. For the purposes of
(a) any value attributable to an actual
recovery an the taxable year In which
the loss is claimed or, If the possibility
of receiving compensation develops dur-
ing such taxable year into a recognized
right to compensation, attributable to
,such right to compensation, will prevent
the intangible property from becoming
worthless, and will therefore keep such
property from being treated as a wbir loss
under section 127 (a) (3)

Whether or not intangible property Is
worthless when the underlying assets de-
scribed in section 127 (a) (1) and (2)

-are treated as destroyed or seized Is a
question of fat to be established by the

*taxpayer. Thus, the intangible property
may be worthless even though there are
underlying assets which are not treated

-as destroyed or seized under section 127
(a) (1) and (2) If It derives no value
from such other assets, as in a case in
which there are obligations actually en-
forceable against such assets which are
superior to the interest in such assets
represented by the intangible property.
For example, a corporation has $100,000
of assets, $80,000 of which are treated as
destroyed or seized under section 127
(a) (1) and (2) and $20.000 of which
are located in the United States and are
not within the provisions of section 127
(a) () and (2) The corporation owes
considerably more than $20,000 to credi-
tors In the United States. Any stock
interest In such corporation is consid-
ered worthless. If the corporation owed
only $10,000 to creditors who could en-
force their claims against, the corpora-
tion, and owed $40,000 to creditors who
are alien enemies of the United States,
located in countries at war with the
United States, who could not enforce
their claims against the corporation, the

stock Is not considered worthless. The
fact that any underlying assets, not un-
der the control of a country at war with
the United States, are subject to strin-
gent controls by the United States or by
any other government, such as being
placed in blocked accounts or under
"freezing" controls, or otherwise under
the custody of the government, will not;
cause any interest in such assets to be
considerdd worthless. Such assets are
merely subject to government regula-
tion, and the interest in or with respect
to such assets continues subject to such
regulation.

The intangible property interest de-
scribed In section 127 (a) (3) is deemed
to be destroyed or seized upon the date
that the last of the underlying assets
'subJect to the provisions of section 127
'(a) (1) or (2) was treated as destroyed
or seized under that section. In deter-
-mining for such purposes when any prop-"erty desribed in section 127 (a) (1) was
destroyed or seized, the taxpayer may
choose any date described in that section
which he could properly choose under

'that section if he were the owner of such
property. The choice is made by the
taxpayer's claiming a loss with respect
to the destruction or seizure- of the in-
tangible property described in section
127 (a) (3) in a return for the taxable
year in which the date chosen falls, or in
a claim for crecit or refund of an over-
payment for such taxable year, or in a
petition to The Tax Court of the United
States with respect to such taxable year.
If no such choice is made, the date
chosen will be deemed to be the latest
date which could be chosen under s5c-
tion 127 (a) (1). If at the time the re-
turn for the taxable year mn which sucha
latest date falls is due (including any ex-
tension of time fr filing such return),
the taxpayer has not so chosen a date
in a return, claim for refund, or peti-
tion, such latest date will be considered
for all purposes the date chosen, and the
taxpayer may not later chuose any other
date unless he first obtains the permis-
sion of the Commissioner. A taxpayer
choosing a, date by claiming such a loss
on a. return, claim for refund, or petition
(whether or not such choice was made
before the enactment of the Revenue
Act of 1942) cannot change such choice
unless he obtains the permission of the-
Commissioner. A taxpayer requesting
the permission of the Commissioner in
order to choose a new date must submit
the same information as is required un-
der § 29.127 (a)-2 (c) in the case of a
taxpayer changing his choice of date
under section 127 (a) (1), and such per-
mission will be granted if the proper ad-
Justments in tax liability resulting from
such change may be made. The choice
of date by the taxpayer must be the same
for all intangible property which relates
to the same property treated as destroyed

- or seized under section 127 (a) (1) and
(2). Thus, a taxpayer owning stock
and bonds In a corporatign, all the assets
of which are in an area that comes under
the control of the enemy, cannot under
section 127 (a) (3) treat the stock as
destroyed or seized on one date and the
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bonds as destroyed or seized on another
date.

If a taxpayer owns 100 percent (ex-
cluding qualifying shares) of each class
of zcock of a corporation, it may elect
for the purposes of section 127 (a) (3)
to deterifime the worthlessness of its in-
terest in such corporation without regard
to the amount of the property of such
corporation which Is money m the United
States, bank deposits, the right to receive
money from any person not situated in
a country at war with the United States
or In a territory under the control of
such a country, and obligations issued or
guaranteed as to principal or interest by
the United States, except any of such
property .of the corporation which is
treated as destroyed or seized under sec-
tion 127 (a) (1) (2) or (3) during or
before the taxable year of the taxpayer in
which the war loss is claimed. This ex-
clusion of certain property of the cor-
poration in determining worthlessness is
made both for the purpose of determin-
ing whether the interest of the taxpayer
in the corporation is worthless and for
the purpose of determining whether such
interest would have become worthless if
the underlying assets of the corporation
treated as destroyed or seized under sec-
tion 127 (a) (1) or (2) had -been de-
stroyed. Such election is made by claim-
ing ini a return, a claim for credit or
refund of an overpayment, or a petition
to The Tax Court of the United States
a deduction for a loss which was actually
sustained upon the destruction or seizure
described in section 127 (a) (3) of any
Interest in such corporation. The eloc-
tion is made for the entire interest of the
taxpayer in the corporation, whether
represented by stock, bonds, or otherwise,
and is so made even if the taxpayer
claims the loss for only a part of such
Interest. Such election when once made
is irrevocable, although the date chosen
as the date when the loss occurred may
be changed with the permission of the
Commissioner as in the case of other
losses from a destruction or seizure de-
scribed in section 127 (a) (3) For treat-,
ment of the amount of property excluded
in determining worthlesssness as a recov-
ery by the taxpayer, see § 29.127 (b)-l.

For a loss to be sustained under sec-
tion 127 (a) (3) with respect to any
intangible property, such property must
have a basis. Any intangible property
treated as destroyedor seized under sec-
tion 127 (a) (3) will, to the extent of the
loss sustained upon such destruction or
seizure, be treated as a casualty loss.
Section 23 (g) (2) and (k) (2) relating
to losses on certain worthless securities
being treated as capital losses, does not
apply to the loss on any such intangible
property described insection 127 (a) (3)
although such loss may, if the provisions
of section 117 (J) are applicable, be
treated as a capital loss under the pro-
visions of section 117 (j) See § 29.117-7.

[SEC. 127. W6x Losss--as added by sec.
156 (a), Rev. Act 1942.]

(b) Amount of loss on destroyed or seized
property. In the case of any property or'
interest In or with respect to property deemed
to be destroyed or seized under subsection
.(a)--

(1) The amount of the loss on account of
such property or interest shall be determined
'with regard to any recoveries with respect
thereto in the taxable year but without re-
gard to any possibility of recovering such
prcgperty or interest, or of receiving' any
compensation (other than insurance or simi-
lar indemnity),on account of such property
or interest in the taxable year or in any
future taxable year.

(2) The taxpayer may choose to decrease
the amount of the loss by all obligations or
liabilities of the taxpayer with respect to such
property or interest discharged or satisfied
out of the property or interest upon its de-
struction or seizure, if the Commissioner Is
satisfied that such obligations or liabilities
are so discharged or satisfied in a subsequent
taxable year, or that the taxpayer Is unable
to determine whether or not such obligations
or liabilities are in fact discharged or satisfied.
No loss shall be deemed to have been sus-
tained upon the destruction or seizure of such
property or interest to the extent that it is
compensated for by the discharge or satisfac-
tion of obligations and liabilities of the tax-
payer out of such property or interest In the
taxable year in which such destruction, or
seizure is deemed to have occurred. The tax-
payer's choice under this subsection shall be
effective only if made within such time and
in such manner as may be prescribed by
regulations prescribed by the Commissioner
with the approval of the Secretary.

§ 29.127 (b)-1 Determznatzon of
amount of war !dss. The loss upon the
property treated as destroyed or seized
under section 127 (a) and (e) is deter-
mined as if the taxpayer's interest in
such property 'had ceased by reason of
such destruction or seizure. The loss is
determined in the same manner as in the
case of any other loss by casualty (see
§§ 29.23 (e)-l and 29.23 (fY-1 except
that the possibility of recovering such
property described in section 127 (a) or
(e) or of recovering any compensation
(other than insurance or similar indem-
nity) on account of such property or in-
terest in the taxable year or in any fu-
ture taxable-year (such as the return of
the property, or an award by a govern-
ment, upon the termination - of the war)
is disregarded both in determining
whether the loss is evidenced by a closed
and completed transaction and in deter-
mining the amount of the loss. Insur-
ance or any other certain indemnity by
,a government is not disregarded. If
during the same taxable year in which
the destruction or seizure is deemed to
occur the taxpayer recovers the prop-
erty, recovers money or other property
in lieu of such property, or receives com-
pensation for such property, or if during
such taxable year the possibility of any
such recovery or of receiving any, such.
compensation develops into a recognized
right to such recovery or compensation,
such facts must be taken into account in
determining whether any, loss was sus-
.tained and, if a loss was sustained, the
amount of the loss. For example, the
taxpayer -has property in an area under
the control of an enemy country on the
date war with such country is declared.
Such property is deemed, under section
127 (a) (2) destroyed or seized on such
date. During the taxable year of the
taxlJayer in which such date falls, the

-property is sent into a neutral country
where the taxpayer recovers it. No loss
is sustained by the taxpayer, by reason

of the destruction or seizure deemed to
occur under section 127 (a) (2) If In
lieu of such property the taxpayer had
recovered other property In the same
taxable year, the value of such other
property must be taken Into account as
compensation for the loss sustained upon
the destruction or seizure deemed to
occur under .ection 127'(a) (2)

If a taxpayer owning 100 percent of
each class of stock of a corporation elects
under section 127 (a) (3) (see § 29.1271
(a)-4) to determine the worthlessness of
his interest in such corporation witjiout
regard to certain assets of the corporM-
tion as described In section 127 (a) (3),
the entire value of such assets of the cor-
poration as of the date the taxpayer's In-
terest in the corporation is deemed de-
stroyed or seized under section 127 (a)
(3) shall be treated as a recovery on
such date by the taxpayer In determin-
ing the amount of his loss upon such de-
struction or seizure. Obligations of the
corporation enforceable against such
assets are disregarded in determining
the amount of such recovery. For ex-
ample, if the corporation's Interest In
-such assets Is worth $100,000, the tax-
payer's recovery under the provisions of
section 127 (a) (3) Is considered to be
$100,000, regardless of whether or not
any obligations \of the corporation, en-
forceable against such assets, are supe-'
rior to the interest of the taxpayer in the
corporation. Thus, If the only Interest
of the taxpayer in the corporation is his
ownership of its stock, and if the ad-
Justed basis of such -stock Is $1,000,000,
-ins loss is $900,000 even though the cor-
poration may have $300,000 In outstand
ing bonds enforceable against such
assets of $100,090 and against Its other
assets which were not treated as de%
stroyed or seized under section 121. (I
is assumed that the stock would not be
worthless, and therefore a war loss tinder
section 127 (a) (3) If the election under
section 127 (a) (3) were mot made.)

If, In the same taxable year in which
the destruction or seizure of any prop-
erty is deemed to occur, such property
was used to discharge or satisfy any obli.
gations and liabilities of the taxpayer, or
if any such obligations and liabilities are
discharged by reason of the events which
cause such property to be treated as de-
stroyed. or seized, the amount of such
compensation must be taken into ac-
count in determining the loss upon the

.destruction or seizure of the property.
Furthermore, the taxpayer may elect to,
decrease the amount of his loss In the
taxable yeai with respect to any prop-
erty treated as seized or destroyed under
section 127 by the amount of his other
obligations and liabilities with respect to
such property if such obligation. or lia-
bilities are discharged or satisfied In a
subsequent taxable year out of such prop-
erty or if the taxpayer Is unable to de-
termine at the time of the election
whether or not, such obligations or lia-
bilities are so discharged or satisfied,
The determination of the amount of the
loss where there are obligations and lia-
bilities with respect to destroyed or seized
property Is illustrated by the case of a
bank having a branch in Rumania, the
assets of which are treated under *sec-
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tion 127 (a) (2) as destroyed or seized on
the date war is declared with Rumania.
In determining the loss upon such assets,
consideration must be given to the com-
Pensation for the destruction or seizure
resulting from the assets being used in
the same taxable year to discharge the
bank's liabilities to depositors in the
branch. Furthermore, if the bank es-
tablishes that any liabilities to depositors
were discharged out of the assets in a
subsequent taxable year, or if the bank
establishes that it is unable to determine
whether or not any such liabilities are
discharged out of the assets, it may elect
to decrease thg .amount of the loss with
respect to the assets in the branch by all
such liabilities. If it is determined that
any liabilities will ,iot be discharged out
of the assets, the bank may not decrease
the amount of the loss by the amount of
such liabilities.

The election described above to de-
crease the amount of the loss by obliga-
tions and7liabilities with respect to the
destroyed or seized property is made by
so decreasing the loss in claiming a de-
duction therefor in the return (or if
such return was flied on or before March
15, 1943, in an amendment thereto filed
on or before July 1, 1943) in a claim
for credit or refund of an overpayment,
or in a petition to The Tax Court of the
United States with respect to the taxable
year in which the loss was sustained, and
by attaching to such return (or such
amendment thereto filed on or before
July 1, 1943) as a part thereof, or by
including in such claim a statement as
to the obligations and liabilities involved,
the property to which they relate, and
'such facts as are in the taxpayer's knowl-
edge. If the loss is claimed in a petition
to The Tax Court, such statement, made
under oath, should be attached to a copy
of the petition and sent to the Commis-
sioner of.Internal Revenue, Washington,
D. C. The election when once made may
be changed only with the permission of
the Commissioner. The election must
be made as to all the obligations and
liabilities described atove with respect to
the same property, and applies to all such
obligations and liabilities if made as to
any of them.

[SE. 127. WAR LossEs-as added by sec.
156 (a), Rev. Act 1942.]

(c) Reeovemes includea is gross income-
(1) General rule. Upon the recovery in the
taxable year of any money or property in re-
spect of property considered under subsec-
tion (a) as destroyed or seized in any prior
taxable year, the amount of such recovery
shall -be included in gross income to the
extent provided in paragraph (2).

(2) Amount of gam includible. The
amount of the recovery of any money or
property in respect of property considered
under subsection (a) as destroyed or seized
shall be an amount equal to the aggregate
of such money and the fair market value of
such property, determined as of the date of
the recovery. To the extent that such
amount plus the aggregate of the amounts
of previous such recoveries do not exceed
that part of the aggregate of the allowable
ceauctions Imn prior taxable years on account
of the destruction or seizure of property de-
scribed in subsection (a) which did not re-
slit in a reduction of any tax of the tax-
payer under this chapter, such amount shall
not be Includible in gross income and shall
not be deemed gain upon the Involuntary

conversion of property as a rmult of Its de-
struction or sizure. To the extent that such
amount plus tho aggregate of the anmts
of previous such recoveries exceed that part
of the aggregate of such deductlons, hlch
did not result in a reduction of any tax of
the taxpayer under this chapter and do not
exceed that part of the agregato of such de-
ductlons which did result in a reduction of
any tax of the taxpayer under this chapter,
such amount shall be Included n grosa in-
come but shall not be deemed a gain upon
the involuntary conversion of property as a
result of Its destruction or selzure. To the
extent that such amount plus the aggreLate
of the amounts of prevlou3 such rccoveries
excecd the aggregato of the allowable dcduc-
tions in prior taxable years on account of the
destruction or selzuro of property deccribcd
in subsection (a), such amount shall ba con-
sidered a gain upon the Involuntary con-
version of property as a re:;lt of its destruc-
tlon or relzuro and shall be reccgazed or not
recognized as provided in cection 112 (f). If
for any prevlous taxable year the taxpayer
chooses under sub-ection (b) to treat any
obligations and lablllties as d charged or
satisfied out of the property or nter t de-
scAbed in subzection (a), and If such obliga-
tlons and labitle3 were not co dkharged
or satisfied. the amount of such obligations
and liabilities treated as dischmed or satis-
fled under sub=ction (b) shall be considered
for the purposes of this oection as a deduc-
tion by reason of this sectlon which did not
result in a reduction of any tax of the tax-
payer under this chapter. For the purpose3
of this paragraph an allowable deduction for
any taxable year on account of the detruc-o
tion or seizure of property dccribed in sub-
section (a) rhll. to the extent not allowed
in computing the tax of the taxpayer for
such taxable year, be conald-ered an allowable
deduction which did not result in a reduction
of any tax of the taxpayer under this chapter.

(3) Restoration of raluc of investments re-
ferable to destroydc or scized property. For
the purposes of paragraphs (1) and (2). the
restoration in whole or in part of the value
of any interest descrlbed in suhcetlon (a)
(3) by reason of any recovery of money or
property in respect of property to which such
interest related and which was considered
under subsection (a) (1) or (2) as d-troyed
or seized shall be deemd a recovery of prop-
erty In respect of property considered under
subsection (a) as destroyed or seized.

§ 29.127 (c)-1 Recoveri s included in
gross income. A taxpayer who has sus-
tained a war loss described in section 127
must include in his gross income for each
taxable year, to the extent provided in
section 127 (c) the amount of his re-
coveries of money and property for such
taxable year in respect of any war loss
in a previous taxable year. Section 127
(c) provides that such recoveries for any
taxable year are not includible in in-
come until the taxpayer has recovered
an amount equal to his allowable deduc-
tions in prior taxable years on account
of such war losses which did not result in
a reduction of any tax under chapter 1
of the Internal Revenue Code, that Is,
of any income tax of the taxpayer. See
§ 29.127 (M)-I for the determination of
the amount of such deductions. Recov-
eries in excess of such amount are
treated as ordinary income until such
excess equals the amount of his allow-
able deductions in prior taxable .years
on account of warlosses which did result
in a reduction of any such tax under
chapter 1. Any further recoveries in
excess of all the taxpayer's allowable de-
ductions in prlor taxable years for war

losses are treated as gain on an involun-
tary conversion of property as a result of
its destruction or seizure, and such gain
Is recognizad or not recognized under the
provisions of section 112 (f) See § 29.112
()-1. Such gain, if reco-mzed, is in-
eluded in gross income as ordinary in-
come unless section 117 (j) applies to
cause such gain to be treated as gain
from the sale or exchange of a capital
asset held for more than six months.
See § 29.117-7.

The amount of the recovery of anY
money or property in respect of any war
loss Is the aggregate of the amount of.
such money and of the fair market value
of such property, both determined as of
the date of the recovery. The recoveries
in respect of any war loss include the
recovery of the property or interest
treated as destroyed or seized under sec-
tion 127 and the recovery of any money
or property in lieu of such property or
interest or on account of the destruction
or seizure of such property or interest.
For example, there is a recovery upon
the return to the taxpayer after the
termination of the war of his property
which was treated as resulting in a war
loss because It was located in a country
at war with the United States. An
award by a government on account of
the seizure of the taxpayer's property
by an enemy country is a recovery under
section 127 (c) The amount obtained
upon the sale or other transfer by the
taxpayer of his right to any property
treated as resulting in a war loss is also
a recovery for the purposes of section
127 (c) Similarly, if a taxpayer who
sustained a war loss under section 127
(e) upon the liquidation of a corporation
has received the rights to any property
of the corporation which was treated as
destroyed or seized under section 127 (a)
(1) or (2) any recovery by the taxpayer
with respect to such rights is a recovery
by him for the purposes of section
127 (c) Furthermore, if any interest of
the taxpayer in or with respect to prop-
erty was determined to be worthless and
was treated as a war loss under section
127 (a) (3) (see § 29.127 a)-4) or if
the taxpayer retained an interest in a
corporation with respect to which he
sustained a war loss under section 127
(e) and if the interest in the hands of
the taxpayer Is restored in value, m
whole or in part, by reason of a recovery
with respect to the underlying assets
treated as destzoyed or seized under sec-
tion 127, then such restoration in value
Is a recovery by the taxpayer for the
purposes of section 127 (c)

The determination as to whether and
to what extent any recoveries are to be
included in gross income is made upon
the basis of the amount of all the re-
coveries for each day upon which there
are any such recoveries, as follows:

(a) The amount of the recoveries for
any day is not included in gross income,
and is not considered gain on an ivolun-
tary conversion, to the extent, if any,
that the aggregate of the allowable de-
ductions In prior taxable years on ac-
count of war losses winch did not result
in a reduction of any tax of the tax-
payer under chapter I of the Internal
Revenue Code, as determined under
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§ 29.127 (f)-1, exceeds the amount of 'all
previous recoveries in the same and prior
taxable years.

(b) The amount of the recoveries for
any day which is not excluded from gross
income under (a) is included in grbss
income as ordinary income, and is not
considered gain on an involuntary con-
version, to the extent, if any, that the
aggregate of all the allowable deductions
in prior taxable years on account of war
losses (both those which resulted in a
reduction of a tax of the taxpayer and
those which did not) exceeds the sum of
the amount of all previous recoveries in
the same and prior taxable years and of
that portion, if any, of the amount of the
recoveries for such day which is not in-
cluded in gross income under (a)

(c) The amount of the recoveries for
any day which is not excluded from gross
income under (a) and is not included in
gross income as ordinary income under
(b) Is considered gain on an involuntary
conversion of property as a result of its
destruction or seizure. The following
provisions then apply to this gain:

(1) Such gain is recognized 'or not
recognized under the provisions of sec-
tion 112 (f) relating to gain upon such
conversion of property. For the purpose
of applying section 112 Cf) such gain for
any day is deemed to be expended in tha
manner provided in section 112 (f) to the
extent the recovery for sucl day is so ex-
pended.

(2) If such gain is recognized it is in-
eluded in gross income as ordinary in-
come or, if the provisions of section.
117 Ml) apply and require such treatment,
as gain, on the sale or exchange of a cap-
ital asset held for more than six months.
For the purpose of applying section
117 () such recognized gain for any
day Is deemed to be derived from prop-
erty described in that section to the ex-
tent of the recovery for such day with
respect, to such property, except such
portion of such recovery as is .attrib-
utable to the nonrecognized gain for
such day.

(3) Section 127 (d) provides that in:
determining the unadjusted basis of re-
covered property, the total gain and the
recognized gain with respect to spich
property must be determined. For such
purposes, the recognized gain deemed to
be derived from propertieg described in
section 117 (j) may be allocated among
such properties in the proportion of the
recoveries with respect .to such prop-
erties, reduced for each property by-the
portion of the recovery attributable-to
the nonrecognized gain for such day, and
the recoveries with respect to properties
not described in section 117 (j) may be
similarly allocated. The total gain de-
rived from any recovered property is the
sum of the nonrecognized gain attrib-
utable to the recovery of such property
and of the recognized gain allocable to
such property.

The foregoing provisions may be illus-
trated by the following examples:

Example (1). The taxpayer sustained war
losses of $3,000 on account of properties A, B,
C, and D. Of this amount, $1,000 did not
result In a reduction of any income tax of
the taxpayer, as determined under the pro-
visions of § 29.127 (f)-1. In a subsequent

taxable year, he received an award of
$800 from the Government on account -of
property A. This 'is not included in income
since It is less than the amount by which
his allowable deductions for prior taxable
years on account of war losses which did not
result in any tax benefit, $1,000, exceed $0, the
sum of all his previous recoveries. On a later
date the taxpayer recovers property B, which
is worth $1,500 on the date of recovery. This
recovery is not included in gross income to
the extent of $200, the amount by which the
allowable deductions for prior taxable years

,on account of war losses which did not re-
sult in any tax benefit, or $1,000, exceed the
sum of all previous recoveries, or $800. All
of the remaining '$1,300 of the recovery is
included In gross income as ordinary income,
and is not considered gain on the involun-
tary conversion of 'property, since it is less
than the amount by which the aggregate of
all the allowable deductions in prior taxable
years on account of war losses, or $3,000,
exceeds $1,000, the sum of the $800 of previ-
ous recoveriesand of the $200 portion of the
recovery with respect to B which is not in-
cluded In gross income. On a still later date
the taxpayer sells for $2,500 his rights .to
recover C. Since the allowable deductions
for prior taxable years on account of war
losses which did not result in any tax benefit
($1,000) do not exceed the previous recoveries
by the taxpayer ($800 and $1,500, or $2,300),
note of the recovery on account of C s ex-
cluded from gross income. This recovery. Is
included in gross ncome as ordinary Income,
and.is not considered gain on the involuntary
conversion of property, to the extent of $700,

-the amount by which the aggregate of all
the allowable deductions -for prior taxable
years on account of war losses ($3,000) ex-
ceeds $2,300, the sum of the $2,300 of previous
recoveries and of the $0 portion of the re-
covery on account of C which is not included
in gross income. The remaining $1,800 of
the recovery is considered gain on an invol-
untary conversion of property on account
of its destruction or seizure, and Is not recog-
nized if forthwith expended in the manner
provided In section 112 (f). Thus, it s not
recognized if it is forthwith expended for the
acquisition of property related in service or
use to C. On a later date the taxpayer re-
covers D, which has P fair market value of
$400 at the time of the recovery. Since the
aggregate of all the allowable deductions for.
prior tpxable years on account of war losses
($3,000) does not exceed the previous recqv-
eries by the taxpayer ($800+$1,500+$2,500,
or $4,800), all of the recovery with respect to
'D Is considered gain on an involuntary con-
version of property as a result of its destrgc-
tion or seizure. Under the.p'ovisions of sec-
tion 112 (f), this gain is not recognized if D
is used for the same purposes for which It
was used before it was deemed destroyed or
seized under section 127.

Example (2). The taxpayer on-one day
recovers $3,000 for property A and $7,000 for
propert. B. both of which were treated under
section 127 as destroyed or seized in a prior
taxable year, and $8,000 of such $10,000 re-
coveries is considered gain on the involun-
tary conversion of property as a result of its
destruction or seizure. The taxpayer forth-
with expends $5,000 in the acquisition of
property similar in use to -B. Therefore,
$5,000 of the $8,000 gain is not recognised
under section 112 (f), leaving $3,000 of rec-
ognized gain. Property B s within the pro-
visions of section 117 (j), relating to gains
and losses on the involuntary conversion of
certain described property, but property A is
not. Therefore, the provisions of section 117
(j) apply to $2,000 of the $3,000 gain, that Is,-
the amount of the recovery with respect to B
which is not attributable to the nonrecog-
nized gain for such day ($7,000 minus $5,000).
If the- taxpayer forthwith expended $8,000
or more for the acquisition of property simi-
lar in use to B, none of the gain would be

recognized. If the taxpayer forthwith ex-
pended the $5,000 to acquire property related
in use to A, the C3,000 recognized gain would
be considered derived from B to the oxtont
of the recovery with respect to B (07,000),
not reduced by any nonrccognized gain since
none of such recovery is attributblo to such
nonrecognized gain, and therefore all of the
$3,000 recognized gain would be subject to
the provisions of section 117 (j).

For the purposes of section 127 (0), the
recoveries considered are only those with
respect to-war losses sustained in prior taxable
years. Similarly, the only deductions con-
sidered are those allowable for prior taxable
years, and any allowable deductions for the
year of the recovery are Ignored for the pur-
poses of applying such section to the recovery.
If property is treated as destroyed or seized
under section 127, and i In the same taxable
year there is also a recovery with respect to
such property, suth recovery is not within
the provisions of section 127 (c) but is taken
into account under section 127 (b) In deter-
mining.the amount of the loss, if any, on
the destruction or seizure. See 9 20.127
(b)-l. Ae allowable deduction with respect
to a war loss is any deduction to which the
taxpayer is entitled on account of any prop-
erty or interest being treated as destroyed or
seized .under section 127, regardless of
vihether or not such deduction was claimed
by the-taxpayer or otherwise allowed in com-
putinghis tax. If a deduction was claimed
by a taxpayer In computing his tax for any
taxable year, and If such deduction was dis-
allowed, such deduction will not be con-
sidered an allowable deduction for such tax-
able year since the previous determination
will not be reconsidered.

[Sec. 127. WAn LossE--as added by sec. 160
,(a), Rev, Act 1942.1

(d) Basis of recovercd'property. The Xun-
adjusted basis of property recovered in re-
spect of property considered destroyed or
seized, under subsection (a) shall be deter-
mined under this subsection. Such basis
shall be an amount equal to the fair market
value of such property, determined as of the
date of the recovery, reduced by an amount
equal to the excess df the aggregate of such
fair market value and the amounts of previ-
ous recoveries of money or property In rezpcet
of property considered under subsection (a)
as destroyed or seized over the aggregate of
the allowable deduciops in prior taxable
years on account of the destruction or seizure
of property described in subsection (a), and
increased by that portion of the amount of
the recovery which under subsection (a) is
treated as a recognized gain from the Invol-
untary conversion of property. Upon appli-
cation of the taxpayer, the aggregate of the
lases (determined under the preceding sen-
tence) or any properties recovered in respect
of properties considered under subsection (a)
as destroyed or seizd may be allocated among
the properties so recovered in such manner as
the Commissioner may determine under
regulations prescribed by him with the ap-
proval of the Secretary, and the amouAts so
allocated to any such property so recovered
shall be the unadjusted basis of such property
in lieu of the unadjusted babis of such prop&
erty determined under the preceding sen-
tence.

§ 29.127 (d)-I Basis of recovered
propert/. Under section 127 Cd) the
unadjusted basis of any property treated
as a war loss under section 127 which Is
recovered and the unadjusted basis of
any property which is recovered In lieu
of or on account of any such war loss Is

\considered the fair market value of such
recovered property upon the date of Its
-recovery with the following adjustments:

(a) If the sum of the recoveries for the
day such property is recovered and of
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all previous recoveries exceeds the aggre-
-gate of the allowable deductions for pnor
*taxable years on account of war losses,
so that a portion of the recoveries for
-such day is treated as gain on the in-
voluntary conversion of property, such
fair market value of the property is re-
duced by the tota1-gam, if any, for such

.day derived from such recovered prop-
•erty, as determined under § 29.127 (c)-1.

(b) Such fair market value, as reduced
-under (a) above, is increased by the por-
tion, if any, of the recognized gain re-
sulting from the recoveries for such day
which is allocable to such recovered prop-
erty, as determined under § 29.127 (c)-1.

In effect, the unadjusted basis of such
property is its fair market value upon
the date of its recovery, reduced by the
.amount of nonrecognized gain attribut-
-able to such recovery under the provi-
sions of § 29.127-(c)-l.

If the respective bases of several prop-
erties of a taxpayer determined under
section 127 d) are greatly dispropor-
tionate to their adjusted bases imedi-
ately prior to their being treated as de-
stroyed or seized under section 127, the
,taxpayer may apply to the Commsioner
:for the allocation of the aggregate of the
bases of such properties among them in
the proportion of their adjusted bases
-immediately prior to the destruction or
seizure of such properties determined

-under section 127. The amount so allQ-
cated to any such property, in an appli-
cation approved by the Commissioner,

-shall be the unadjusted basis of such
property in lieu of the amount deter-
-mined under the preceding paragraph.

The application to the Commissioner
-shall set forth a list of all the properties
.of the taxpayer having an unadjusted
basis determined under this section, a
.description of each such property to-
.-gether with a statement as to the amount
of its adjusted basis immediately prior to
the destruction or seizure of such prop-
erty determined under section 127, and
a statement as to whether there has been

- any substantial change in the use or na-
ture of the property chosen for the allo-
cation from ifs nature or use 'mmedi-
ately prior to the time it was treated as
destroyed or seized. Such application
will be allowed unless there has been such
.a substantial change in the nature or use
of such properpy that the allocation of
the bases would produce an arbitrary re-
sult, or unlessthe taxpayer has obtained
such tax benefits by reason of the basis
determined under the first paragraphV of
this section-'that it would be inequitable
to change his basis. Thus, the allocation
will not be allowed if it would give the
taxpayer an unadjusted basis with re-
spect to any property which is less than
the amount of the adjustments in reduc-
tion of the basis of such property which
are allowable after its recovery. For ex-
ample, when property A is recovered it
has an unadjusted basis of $100. After
$70 depreciation has been allowed on A,
an allocation is sought which would give
A an unadjusted basis of $60. Since this
is less than the-depreciation which is an
adjustment against such basis, the allo-
cation will not be permitted.

The amount of any adjustments to the
unadjusted basis determined under the
first paragraph of this zection shallupon
the allocation of the bases, be taken as
an adjustment to the allocated unadJust-
ed basis. Thus, if $30 depreciation was
allowed upon a $100 basis determined
under the first paragraph of this section,
and If the unadjusted basis upon alloca-
tion is $75, such $30 depreciation is al-
lowed against such allocated unadjusted
basis, so that the adjusted basis of the
property is then S45.

The taxpayek may choose any group of
recovered properties for allocation, ex-
cept that if any such recovered properties
form one economic unit, such properties
may not be separated but all or none
must be included In the group. For ex-
ample, a building may not be separated
from the land on which It stands If both
are recovered property, nor may one
block of stock in a corporation be sepa-
rated from other stock In such corpora-
tion or from bonds In such corporation
which are also treated as a recovery. If
the taxpayer has once been permitted to
allocate the bases of any group of prop-
erties, he may obtain another allocation
with respect to such properties only if
all the properties in the original group
are included together with other recov-
ered properties not included in the orig-

"inal group. For example, If the bases
of properties A and B are allocated, a
second allocation wIll be made for prop-
erties A, B, and C, but not for A and C
or B and C.

[S=. 127. WAn Lossn-as added by sem.
156 (a), Rev. Act 1942.1

(e) Partial worthlessness of certain insret-
ments in destro ed or seized property-()
Destruction or seizure or inrcstment. If a
taxpayer owns not les than 80 per centum
of each class of stock of a corporation. if such
corporation has property described In sub-
section (a) (1) or (2) deemed to be de-
stroyed or seized, the adjusted basis for de-
termining lozs of which Is at least 75 per
centum of the adjusted basis for determin-
ing loss of all such corporation's property.
and If such corporation completely liquIdates
(by distributing all the aets which it is
able to distribute and all Its rights to assts
which it is not able to distribute, including
the right to the recovery of the property
described in sub ection (a) (1) and (2))
within one year after such property is deemed
to b destroye4 or seized, or within ax months
after the date of the enactment of the Reve-
nue Act of 1942, whichever is the later, then
that part of the loss by the taxpayer on ouch
liquidation which would be attributable to
the destruction or seizure of such prcparty,
as established to the ratisfactlon of the Com-
missioner, shan be treated for the purpoes
of this chapter as a lo= by the taxpayer
upon the destruction or selzure of the part
of the stock or other Interest of the taxpayer
to which such los Is allocable. Such part
of the stock or other Interest of the taxpayer
shall be treated for the purpome of subzec-
tions (b), (c), and (d) as property descrlbed
In subsection (a) (3).

(2) Applicatfon of paragrap (1)-For the
purposes of paragraph (1)-

(A) In determining the adjusted basis of
all the property of the corporation, there
shall be excluded money in the United States,
bank deposits, the right to receive money

-from any person not situated In a country at
war with the United States or in a territory
under -the control of such a country and

obligations issucd or guaranteed as to prind-
pal or interest by the United States, except
that there shall not be excluded any such
property which is destroyed or seized as de-
cribed in subaction (a) within or before the

taxable period.
(B) The adjusted bas of property of such

corporation shall be determined as of the
date Immediately preceding the frst date on
which any property was destroyed or seized,
as deccrlbed in subsection (a), or as of any
later date falling within or before tb- taxable
peroed on the basis of which such determl-
nation will produce a greater amount.

§ 29.127 (a)-1 Cases n whichi liquida-
tion of corporation causes war loss. See-
tlon 127 (e) provides that in a limited
class of cases a portion of the loss by a
taxpayer upon the liquidation of a cor-
portion will be treated as a war loss re-
suting from the destruction or seizure of
an allocable part of the interest of the
taxpayer in the corporation. The war
loss is sustained at the time the loss upon
the liquidation is sustained. The tax-
payer sustains a war loss only if section
127 (e) applies to the loss sustained by
him upon the liquidation of the corpora-
tion, and only in the amount determined
under that section. The provisions of
section 127 (b) (c) and d) and the
regulations thereunder, which apply to a
war loss determined under section 127
(a) (3) also apply to a war loss deter-
mined under section 127 (e)

(a) Application of section 127 (e)
Section 127 (e) applies only if all of the
following provisions are met:

(1) The taxpayer must own not less
than 50 percent of each class of stock df
the corporation at the time of the liqui-
dation described below and at all times
when any property of the corporation
described in section 127 (a) Is deemed
destroyed or seized.

(2) Property of the corporation repre-
senting atleast 75 percent of the adjusted
basis for determining loss of all the prop-
erty of the corporation must, be deemed
destroyed or seized under the provisions
of section 127 (a) (1) or (2), relating to
property actually destroyed or seized
during military or naval operations or
located in an enemy country or an area
under the control of such country. For
the purposes of this provision:

U) The adjusted basis for determining
loss of all the property of the corpora-
tion Is determined as of the date imme-
diately preceding the first date on which
any property of the corporation is deemed
destroyed or seized under the provisions
of section 127 (a) (1) (2), or (3), except
that if such determination would.pro-
duce a greater amount if made as of any
later date falling within or before the
taxable year in which the loss is sus-
tained, it is made as of such later date
on which it produces the greatest amount.
If any property of the corporation which
Is at no time treated as destroyed or
seized under section 127 (a) is money in
the United States, bank deposits, the
right to receive money from any person
not situated in a country at war with the
United States or in a territory under the
control of such a country, or obligations
Issued or guaranteed as to principal or
Interest by the United States, then the
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adjusted iasis of such property shall not
be taken into .accouiit in determining the
adjusted basis of all the property of the
corporation.

(il) The property, of the corporation
described in section 127 (a) (1) 6r (2)
deemed to be destroyed or seized repre-
sents at least 75 percent of the amount
determined under (I) above-as the ad-
justed, basis for determining loss of all
the property of the corporation if the
aggregate of the adjusted bases for deter-
mining loss of all such property described
in section 127 (a- () or (2) (determined
for each such property as of the date pre-
scribed under (I), except that the date
immediately preceding the date it is
deemed destroyed or seized shall be used
if the property was not held by the cor-
poration on the date prescribed in (i) or
was deemed destroyed or seized on or
before such date) is not less than 75 per-
cent of the amount so'determined under
(1). The property described in section
127 (a) (1) or (2) which is included in
determining such 75 percent amount is
property owned by the corporation, for
the destruction or seizure, of which it
could claim a war loss under section 127
(a) (1) or (2). Property of the corpora-
tion deemed destroyed or seized under
section 127 (a) (3) is not included in
determining such 75 percent amount
even though such property may be an
interest in property described in section
127 (a) (1) or.(2).

(3) The corporation must completely
liquidate within one year after the last
property of the corporation described in
section 127 (a) (1) or (2) is deemed de-
stroyed or seized under such section, ex-
cept that if such year expires -before
April 21, 1943 (the last date falling within
six months after the enactment of the
Revenue Act of 1942) the liquidation
may be completed on or before that date.
The corporation has completely liqui-
dated if it has distributed to its share-
holders all the assets which it is able to
distribute and all its rights to assets, such
as assets treated as war losses under .eec-
tion 127 (a) (1) or (2), which it is not
able to distribute. Dissolution of the
corporation is not necessary if the distri-
bution otherwise results in a complete
liquidation. In some cases'the corpora-
tion mag not be able to comply with cer-
tain formalities required by the law ap-
plicable in the case of a liquidation. For
example, a corporation chartered by a
foreign government not at war with the
United States may be reqluired to hold
its shareholders'. meetings, at which any
liquidation n~ust be approved, in a city
occupied by the forces of a country at
war with such government and with the
United States; due to the occupation of
that city by the enemy country the
shareholders' meeting, approving the
liquidation, is held at some other place.
In such cases, the validity of the liquida-
tion will be determined on the basis of
whether the, corporation in good faith
has bomplied as fully as possible with all
provisions of law .applicable to such
liquidation. The liquidation will not be
considered invalid because of the absence
of any formalities incident to sihch
liquidation with which the coiporation

was not able to comply, unless such
liquidation is actually declared invalid by
any appropriate authority. If a warloss
upon any such liquidation has been al-
lowed upon audit by the Commissioner, if
the taxpayer attached a statement to the ,

return in which such loss was claimed, as
a part thereof, to the effect that he had
determined to consider the liquidation
valid for all purposes, including the
treatment as a recovery by him for the
purposes of section 127 (c) of any recov-
ery with respect to the assets and rights
to assets distributed to him, and if the
taxpayer in such statement waived the
benefits of any period of limitations
which would prevent the adjustment of
his tax liability on account' of the in-
validity of the liquidation at any time
at which he should contend that the
liquidation was invalid and the Com-
missioner should agree to permit him so
to change his position, then (in the ab-
sence of such change of position with
the permission of the Commissioner) the
war loss will not be subsequently dis-
allowed even though the liquidation may-
be declared invalid by some appropriate
authority.

(b) Determination of amount of war
loss. If the provisions of paragraph (a)
of this section are met, the loss sustained
by the-taxpayer upon the liquidation de-
scribed in such paragraph is considered a
war loss to the extent it is attributable to
the property of the corporation described
in section.127 (a) (1) or (2) which is
deemed destroyed or seized. The loss

.sustained by the taxpayer upon the liqui-
dation of the corporation is attributable
to property of the corporation described
in section 127 (a) (1) or (2), which Is
deemed destroyed or seized, to the extent
that such loss wofild be decreased (but
not decreased below zero) if the corpora-
tion at the time of the liquidation owned
additional assets, 'which it could distrib-
ute, having a fair market value equal to
that of the property described in section
127 (a) (1) or (2), determined for each
such property as of the date immediately
preceding the date it is deemed destroyed
or seized. The amount of the war loss
sustained by the taxpayer is the amount
of such decrease. For example, a tax-
payer decribed in paragraph (a) of this
section sustained a loss -of $1,000 upon
a liquidation described in such subsec-
tion. If the corporation owned addi-
tional.distributable assets at the time of
the liquidation having a fair market
value equal to that of its property de-
scribed in section 127 (a) (1) or (2) (de-
termined as of the date immediately pre-
ceding the date such property is deemed
destroyed or.seized), it would have dis-
tributed $800 ,of such assets to the tax-
payer, and his loss upon the liquidation
would accordingly have been reduced by
this amount. Therefore, $800 of the
$1,000 loss sustained by the taxpayer Is
attributable to the property of the cor-
poration ddscribed in section 127 (a) (1)
or (2), and the taxpayer has a war loss
of $800. The remaining $200 loss sus-
tained on the liquidation has the same
character it would have had if section
127 (e) had not applied to any portion of
such loss.

If the taxpayer has more than one
kind of stock or other Interest in the cor-
poration, the determination of the war
loss by reference to the decrease In the
loss on the liquidation must be made for
each such interest, since to the extent
the loss on any such interest would be
reduced below zero (by the distribution
of the assets equal in value to the prop-
erty described in section 127 (a) (1) or
(2)) no war loss is sustained by the tax-
payer. For example, the taxpayer owns
stock A and stock B In the corporation,
and upon its liquidation he sustains a
loss of $1,000 with respect to A and of
$2,000 with r6spect to B, or $3,000 in all,
Upon a distribution of assets equal in
value to the property of the corporation
described in section 127 (a) (1) or (2),
the taxpayer would receive $1,800, re-
ducing his loss on the liquidation by
that amount. However, of this $1,800,
$1,200 would be received with respect to
the A stack, for which the loss on the
liquidation was only $1,000, Therefore,
only $1,000 of the amount received with
respect to the A stock is a war loss. $600
would be received with respect to the
B stock, and all of this amount is a
war loss since it would not reduce the
$2,000 loss on B below zero. Therefore,
the war loss of the taxpayer on the liqui-
dation is $1,600 ($1,000 plus $600) anid
not the $1,800 computed on "the basis
of the taxpayer's total Interest in the
corporation.

For the purposes of the preceding
paragraphs of this paragraph, the logs
sustained by the taxpayer upon the
liquidation described in paragraph (a)
of this sectiop is'determined under seq-
tions 111 and 115. Such loss is deter-
mined without regard to the provisions
of section 112, relating to the nonrecog-
nition of gains and losses upon certain
exchanges, but such provisions apply to
that part of the loss which Is not treated
as a war loss. In determining the loss
of the taxpayer upon the liquidation,
no value shall be ascribed to the possi-
bility of a recovery of the property of
the corporation described in section 127,
deemed destroyed or, seized, the rights
to which are distributed to him, or of
compensation (other than Insurance or
similar indemnity) on account of Its de-
struction or seizure. Any recovery in
the taxable year with respect to such
rights is taken into' account under sec-
tion 127 (b) in determining the amount
deductible on account of the war'loss.

The war loss described in this section
is deemed to result from the destruction
or seizure of the taxpayer's interest In
the corporation to which it Is allocable,
Therefore, this war loss, in the amount
determined 'under section 127 (b) (see
§ 29.127 b)-1), is deductible as an ordi-
nary loss by casualty unless under section
117 (j), relating to losses on the involun-
tary conversion of certain property, it is
treated as a loss on the sale or exchange
of a capital asset. If part of the tax-
payer's stock or other interests In the
corporation is property described in sec-
tion 117 o(j), and part Is not, then for
the purposes of section 117 (j) thelwar
loss must be allocated to the various
interests in the corporation. The portion
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of 9ny interest in the corporation to
which any part of the war loss is allo-
cable is deemed destroyed or seized under
section 127 (e), and the part of the war
loss allocated to such interest is deemed
to result from such destruction or seizure.
The allocation of the war loss among the
stock and other interests of the taxpayer
in the corporation is made as follows:

The war loss is apportioned among the
stock and other interests of the taxpayer
in the corporation in the amounts by
which the losses with respect to such
interests, sustained upon the liquidation,
would be decreased if the corporation
had distributed, as described above for
the determination of the amount of the
war loss, assets equal in value to its prop-
erty described in section 127 (a) (1) or
(2). The war loss is allocable to that
part of the stock or other interest of the
taxpayer which is the same portion of
such interest as the war loss apportioned
to such interest is of the loss with respect
to such interest sustained upon the liqui-
dation.
For example, the taxpayer owns stock of

class A and stock of class B In a corporation.
Upon the liquidation described in paragraph
(a) of this section it sustains a loss of $1,000
on the A stock and $2,000 on the B stock, a
total loss of $3,000. If the corporation had
distributed assets equal in value to its prop-
erty described In section 12.7 (a) (1) or (2),
the taxpayer would have received $1,400,
$1,000 with respect to A and $400 with respect
to B, reducing his loss on each by such
amount. Therefore, of his $1,400 war loss,
$1,000 is apportioned to A and $400 to B. The
war loss is allocable to all of the A stock
( $1,000 war loss -
\,$1,000 liquidation losstimes A), and the
$1,000 war loss apportioned to'the A stock is
deemed to result from its destruction or selz-
ti.re. Similarly, the war loss is allocable to 20

. :e t . . / $ 00 war lo
percentf theBstock liquidation loss

times B). and the $400 war loss apportioned

to B is deemed to result fromi the destruction
or seizure of a 20 percent Interest in the B
stock owned by the taxpayer.

[SEc 127. WAn Losss-as added by ec. 156
:(a), Rev. Act 1942.1S(f) Determination of tax benefits. T a
determination as to whether and to what ex-
tent an allowable deduction on account of
the destruction or seizure of property de-
scribed in subsection (a) did or did not result
in a reduction of any tax of the taxpayer
under this chapter shall be made in accord-
ance with regulations prescribed by the Com-
missioner with the approval of the Secretary.

§,29.127 (f)-l Determination of tax
benejlts from allowable deductions.
,That part of the aggregate of the deduc-
tions allowed a taxpayer for any taxable
year on account of war losses under sec-
tion 127 which, if disallowed, would not
r sult in an increase in the normal tax,
surtax (including the tax imposed by sec-
tion: 102), 6r' victory tax of the taxpayer,
or of any tax imposed in lieu of such
tales, for the taxable year in which such
deductions are allowed or in any other
taxable year, such as a taxable year in
which the taxpayer's-income tax is com-
puted by reference to a carry-over or
carry-back of net operating losses from
the taxable year in which such deduc-
tions are allowed, is considered for the
pbrposes of section 127 an allowable de-

duction for the taxable year which did
not result in a reduction of any tax of
the taxpayer under chapter 1 of the
Internal Revenue Code. In determining
that part of the aggregate of the deduc-
tions on account of war losses which, if
disallowed, would not result in an in-
crease in any such income tax of the tax-
payer, there shall first be excluded for
each taxable year affected the deduc-
tions and credits on account of the bad
debt, tax, and delinquency amounts
which under section 22 (b) (12) and the
regulations thereunder are treated as not
resulting in a tax benefit. The deduc-
tions allowed a taxpayer for any taxable
year on account of war losses are all the
deductions on account of war losses
which were claimed by the taxpayer in a
return, in a claim for credit or refund of
an overpayment, or in a petition to The
Tax Court of the United States with
respect to such taxable year and which
were not disallowed, and all deductions
on account of war losses which, although
not so claimed by the taxpayer, were
nevertheless allowed (for example, by
the Commissioner, a court, or The Tax
Court) in computing a tax of the tax-
payer.

Any deduction allowable for a taxable
year on account of a war loss under sec-
tion 127 which (a) was not claimed by
the taxpayer for such year in a return,
a claim for credit or refund of an over-
payment, or a petition to The Tax Court
of the United States and (b) was not
allowed as a deduction (for example, by
the Commissioner, a court, or The Tax
Court) in computing his tax for such
year or for any other year Is considered
a deduction which did not result in a
reduction of any tax of the taxpayer
under chapter I of the Internal Revenue
Code, since It is an allowable deduction
which was not allowed in computing any
tax of the taxpayer. If the taxpayer
claimed for any taxable year a deduc-
tion on account of a war loss, and if
such deduction was disallowed, the tax-
payer may not subsequently contend for
the purposes of section 127 (c) that such
deduction was an allowable deduction
for such taxable year.

If the taxpayer elected under section
127 (b) to decrease the amount of a war
loss by treating the obligations and Ila-
bilities described in that section as dis-
charged or satLfled out of the property
destroyed or seized, and if the taxpayer
establishes that any of the obligations
and liabilities were not so discharged or
satisfied, then the amount by which such
continuing obligations and liabilities de-
creased the war loss shall be considered
an allowable deduction for the taxable
year in which the war loss was sus-
tained which did not result in a reduc-
tion of any tax of the taxpayer under
chapter 1 of the Internal Revenue Code.

SE. 128. RnecovEny or uvr;cozns'rozorAL
YErnAL T.xs [as added by mc. 157 (a), Re,.
Act 1942].

Income (excluding interest) attributable to
the recovery during the taxable year of a tax
Imposed by the United States which ha been
held unconstitutional, and in respect of
,which a deduction was allowed In a prior
taxable year may be excluded from grc= in-
come for the taxable year, and the deduc-

tion allowed in respect thereof in such prior
taxable year treated as not having been
allowable. If-

(a) The taxpayer elects in writing (at such
time 1und In such manner as may be pre-
ecribed by regulations prescribed by the Com-
miioner with the approval of the Secretary)
to treat such deduction as not having- been
allowable for such prior taxable year, and

(b) The taxpayer consents in writing to
the assessment, within such period as may be
agreed upon, of any deflciencies r~eulting
from such treatment, even though the stat-
utory period for the = ent of any such
defclency had expired prior to the filing of
auch conent.

§ 29.128-1 Recovery of unconstitu-
tionaltax=e-(a) In generaL Subjectto
to the limitations herein, a taxpayer who
recovers unconstitutional Federal taxes,
such as taxes imposed by the Agricultural
Adjustment Act, which were paid or ac-
crued and foi which a deduction was al-
lowed in a prior taxable year is entitled
at his election (see paragraph (b) of this
section) to exclude the income (exclusive
of Interest) attributable to such recovery
from his gross income In the taxable year
of recovery.

In the event a taxpayer elects to re-
ceive the benefits of section 128 the in-
come (exclusive of Interest) attributable
to the recovery of the unconstitutional
Federal tax will be treated as an offset to
the deduction allowed therefor in prior
taxable years. The taxpayer's return
for the prior taxable year or years with
respect to which the statutory period for
the assessment of a deficiency has ex-
pired will be opened only for the purpose
of reducing the deduction allowed for
the unconstitutional Federal tax and as-
sessing the resulting deficiency or deft-
clence3, if any, and only if the taxpayer
consents in writing to the assessment
(see paragraph (b) of this section). No
other adjustment will be allowed.

In the event the disallowance of the
deduction allowed in respect of a prior
taxable year results in a deficiency for
that year, the deficiency will be assessed
within the period agreed upon between
the taxpayer and the Commissioner, in
respect of the taxable year of the prior
deduction, against the taxpayer (who
must file a written consent to the assess-
ment as provided in paragraph (b) of
this section) even though the statutory
period for the assessment may have ex-
pired prior to the filing of the consent.

If a taxpayer does not elect under the
provisions of section 128 to exclude the
tax recovered from gross income in the
taxable year of recovery, the tax recov-
ered bhall from the standpoint of its in-
clusion in or exclusion from gross income
be governed by the provisions of section
22 (b) (12).

Where a taxpayer's liability for income
tax with respect to the deduction or the
recovery or with respect to the tax liabil-
Ity for the year of the deduction or re-
covery has been finally determined by a
written agreement or by a decision of
The Tax Court of the United States or of
any court, the taxpayer will not be en-
titled to the benefits of section 128 or of
this section. As to taxability of refund
of taxes generally, see section 22 (b) (12).

(b) Manner of making election. The-
election provided for in paragraph (a)
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of this section shall be made by the tax-
payer filing with the Commissioner a
statement in writing that he elects to"
treat the deduction- allowed in a prior
taxable year for the unconstitutional tax
as not having been allowable for such
taxable year. Such a statement must be
filed with the taxpayer's return for the
taxable year in which the recovery of the
unconititutional tax or taxes occurs.
Where the recovery antedates February,
10, 1943 (the date of approval of Treas-
ury Decision 5226), the statement of
election must be filed within 90 days
after such, approval date. No other
method of making the election is per-
mitted. The statement of election must
contain a descriptipo-of-the tax recov-
ered, the date of recovery, the taxable
year in which paid or accrued and the'
taxable year for which the deduction
was allowed. The statement of election
must also contain a statement signify-
ing the taxpayer's consent (1) to the
Commissioner's treating the deduction
or portion thereof allowed In a prior
Year with respect to the unconstitutional
tax as not allowable for that year and
(2) to the Commissioner's assessing, in
respect of the taxable year for which the
deduction was allowed, any deficiency,
together with interest thereon as pro-
vided by law, resulting from disallow-
ance of the deduction or portion thereof,
even though t~he statutory period for the
assessment of any such deficiency may,
have expired prior to the filing of such
consent.

As used In this section the term "re-
covery" includes not only refund or
credit of taxes previously paid, but in-
cludes also the cancellation of a pur--
ported tax liability which was aecrued
and deducted for a prior taxable year
but never actually paid.

CREDITS AGAINST TAX

SEC. 131. TAXES OF FOREIGN COUNTnIPS AND
'0SSESMS1ONS OF VSTMED STATES [as amended

by sec. 216, Rv. Act 1939;'.sees. 158 (a) (d)
(e) (f), 172 (d), Rev. Act 1942].

(a) Allowance of credit. If the taxpayer
chooses to have the benefits of this section,
the tax Imposed by this chapter, except the
tax imposed under section 102 or section 450,
shall be credited With:

(1) Citizens and domestic corporations.
In the case of a citizen of the United States
and of a domestic corporation, the amount
of any Income, war-profits, and excess-profits
taxes paid or accrued during the taxable year
to any foreign country or to any 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 th 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 im-
posing 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
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foreign country or to any possession of the
United States, as the case may be.

Such choice may be made or changed at
any time prior to the expiration of the period
prescribed for making a claim for credit or
refund of the-tax imposed by this chapter.

(b) Limit on credit. The amount of the
'credit taken under this section shall be sub-
jdct to each of the following limitations:

(1) The amount of the credit 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 with-
in such country bears to his entire net In-
come, in the case of a taxpayer other than a
corporation, or to the sum of the normal-tax
net income and the amount of the credit
for adjusted excess profits net income pro-
vided in section 26 (e), in the case of a corpo-
ration, fof the same taxable year; and

(2) The total amount of the credit shall
not exceed the same proportion of the tax
against which suchi credit is taken, which the
taxpayer's net Income from sources without
the United States bears to :his entire net'
income, in the case of a taxpayer other than"
a corporation, or to the sum of the normal-
tax net income and the amount of the credit
for ddjusted excess profits net income pro-
vided n section 26 (e), in the case of a corpo-
ration, for the same taxable year.

(c) Adjustments on payment of accrued
taxes. If accrued taxes when paid differ from
the" amounts claimed as credits by the tax-
payer, or if any tax paid is refunded in whole
or in part, the taxpayer shall notify the Coin-
missioner, who shall redetermine the amount
of the tax for the year or years affected, and
the amount of tax.due upon such redeter-
mination, if any, shall be paid by the tax-
payer upon notice and demand by the collec-
tor, or the amount of tax Overpaid, If any,
slxall 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
require the taxpayer to give a bond with sure-
ties satisfactory to and to be approved by
the Commissioner In such sum as the Com-
missloner may require, conditioned upon the
payment by the taxpayer of any amount of
tax found due upon any such redetermina-
tion; and the bond herein prescribed shall
contain such further -conditions as the Corn-
missioner may require.

(d) Year in which credit taken. The cred-
its provided for in this section may, at the
option of the taxpayer and irrespective of the
method of accounting employed In keeping
hilsbooks, be taken in the year in which the
taxes of the foreign country or the possession
of the United States accrued, subject, how-
ever, to the conditions prescribed in subsec-
tion (c) of this section. If the taxpayer'
elects to take such credits In the year In which
the taxes of the foreign country or the pos-
session of the United States accrued, the'
credits for all subsequent years shall be taken'
upon the same basis, and no portion of any-
such taxes shall be allowed as a deduction
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 derived from
each country, the tax paid or accrued to which
is claimed as a credit under this section, such
amount to be determined under rules and.
regulations prescribed by the Commissioner
with the approval of the Secretary, and (3)
all other Information necessary for the verl-
flcation and computation-of such credits.

(f) Taxes of foreign subsidiary-(1) For-
sign subsidiary of domestic corporation. For

the purposes of thib section, a domestic cor-
poration which 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 or deemed to be paid by such for-
eign corporatJon to any foreign country or to
any possession of the United States, upon or
with respect to the accumulated profits of
such foreign corporation from which such
dividends were paid which the amount of
such dividends-bears to the amount of such
accumulated profits: Provided, That the
amount of tax deemed to have boon paid
by such domestic corporation under this
subsection shall in no case exceed the same
proportion of the tax against which credit
is taken which the amount of such dividends
bears to the amount of the normal-tax
net Income of the domestic corporation In
which such dividends are Included, The
term "accUmulated profits" when Usedlin
this subsection - in reference to a foreign
corporation, means the amount of its gains,
profits, or Income In excess of the Income,
war-profits, and excess-profits taxes Im-
posed upon or with respect to such profits
or' income; and the Commissioner with the,
approval of the'Secretary shall have full power
to determlie from the accumulated profits of
what, year or years such dividends were paid; '
treating dividends paid inthe first sixty daya
of any year as having been paid from the ac-
cumulated profits of the preceding year or
years (unless to his satisfaction shown other-
wise), and In other respects treating dividends
as having been paid from the most recently
accumulated gain, profits, or earnings, In
the cast of a forelg corporation, the income,
war-profits, and excess-profits taxes of which
are determined on the basis of an accounting
period of less than one year, the wod "year"
as used in this subsection shall be construed
to mean such accounting period.

(2) Foreign subsfdiary of foreign corpora-
tion. If such foreign corporation owns all thO
voting stock (except qualifying shares) of
another foreign corporation from which it re-
ceives dividends in any taxable year It shalr
be deemed to have paid the same proportion.
of any Income, war-profits, or excess-profits
taxes paid by such other foreign corporation
to any foreign country or to any possession of
the United States, upon or with respect to
the accumulated profits of the corporation
from which such dividends wore paid, which'
the amount of such dividends bears to teo
amount of such accumulated profits.

(g) Corporations treated as foreign. For
the purposes of this section the following
corporations shall be treated as foreign cor-
porations:

(1) Acorporatlon entitled to the benefits
of section 251, by reason of receiving a large
percentage of its gross income from soUrce
within a possession of the United States;

(2) A cr&poration organized under the
China.Trade Act, 1922, 42 Stat. 849 (U.S.C,
Title 15, c. 4), and entitled to the credit pro-
vided for in section 262.

(h) Credit for taxes in lieu of t come, cto.,
taxes. For the purposes of this section and
section 23 (c) (1), the term "Income, war-
profits, and excess-profits taxes" shall Include
a tax paid In lieu of a tax upon income, war-
profits, or excess-profits otherwise generally
Imposed by any foreign country or by any
possession of the United States.

(1) Tax withheld at source. For the pur-
poses of this supplement the tax imposed 7y
this chapter shall be the tax computed wits-
out regard to the credit provided In section
32 and section 466 (e)&

: § 29.131-1 Analysis of credit for taxes.
If the taxpayer chooses to claim a credit
for taxes, the basis of such credit, in the
case of a citizen of the United States,
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whether resident or nonresident, and in
the case of a domestic corporation, is as
follows: (1) The amount of any income,
warFprofits, and excess-profits taxes paid
or accrued during the taxable year to
any foreign country or to any possession
of the United States; and (2) an indi-
vidual's proportionate share of any such
taxes of a partnership of which he is a

- partner or of an estate or trust of which
he is a beneficiary paid or accrued dur-
ing 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- chooses to claim a
credit for such taxes the basis of the
credit is as follows: (1) The amount of
any such taxes paid'or accrued during
the taxable year to any possession of the
United States; (2) the amount of any
such taxes paid or accrued during the
taxable year to any foreign country, if
the foreign country of which such alien
resident is a citizen or subject, in impos-
ing such taxes, allows a similar credit
to citizens of the United States residing
in such country, and (3) his proportion-
ate share of any such taxes of a partner-
ship of which he is a partner or of an
estate or trusi;t of which he is a bene-
ficiary paid or accrued during the tax-
able year to any possession of the United
States, or to any foreign country, as the
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 chooses to claim a credit
for taxes, such action will be considered
to apply to income, war-profits, and ex-
cess-profits taxes paid to all foreign
countries and possessions of the United
States, and no portion of any such taxes
shall be allowed as a deduction from
gross income.

The choice available to the taxpayer
with respect to claiming such credit
may be exercised (or changed if previ-
ously exercised) by the taxpayer at any
time prior to the expiration of the period
prescribedfby statute for the making of
a claim for credit or refund for the tax-
able year. For disallowance as a de-
duction of foreign income, war-profits,
or excess-profits taxes in the event such
choice is made, see § 29.23 (c)-1.

For taxable years beginning before
January 1, 1943, no credit for taxes shall
be allowed against the tax imposed un-
der section 102, relating to surtax on
corporations improperly accumulating
surplus, and for taxable years beginning
after December 31,1942, credit for taxes
shall be allowed neither against the tax
imposed under section 102, relating to
surtax on corporations improperly ac-
cumulating surplus, nor against the vic-
tory tax imposed under section 450.
. A citizen of the United States or a do-
mestic corporation entitled to the bene-
:fts of section 251, or a China Trade Act
corporation, is not allowed any of the
credits provided by section 131.

§ 29.131-2 Meaning of terms. The
term "amount of any income, war-prof-
its, and excess-profits taxes paid or ac-
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crued during the taxable year" means
taxes proper (no credit being given for
amounts representing interest or penal-
ties) paid or accrued during the taxable
year on behalf ofthe taxpayer claiming
credit. For the purposes of section 131
and section 23 (c) (1) the term "Income,
war-profits, and excess-profits taxes" In-
cludes a tax Imposed by statute or decree
by a foreign country or by a possession
of the United States if (1) such country
or possession has in force a general in-
come tax law, (2) the taxpayer claiming
the credit would, in the absence of a
specific provision applicable to such tax-
payer, be subject to such general income
tax, and (3) such general income tax Is
not imposed upon the taxpayer thus sub-
ject to such substituted tax. For exam-
ple, the A Corporation does business In
the X Obuntry, which imposes an income
tax upon substantially a net income base.
The ascertainment of net income, though
not the determination of gross income,
from sources in X country is found ad-
ministratively difficult. The X country,
by decree, provides that corporations
circumstanced as was the A Corporation
would, in lieu of the income tax at the
rate of 20 percent otherwise payable, be
subject to tax at the rate of 10 percent
upon the amount of gross Income from
X country. In accordance with such de-
cree, the A Corporation paid X country
the sum of $25,000 In 1943 with respect
to its tax liability to the X country for
the year 1942. Such amount, subject to
the applicable limitations, Is available as
a credit to the A Corporation as foreign
income, war-profits, or excess-profits
taxes against the United States tax lia-
bility for the year 1942. 'Foreign coun-
try" means any foreign state or political
subdivision thereof, or any foreign politi-
cal entity, which levies and collects n-
come, war-profits, or excess-profits takes.
"Any possession of the United States"
includes, among others, Puerto Rico, the
Philippines, and the Virgin Islands. But
see section 251. As to the meaning of
"sources," see section 119. (See also
section 3797.)

§ 29.131-3 Conditions of allowance of
credit. If the taxpayer does not signify
in his return his desire to claim credit
for income, war-profits, or excess-profits
taxes paid other than to the United
States, but subsequent to the filing of
such return chooses to claim such credit,
the taxpayer must so notify the Com-
missioner and attach to such notification
Form 1116 in the case of an individual,
and Form 1118 In the case of a corpora-
tion. The form must be carefully filled
in with all the information there called
for and with the calculations of credits
there indicated, and must be duly signed
and sworn to or affirmed. Except where
it is established to the satisfaction of the
Commissioner that It Is impossible for
the taxl~ayer to furnish such evidence,
the form must have attached to It (1)
the receipt for each such tax payment if
credit is sought for taxes already paid
or (2) the return on which each such
accrued tax was based If credit is sought
for taxes accrued. This receipt or re-
turn so attached must be either the orig-

ina, a duplicate original, a duly certified
or authenticated copy, or a sworn copy.
In case only a sworn copy of a receipt or
return Is attached, there must be kept
readily available for comparison on re-
quest the original, a duplicate original,
or a duly certified or authenticated copy.
If the receipt or the return is in a foreign
language, a certified translation thereof
must be furnished by the taxpayer. Any
additional information necessary for the
determination under section 119 of the
amount of income derived from sources
without the United States and from each
foreign country shall, upon the request
of the Commissioner, be furnished by the
taxpayer.

Where it has been established to the
satisfaction of the Commissioner that
it Is impossible (1) to furnish a receipt-
for such foreign tax payment or (2) the
foreign tax return, or (3) direct evidence
of the amount of tax withheld at the
source, secondary evidence of the pay-
ment or accrual of the tax or of the
withholding of the tax may, in his dis-
cretion, and under such rules as he may
prescribe, be accepted by the Commis-
sioner.

In the case of a credit sought for a tax
accrued but not paid, the Commissioner
may require as a condition precedent to
the allowance of credit a bond from the
taxpayer In addition to Form 1116 or
1118. If such a bond is required, Form
1117 shall be used by an individual and
Form 1119 by a corporation. It shall be
in such sum as the Commissioner may
prescribe, and shall be conditioned for
the payment by the taxpayer of any
amount of tax found due upon any re-
determination of the tax made necessary
by such credit proving incorrect, with
such further conditions as the Commis-
sioner may require. This bond shall be
executed by the taxpayer, or the agent
or representative of the taxpayer, as

Aprincipal, and by sureties satisfactory to
and approved by the Commissioner. (Sae
also section 1126 of the Revenue Act of
1926, as amended.)

For credit where taxes are paid by a
foreign corporation controlled by a do-
mestic corporation, see § 29.131-7. A
claim for credit in such a case is also
to be made on Form 1119. See § 29.131-
6 with reference to the option granted by
section 131 d).

The taxpayer may, with respect to a
particular taxable year. claim the bene-
fits of section 131 at any time prior to
the expiration of the period prescribed
for the making of claim for credit or re-
fund of the tax imposed under chapter 1
for such taxable year.

§ 29.131-4 Redetermination of tax
when credit proves incorrect. In case
credit has been given for taxes accrued,
or a proportionate share thereof, and the
amount that is actually paid on account
of such taxes, or a proportionate share
thereof, Is not the same as the amount
of such credit, or in case any tax pay-
ment credited is refunded in whole or in
part, the taxpayer shall immediately no-
tify the Commissioner. The Commis-
sioner will thereupon redetermine the
amount of the income tax of such tax-
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payer for the-year or years for which
such incorrect credit was granted. The
amouftt of tax, if any, due upon suchre-
determination shall be paid by the tax-
payer upon nqtice and demand by the
collector. The amount of tax, if any,
shown by such redetermination to have
been overpaid shall be credited or re-
funded to the taxpayer in accordance
with the provisions of section 322. *

§ 29.131-5 Countries which do or do
not satisfy the similar credit require-
ment. A country satisfies the, similar
credit requirement of section 131 (a) (3),
as to income tax paid to such country,
either by' allowing to citizens of the
United States residing in such country
a credit for the amount of income taxes
paid to the United States, or, in imposing
such taxes, by exempting from taxation
the incomes received from sources within
the United States by citizens'of the
United States' residing in such country.
A country does not satisfy the similar
credit requirement 01fiection 131 (a) (3)
If it does not allow any credit to citizens
of the United States residing in such
country for the amount of income taxes
paid to the United States, or if such
country does not impose any income
taxes, If the country of which a resi-
dent allen is a citizen or subject does not
allow to a United States citizen residing
in such country a credit for taxes paid
by such citizen to another foreign
country, no credit is allowed to such resi-
dent alien for taxes paid by him to such
other foreign country.

§ 29.131-6 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 upon whether
the accounts of the taxpayer are kept and
.his returns filed upon the accrual basis
or upon the cash receipts and disburse-
ments basis. Section 131 (d) allows the
taxpayer, at his .option and irrespective
of the method of accounting employed
in keeping his books, to take such credit
for tax~s as may be allowable in the re-
turn for the year in which the taxet
accrued. An election thus made under
section 131 -(d) or under section 222 (c)
or 238 (c) of the Revenue Act of 1924 or
1926, or under section 131 d) of the Rev-
enue Act of 1928, 1932, 1934, 1936, or 1938,
must be followed in returns for all subse-
quent years, and no portion of any such
taxes rIll be allowed as a deduction from
gross Income.

If, however, under the provisions of
§ 29.43-1 an amount otherwise constitut-
ing gross income for the taxable year
from sources without the United States
is, owing to monetary, exchange, or other
restrictions imposed by a foreign coun-
try, not includible in gioss income"of the
taxpayer for such year, the credit for in-
come taxes imposed by such foreign
country with respect to such amount
shall be taken proportionately in any
subsequent taxable year in which such
amount or portion thereof is includible
in gross Income.

"§ 29.131-7 Taxes of subsidiary corpo-
ration-(a) Domestic corporation own-
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ing a majority of the stock of a foreign
corporation. In the case of a domestic
corporation which owns a majority of
the voting stock of a foreign corporation
from which it receives'dividends in any
taxable year, the credit for foreign taxes
includes not only the income, war-profits,
and excess-profits taxes paid or accrued
during the taxable year to any foreign
country or to any possession of the
United States by such domestic corpora-
tion, but also income, war-profits, and
excess-profits~taxes deemed to have been
paid determined by taking the same pro-
portion of any income, war-profits, and
excess-profits taxes paid or accrued by
such controlled foreign corporation to
any foreign country or to any possession
of the United States, upon or with 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 divi-
dends bears to the amount of the nor-
mal-tax net income of the domestic cor-
poration in which such dividends are
included. See, however, the limitations
provided in section 131 (b) and
§ 29.131-8. If dividends are received
from more than one controlled for-
eign corporation, the limitation is to
be computed separately for the divi-

"dends received from each cdntrolled
foreign corporation. If the credit for
foreign taxes Includes taxes deemed to
have been paidi the taxpayer must fur-
nish the same inform'ation with respect
to the taxes.deemed to have been paid
as it is required to furnish with respect:
to the taxes actually paid or accrued by
it. Taxes paid or accrued by a controlled
foreign, corporation are deemed to have
been paid by the domestic corporation
for purposes of credit only.

(b) Foreign subsidiary of foreign sub-
sidiary of a domestic parent corporation.
In the case of any foreign corporation
coming within the scope of section: 131
(f) (1) and paragraph (a) of this sec-
tion in which-such foreign corporation
(hereinafter referred to as the foreign
parent) owns all of the stock, except
qualifying shares, of another foreign cor-
poration (hereinafter referred to as the
foreign subsidiary), the foreign parent,
receiving a dividend from the foreign
subsidiary, shall be deemed to have paid
that proportion of the income, war-
profits, and excess-profits taxes actually
paid by the foreign subsidiary upon or
with respect to the accumulated profits
of such foreign subsidiary which the

.amount of such dividends bears to the
amount of such accumulated profits.
Such tax is then taken into consideration
in the determination of the amount of
income, war-profits, and excess-profits
taxes paid or deemed to have been paid
by the foreign parent upon or with re-
spect to its own accumulated profits
from which dividends were paid bY such

foreign parent to its domestic parent
corporation.

The application of these principles in
the determination of the amount of the
foreign tax available as a basis for a
credit to the domestic parent corpora-
tion may be illustrated by the following
example:

ExampZe. -The A Company, a domestic
corporation, owns a majority of the voting
stock of the B Company, Ltd., a foreign
corporation, which In turn owns all of the
stock eXcept qualifying shares of the 0
Company, Ltd., another foreign corporation.
The accumulated profits of the B Company
amount to $200.000 (including i25,000 divi-
dend derived from the 0 Company) and the
foreign Income tax paid by the B Company
with respect to such accumulated profits
amounts to $60,000. The C Company has
accumulated profits of $150,000 upon or with
respect to which the foreign Income, war-
pirofits, and excess-profits taxes are 05,000.
A dividend of $50,000 Is paid In 1942 by the
B Company to the A Company and In the
same year a dividend of 025,000 is paid by
the C Company to the B Company, The
amount of the foreign income, war-profits,
and excess-profits tax of the 0 Company
deemed to have been paid by the B Com-
pany is

25,000
10 X$45,000, or $7,500.

The proportion of the foreign Income tax
deemed to have been paid by the A Com-
pany with respect to the accumulated profits
of the B Company from which the dividend
of 850,000 was paid by the B Company to the
A Company equals
50,000

200,000 X ($60,000 plus $7,600) equals 01%875.

§ 29.131-8 Limitations on credit for
foreign taxes. The amount of the in-
come and profits taxes paid or accrued
(including the taxes which, In accord-
ance with the provisions of section 131
(f), are deemed to have been paid) dur-
ing the taxable year to each foreign
country or possession of the United
States, limited under section 131 (15) (1)
so as not to exceed that proportion of
the tax against which credit is taken
which the taxpayer's net income from
sources within such country or possession
bears to (1) his efitire net Income, or (2)
the sum of the normal-tax net Income
and the amount of the credit for ad-
justed excess profits net income pro-
vided in section 26 (e) 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 pro-
portion of the tax against which credit
is taken which the tixpayer's net Income
from sources without the United States
bears to (1) his entire net income, or
(2) the normal-tax net income com-
puted without the crellt for adjusted
excess profits net incomdprovided In sec-
tion 26 (e) in the case of a corporation,
for the same taxable year, is the amount
allowable as a credit against the Income
tax under chapter 1 for income or profits
taxes paid or accrued to foreign coun-
tries or possessions of the United States,
In computing the tax against which the
credit is taken there must, for taxable
years beginning before January 1, 1943,
be excluded the tax, if any, imposed by,
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section 102, and for taxable yeats begin-
ning after December 31, 1942, there must
be excluded both the tax imposed by
section 102 and the tax imposed by sec-
tion 450.

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 1942, A, a citizen of the
United States, had a net income for services
rendered within the United States amounting
to $50,000 and a net income from sources
within Great Britain of $25,000. He is en-
titled to a personal exemption of $500. The
credit for foreign taxes allowable to A in his
return for the calendar year 1942 is $14,788.67,
computed -as follows:

Income from sources within the
United States --------------- $50, O00. 00

Income from sources within Great
Britain ......-- -.------------ 25,000.00

Total net Income ..--------- 7 "/5,000 00
United States' income tax on

$75,000 -------------------- 44,366.00
British income and profits taxes-- 15,200.00
Limitation on British income and

profits taxes under section 131
(b) (1) and (2) to determine

(25000"redit ( of $4,366) 14,788.67
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)) ------------------- 14,788.67
Example (2). If, in example (1), above, A

had a net income from sources within Great
Britain of $15,000 and a net income from
sources within Canada of $10,000 and the in-
come and profits taxes paid or accrued to
Great Britain and Canada were $8,950 and
$4,500, respectively, the credit for foreign
taxes allowable to A would be $13,373.20,
computed as follows:

Income from sources within, the
United States --------------- $50,000.00

Income frbm sources within Great
Britain ..... ---------------- 15,000.00

Income from sources within Can-
ada ----------------------.-- 10,000.00

Total net- income ...........
United States income tax on
- $75,000...............
British income and profits taxes.
Limitation on British income and

profits taxes under section 131
-(b) (1) :o determine tentative

.credit (500of $44,366).....
Tentative credit for British in-

come and profits taxes (total
British income and profits
taxes, reduced in accordance
with the limitation under see-
tion 131 (b) (1)) -.........

Canadian income and profits
."taxes-: ..........
Limitation on Canadian income

and profits taxes under section
131 (b) (1) to determine ten-
tative credit

10000 of $36 ---------

Tentative bredit 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)) .........

75,000.00

44.366.00

Sum of tentative credits (-8,873.-
20 plus $4,00) --------- $13, 373.20

Limittion on Sum of tentativea
credits under Eection 131 (b)
(2) to determine credit

25.00u , ..306) 14,788. 67

Total amount of credit allowable
(sum of tentative credits, since
such sum is within the limita-
tion "under ectIon 131 (b)
(2)) ...................... 13.373.20

The operation of the limitations pro-
vided by section 131 (b) on the credit
for foreign taxes paid by corporations
may be illustrated by the following ex-
ample:

Exmple, The net income for the calendar
year 1942 and the Income and profits taxes
paid or accrued to foreign countries and
possesions of the United States in the caso
of a domestio corporation wero as follows:

knmal~ct i. ant pier
Country Net -1

accrurd)

United State -------- $ 053 ...............
Great Blrtaln -... (2 . :.. $17,003
Canada. ......... :.. %
Brati- . .. 40,000 SM
Argen tine Ba bl Tip0 .. ens-Z C"il
Mexico .................... . .... $Inow Neno
Puerto Rico .......... 1003 .......... .. - Z
Franca (dirdend)... V0. .... .. 9,O
Frace (brarb) 20)-9...... Eco(

I Withheld.

Net Income ---- --- 330, O0O.0
Less: -

85 percent on divi-
*dends received
from domestic
corporations
($50000) .... $42,00.00

Interest on obliga-
tions of the
United States.. 25,000.00

67,500.00

Normal tax net Income (before
the credit for adjusted exceas
profits net income) 22,500.00

Less:
Adjusted excess profits net In-

come ----------- 105.000.00

8, 950.00 Normal tax net income (after
credit for adjusted exccz
profits net income) 157,500.B 0

Surtax net income (0.330,00
8inus ($42,500 plus $105,-

8,873.20 000)) 182,500.03
Total foreign net ncome -..... 130,000.00
United States tax (not Includ-

ing tax impozed under sec-
tion 102)-

Normal tax.-..... $37,800.00
8,873.20 Surtax ----------- 29,200.00

67,000.C0
4,500.00 Trie income and losses from all foreign

countries and posseslonas of the United
States. except the dividend from rources
within France, were derived from branch op-
erations. Dividends of $80,00 were received

5,915.47 from a French corporation, a majority of the
voting stock of which was owned by the
domestic corporation. The French corpora-
tion paid to France income and profits taxes
on income earned by it and In addition a div-
idend tax for the account of Its shareholders
on income distributed to them, the latter tax

4, 500.00 being withheld and paid at the source.

The computation of the credit Is as folIow-:

Great Britain

Income and profits tax paid
or accru--. -------- $17, 000.0

Limitation under cction

131 (b) (1)1 -0 -of $6.000 7,657.14

Tentative credit ..------- 7,657.14
canada

Income and profits tax paid or ac-
crued $5, 600. 00

Limitation under section 131 (b)(" 20 080

(1) 26*20 of67,000) 5,104-76
Tentative credt ......... 5,104.76

Brazil
Income and profits tax paid or ac-

crued .............. $5, 0.C
Limitation under section 131 (b)

(1) 40,ODof $6'7000 ~ 10,209.52( 262,500 J

Tentative dredit ......... 5,800.00

Argentine Republic

Tentative crediL. .......... None.

Mezico
-Tentative credit- --------

Puerto Rico
None.

Income and profits tax paid or ac-
crued $2,250.0

Limitation under section 131 (b)
(1) (0.0 of $67,00a 2,552.38

262-,5005
Tentative credit ..... .---- __ 2,250.00

France

Dividend tax paid at -ou=rce ..... $ 9, COO. 00
Income and profits taxes paid or

accrued on branch operations. 6, C00. CO
Ixcomo and profits taxes deemed

under EectIon 131 (f) to have
been paid, computed, as fol-
Iowa:

Dividend received on
December 31 of
the taxable year. $50,000.00

Income of French
corporation earned
during taxable
year------- 200,000.00

Income and profits
taxes paid to
France on $2C0,-
co s.30, c00. 00

Accumulated profits
($200,000 mInu s
$30,000) ...... 170, CO. 00

French taxes appl-
cable to accumu-
lated profits de-

tributed( O O4D)of

170.O ,10 00( 200,000- of 830000) 7, 500.00O
Limitation under see-

tion 131 50,002

of 887.000) 12,761.90

Income and profits taxes deemed
to have been paid (French
taxe3 applicable to accumu-
lated profito distributed to
domesti corporation, within
the limitation of section
131 (f)) 7,500.00

Total income and profits taxes
paid or accrued and deemed
to have been paid to France-_ 22, CO. 00
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Limitation under section 131 (b)

(1) of $67.000) .- $17,866.66

Tentative credit --------------- 17,866.66
Sum of tentative credits

Great Brltain ...------- $7,657.14,
Canada ------- 5,104.76

z 5,800.00
Puerto Rico ------- 2,250.00
France ----------------------- 17,866.66

38,678.56
Limitation on sum of tentative_

credits under section 131
(b) (2) to determine credit

(or
0 00 0  3,)--------33; 180.94

Total- amount of credit allow-
able (sum of tentative credits
or the limitation under sec-
tion 131 (b) (2). whichever
is the lesser) -------------- 33,180.94

The deduction of excess profits taxim-
posed by subchapter X of chapter 2 is
not allowed in the computation of net
Income for the purposes of chapter 1.
However, In the determination of nor-
mal-tax net income, there is allowed as
a credit against the adjusted net Income
the amount of income subject to the tax
imposed by subchapter E of chapter 2
(see section 13 (a) (2). It is. therefore,
provided in section 131 (b)- that in the-
case of a domestic corporation thd
amount of the credit with respect to the
tax paid or accrued to any country shall
not exceed the same proportion of the
tax Imposed by chapter 1 which the cor-
poration's net income from sources with-
In such country'bears to the entire nor-
real-tax net income of such corporation
computed without the allowance of thb
credit for adjusted excess profits net in-
come. Hence, the total amount of the
credit shall not exceed the same pro-
portion of the tax imposed by chapter 1
which the corporation's nef income from
sources without the United States bears
to the entire nQrmal-tax net income
computed without the allowance of the
credit for adjusted excess profits net in-
come. These principles may be illus-
trated by the follQwing example:

Example. The following facts exist for the
calendar year 1942 with respect to the A Cor-
poration which makes its income tax returns
on the calendar year basis:

Normal-tax net income (computed
without the credit for adjusted
excess profits net Income) ---- $250,000

Less: Adjusted excess profits net
income ------------------------ 75, 000

Normal-tax net Income (after
credit for adjusted excess profits
net income) 175,000

Net income from country A ------- 100, 000
Foreign tax paid on country A

income ----------------------- 35, 000
Total normal tax and surtax - " 70, 000

Computation of foreign tax credit for pur-
poses of normal tax and surta .

100,000 (net Income from
A country)

250,000 (normal-tax net X$70,00=28,000
Income before deduct-
Ing adjusted excess
profits net income) .

Amount allowable as a credit-;--- 28,000

In the event that net income is de-
rived from more than one foreign coun-

try or possession of the United States,
the limitation provided in section 131 (b
(2) shall be applied based upon the tax-
payer's net income from sources without
the United States and the entire nor-
mal-tax net income- of the corporation
computed without the credit for-adjusted'
excess profits net income..

§ 29.131-9 Joint 'return by husband
anawife In case of.a husband and wife
making a joint return, the cfedit for
taxes paid or accrued to any foreign
country or to any possession of the.
United States shall be computed upon,
the basis of the total taxes so paid by or
accrued against the spouses, and the
limitations prescribed -by section 131 (b)
upon such credit shall be applied with'
respect to the aggregate netincome from
sources within each such country or pos-
session, the aggregate net income from
all sources without the United States,
and the aggregate net income from all
sources, of the spouses.

RETURNS A=D PAYMENT OF TAX
.SEC. 141. CONs OLM&TEa P- Ruas - sz

amended by sec. 210 (b), Rev. Act 1939, re-
pealing subsection :); see. 159 (a). Rev. Act

(a) Privilege to file consolidated Income
and excess-profits-tax returns. An affiliated
group of corporations shall, subject to the
provisions of this section, have the privilege
of making consolidated income and excess-
profits-tax -returns for the taxable year in lien-
pf separate. returns. The making of consoli-
dated returns shall be upon the condition
that the affiliated-.group shall make both a
consolidated income-tax return and a, con-
solidated excess-profits-tax i-eturn for the
taxable year, and that all corporations which
at any time during the taxable year have been
members of the affiliated group. making-a.
consolidated Income-tax return consent to
all the consolidated income- and excess-,
profits-tax regulations prescribed-under sub-
section, .(b) prior to the last day prescribed
by law for the filing of such return. The
making of a consolidated income-tax 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 returns shall in-'
clude the income of such corporation for such
part of the year as -it is - member of the
affiliated group. In the case of a corporation
which Is not a member of the affiliated group
after March 81, 1942, of the last taxable
year of such, group which begins before
April 1, 1942, such corporation shall not
be considered a member of the- affilated
group for consolidated income-tax-return
purposes for such year but shall be consid-
ered a member of such group for consolidated
excess-profits-tax-return purposes for such
year, and the consent required in the case of
such corporation shall relate only to the con-
solidated'elcee-profits-tax regulations.

I (b) -Regulations. The Commissioner, with
the approval of the Secretary, shall prescribe
such regulations as he may deem. necessary
In order that the tax liability of any afili-
ated group of corporations making consoli-
dated. income- and excess-profits-tax returns
and of each corporation In the group, both
during and after the period of affiliation, may

'.be returned, determined, computed, assessed,
collected, and' adjusted.' n such manner as
clearly to' reflect the income- and excess,-
profits-tax liability and the various factors
necessary for the determination of such la-
bility, and in order to prevent avoidance of
such tax liablity. Such regulations 'shall
prescribe the amount of the net operating
loss deduction of each member of the group
which Is attributable to a deduction allowed

for a taxable year beginning In 1041 on no-
count of property considered as destroyed or
seized under section 127 (relating to war
losses), and the allowance of the amount co
prescribed as a deduction In computing the
net income of the group shall not ba limited
by the amount of the net income of such
member.

(c) Conputatlon and payment of tax. In
any case in which consolidated Income-tax
and excess-profits-tax returns are made or
are required to be made, the taxes shall be
determined, computed, assessed, collected,
and adjusted in accordance with the regula-
tions under subsection (b) prescribed prior
to the last day prescribed by law for the
filing of such returns; except that the ta.
imposed under section 15 or section 204 shall
be increased by 2 per contum of the con
solidated corporation surtax not income of
the affiliated group of Includible corporations.
Only one specific exemption of $5,000 pro-
vided in section 710 (b) (1) shall be allowed
for the entire affillated group of corporations
for the purposes of the tax imposed by Sub-
chapter E of Chapter 2.

(d) Definition of "afllfliated. group". A
used in this. section, an "ailliated group"
*means one or more chains of includiblo
coryporations connected through stock own-
ership with a common parent corporation
which Is an includible corporation If-

, (1) Stock possessing at least 05 per ceonturn
of the voting power of all classea of stocf.
and at least 95 per centurn of each clasa of
the nonvoting stock of each of the Includible
corporations (except the common parent
cQrporation) Is owned directly by one or
more of the other Includible corporations;
and -

(2) The common parent corporation owns
directly stock possessing at least 95 per con-
turn of the- voting power of all classes of
stock and at least 95 per centum of each
class of the nonvoting stock of at least one
of the other includible corporations.

s. used, in this subsection, the term "stock"
does not Includd nonvotibg stock which la
limited and preferred as to dividenda.

(e) Definition ot "inclu ible co'poration",
As used in this section, the term "Includible
corporation" means any corporation except-

(1) Corporations exempt under section 101
from the tax imposed by this chapter.

(t) Insurance companies subject to taxa-
tion under section 201 or 207.

(3) Foreign corporations.
(4) Corporations entitled to the benefita

of section 251, by reason of receiving a large
percentage of their income from sourcea
within possessions of the United States.

(5) Corporations organized under the
China Trade Act, 1922.

(6) Regulated Investment companies sub-
ject to tax under Supplement Q.

(f) Includtble insurance companies, Do,
spite the provisions of paragraph (2) of sub-
section (a), two or more domestic insurance
companies each of which is subject to taxa-
tion under the same section of this chapter
shall be considered as includible torporations
for the pUrpose-of the application of subsec-
tion (d) to such insurance companies alone.

* (g) Subsidiary formed to comply tith for-
eIgn law. In the case of a domestic corpora-
tion owning or controlling, directly or In
directly. 100 per centum of the capital sto k
'(exclusive of directors' qualifying shares) of
a corporation organized under the lawa of a
contiguous foreign country and maintained
solely for the purpose of complying with the
laws of such country as to title and opera-
tion of property, such foreign corporation
may, at the option of the domestic corpora-
tion, be treated for the purpose of this chap-
ter and of Subehapter E of Chapter 2 as a'
domestic' corporation.

(h) Suspension of running of statute of
limitations,. If a notice under section 272
(a) in respect of a deficiency for any taxable
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year ismailed to a copdration, the suspension
of theruilng of the statute of limtations.
provIded In sectlon 277; shall sppjly in the-
case of corporations -with which such corpora-
ton made a consolidated return for such
taxable year.

(i) Allocation o income and d&-ductions.
Tor allocation of-income and deductions of
related trades or businesses, see section 45.

§ 29.141-1 Consolidated income and
e;cess profits tax returns of affiliated
corporations-(a) In general. Section
141 prescribes rules for the-making of
both consolidated income and excess
profits tax returns by an affiliated group
of corporations. Regulations promul-
gated as Parts 23- and 30 of this chapter
-are applicable, respectively, to the mak-
ing of consolidated income and excess
profits tax returns, and to the determi-'
nation, computation, assessment, collec-
tion, and adjustment of income and ex-
dess profits tax liabilities of the affiliated
group and each member thereof both
during and after the period of affiliation.

(b) Formation of and changes in
affliated group. An affiliated group of
corporations, within the meaning of sec-
tion 141, is formed at the time that the-
common parent corporation, which is an
includible corporation, becomes - the"
6wner directly of stock possessing at least
95 -percent of the. voting power of all
classes of itock and at least 95 percent of
each class of the nonvoting stock (not
including -nonvoting stock which is lim-
ited and preferred as to dividends) of
anotherincludible corporation. A corpo-
ration becomes a member of such an
iffliated group at the time that one or
moremembers of such group become the
owners directly of stock possessing at
least 9. -percent of the voting power of
all-classes of its stock and at least 95 per-
*cent of each class of its nonvoting stock
,(not including -nonvoting stock which
is limited and preferred as to dividends).
A corporation ceases tR be' a member of
such an affiliated group at the time that
the members of such group cease to own
directly stock possessing at least 95 per-
cent, of the voting power of all classes
of its stock, pr at least 95 percent of each
'class of its nonvoting stock (not includ-
ing nonvoting stock which is limited and
preferred as to dividends).
(e) Corporations to be inludced in

consolidated returns. The privilege of
filing consolidated income and excess
profits tax returns is extended'to all in-
cludible corporations constituting an
."affiliated group," as defined in section
.141 (d). In case a corporation is a
member of an aff liated group for a frac-
tional part of the year, the consolidated
returns shall include the income of such
corporation for the part of the year dur-

-ing which it is a member of the group.
-However, a corporation which is not a
-member of such group after March 31,
-1942, of- the last taxable year of such
-group wich begins before April 1, 1942,
' shall not be considered a member of such
group for consolidated income tdx re-
turn purposes for such year, but shall be

-,considered a member of such group for
consolidated excess profits tax return
purposes for- such year. An "includible

corporation" is defined by section 141 (e)
t6 mean any corporation except:

(1) A corporation exempt under sec-
tion 101 from the tax imposed by qhap-
ter 1;
- (2) An insurance company subject to

taxation under section 201 or 207 (except
as provided in section 141 (f));

(3) A foreign corporation (except as
provided in section 141 (g)) ;
- (4) A corporation entitled to the ben-

efits of section 251, by reason of receiving
a large percentage of Its income from
sources within possessions of the United
States;
. (5) A corporation organized under the

China Trade Act, 1922; and
(6) A regulated investment company

subject to tax under Supplement Q (sec-
tions 361 and 362).

The consolidated income tax return
and the consolidated excess profits tax
return must include every includible cor-
poration which, under the provisions of
section 141, is a member of the affiliated
group. In no case may a consolidated
return be filed by subsidiary corporations
as an affiliated group unless the common
parent corporation through which the
subsidiaries are connected Is a member of
the group. For instance there will not
be recognized as an affiliated group two
domestic industrial corporations the
common parent corporation of which is
a regulated investment company sub-
ject to tax under Supplement Q. In ad-
dition, no corporation which Is connected
J0y stock ownership with an affiliated
group of includible corporations through
a nonincludible corporation may be in-
cluded in the consolidated return of such
group.

Every corporation which Is a member
of an affiliated group making consoll-
fdated returns under section 141 s a
member of such group both for consoli-
dated income -x and consolidated ex-
cess profits tax return purposes, regard-
Jess of any exemption to which it 1might
have been entitled It separate returns
had been made. See sections 1l5 (b)
and 727.

d) Consolidated returns of insurance
companies. An insurance company sub-
ject to tax under section 204 is an in-
cludible corporation and may be included
In an affillated group together with cor-
porations other than insurance compan-
ies taxable under section 201 or section
207. Insurance companies subject to tax
under section 201 or 207 are not Includ-
ible corporations under section 141 (e)
(2). Under section 141 Wt), however, a
domesticinsurance company taxable un-
*der section 201 may be included in an
affiliated group comprised solely of other
domestic insurance companies taxable
under section 201; it may not be included
'in an affiliated group with other corpora-
tions. Similarly, a domestic Insurance
company taxable under section 207 may
be included in an affiliated group com-
prsed solely of other domestic insurance

.companies taxable under section 207; It
- may not be included In an affiliated group
with other corporations. An afilliated
group of domestic insurance companies
taxable under section 201, or a group
of domestic insurance companies taxable

under section 207, may not include a
domestic Insurance company taxable un-.
der section 204.

(e) Foreg corporations which mal,
be treated as domestic corporation. In
the case of a domestic corporation own-
ing or controlling, directly or indirectly.
the entire capital stock (exclusive of di-
rectors' qualifying shares) of a corpora-
tion organized under the laws of Canada
or of Mexico and mfaintained solely for
the purpose of complying with the laws
of such country as to title and operation
of property, such foreign corporation
may, at the option of the domestic cor-
poration, baetreated as a domestic cor-
poration. The option to treat such for-
eign corp~ration as a domestic corpora-
tion must be exercised at the time of
making the first consolidated income and
excess profits tax returns for any taxable
year beginning after December 31, 1941. -
and cannot be exercised at any time
thereafter. If the election is exercised
to treat such foreign corporation as a
domestic corporation, it must be in-
eluded In both the consolidated income
and excess profits tax returns of the
affiliated group of which it is a member
for each year for which such group makes
or Is required to make a consolidated
return.

(f) Computation of tax. The surtax
imposed by section 15 or section 204 upon
an affiliated group making a consoli-
dated Income tax return shall be in-
creased by 2 percent of the consolidated
corporation surtax net income. In case
the consolidated .corporation surtax net;
income exceeds 25,000, but not $50,000,
the surtax on the first $25,000 is $3,00
instead of $2,500 as provided in section
15 (b) (2) in the case of corporations
not making a consolidated return.

Sm. 142. Pmuacxr ==-uss [as amended
by cec. 7 (b). Rev. Act 1940; sec. 112 (b). Rev.
Act. 1941; rec. 131 (c), Rev. Act 19421.

(a) Requfrement of return. Everyflduciary
(except a receiver appointed by authority of
law in po=zzsio of parmt only of the property
of an Individual) shall make under oath a
return for any of the following individuals.
estate., or trusts for which he acts, stating
peciLflcally the Items of gross Incme thereof
nd the deductions and credits allowed under

this chapter and such other Information for
the purpoze of carrying out the provisions of
this chapter as the Commissioner with the
approval of the Sccretary may by regulations
preccribe-

(1) Every individual having a gross Income
for the tanble year of U00 or over. If single,
or If married and not living with husband or
wife;

(2) Every individual having a grozs income
for the taxable year of $1,200 or over, if mar-
riLd and living with husband or wife;

(3) Every estate the gross income of which
for the taxable year Is D00 or over;

(4) Every trust the net income of which
for the taxable year Is $100 or over, or the
gro= income of which f&t the taxable year is
0500 or over. regardless of the amount of the
net Income; and

(5) Every estate or trust of which any bane-
flclary Is a nonresident allen.

(b) Joint fiduciaries. Under such regula-
tions as the Commlssoner with the approval
of the Secretary may prescribe a return made
by one of two or more joint fiduciaries and
filed In the offle of the collector of the dis-
trict where such fiduciary resides shall be
suffclent compliance with the above require-
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ment. Such fiduciary shall make oath (1)
that he has sufficient knowledge of the affairs
of the individual, estate, or trust for which
the return is made, to enable him to make the'
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 provisions
of law which apply to Individuals.

§ 29.142-1 Fiduciary returns. Every
fiduciary, or at least one of ipint fiduci-
aries, must make a return of income:

(a) Returns for individuals. For the
Individual whose Income is in his charge,
If the gross income of such Individual is
$500 or over, if single; or if married and
not living with husband or wife for any
part of the taxable year; or if such indi-
vidual is married and was living with
husband or wife for any part of the tax-
able year but not at the close" of the
taxable year and his gross income for
the taxable year is equal to, or in excess
of, the credit allowed him by section
25 (b) (1) and (3) (computed without
regard to his status as head of a family) ;
or If such individual is married and was
living with husband or wife for the en-
tire taxable year and the aggregate gross
income of both husband and wife is-
$1,200 or over; or if such individual is
married and was living with husband or
wife at the close of the taxable year but
not during the entire taxable year and
the aggregate gross income of both hus-
band and wife is $1,200 or over, or the
aggregate gross income of both husband
and wife is equal to, or in excess of, the
credit allowed them by section 25 (b)
(14 and (3) (computed without regard
to the status of either of them as head
of a-family), or

(b) Returns for estates and trusts.
For the estate for which he acts if the
gross income of such estate is $500 or
over, and for the trust for which he acts
If the gross income of such trust is $500
or over, or if any beneficiary of such
as computed under section 162, is $100
or over, or If any beneficiary, of such
estate or trust is a nonresident alien.
A return shall be filed for the taxable
year of an estate which is a. period of
less than 12 months if the gross income
of the estate for such taxable year is
greater than the personal exemption al-
lowable to a single person having a sim-
ilar taxable year. See §§ 29.25-7 and
29.47-1. The requirements as to the
filing of a return for a trust remain the
same regardless of whether the taxable
year of the trust is a period of less than
12 months.,

The return- in case (a) (shall be on
Form 1040 or 1040A. In case (b) a re-
turn is required on Form 1041. A copy
of the will or trust instrument sworn
to by the fiduciary as a true and com-
plete copy in cases in which the gross
income of the estate or trust is $5,000
or over, must be filed with the fiduciary
return of the estate or trust, together
with a statement by the fiduciary indi-
cating the provisions of the will or trust
instrumlent which, in his opinion, deter-
mine the extent to which the Income of
the estate or trust Is taxable to the
estate or trust, the beneficiaries, or the

grantor, respectively. If, however, --a
copy of the will or trust instrument, or'
statement relating to the provisions of
the will or trust instrument, has once
been filed, It need not again be filed if
the fiduciary return contains a state-
ment showing when and where it was
filed. If the trust instrument is amend-
ed in any way after such copy has
been filed, a copy of, the amendment, to-
gether with a statement by the fiduciary,
indicating the effect, if any, in his opin-
ion, of such amendment on the extent to
which the income of the ,estate or trust
is taxable to the estate or trust, the bene-
ficiaries, or the grantor, resbectively,
must be filed with the return for the
taxable year In which the amendment
was made. See § 29.142-5 for returns in
cases where any beneficiary is a non-
resident alien. If the gross income of
a decedent from the begining of the tax-
able year to the date of his 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), the executor or
adnifnistrator'shall make a return for
such decedent. (See § 29.25-7.) -

For information returns required to
be made by fiduciaries under section 147,
see § 29.147-1.

As to further duties ,and liabilities of
fiduciaries, see section 312.

§ 29.142-2 Return_ by guardian or
comm4ttee. A fiduciary acting as the
guardian of a minor, or as the guardian
or committee of an insane person, hav-
ing a gross Income equal to, or in excess
of,- the credit allowed such person by
section 25 (b) (1) and 3) (computed
without regard to the status of the minor
or Insane person-s head of a family)
must make a return for such person on
Form 1040 or 1040A and pay the tax, un-
less in-the case of a minor the minor him-
self makes a return or causes it to be
made. (See § 29.25-3.)

For the purpose of determining the li-
ability of a fiduciary to render a return
under the provisions of the preceding
paragraph in cases where the minor or
the incompetent is married and was liv-
ing with husband or wife at the close of
the taxable year, it is the aggregate gross
income or the aggregate net income of
both husband and wife which is control-
ling. (See § 29.51-1.) -

§ 29.142-3 -Returns in case of tw
trusts. In the case of two or more trusts
the income of which-is taxable to the
beneficiaries, which were created by the
same person and for which the same
trustee acts, the trustee shall make a sin-
gle return on Form 1041 for all such
trusts, notwithstanding that they may
aiise from different instruments. If,
however, one.person acts ag trustee for
trusts created by different persons for theF
benefit of the same beneficiary, he shall
make a return on Form 1041 for each
trust separately.

§ 29.142-4 -Return by receiver. A re-
ceiver who stands in the stead of An indi-
vidual or corporation must rendera re-
'turn of income and-pay the tax for his
trust, but a receiver of only part of the
property of an individual or corporation
need not. If the receiver acts for ah

individual the return shall be on Form.
1040 or 1040A.. When acting for a cor*
poration a receiver Is not treated as a
fiduciary, and In such a case the return
shall be made as if by the corporation it-'
self. (See section 52.) A recelver 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 mort
gagor, and a receiver in partition pro-
ceedings, are not required to render re-
turns of Income. In general, statutory
receivers and common law receivers of all
the property or busineds of an Individual
or corporation must make returns. (See
also sections 147 andl!48 (a).)

§ 29.142-5 Return for nonresident
alien beneficiary-(a) United States
business. If a citizen or resident fidu-
ciary has the distribution of the income
of an estate or trust any beneficiary of
which is a nonresident alien engaged in
trade or business within the United,
States at any time within the taxable'
year, the fiduciary shall make a return
on Form 1040B for such nonresident allen
and pay any tax shown thereon to bol
due. (See sections 143 and 211.) Un,
less such returnis a true and accurate
return of the nonresident alien benefi-l
ciary's income from all sources within the,
United States, the benefits of the credits
and deductions to which the beneficiary
is entitled cannot be obtained in the re-
turn filed by the fidlciary. (See sections
215 and 251.) If the beneficiary ap-
points a person in the United States to
act as his agent for the purpose of yen-i
dering income tax, returns, the fiduciary
shall be relieved from the necessity of
filing Form 1040B In behalf of the bene-
ficiary and from'paying the tax. In such
a case the fiduciary shall make a return
on Form 1041 and attach thereto a copy
of the notice of appointment. If the
sole beneficiary of an estate or trust is a
nonresident alien engaged in trade or
,business within the United States at 'any
time within the taxable year, the fidu-
ciary shall make a return on Form 1041,
as well as on Form 1040B. If there are
two or more such nonresident alien bene-
ficiaries, the fiduciary shall render a re-
turn on Form 1041 and also a return on
Form 1040B for each nonresident alien
beneficiary. (See further § 29.217-1.)

(b) No United States business, A citi-
zen or resident fiduciary having the dis-
tribution of the income of an estate or
trust will not be required to make a re-
turn for any beneficiary of the estate
or trust who is a nonresident alien not
engaged In trade or business within the
United States at any tiMe within the
taxable year if the entire amount of the
tax on the Income payable to such bene-
ficiary has been withheld at the source
(see sections 143 and 211 (a)). A citi-
zen or resident fiduciary 'having the dis-
tribution of the Income of an estate or

-trust shall make a return on Form
1040NB-a If a beneficiary has gross in-
come for the taxable year of more than
$15,400 from the sources specified In sec-
tion 211,(a), regardless of the amount of
tax withheld at the source. If the gross
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Income from such sources is $15,400 or
less, the return (if a return is required
to be filed) for the beneficiary shall be
,on Form 1040NB. If a return is required
to be filed for a beneficiary who Is a resi-
dent of Canada, such return also shall
be on Form 1040NB. If the beneficiary
appoints a person in the United States
to act as his agent for the purpose of
rendering income tax returns, the fiduci-
ary shall be relieved from the necessity
of faing a return in behalf of the benefici-
ary 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 fl-
"duciary shall make a return on Form
1042 of the tax on the entire amount of
the income payable to the beneficiary.
In addition to such return or returns,
the fiduciary shall make a return on
Form 1041 for the estate or trust, irre-
spective of. the number of beneficiaries.

. 29.142-6 Time for filing return upon
'death, or termination of trust. Under
the provisions of section 47 (g), the re-
.turn by a taxpayer which was not In ex-
istence throughout a taxable period of
-12 months is a return for the fractional
.part of a year during which the taxpayer
.was in existence. If a return is required
.under the -Provisions of § 29.47-1 and
29.142-1 for the. last taxable year of a
-decedent, the executor or administrator
of the decedent shall file such return at
the time prescribed in § 29.53-1. If a
retuin-for the last taxable year of an
.estate or trust is required to be filed n-
.der the provisions of § 29.142-1, such re-
turn shall be filed at the time prescribed
'in -29.53-1, and the last date prescribed
.for such fing shall also be the due date
.for-payment of the tax or the first in-
stallment therepf if payment is made
under the provigions of section 56 (b).

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.
.C6nsequently the only return required to
.be filed by the ancillary representative
is on Form 1041, which shall be filed
with the collector for his district and
shall show the name and address of the
domicilary representative, the amount of
gross income received by the ancillary
representative, and the deductions to be
claimed against such income, including
any amount of income properly paid. or
credited by the ancillary representative
to any legatee, heir, or other beneficiary.
If the ancillary representative for the
estate of a nonresident alien is a citizen
or resident of the United States, and the

-domiciliary representative is a nonresi-
dent alien, such ancillary representative
is required to render the return otherwise
required of the domiciliary representa-
tive.

SEC. 143. WSTHHoIING OF TAX AT SOURCE [as
amended by sees. 5 (a), 202, Rev. Act 1940.
sees. 107 (a) (b), 109 (a), Rev. Act 1941; sees.
108, 160 (a), Rev. Act 1942].

(a) Tax-free covenant bondis-(1) Re-
quirement of withholding. In any case
Where bonds, mortgages, or deeds of trust, or
other similar obligations of a corporation,
-issued before January 1, 1934, contain a con-
tract or provision by which the obligor agrees
,to pay any portion of the tax Imposed by this

chapter upon the obliges, or to reimburce the
obligee for any portion of the tax, or to pay
the interest 1thout deduction for any tax
which the obligor may be required or per-
mitted 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 centuma of the interest upon such
,bonds, mortgages, deeds of trust, or other
obligations, whether such interest Is payable
annually or at shorter or longer perda, If
payable to an individual, a partnership, or
a'forelgn corporation not engaged in trade
or business within the United States: Pro-
vided, That If the liability assumed by the
obligor does not exceed 2 per centum of the
interest then the deduction and withhold-
Ing shall be at the following rates: (A) 20 per
centtim in the case of a nonresident alien
-individual (except that such rate rhall be
reduced, in the cave of a resident of any
country in North, Central, or South Amerlc,
-or In the West Indies, or of Newfoundland.
,to such rate, not les than 5 pcr'centum, as
may be provided by treaty 'with such coun-
try), or of any partnership not engaged in
trade or busines 'within the United States
and compozed in whole or In part of non-
resident aliens, (B) In the caso of such a
foreign corporation, 30 per centum. and (C)
-2 per centum in the caze of other Individuals
.and partnerships: Provided further, That if
the owners of such obligations are not known
to the withholding agent the Commissoner
may authorize such deduction and withhold-
Ing 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 30 per centum. [Nlov: For
.rate of 2712 percent prior to October 31, 1942,
In lieu of 30 percent, see cee. 103 (a) (c), Rev.
Act 1942, set forth below. See alo lee.
160 (a). Rev. Act 1942, set forth below.]

(2) Benefit of credits against net income.
Such deduction and withholding rhal not be
required in the cace of a citiLen or readent

-entitled to receive such interest, if he files
.wlth the withholding agent on or before
February 1 a sIgned notice in writing claim-
ing the benefit of the credits provided in
section 25 (b); nor in the cave of a non-
resident alli individual if co provided for

-in regulations prescribed by the Comfals-
sioner under section 215.

(3) Income of obligor and obligee. The
obliger shall not be allowed a deduction for
,the payment of the tax imposed by this chap-
ter, or any other-tax paid pursuant to the
tax-free covenant claue, nor shall such tax
,be included in the gro3 income of the
obligee.

(b) Nonresient aliens. All perons, In
whatever capacity acting, Including lc.es

. or mortgagors of real or perconal prop2rty,
fiduciaries, employers, and all oficera and
employees of the United States, having the

* control, receipt, custody, dispacal, or pay-
ment of interest (except Interest on depoits
with persons carrying on the banking bui-
ness paid to persons not engaged in buriness
In the United States), dividends, rent. sal-
aries, wages, premiums, annuities, compenra-
tions, remunerations, emoluments, or other
fixed or determinable annual or periodical
gains, profits, and income (but only to the

- extent that any of the above Items consti-
-tutes gross incomo'from sources 'wthin the
United States), or any nonresident alien In-
dividual, or of any partnership not engaged

'in trade or business within the United States
and composed in whole or In part of non-
resident aliens, shall (except In the cas
provided for In 6ub-ection (a) of this sec-
tlon and except as otherwise provided in
regulations prescribed by the Commissioner
under section 215) deduct and 'withhold from
such annual or-perlcdical gain, profits, and
income a tax equal to 30 per centumn thereof,

.except that such rate shall be reduced. In the
case of a nonresident allen Individual a resl-

dent of any country in North, Central, or
South America, or n the West Indies, or of
Newfoundland, to such rate (not less than
5 per contum) as may be provided by treaty
with such country: Profded, That no such
deduction or withholding shall be required In.
the cxe of dividends paid by a foreign cor-
poration unless (1) such corporation Is en-
gaged In trade or business within the United
States, and (2) more than 85 per centum of
the gross income of such corporation for the
three-year period ending with the close of its
taxable year preceding the declaration of
such dividends (or for such part of such
period as the corporatior has been In exist-
ence) was derived from sources within the
United States as determined under the pro-
vislons of section 119: Provided further, That
the Commissioner may authorize such tax to
be deducted and withheld from the interest
upon any securitiez the owners of which. are
not known to the withholding agent: Pro-
vided furthcr, 7hat the deduction and with-
holding In the ceze of Interest on bonds,
mortgages, or deeds of trust or other similar
obligations of a corporation, within the pro-
vlsons of subsection (a) (1) of this section
'were It not for the fact that the maturity
date of such obligations has been extended
on or after January 1, 1934, and the liabilty
a:_umed by the debtor exceeds 271 per
-cantum of the interest, shall not exceed the
rate of 27]2 per centum per nnum. Under
rczulations prescribed by the Commissioner,
with the approval of the Secretary, there
may be exempted from such deduction and
withholding tie compenzation for personal
services of nonrezident allen Individuals who
enter and leave the United States at frequent
intervals. [Nova: For rate of 27% percent
prior to October 31. 1942, in lien of 30 per-
cent, -s-e rc. 103 (a) (c), Rtev. Act 1942, set
forth below. See also see. 160 (a), Rev. Act
194, cet forth below.]

(o) Return and payment. Every person
'required to deduct and withhold any tax un-
der this Cection shall nk rturn thereof

,on or before March 15 of each year and shall
on or before June 15, In lien of the time
pre:cribed in section 56, pay the tax to the
omffial of the United States Government
authorized to receive it. Every such person
is hereby made liable forsuch tax and is
hereby indemnified against the clim and
demands of any peron for the amount of
any paymenta made in accordance with the
provisions of this section.

(d) Income of recipfent. Income upon
which any tax is required to be withheld at
the cource under this section shall be in-
cluded In the return of the recipient of such
income, but any amount of tax so withheld
shall b credited against the amount of in-
come tax as computed in such return.

(e) Tax paid by recipient. If any tax re-
quired under this Eection to be deducted and
withheld Is paid by the recipient of the In-
come, It rhall not be re-collected from the
withholding agent; nor In cases in which the
tax is so paid shall any penalty be imposed
upon or collected from the recipient of the
income or the withholding agent for failure
to return or pay the same, unless such failure
was fraudulent and for the purpoze of evad-
ing payment.

(f) Refunds and credits. Where there has
been an overpayment of tax under this sec-
tion any refund or credit made under the
proviUsons of sectlon 322 shal be made to
the withholding agent unles the amount of
such tax 'was actually withheld by the with-
holding agent.

(g) Croaa reference. For definition of
"withholding agent", see section 3797 (a)
(16).

SEC. 103. WrrX 0DnT 0 TAX AT soO5-.
(Revenue Act of 1942, TltleL)

(a) Sections 143 (a) and (b) are
amended by striking out "27] per centum"
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wherever occurring therein and inserting fn
lieu thereof "30 per centum".

(c) Subsection (a) shall apply only with
respect to the period beginning with the
tenth day after the date of the enactment
of this Act,

SEc. 109. TaATY OBLiaAT6ONS. (Revenue
Act of 1942, Title I.)

No amendment made by this title shall
apply in any case where its application would
be contrary to any treaty obligation of the
United Statqs.

SEc. 160. ALIENS AND POREIGN CORPORATIONS
TREAT AS woNuEsmENTs. (Revenue Act of
1942, Title I.)

(a) (1) Section 143 (a) (1) (relating to
withholding of tax'on Interest from tax-free
covenant bonds) Is amended by striking out
"and not having any office or place of business
therein" wherever occurring therein.

(2) Section 143 (b) (relating to withhold-
ing of the tax at the source on nonresident
aliens) is amended by striking out "and not
having any office or place of business there-
In", by striking out "and not having an office
or place of business therein", and by striking
out "or has an offlce or place of business
therein."

(4) The andmen; made by this-subsec-
tion shall apply only withrespect to the
period beginning with the tenth day after the
date of the enactment of this Act.

§ 29.143-1 Withholding tax at source-
(a) Withholding in general. Withhold-
ing of a tax of 30 percent (271/2 percent
prior to October 31, 1942) is required in

"the case of fixed or determinable annual
or periodical, income paid to a nonresi-
dent alien individual, even though such
individual is engaged In trade or busi-
ness within the United States (or, with
respect to amounts paid prior to Octo-
ber 31, 1942, was engaged in trade or
business or had an office or place of busi-
ness therein) or to a nonresident part-
nership, composed In whole or in part of
nonresident alien individuals, except (1)
income- from sources without the United
States, including interest on deposits
with persons carrying on the banking
business paid to persons not engaged in
business in the United States (or, with
respect to amounts paid prior to Octo-
ber 31, 1942, not engaged n trade or
business and not having any office or
place of business- therein), (2) interest
upon bonds or other obligations of a cor-
poration containing a tax-free covenant
and issued before January-1, 1934 (but
see paragraph (b) of this section), (3)
dividends paid by a foreign -corporation
unless (I) such corporation is engaged In
trade or business within the United
States (or, with respedt to amounts paid
prior to October 31, 1942, was engaged
In trade or business or had an office or
place of business therein), and (i) more
than 85 percent of the gross income of
such corporation for the 3-ydar period
ending with the close of its taxable year
preceding the declaration of such divi-
•dends (or for such part of such period as
the corporation has been in existence)
was derived from sources -within the
United States, as determined under the
provisions of section 119, (4) dividends
distributed by" a corporation organized
under the China Trade Act, 1922, to'a
resident of China, and (5) except that
such rate of 30 percent' (271/ percent,

'prior to October 31, 1942) shall be re-
duced, in the case of a resident of any
country in North, Central, or South
America, or in the West Indies, or of
Newfoundland, to such rate, not less than
5 percent, as may be provided by treaty
with such country. Under the regula-
tions prescribed pursuant to the tax con-
vention and protocol between the United
States and Canada, signed March 4,1942,
effective generally January 1, 1941, the
rate of tax to be withheld at the source
has been reduced to 15 percent in the
case of residents of Canada. Similarly,

'in accord with Article VII of the tax con-
'vention and protocol between the United
States and Sweden, effective January I,
1940, the ,rate of withholding shall, for
a period of at least two years beginning
with such date, be 10 percent with re-
spect to dividends paid to residents of

-Sweden. Withholding is required In the
case of interest paid on obligations is-
sued by the United States or any agency
or instrumentality thereof on or after
March: 1, 1941.' (See §§ 29.22 (b) (4)-4
and 29.22 (b) (4)-6, relating to the tax-
ation of such interest, and § 29.143-4, re-
lating to ownership certificates.)

Under the provisions of section 143 (b)
the rate of tax withheld at the source
shall not exceed 27Y2 percent in the case
of interest on b6nds, mortgages, or deeds
of trust or other similar obligations of a
corporation within the provisions of see;--
tion 143,(a) (1) were it not for the fact
that the maturity date of such obliga-
tions has been extended on or after Jan-
uary 1, 1934.

The tax must be withheld at the source
from. the gross amount of any distribu-
tion made by a corporation, other than
a nontaxable distribution payable in
stock or stockrights or a distribution in
partial or complete liquidation, without

.regard to any claim that all or a por-
tion of such distribution is not taxable.
Appropriate, adjustments, if any, will be
madelipon the filing of claims for refund.

The tax need not be withheld on ac-
crued interest paid n connection with
the sale of bonds between interest dates.

A tax of 30 percent (27Y2 percent prior
to October 31, 1942) must be withheld
from interest on bonds or securities not
containing a tax-free covenant, or con-
taining a tax-free covenant and Issued
on or after January 1, 1934, if the owner

'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 §-29.144-1.

Resident oi domestic fiduciaries are re-
quired to deduct the income tax at the
source from all fixed or determinable an-
nual or periodical gains, profits, and In-
come of nonresident alien beneficiaries,
to the extent that such items constitute
gross income from sources within the

'United States. Bond interest, dividends,
or other fixed or determinable annual or
periodical income paid to a nonresident
alien fiduciary is subject to withholding
even though the-beneficiaries of the es-
tate or trust are citizens or residents of
the United States,

The Income of a-trust created by a non-
resident alien individual and taxable to
the grantor under the provisions of sec-
tion 166 or 167 Is subject to withh6lding
even though the beneficiaries of such
trust are citizens or residents of the
United States, and regardless of whether
the beneficiaries are exempt from Income
tax.

A debtor corporation having an Issue
of bonds or other similar obligations
'which appoints a duly authorized agent
to act in its behalf under the withholding
provisions of the Internal Revenue Code,
is required to file notice of such appoint-
°ment with the Conmhissioner of Internal
Revenue, Withholding Returns Section,
Washington, D. C., giving the name and
address of the agent.

If, in connection with the sale of Its
property, payment of the bonds or other
'obligations of a corporation Is assumed
'by the assignee, such assignee, whether
an individual, partnership, or corpora-
tion, must deduct and withhol#l such
taxes as would be required to be with-
held by the assignor had not 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 §§'29.211-2 and 29.3797-8.
For classification of foreign corpora-
tions, see §§ 29.231-2 and 29.3797-8. As
to what partnerships are deemed to
be nonresident partnerships, see
§ 29.3797-8.

For withholding In the case of divit1
dends distributed by'a corporation or-
ganized under the China Trade Act, 1922,
see §§ 29.143-3 and 29.262-4.

(b) Tax-free covenant bonds issued
before January 1, 1934. The withhold-
ng provisions of section 143 (a) (1) are
applicable only to bonds, mortgages, or
'deeds of trust, or other similar obliga-
tions of a corporation which were Issued
'before January 1, 1934, and Which con-
tain a tax-free covenant. For the pur-
pose of section 143 (a) (1) bonds, mort-
gages, or deeds, of trust, or other sim-
ilar obligations of a corporation, are Is-
siled when delivered. If a broker or
other person acts as selling agent of the
obligor the obligation Is issued when
delivered by the agent to the purchaser.
If a broker or other person purchases the
obligation outright for the purpose of
holding or reselling It, the obligation Is
issued when delivered to such broker
or other person.

In order-that the date of Issue of bonds,
mortgages, or deeds of trust, or other
similar obligations of corporations con-
taining a tax-free covenant may be
readily determined by the owner, for the
purpos'6 of perparing the ownership cer-
tificates required under 9§ 2D.143-1 to
29.143-9, Inclusive, the "Issuing" or
debtor corporation shall Indicate, by an

.;appropriate notation, the date of Issue
"or use the phrase, "Issued on or after
January 1, 1934," on each such obliga-
tion or in a statement accompanying 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
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on or after January 1, 1934. The inter-
est on such obligations is not subject to
the withholding provisions of section
143 (a) but falls within the class of in-
terest described in section 143 (b).

In the case of interest upon bonds or
other oblijations 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 oblijor in connection with such a
covenant does not exceed 2 percent of
the interest, withholding is required at
the rate of 30 percent (271 percent prior
to October 31, 1942) in the case of a
nonresident alien, or anonresident part-
nership composed in whole or in part of
nonresident alien individuals, or if the
owner is unknown to the withholding
agent. The rates of withholding appli-
cable to the interest on. bonds or other
obligations of a corporation containing
a tax-free covenant, and issued before
January 1, 1934, are applicable to inter-
est on such obligations issued by a do-
mestic corporation or a resident foreign
corporation. However, withholding is
not required in the case of interest pay-
ments on such bonds or obligations if
such interest is not to be treated as in-
come from sources within the United
States under section 119 (a) (1) (B) and
the payments are made to a nonresident
alien or a -partnership composed wholly

.of nonresident aliens. A nonresident
foreign corporation having, a fiscal or
paying agent in the United States is re-
quired to withhold a -tax of 2 percent
upon the interest on its tax-free cove-
nant bonds issued before January 1,
1934, paid to aii individual or fiduciary
who is a citizen or resident of the United
States, or to a partnership any member
of whigh is a, citizen or resident, or to
an unknown owner.

For withholding in the case of interest
upon bonds or other obligations of a
corporation containing a tax-free cove-
nant and-issued before January 1, 1934,
paid to nonresident foreign corporations,
see § 29,144-1.

Bonds issued under a trust deed con-
taining a tax-free -covenant are treated
as if they contain such a covenant. If
neithef the bonds nor the trust deeds
given by the obligor to secure them con-
tained a tax-free covenant, but the orig'-

inal trust deeds were modified prior to
January 1, 1934, by supplemental agree-
ments containing a tax-free covenant
executed by the- obligor corporation and
the trustee, the bonds issued prior to
January 1, 1934, are subject to the provi-
sions of section 143 (a), provided appro-
priate authority existed for the modifica-
tion- of the trust deeds in this manner.
The authority must have been contained
in the original trust -deeds or actually
secured from the bondholders.

In he case of corporate bonds or other
obligations containing a tax-free cove-
nant, issued before January 1, 1934, the
corporation paying a Federal tax, or any
part of it, for someone else pursuant to
its agreement is not entitled to deduct
such payment from its gross income on

No. 219-13 -

any ground nor shall the tax so paid be
Included in the gross income of the bond-
holder. The amount of the tax may
nevertheless be claimed by the bond-
holder as a credit against the total
amount of Income tax due in. accordance
with section 143 (d). The tax withheld
at the source upon tax-free covenant
bond interest included In thd income of
an estate or trust and taxable to the
beneficiaries thereof (including the
grantor of a trust subject to section 160
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 returns of
the beneficiaries required to make re-
turns. In the case, however, of corpo-
rate bonds or other obligations contain-
ing an appropriate tax-free covenant,
the corporation paying for someone else,
pursuant to its agreement, a State tax or
any tax other than a Federal tax may
deduct such payment as interest paid on
indebtedness.

§ 29.143-2 Fixed or determinable an-
nual or periodical fincome. Only fixed or
determinable annual or perlodlcal Income
is subject to withholding. 'he Internal
Revenue Code specifically includes in
such ncome, interest, dividends, rent,
salaries, -wages, premiums, annuities,
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.
Income is determinable whenever there
is a basis of calculation by which the
amount to be paid may be ascertained.
The income need not be paid annually if
it is paid periodically; that is to say from
time to time, whether or not at regular
intervals. That the length of time dur-
ing which the payments are to be made
may be increased or diminished In ac-
cordance with someone's will or with the
happening of an event does not make the
payments any the less determinable or
periodical. A salesman working by the
month for a commission on sales which
is paid or credited monthly reczlves de-
terminable periodical income. The share
of the fixed or determinable annual or
periodical income of an estate or trust
-from sources within the United States
which is distributable, whether distrib-
uted or not, or which has been paid or
credited during the taxable year to a
nonresident alien beneficiary of such es-
tate or trust constitutes fixed or deter-
minable annual or periodical Income
vithin 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 orperlodical income. Suchitems
as taxes, interest on mortgages, or pre-
miums on insurance paid to or for the
account of a nonresident allen landlord
by a tenant, pursuant to the terms of the
lease, constitute fixed or determinable
annual or periodical income.

§ 29.143-3 Exemption from withhid-
ing. Withholding from interest on
bQnds 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 orzes-
ident 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 cer-
tiflcate on Form 1000 stating that his net
income does not exceed his personal
Exemption and credit for dependents
and (In the case of taxable years begin-
ning after December 31, 1942) that his
victory tax net income does not e=eed
the specific exemption of $62. 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 Commis-
sioner of Internal Revenue, Withholding
Returns 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:

(a) A nonresident alien other than a
resident of China at the time of such
distribution;

(b) A nonresident partnership com-
posed in whole or in part of nonresident
aliens (other than a partnership resident
in China); or
(c) A nonresident foreign corporation

(other than a corporation resident in
China).

The salary or other compensation fok
personal services of a nonresident alien
Individual who enters and leaves the
United States at frequent intervals, shal
not be subject to deduction and with-
holding of income tax at the source, pro-
vided he is a resident of Canada or Mex-
ico.

Payments made by the United States
or other public or private agencies or
employers to nonresident allenibrought
Into the United States for the purpose
of the production andharvesting of agri-
cultural commodities pursuant to Public
Law 45 (78th Congres), approved April
29.1943, shall not be subject to deduction
and witholding of Income tax at the
source (see section 5 (bo) of such Public
Law 45).

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 ncome tax under
the provisions of the tax convention be-
tween the United States and France,
signed April 27, 1932, and effective Jan-
uary 1, 1936: -
(1) Amounts paid as consideration for

the right to use patents, secret proceses
and formulas, trade-marks, and other
analogous rights;

(2) Income received as copyright roy-
alties; and

(3) Private pensions and life annuities.
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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 taxa-
tion under the provisions of the conven-
tion and protocol referred to above.
Such letter from a citizen of France shall,
contain his address and a statement thqt
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,
Withholding Returns Section, Washing-
ton, 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 S'weden, effective January-1, 1940,
and the regulations thereunder.

As to items received on or after Janu-
ary 1, 1941, by individual residents of
Canada and not subject to the withhold-
ing. provisions of the Internal Revenue
Code, see the tax donvention and protocol
between the United States and Canada,
effective January 1, 1941, and the regu-
lations thereunder.
a A nonresident alien iiidividual not en-
gaged in trade or business within the
United States at any time within the
taxable year is subject to the tax im-
posed by section 211 (a) on gross income
and is not entitled to any personal
exemption or credit for dependents. Al-
though a nonresident alien individtual
who is engaged in tradeor business with-
in the United States is entitled to the
personal exemption of $500 (and a credit
for dependents if lie is a resident of
Canada or Mexico), he is subject to the
normal tax and the surtax imposed by
sections 11 and 12 by reas6n of the pro-
visions of section 211 (b) and to the
victory tax imposed by section 450; and,
in the case of such an individual, the
benefit of the personal exemption and
credit for dependents may not be re-
ceived 1y filing a claifh therefor with the
witholding agent. However, in the de-
termination of the tax to be withheld at
the source under section 143 (b) with
respect to remuneration paid on or after
July 1, 1943, for labor or personal serv-
ices performed within the United Stated
by a nonresident alien, the benefit of the
personal exemption of $500 shall be al-
lowed, prorated upon the basis of $1.40
per day for the period of employment
during any portion of which labor or
personal services are performed within
the United States by such alien. Thus
if A, a nonresident alien seaman em-
ployed by the X Shipping Cdrporation,
is paid upon the termination of the voy-
age and such voyage covers 100 days, and
A performed personal services within the
United States during, or incident to, such

voyage, the amount of $140 will be allo-
cated as the portion of the personal
exemption to be allowed as a -credit
against the remuneration of A for per-
sonal services performed within the
United States during such voyage and
withholding shall be applied against the
balance, if any, of.- such remuneration.
If, for example, the total remuneration
paid to A for such voyage is $800, of
which the sum of $120 is allocable to
sources within-the United States, there
is no withholding. As to what consti-
tutes remuneration for labor or personal
services rendered' within the United
States, see section 119 (a) (3) and
§ 29.119-4. The amount of the compen-
sation allocable to labor or personal serv-
ices perforiied within the United States
together with the amount of the personal
exemption, prorated as set forth in this
paragraph, shall be shown on the annual
withholding return, Form 1042.Under the provisions -of the tax con-
vention between the United States and
Canada (ratificatibns exchanged June 15,
1942); ,annuities and- pensions received
by individual residents of Canada are ex-,
empt from ta* and are exempt from
withholding with respect to payments of
such items made on or after June 27,
1942.

§ 29.143-4 Ownership certificates for
bond interest. In accordance with the
provisions of section 147 (b) ,, citizens and
resident individuals and fiduciaries, resi-
dent partnerships and nonresident part-
nerships all of the members of which are

- citizens or residents, owning bonds, mort-
ga s, or deeds of trust, or other similar
obligations issued by a domestic corpora-
tion,'a resident foreign corporation, or a
nonresident foreign corporation having a
fiscal agent or a ppying agent in the
United States, when presenting interest
coupons for payment shall fie owner-
ship certificates for each issue of such
obligations regardless of the amount of
the coupons. However, in the case of
interest coupons presented on or after
January 1; 1943, such ownership certifi-
cates are required to be filed by such cit:.
izens, residents, fiduciaries, and partner-
ships only with respect to interest cou-.
pons on bonds, mortgages, or deeds of
trust, or other similar obligations, issued
prior to January 1, 1934, and containing
a tax-free covenant. In the case of in-
terest on obligations of the United States
orany agency or instrumentality thereof,
-regardless of the date of issuance thereof,
ownership certificates shall be filed by
such citizens, residents, fiduciaries, and
partnerships only in the case of interest
paid prior to January 1, 1943.

In the case of- interest payments on
overdue coupon bonds, the interest cou-
pons of which have been exhausted own-'
ership certificates are required to be filed
when collecting th& interest in the same
manner as if interest coupons were pre-
sented for collection. •
- In all cases where the owtier of bonds,
mortgages, 'or deeds of trust, or other
similar obligations of a corporation is a
nonresident alien, a nonresident part-
,nership composed-in whdle-orin 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 in such cases
whether or not the obligation contains a
tax-free covenant. However, ownership
certificates need not, be filed by a non-
fesident alien, a partnership composed
wholly of nonresident aliens, or a non-
re'ident foreign corporation In.connec-
tion with interest payments on Such
bonds,. mortgages, or deeds of trust, or
other similar obligations of a domestic or
resident fofeign corporation qualifying
under section 119 (a) (1) (B), or of a
nonresident foreiki corporation. Own-
ership certificates (Form 1001) shall also
be filed in the case of interest paid on or
after January 1, 1942, on obligations of
the United States or any agency or In-
strumentality thereof, regardless of the
date of issuance of such obligations, If
such obligations are owned by the per-
sons described in the first sentence of'
this paragraph.
- The ownership certificate shall show
the name and- address of the obligor, the
name aihd address of the owner of the
obligations, a description of the obliga-
tions, 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 pay-
ment.

Ownership certificates need not be filed
in the case of interest payments on ob-
ligations of a State, Territory, or any
political subdivision thereof, or the Dis-
trict of Columbia; or the obligations of
possessions of the United States. (See
section 22 (b) (4).). Ownership certifi-
cates are not required tolbe filed In con-
tiection with interest payments on bonds,
mortgages, or deeds of trust, or other
similar obligations issued by an indi-
vidual or a partnership. Ownership
certificates are not required where the
owner is a domestic corporation, a resi-
dent foreign corporation, or a foreign
government.

When interest coupons detached from
corporate bonds, or (as to coupons pre-
sented on or after JanUary 1, 1942) from
obligations of the United States orof any
agency or instrumentality thereof, are
received unaccompanied by ownership
certificates, unless the owner of the bonds
is known to the first bank to which the
coupons are presented for payment, and
the bank is satisfied that the owner is a
person, who Is not required to file an
ownership certificate, the bank shall re-
quire of the payee a statement showing
the name and address of the person from
whom the coupons were received by the
payee, and alleging that the owner of
the bonds is unknown to the payee. Such
statement shall be forwarded to the
Commissioner with the monthly (quar-
terly, for the calendar year 1943 and sub-
sequent calendar years) 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 tha
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interest, 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.

§ 29.143-5 Form of certificate for citi-
zens or mesidents. For the purpose of
§ 29.143-4, Form 1000 shall be used in
preparing ownership certificates of citi-
zens or resIdents of the United States (in-
dividual or fiduciary), resident partner-
ships, and nonresident partnerships all
of the memn.bers of which are citizen or
residents. U th6 obligations are issued
by a nom'esident foreign corporation
having a fiscal or paying agent in the
United Statm, Form 1000 should be modi-
fied to show the name and address of
the fiscal agent or the paying agent in
addition to the name and address of
the debtor corporation..

§ 29.143-'1 Form of certificate for non-
resident aliens,-nonresident foreign cor-
Torations, and unlnown owners, For the
-purpose rt § 29.143-4, Form 1001 shall
be used In preparing ownership certifi-
cates (a) of nonresident alien, (b) of
nonre~id(mt partnerships composed in

-wlole W" in part of nonresident aliens,
(c)-of nonresident foreign corporations,
and (d) where the owner is unknown.

§ 29.113-7 Return and iayment of
tax wifheZld. Every withholding agent
shall inake on or before March 15 an
annual, return on Form 1013 of the tax,
withheld from inteiest on bonds or other
'obligatlions of corporations and interest
-on ob'iigations issued by the United
'States or ahy agency or instrumentality
thereof on or after March 1, 1941. This
return should be filed with the collector
-for the district in which the withhold-
ng- agent is located. The withholding

agent shall also make a monthiy return
'on Form 1012 on or before the 20th day
of the month following that for which
the return is made. The ownership cer-
tificates, Forms 1000 and 1001, must be
forwarded to the Commissioner with the
monthly return. Such of the forms as
report interest from which the tax is to
be withheld should be listed on the
monthly return. While the forms re-
porting interest from which no tax is to
'be withheld need not be listed on the
•return,-the number of such forms sub-
nitted should be entered in the space
provided. However, for the calendar
year 1943 and subsequent calendar years
the -withholding agent shall make a

'quarterly return on Form 1012 on or be-
fore the last day of the month following
the termination of the quarter for which

,the return is made. The ownership cer-
-tiflcates, Forms 1000-and 1001, must be
fqrwarded to theCommissioner with the
quarterly return.- Forms 1001 should be

"listed on the quarterly return. While
Forms 1000 need not be listed on the

- return, the number of such forms sub-
mitted and The total amount of interest
paid and of the tax withheld on such of

the forms as report interest from which
the tax is to be withheld should be en-
tered in the spaces provided. If Form
1000 is modified to show the name and
address of a fiscal or paying agent in the
United States (see § 29,143-5), Forms
1012 and 1013 should be llkewlse modl-
fled. In the case of interest on obliga-
tions of the United States or of any
agency or instrumentality thereof the
withholding agents shall be: (1) The
Commissioner of the Public Debt for in-
terest paid by checks issued through the
Bureau -of the Public Debt; (2) the
Treasurer of the United States for all
interest paid by him, whether by check
or otherwise; and (3) each Federal re-
serve bank for all interest paid by it,
whether by check or otherwise.

Every person required to deduct and
withhold any tax from income other than
such bond interest shall make an annual
returri thereof to the collector on or be-
fore March 15 on Form 1042, showing the
amount of tax required to be withheld
from each nonresident alien, nonresident
partnership composed in whole or in
part of nonresident aliens, or nonresi-
dent foreign corporation to which in-
come other than bond interest was paid
during the previous taxable year. Form
1042 should be filed with the collector foe
the district in which the withholding
agent is located. EVery United States
withholding agent'shall w.le and file
with the collector, in duplicate. an in-
formation return on Form 1042B, in ad-
dition to the withholding return on Form
1042, with respect to the items of Income
from which a tax of only 15 percent was
withheld from persons whore addreses
are in Canada (5 percent In the case of
dividends falling within the scope of
paragraph 2 of Article = of the conven-
tion). There shall be reported on Form
1042B not only such items of Income
listed on Form 1042, but also such Items
of interest listed on monthly returns
(quarterly, for the calendar year 1943
and substquent calendar years) on Form
1012, including items of interest where
the liability for withholding is only 2
percent.

In every case the tax withheld must
be paid to the collector on or before June
15 of the following year. For penalties
and additions to the tax attaching upon
failure to make such returns or such
payments, see sections 145 and 291.

If a debtor corporation has designated
a person to act for it as withholding
agent, and such person has not withheld
any tax from the income nor received
any funds from the debtor coiporation
to pay the tax which the debtor corpo-
ration assumed in connection with its
tax-free covenant bonds, such person
cannot be held liable for the tax assumed
by the debtor corporation merely by rea-
son of such person's appointment as
withholding agent. If a duly authorlze.
withholding agent has become insolvent
or for any other reason falls to make
payment to the collector of internal rev-
enue of money depozfted with it by the
debtor corporation to pay tao, or
money withheld from bondholders, the
debtor corporation Is not discharged of

Its liability tnder section 143 al (I),
since the wirbholding agent is merely the
agent of the debtor corporation.

In any case where Income IS p-ayable
In any medium other than money, the
withholding agent shall not release the
property so received until it has been
placed in funds suficient to, enable it to
pay over In money the tax reggired to be
withheld with respect to such income.

§ 29.143-8 Otwiershfp"' erfftcafes in
the case of fducdaies and joint owners.
If fiduciaries have the control and cus-
tody of more than one estate or trust,
and such estates and trusts have as assets
bonds of corporations and other sacu-
rties, a certificate of ownership shall be
executed for each estate or trust, re-ard-
less of the fact that the bonds are of
the same Issue. The ownership cartifi-
cate should show the name of the estate
or trust, in addition to the name and
address of the fiduciary. If bonds are
owned jointly by two or more persons, a
separate ownership certificate must be:
executed In behalf of each of the owners.

§ 29.143-9 Retura of income from.
whlclh 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 madejby the recipient of the income
without deduction for such payment of
the tax but any tax so withheld shall be.
credited against the total income tax as
computed in the taxpayer's return. (Ste.
however, § 29.142-5.) If the tax is paid
by the recipient of the income or by the
withholding agent it shall not be re-
collected from, the other, regardless of
the original liability therefor, andinsuch.
event no penalty will be asserted against
either person for failure to return or
pay the tax where no fraud or purpose
to evade payment Is involved.

Tax withheld at the source upon fixed
or determinable annual or periodical In-
come paid to nonresident alien fiduciaries
Is deemed to have been paid by the per-
sons ultimately liable for the tax upon
such income. Accordingly, If a person
Is sublect to the taxes imposed by section
11, 12, 13, 14, or 15 (and, for a taxable
year beginning after December 31, 1942,
the victory tax imposed by section 450),
upon any portion of the income of a non-
resident alien estate or trus, the part of
any tax withheld at the source which is
properly allocable to the income so taxed
to such person shall be credited against
the amount of the income tax computed
upon his return, and any excess shall be
credited against any Income, war-profits,
or excezs-profits tax, or Installment
thereof, then due from such person, and
any balance shall be refunded.

6E= 144. PFvrar co' co.=z-ro.To: ircoz
-

TAx AT rcmm [ao aruended by crc. 5 (bi),
nov Act 1940; rccc. 1G7 (a), 109 (a). ev.
Act 1941; rc=. 103 (a), ICO (a), Rev. Act

In the c=oc of foreign cozporatilan subject
to taxation under this capter not engaged
In tride or buzinem within the United SZtateo,
there ahall ba dcductcd and v;ithheld at the
cource In the sarn e manner and upon the
came Iters of income as is przovidd in zec-
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tion 143 a tax equal to S0 per centum theteof,.
except that- in the case of corporations or-
ganized under the laws of any country in
North, Central, or South America, or in the
West Indies, or of Newfoundland, such rate.
with respect to dividends shall be reduced to
such rate (not less than 5 per centum) as
may be provided by treaty with such country;
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 specified
in such subsection. [NOTE: For rate of 2 71/2
percent prior to October 31, 1942, in lieu of 30
percent, see sec. 108 (a) (c), Rev. Act 1942,
set forth below. See also sec. 160 (a), Rev.
Act 1942, set forth below.]

SEc. 108. WrrHHOLDnmo Or TAX AT SOURcE.
(Revenue Act of 1942, Title I.)

(a) Sections * * * and 144 are
amended by striking out "27/2 per centum"
wherever occurring therein and inserting in
lieu thereof "30 per centum".

(c) Subsection (a) shall apply only with
respect to the period beginning with the
tenth day after the date of the. enactment
of this Act.

SEC. 109. TRATY OBLIGATIONS. . (Revenue
Act of 1942, Title I.)

No amendment made by this title shall
apply in any case where its application would
be contrary to any treaty obligation of the
United States.

SEC. 160. ALIEs AND FOREIGN COftORATIONS
TrEATED As NOXNESMENTS. (Revenue Act cf

'1942, Title I.)
(a) * * *
(3) Section 144 (relating to payment of

corporation income tax at source) is amend-
ed by striking out "and not having any
office or place of business therein".

(4) The amendments made by this sub-
section shall apply only with respect to the
period -beginning with the tenth day after
the date of the enactment of this Act.

• * $ * *

§ 29.144-1 Withholding in the case of
nonresident foreign corporations. A tax
of 30 percent (27V2 percent prior to Oc-
tober 31, 1942) 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
Statbs, including, interest on deposits
with persons carrying on the banking
business paid to such corporation, and
(2) interest upon bonds or other obliga-
tions 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 in-
terest. However, in accord with Article
VII of the tax convention and protocol
between the United States and Sweden,
effective January 1, 1940, the rate of
withholding shall, for a period of at least
two years beginning with such date, be
10 percent with respect to dividends paid
to a corporation or other entity created,
or organized under the laws of Sweden.
Under the regulations prescribed pur-
suant to the tax convention and protocol
between the United States and Canada,
signed March 4, 1942, and effective'gen-
erally January 1, 1941, the tax to be with-

held at the' source has been reduced to
15 percent. in the case of corporations
organized under the laws of Canada.

Withholding is required in the case of
interest paid on obligations issued by
the United States or any agency or in-
strumentality thereof on or after March
1, 1941. (See §§ 29.22 (b) ,(4)-4 and 29.22
(b) (4)--6 relating to the taxation of such
interest, and § 29.143-4, relating to own-
ership certificates.)

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; ppon bonds or other obligations
of a corporation issued prior to January
1, 1934, and containing a tax-free cove-
nant, if the liability assumed iy the
obligor exceeds 2 percent of the Interest
bnd the interest is treated as income
from sources within the United States.

A tax of 30 percent (271/2 peicent prior
to October 31, 1942) is required to be
withheld from dividends (other than
dividends distributed by a corporation
organized under the China Trade Act,
1922, to a resident of China) from sources
within the United States paid to a non-
resident foreign corporation, except that
such rate of 30 percent (272 percent
prior to October 31, 1942) shall be re-
duced, in the case of corporations organ-
ized under the laws of any country in
North, Central, or South America, or in
the West Indies, or of Newfoundland, to
such rate (not less than 5 percent) as
may be provided by treaty with such
country. Under the regulations pre-
scribed pursuant to the tax convention
between the United States and Canada
(ratifications exchanged June 15, 1942)
the rate of tax to be withheld at the
source has been reduced to 15 percent
effective June 27, 1942, in the case of
nonresident corporations organized
under the laws of Canada. Dividends
paid to such corporations and conform-
ing to the provisions of paragraph 2 of
Article XI of such convention are after
such effective date subject to withholding
at the reduced rate of 5 percent. See
§§ 7.10 to 7.17, inclusive, of this chapter,'
approved June 27, 1942. Dividends paid
by a foreign corporation are not, however,
subject to withholding unless such corpo-
ration is engaged in trade or business
within the United States (or, In the-case
of dividends paid before October 31, 1942,
if such corporation was engaged in trade
or business within the United States or
had an office or place of business therein)
and more than 85 percent of the gross in-
come of such foreign corporation for the
3-year period ending with the close of its
taxable year preceding the declaration of
such dividends (or for such part of such
period as the corporation has been in
existence) was derived from sources
vithin the United States as determined

under the provisions of section 119. (See
also section 143.)

For withholding in the case of divi-
dends distributed by a corporation organ-
ized under the China Trade Act, 1922, see
§§ 29.143-3 and 29.262-4.

17 P.R. 4825.

. Under the provisions of section 143 (b),
as amended by section 108 of the Revenue
Act of 1942, the rate of tax withheld at
the source shall not exceed 2712 percent
in the case of interest on bonds, mort-
gages, or deeds of 'rust or other similar
obligations of a corporation within the
provisions of section 143 (a) (1) were it
not for the fact that the maturity date
of such obligations has been extended on
or after January 1, 1934.

§ 29.144-2 Aids to withholding agents
in determining liability for withholding
of tax. Since no withholding of tax on
bond interest, dividends, or other income
is required in the case of a resident for-
eign corporation (see § 29.143-3), the
pferson paying such Income should be no-
ifled by a letter from such corporation

that it is not subject to the *ithholding
proyisions of the Internal Revenue Code.
The letter from the corporaton shall
contain the address of Its office or place
of business in the United States and be
signed by an.officer of the corporation
giving his official title. Such letter of
notification, or copy thereof, should be
immediately forwarded by the recipient
t6 the Commfssioner of Internal Revenue,
Withholding Returns Section, Washing-
ton, D. C. The same procedure should
be followed in the case of resident part-
nerships, composed in whole or In part.of
nonresident aliens, not subject to 'the
withholding provisions of the Code except
in the case of Interest on tax-free cove-
nant bonds. The letter should be signed
6-y a member of the firm.

When a payor corporation, or any other
person (including a nominee) ,having the
,control, receipt, custody, disposal, or pay-
ment of dividends has no definite knowl-
edge of'the status of a shareholder, the
tax should be withheld If the sharehold-
er's address is outside the United States.
If the shareholder's address Is within the
United States, It may be. assumed that
such shareholder Is a citizen or a resident
,thereof. Unless the name and style of
the shareholder are such as to indicate
clearly that he is a nonresident alien, an
address in care of another person In thd
United States does not of itself warrant
the treating of the shareholder as a non-
resident allen. If a shareholder changes
his address from a place without the
'United States toa place within the United
States, the tax should be withheld unless
proof is furnished showing that he Is a
citizen or a resident of the United States,
A person's written statement that he is
a citizen, or resident of the United States,
may be relied upon by the payor of In-
come as proof that such person is a citi-
zen or resident of the United States.

The following tables of withholding
rates under the Internal Revenue Code,
as modified by tax conventions between
the United States and other countries,
have been prepared for the purpose of
making asummary of such rates readily
available to withholding agents:
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SEc. 14'. PsrAL-us [as amended' by secs.
136 ( y (-5'7I,,,ner..A 4,se.. (c),
Current- Tax Payment Act 1943.

(a.) Faeuretrrfilieri ;.msubmit iorm-
tio oipa, tax Anyipeman. uequired, unda
this, chapter to pay any estimated. tax: or tax,,
or requirecby law. on reg u ons made under,
authority thereof tor maka a return or decla-
ration. eep any*recards; or-supply any' ltfor-
mation, fOr-the.purposes of the computatlab
assessment or collectbrin of any e-tanatedl
tax: on ta2 ilmposedh' t ci chapter; wh. wdlI.-
fully fail to pay such- eatimated, ta. or- tax,,
make such, mturn. or declaration, keepi sual
records,, or supply such Information, at, the.
time or times. required' by. law orr-egzIatians.,
shall,"in addition' to other penaltfis provided'
bTaw, Mguiltyof 2mlJsdemeanor anct upon.
convictlimL threot be fimed not mam than.
l11XDOor Imprisoned, for not more than am

year, or both, together with the cosits of
proseautibn. -

(b)) Failure- o coZUkt and pagy. ou a'- tax,, or,-
atmot ta. defeat or. evade ta.. Any pereo.

revuired, uncles this chapter to' collcct,_ ac-
count far, and' par over any tax Impered' by
this, chapter, who willftuly falLr to callect or
truthfully account for and py'- over such tax,
and ann per-sa who YWllDa ttampta In anF
manner to evade or de any tan lmpnz:±
by-this chaLteL-orthe paymontenthercof;ohal.
in. addition, to other penlties provhicd by,
law, be guilt of. a felony and, upon. convlc-
tlon, thereof; le fnetd not, more than 0lIO.M.
cr lmprlsaned' for not more than five learaj
or both; together "ith the- csta- o prcz.zc-
ton.

(c), AnT Indlvldal whowllfuly Umae and
subscribesn meturi whichzl doea not b2ll-v-a
to, ba true and corrcat as to evcry n2atlral.
.matter,,shalLhb guilty, of m felony, and.up on
conviction thereao, sall. be subject to thm
penalties prescribed for perjury in cction.
125 of- the Criminal' Cord

(dy Rerm= defined. The term'"pzrsvn"' as
used in thlr zectlo, includes. an, oEax or
emproyeer of m corporatlom or a memlr a=
employe Pat mpthenihg, whm aa uuc c2cm.

employcz or mmarn i=- undme a.duty tapr-
form thaetM r t p t- ofLwhlch the VIClation.

(al Cr:3 refcren"a (14 Bon pe=2ales fo=
fallura to' fll Iformation retims with. ze-
vprat ta fomai- pr-onal holding compann-
and fore,;n corporations, Saa section WLo.

(2)- Far additionaL. pcalttes, tr fraudulent
ri=eltp or fallura tn lurnish raceipta rn-
quircih, y caction, 46S-. zae zaation 470-

a 29.145S-1T Rena~ties. The penalties
provided or fir section. IM-cannat be
aszra,--d hut are enforceable only by sait
or pr:ecutiom F r: limitations on, pros-
ecuffonsi se4e- section: ST43 The willful.
failire of a tmmpayer to give informatiom
required-in is return as to advice or
assistance rendered in the prepaation
of the retur, and tha riful failure of
the person preparing a returfor another
to emecute the mworn statement required
with reference thereto; mnake suchpar-
son subject ta- the penalties impuood by
section 145 (a). Anindlvfualrwhoa--
fufymakes and subzcribeareturnwicfr
he do2e not believe to betrueand:correct
as to every material matter, is guilty of
a felony, and. if convicted, may be fned-
not morethn$20( and i risned not
more than fiveyears (see-Criminal Cdf
section 125 IG. S. C., 231). The privi-
lege against incrimination in the fitfr
amndnen t to the Constotutan is not a
defense ta a. charge or fafil r to fie a.
return, and does not authariza a refusal
to state the amount of income, timugit
the taszyes's income wa made through:
crime.

(a) Tar in tcapardy-(1) De-prreojftaz-
Vaner or rcmora& of propcrty fro Unffe-
Statca If the Cozmsonanflndstha taz-
payer dci-Jga. qulckly ta depart from, the
Unitcd. Statr on tarc mse his property there-
from. ar to concal himselt on h1-. propty
therein.. or to, da any other act. tendL g to,
prejudice or to render wholly or partly i.-
efcctual prcc-edings to. collect, the tax fa
the taxable year then last past or the taxable
year then current unlezs such prcceedlngs he
btau vft without delry, the Co-m mlsiener

hanlt, dcc.mr the t-ble: iocl for sadt t--
payer Immedlatly tcriinated, nd sbahlcau
notice of such fie]Ing and declnartion to a a
given the taxpayer. together with. a demand:
tor Immedlate payment of the ta for- the-
tr-blo- parted s3- dccared- terminated and

of the tax for tho preceding taxable! yoar-
co, much. or suc h. t= u is unpad' whethez
rnot the time otha-rlsa alIowed by la. fo

f1haing rtur and payin.- the tzhas exlrcd;d
and. sch taxs shalL thereupon bc me Im-
mcdiately due and payabe. Th.any prc eed-
ing- ln court brought to enforce pament of
t--c3 made due and payable by- virta-of! the
pravUons of this cecatiar thc- finding of the

C-amlalonr.made as herei pravided,.
whether mlade after notice to- the taxpaer or
not. shall be- for a-purpases presumytise-
evidenc, o the ta.payes t. dsi.

(2) Corparoato, ftx lfdatfo. IC tha
Cormic:aaonerfds thtthe collection athe
tax of a corporatiom for the current, or ist
precredinZ tarablu rz wil be fsopzrdised bTp
the. dLstrLbution. of air or a portior af thu
az. ta ot such corporation in the ltqad,.fam
off tha whole or any part of. its capital- stcc,
the Cammissioner rhall. declare the tax=bLe
penna~ for uch. taxpayer immadiately termi-
natuc and chalt came natIce of Each findin-
and' dcalaratlan ta ba give= the t z'aye , to-
ether with, n demand for inunedlate p=--
nk of the, ta for th. tp lo- pz .R==
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declared terminated and of the tax for the corporation for the current or last pre-
last preceding taxable year or so much of such ceding taxable year will be jeopardized
tax as is unpaid, whether or not the time by the distribution of all or a portion of
otherwise allowed by law for filing return and
paying the tax has expired; and such taxes the 'assets of such corporation in the

shall thereupon become immediately due and liquidation of the whole or any part of
payable. .its capital stock. -Such a finding of the

(b) Security for payment. A taxpayer who. Comnissibner is considered prima facie
is not In default in making any return or correct. A taxpaybr who is not in de-
paying income, war-profits, or excess-profits fault in making the returns or in paying
tax under any Act of Congress may furnish to other taxis may procure the postpone-
the United States, under regulations to be ment until the usual time of the payment
prescribed bythe Commissioner, with the of te wh a e o m b e pur-

approval of the Secretary, security approved of taxes which are or may be due pur-
by the Commissioner that he will duly make .suant to this section by depositing with

the return next thereafter required to be filed the Commissioner United States bonds of
and pay the tax next thereafter required to be a principal amount not exceeding double
paid. The Commissioner may approve and the amount of taxes due for the taxable
accept in like manner security for return and period, or by furnishing -such other se-.
payment of taxes made due and payable by curity as may be approved by the Corn-
virtue of the provisions of this section, pro- missioner.
vided the taxpayer has paid in full all other
income, war-profits, or excess-profits taxes (b) Except as provided in paragraph
due from him under any Act of Congress. (c) of this section an allen who intends

(c) Same; exemption from section. If. se- to -depart from the United States will be
curlty is approved and accepted pursuant to required to file a return of income on
the provisions of this section anL such fur- Form 1040C and to obtain a certificate
thor or other security with respect to the tax of. compliance.with income tax obliga-
or taxes covered thereby is given as the Corn- tions from the collector or internal-reve--
missioner shall from time to time find neces-
sary and require, payment of such taxes shall nue agent in. charge. A certificate of
not be enforced by any proceedings under compliance is attached to and made a
thp provisions of this section -prior to the ex- .: part of Form 1040C. An-alien, whether
piration of the time otherwise allowed for resident-or nonresident, who. intends to
paying suclh xespective taxes. - depart from the United States should

(d) Citizens. In the case of a citizen of . appear before the collector or internal
the United States or of a possession of the
United States ahout-to departfrom-the United revenue agent in charge for the district
States the Commissioner may, at his discre- . in which he resides and satisfy all in-

tion, waive any or all of tht requirements come tax obligations with respect to in-
placed on the taxpayer by this section: come received-or to, .be received; deter--

(e) Departure of alien. No alien shall de- mined as nearly as, may be, up to and-
part from the United States unless he first including the date of his intended depar-
prbcures from the collector or agent in charge tute. Upon payment-of such obligations,
a certificate that he has complied 'with. all o
the obligations imposed upon him by the In- or upon the furnishing of such security

come, warprofits, and excess-profits tax laws,. as may be approved by the Commissioner

'(f) Addition to tax. If a taxpayer violates for the payment of such obligations,' or,
or attempts to violate this section there shall, upon satisfactory- evidence that no" tax
in addition to all other penalties, be added as is'dub and. pajyble, the'collector or in-
part of the tax 25 per centum- of the total ternal revenue agent in charge will issue
amount of the tax or deficiency in the tax, . a certificate of'c6mplialide to the applJ-
to'gether with interest at the rate of 6 per cant. A properly executed- certificate of
centum per annum from the time the tax . compliance issued- by the collector or
beame due, internal revenue.agent must be presented

§ 29.146-1 Termination otthe taxable. at-the point of-departure. -An alien-pre--
period by Commissioner. (a) Section seating himselfat the point o£ depar-
146 provides that in the case of a tax- ture without such certificate of compli--
payer who designs by immediate depar- ance will be examined by an: internal
tUre from thaUnited States or otherwise revenue officer at. that point and such
to avoid the payment -of the taxfor the taxes as appear-to. be due and owing will
preceding or current taxable year,'the be collected. Citizens. of the .United
Commissioner may'upon evidence satis- States. or of possessions of the United
fdctory to him,' declare the taxable States departing from the United States
period for such taxpayer immediately will not be required to procure certift-
tdrminated and cause to be served upon cites of compliance or to present any
him notice ahd demand. for immediate; other- evidence: of compliance with in-
payment of the tax for the taxable period come tax obligations.
declared terminated, and of the tax for - -() An aliep- who intends to depart
the preceding taxable year, or so much of from the United States and whose tax-
such tax as is unpaid. In such a; case able year has' not been terminated by
the taxpayer is entitled to the personal ' the Commissioner as-provided in.section-
exemption and credit for dependents, if - 146 (a), and who is not in default in
otherwise allowable, but the amount al- making- any'return, or paying income,
lowable as personal exemption and credit • war-profits, or excess-profits tax under
for dependents shall be reduced proper- any Act of Congress, may procure a cer-
tionately to the length of the period for tificate of compliance as provided in
which the return is made. If suit is section 146 (e) by (1) appointing in
necessary to collect a tax made due and ' writing on Form 934 an attorney in fact,
payable by the provisions .of section r0sident in the United States, to make
146 (a) (1), the Commissioner's finding ' his income tax return or returns for the
is presumptive evidence of the taxpayer's taxable year current, at the -time- of his
design. Section 146 (a) (2) provides for a. intended departure and for the next
similar termination of the taxable period: preceding taxable year (if not already
of a corporation if the Commissioner made), (2) making on Formil040D. a re-
finds that the collection of the tax of the turn of information for his taxable year

current at the time of his intended de-
parture and a return on that form for
the next preceding taxable year where
the period for making the income tax re-
turn for the next preceding taxable year
has not expired, and (3) either paying
the estimated tax as shown on the in-
formation return (Form 1040D), which
will be credited on account for the year
covered by such return, or furnishing
security approved by the Commissioner
that he will make the required return or
returns and pay the tax or taxes required
to be paid. If such security Is approved
and accepted and such further security
with respect to the tax or taxes covered
thereby is given as the Commissioner
shall from time to time find necessary
and require, payment of such taxes may
be postponed until the expiration of the
time otherwise allowed for their pay-
ment. The departing alien may furnish
as security a surety bond on Form 1133
in an amount not exceeding double the
amount of tax for his taxable year cur-
rent at the time of his Intended depart-
ure, and for the next preceding taxable
year (if not already paid , conditioned
upon the making of his return or returns
for such year or years (if not already
made), and the payment of any tax or
taxes that may become payable for such
year or years together with any penalty
and interest that may accrue thereon,
such bond to be executed by a surety

"ur sureties approved- by the Commis-
sioner, In lieu of such surety bond, the
taxpayer may furnish as security a penal
bond (Form 1133), approved by the
Commissioner, secured by deposit of
bonds or notes of the United States equal
in their total par value to an amount
nbt 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
1O40D. Bonds complying with the pro-
visions of this section, if properly exe-
cuted and-with- adequat surety, are ap-

--proved,-and-may be accepted In the name
of the Commissioner, by the collector
or internal revenue agent In charge by
signing the Form 1133 as follows:

Commissoner of Iterna&l Revenve.
B y ........................-------

(Collector of Internal Revenue.)

(Internal Revenue Agent in Charge.)

A corp6ration will not be accepted as a
sdrety on such bond unless the corpora-
tion holds a certificate of authority from
the Secretary of the Treasury as an ac-
ceptable surety on Federal bonds. If the
surety on the bond Is an Individual or
individuals such bonds shall not be ac-
cepted until an Investigation is made as
to the financial and other responsibility

* of such surety or sureties and such In-
v6stigation -shows that the collection of
the tax Is amply secured by the bond.
SEc. 1,f7. IxFonoATiou AT soua c (As

amended by sec. 7 (c), Rev. Act 190: sees.
. 112 (c), 116 (a) (b), Rev. Act 1041 seco, 131

(c), Rev. Act 19421.
(a) Payments of $500 or more. All per-

sdns, 'in" whatever capacity acting, including
lessees or mortgagors of real or personal prOp-
.erty, fiduciaries, and erpployers, making pay'
meat to -another person, bf interest, rent,
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salaries, wages; premiums, annuities, compen-
sations, -emunerations, emoluments, or other
fixed or determinable gains, profits. and in-
-come (other than payments described in sec-
tion 148 (a) or 149). of $500 or more In any
taxable year, or, in the case of such-payments
made by the United States, the officers or
employees of the United States having in-
formation as to such payments and required
to make returns in- regard thereto by the
regulations hereinafter provided for, shall
render a true and.accurate return to the Cam-
mnissioner,-under suchyegulatons and In such
form and manner and to such extent as may

_be presmibed by him -with the approval of
the Secretary, setting forth the amount of
,such gains, profits, and income, and the name
and address of the recipient of such payment.

(b) Return regardless o amOunt of pay-
mert. Silch returns may be requrd re-
gardless of amounts, (1) in the case of pay-
"mnets of Interest upon bonds, mortgages,
deeds of trust, or other SImlar obligations
of corporations, (2) in the case of payments
of interest "upon obligations of the United
States or any agency or instrumentality
thereof, and (3) in the case of collections of
items (not-payable in the United States) of
interest upon the bonds of :oreign countries
and interest upon the bonds of and dividends
from foreign corporations by persons'under-
taking as a matter of business or for profit
the collection of foreign payments of such
interest or di~dends by means of -coupons,
checks, or bills of exchange.

(c) Recipient to furnish name and address.
When necessary to make effective the provi-
sois of this section the name and addr-e of
the recipient of Income shall be furnished
upon demand of the person paying the in-
come.

§ 29.147-1 Return of information as
to payments of $500. All persons mak-
ing payment to another person of fixed
or -determinable income of $500 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
§§ 29.147-3 to 29.147-5, inclusive. A re-
turn shall be made in each case on Form
1099, accompanied by transmittal Form
1096 showing the number of returns filed,
except that the return -with respect to
distributions to beneficiaries of a trust or
of an estate shall be made on Form 1041
in lieu of Forms 1099 and 1096. The
street and number where the recipient
of the payment lives should be stated, if
possible. If no present address is avail-
able, the last known post-office address

"must be given. Although to make neces-
sary a return of information the income
must be fixed -or determinable, it need
not- be annual or periodical. (See
§ 29-143-2.)

Sums paid in respect of life insurance,
endowment, or annuity contracts which
are required to be included in gross in-
come under §§ 29.22 (b) (1)-I, 29.2 (b)
(2)-1, and 2922 (b) (2)-2 come within
the meaning of the term "fixed or de-

-terminable income" and are required to
be reported in returns of information as
required by this section, except that pay-
ments in respect of policies surrendered
before maturity and lapsed policies need
not be reported,

Fees for professi6nal services -paid to
attorneys, physicians, and members of
other professions come within the mean-
ing of the term "fixed or determinable
income" and are required to be reported

in returns of Information as required
by this section.

For the purposes of a return of Infor-
mation, an amount is deemed to have
been paid when it Is credited or set apart
to the taxpayer without any substantial
limitation or restriction as to the time
or manner of payment or condition upon
which payment is to be made, and which
is made available to him so that it may
be drawn at any time, and its receipt
brought within his own control and dis-
position.

§ 29.147-2 Return of information asto
payments to employees. The names of
all employees to whom payments of $500
or more are made in any calendar year,
whether such total sum Is made up of
wages, salar~s, commicons, or com-
pensation in any other form, must be re-
ported. Heads of branch oMces and sub-
contractors employing labor, who keep
the only complete record of payments
therefor, should file returns of informa-
tion in regard to such payments directly
with the Commissioner. When both
main office and branch office have ade-
quate records, the return should be filed
by the main office.' Amounts distributed
or made available under an employees'
trust governed by the provisions of cec-
tlon 165 to any beneficiary in any taxable
year, in excess of the sum of his personal
exemption and the amounts paid into the
furid by him, mut be reported by the
trustee. But see § 29.147-3. (See also
§ 29.22 a)-3.)

In the cae of payments made by the
United States to persons In Its service
(civil, military, or naval) of wages, sal-
aries, or compeation in any other form,
the returns of information shall be made
by the heads of the executive depart-
ments and other United States Govern-
ment establishments.

§ 29.147-3 Cases vhere no return of
information required. Payments of the
following character, although more than
$500 during a calendar year, need not be
reported in returns of information on
Form 1099

(a) Payments by a broker to his cus-
tomers;

(b) Payments of any type made to
corporations;

c) Bills paid for merchandise, tele-
grams, telephone, freight, storage, and
similar charges;

(d) Payments of rent made to real
estate agents (but the agent must report
payments to the landlord if the amount
paid during the calendar year was o0O
or more) ;

(e) Payments made to allen 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);

f) Salaries and profits paid or dis-
tributed by a partnership to the individ-
ual partners;

(g) Payments of salaries, or other
compensation for personal services ag-
gregating less than $1,200 for a calendar
year, made to a married individual (citi-
zen or resident);

h) Payments of commissons made
by fire Insurance companies, or other
companies insuring property, to general
agents, except when specifically directed
by the Commissioner to be filed;

U) Payments of income upon which
income tax has been withheld -at the
source and reported on Forms 1012,1013,
1042, or Forms V-1, V-2, and V-3; and

(j) Amounts paid by the United States
to persons in Its service (civil, military,
or naval) as an allowance for traveling
expenses, including an allowance for
meals and lodgings, as, for example, a
par dem allowance n lieu of subsistence,
and amounts paid as reimbursements 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 § 29.25-7), or if the payee is a

'resident of Canada or Mexico, the payee
will be considered a single person for
the purpose of filing a return of informa-
tion on Form 1099 with respect to pay-
ments of salaries or other compensation
for personal services.

§ 29.147-4 Return of information as
to certain interest. In the case of pay-
menfs of interest, regardless of amount,
upon bonds and similar obligations of
corporations, and interest on obligations
of theUnited States or any agency orin-
strumentality thereof, the ownership
certificates, when duly filed, shall consti-
tute and be treated as returns of infor-
mation and In such cases no return of
information on Form 1099 is required.
(Sze § 29.143-5.) (As to the require-
ments of filing ownership certificates for
bond interest generally in the case of a
nonresident alien, a nonresident part-
nership composed in whole or in part of
nonresident aliens, a nonresident foreign
corporation or where the owner is un-
lmown, and with respect only to interest
on obligations containing a tax-free
covenant and issued prior to January 1,
1934, in the case of a citizen or resident
of the United States, a resident part-
nership and nonresident partnership all
the members of which are citizans or
residents ,of the United States, see
§ 29.143-4.)

§ 29.147-5 Return of information as
to payments to other than cMt-zsns or
residents. In the case of payments of
fixed or determinable annual or periodi-
cal income to nonresident aliens (indi-
vidual or fiduciary), to nonresident
partnerships composed in whole or in
part of nonresident aliens, or to non-
resident foreign corporations (see
§ 293797-8), the returns led by with-
holding agents on Form 1042 shall con-
stitute and be treated as returns of in-
formation. (See sections 143 and 144.)

§ 29.147-6 Foreigr items. Tne term
"forelgn items,' as used in these regula-
tions, means any item of interest upon
the bonds of a foreign-country or of a
nonresident foreign corporationrnotbav-
ing a fiscal or paying agent in the United
States, or any item of dividends upon
the stock of such corporation.

§ 29.147-7 Rturn of information as
to foreign items. In the case of foreign
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items, an information return on Form
1099 Is required to be filed by the bank
or collecting agent accepting the items
for collection, if the foreign item is paid
to a citizen or resident of the United
States (individual or fiduciary), or a
partnership any member of which is a
citizen or resident, and if the amount
of the foreign items paid in any taxable
year to an individual, a partnership, or a
fiduciary is $500 or more. Such forms
accompanied by Form 1096 should be
forwarded to the Commissioner of In-
ternal Revenue, Returns, Distribution
Section, Washington, D. C., on or before
February 15 of each year. The term
"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 per-
son presenting the foreign item; (c) the
tentative crediting by the licensee of the
account 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 deppsits.
(See §§ 29.147-1 and 29.147-3.)
. § 29.147-8 Information as to actual

owner. When the person receiving a
payment falling within the provisions of
the Internal Revenue Code for informa-
tion at the source is not the actual owner
of the Income received, the name and ad-
dress of the actual owner or payee shall
be furnished upon" demand of the indi-
vidual, corporation, or partnership pay-
ing the income, and in default of a com-
pliance with such demand the payee be-
comes liable for the penalties provided.
(See section 145.Y Dividends on stock
are prima facie the income-of the record
owner of the stock. Upon receipt of div-
idends by a record owner, he should exe-
cute Form 1087 to disclose the name and
address of the actual owner or payee.
Form 1087 should be filed with the Com-
missioner of Internal Revenue, Returns
Distribution Section, Washington, D. C.,
not later than February 15 of the suc-
ceeding'year. Unless such a disclosure
Is made, the record owner will be held
liable for any tax based uponsuch divi-
dends. (See § 29.148-1.)

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 (b) if the ac-
tual -owner or payee is a nonresident
alien Individual, foreign partnership, or
foreign corporation and the tax has been
withheld at the source prior to receipt
of the dividends by the record owner.
(See § 29.143-1.)

Sec. 148. IuNsoaAToN r cOaPOmATIONS
[as amended by sec. 407, Rev. Act 1939].

(a) Dividend payments. Every corpora-
tion shall, when required by the Commis- "
sioner, render a correct return, duly verified
under oath, of its payments of dividends,
stating the naihe 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 cor-
portion, (including gains, profits, and income
not taxed) accumulated during such periods
as the Commissioner may specify, which have
been distributed or ordered to be distrib-
uted, respectively, to its shareholders during
such taxable years as the Commissioner may
specify.

(c) Accumulated earnings and profits.
When requested by the Commissioner, or
any collector, every corporation shall for-
ward to him a correct statement of. accumu-
lated earnings and profits and the names and
addresses of the individuals or shareholders
who would be entitled to the same if dividend
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 correct return to the Commissioner, verified
under oath, setting forth the terms of such

-resolution or plan and such other Informa-
tion as the Commissioner shall, with the
approval of the Secretary, by regulations
prescribe.

(e) Distributions in liquidation. Every
corporation shall, when required by the Com-
missioner, render a correct return, duly veri-
fled under oath, of its distributions In liqui-
dation, 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 property other
than money, the fair market value (as of the
date the distribution is made) of the prop-
erty distributed to him.

(f) Compensation of officere and em-
ployees. Under regulations prescribed by the
Commissioner with the approval of the Sec-
retary, every corporation subject to taxation
under this chapter shall, in its return, sub-
mit a list of the names of all officers and em-
ployees of such corporation and the re-
spective amounts paid to them during the
taxable year of the corporatipn by the corpo-
ration as salary, commission, bonus, or other
compensation for personal services rendered,
if the aggregate amount so paid to the in-
dividual is in excess of $75,000.

, The Secretary, shall compile from the re-
turns 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 to the public. -It shall be unlawful for
any person to sell, offer for sale, or circulate-
for any ponsideration whatsoever, 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 income-tax re-
turns; and any offense against the foregoing
provision shall be a misdemeanor and bd
punished by a fine not exceeding $1,000 or by
imprisonment not exceeding one year, or
both, atthe dscretion'of the court: Provided,
That nothing in this sentence shall be con-
strued to.be applicable with respect to any
newspaper, or other periodical publication,
entitled to admission to the mails as second-
class mail matter.

§ § 29.148-1 Return of information as to
payments of dividends. Section 148 pro-
vides that every corporation shall, when
required by the Commissioner, render a
correct return,'duly verified under oath,
of its payments of dividends, stating the
name and address of each shareholder,
the number of shares owned-by him, and
the amount of dividends paid to him. In
accordance with that section, returns of
information in respect of dividend pay-
ments shall be rendered for each calen-
dar' year "as follows: "

(V" Except as provided in paragrtnph
(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 -6r paying agent in the United
States, making payments of dividends
and distributions (other.than distribil-
tions in liquidation) to any shareholder
who is an individual (citizen or resident
of the United States), a. resident fidu-
ciary, or a resident partnership any
member of which is a citizen or resident,
amounting to $100 or more during each
calendar year, shall render an Informa-
ti6n 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 amouht paid. These
forms, accompanied by a letter of trans-
mittal on Form 1096 showing the number
of Forms 1099 filed therewith, shall be
filed with the Commissioner of Internal
Revenue, Returns Distribution Section,
Washirkgton, D. C., on or before February
15 of the following year.

The periodical distributions of earn-
ings on running Installment shares of
stock paid or credltd by a building and
loan association to its holders of that
class of stock are dividensd within the
meaning of section 115 (a), The sum
received upon withdrawal from a build-
ing and loan association in excess of the
amounts paid in on account of member-
ship fees and stock subscriptions, con-
sisting of accumulated profits, consti-
tutes a dividend within thp meaning of
.section 115 (a). As to when a stock
dividend is taxable as a dividend see sec-
tion 115 (f).

(b) In the case of a distribution which
is made from a depletion or depreciation
reserve, or which for any other reason is
deemed by the corporation to be nontax-
able or partly nontaxable to its share-
holders, the corporation will fill in the
information on both sides of Form 1090
and forward this form, together with
Forms, 1099, to the Commissioner of In-
t'ernal Revenue, Returns Distribution
Section, Washington; D. C., not later
than February 1 df the following year.
Upon receipt of this information the
Commissioner'will advise the corporation
by letter as to any apparent errors made
by the corporation in computing the non-
taxable portion of the distribution in or-
der that the corporation may, If time
permits, furnish such advice to its share-
holders before the shareholders file their
income tax returns for the year in which
the distribution was made.. (c) In any case in which it is impos-
sible to file the return within the time
prescribed In this section, the corpora-
tIon may, upon a showing of such fact,
obtain a reasonable extension of time for
filing the return. The request for the
extension of time must be forwarded to
the Commissioner of Internal Revenue,
Practice and Procedure Division, Wash-
ington, D. C., on or before the date pre-
scribed for filing the return.

§ 29.148-2 Return of information re-
ipecting contemplated dissolution or liq-
uidation-(a) Making and lling of re-

HeinOnline -- 8 Fed. Reg. 15100 1943



FEDERAL REGISTER, Ykuawsday, Noembe

itr& Within SO days after the adop-
tion of any xesolution -or plan for or in
respect -of the dissolution of a corpora-
tion or the liquidation of the sshole or
any part -of -its apintal stozik, the coi-
paration shall ile with the Commis-
sioner of Internal Revenue, -Washington,
D. *C., attentionnf the Income Tax Unit,
Records Divis a, a correct xeturn on
Form 966, made under oath or amrna-
tion and containing the information re-
quired -by paragraph (b- of this section
and- by such form. A Jike return shall
be fiMed by the corperation in the case of
any -amendment of, or supplement to, a.
resolution-orplan for xor in respect of the
dissolution of the corporation or the liq-
uidation of the whole or any part of its
capital stock. A zeturn must be Sled
under section 142 (kD in respect of a liq-
uidation whether or not any pit of the
gain or loss to theshareholders uponthe
liquidation is recognized under the pro-,
vons of section 112.

fb) -Contents of Teturn-f 1) GeneraI.
There shall be attached to and made a
part of the leturn required by section
-148 d) ndparagraph (a3 of thissection
a mertified wopy of the resolution or plan,
together with any amendments thereof
or supplements thereto, -and such Teturn
shall in addition- contain the following
information:

-) -121e name and address of the cor-
-poration;
Sii) The place and -date of ineorpora-
tion; o

-(I) 7he -date of the adoption of the
resolution -or plan and the dates of -any
amendments thereof or supplements
thereto; and.
(iv) The collection distict; in which

the last income tax return of the corpo-
ratio: was filed and.the taxable Year
covered-thereby. -

-2) Returns in respect of amendments
or suppleien&s. If a return in xespecb
ofany reolution or plan for-or in respect
of the dissolution. of a corporation or the
liquidation of the whole or any part of
its capital stock has anlready been filed
pursuant to section 148 (d), a retum in

-respect of any amendment thereof-. or
- supplement ther-to will be-dqemed Z=-u-
cient if it ves the datesuchpdor return
,was Mled and contains a iduly certified
copy of such amendment -or supplement
and all other information xequired by
thisection and by Form 56 which -was
not given in such prior Teturn. If no
return was -led relative to the xesolu-
tion or plan wbich is being amended or
supplemented, the return relative to the
amendment thereof orsupplementthefe-
to shal containa riuLy certified copy of
the resolution or Plan which is being-
amended or uzpplemen , together with
all amendments thereof andsupplements
thereto, and all other information rx-
quiredby this section and by Form 96.

§ 29.14 -3 RetuM of infornation re-
s Ecting -distrbutions in 7Nquidation.
Unless the distribution is one in respect
of which information is required to be
filedpur r ntto § 29._12 (b) X6)-5 Qby,
29-112 (g)-6 ta), or 2 9:371-Pl0, every cot-
poration making any distribution of $500
or'-more during a calendar year to any
shareholder in" liquidation of the whole

No. 219-14

or any part of Its capital stock shall Me
a xeturn of Information on Forms 1033
and 1099L, giving all the inormatlonre-
quired by such forms and by these re.u ,
lotions. Aseparate Form 10OL-must be
prepared for each sbthieholder to wvhom
such distrbution -was made, showing the
name and address of such shareholder,
the number and class of hares owncd by
him In liquidation of which such distrl-
bution was made, and the total amount
distributed to him on each cl of stock.
If the amount distributed to such share-
holder on any class of stocr ronsisted in
whole or In part of property other than
money, the return on such orm -hall In
addition show the amount of money dis-
tributed, If any. and shal1 list eparately
each class of property other than money
distributed, giving a description of the
property In each such class and a state-
merit of its fair market value -at the time
of the distribution.

Such forms, accompanied by a leter
of transmittal on Form 1096 showlng the
number of Forms 1099L fled therewith.
shall he fled with the Commn ssioner of
Internal Revenue, Returns Distribution
Section, Washington, D. C., on or before
February 15 of the year following the
calendar year in which such distribution
was made. I

§ 29.148-4 Information respecting
compensation of offlcers and employees
in excess of $75,000. 'Every corporation
subject to taxation under chapter 1 which
during any taxable year has paid to any
.officer or employee of the corporation,
salar, commission, bonus, or other -com-
pensation for personal services rendered,
In an augregate amount in excess of
$75,000 (in whatever form paid), shall In
respect of each such taxable year, make
and file, In duplicate, a schedule on the
form prescribed by the Commissioner, as
apartof its Incometaxretun, In accord-
ance with the Instructions contained in
the prescribed return. Such schedule
shall contain the following information:
(1) Name of ollcer- or employee, (2)
amount of salary paid, 43) amount of
commissIon paid, (4) amount of bonus
paid, (5) amount or other compensation
paid, and (6) total compensation paid.

'Theterm "paid" ns used in this section
means "paid or accrued" or "paid or In-
curred" which-shall be construedaccord-
Ing to the method of accounting upon
the basis of which the met income of the
corporation L computed.

Vpon rec6lpt of the returns by the col-
lector, the schedules will be detached and
forvarded by the collector to the Com-
missioner of Internal Revenue, Records
Division, Washington, D. C.

SEc. 149. Enam s or no=e.
Zvery pemon doing busn- an u broter

shall, when required by the Commlsioner,
fender u correct return duly -erifcd ldindr
oath, under such ruleo and reulatlons = the
Commissoner, with the approval of -the Sc-
retary, may prescribe, rhov.Ing the ame of

- customers for -whom -uch Turcon b -trans-
acted uny bustn is, wi7th such detail on to
the profits, losses, or other iformaton hlch
the Commissioner may require, an to each of
such customers, us T,111 enable the CommLs
sioner to determino -whether all income tax
due on profits br gauins of such customers baa
been paid.

r 4, 1913 15101

SEC. 150. COLLECTZoa o' .romnr; -.
Anl prznns undertalcing -.n a matter c!

btuine or for profi the colecton of fore i
pzymcata of lntcrest or dlrtl-' bymn
of coupans. lcmire or hills- of e=hnge m
obtain a Iltsen-l from the Coimnk-oner end
P1111 be Lubjct to such repllatins enalain
the Govrnment to obtain the informatio
required under this cha ter a: the Cormls-
rioner , with the -approval of the Scretary.
r.all prescribe; and whoever knvAngly =-
dartaLan to rollect zuch paymants =Ithut
haring obtailnd a licenre therefor, or wifi-
ocat complyinG vith r-uzh reGulationis. shahl
be gullty of a tdameannor and rball be fined.
not more than $5,0 0 or Inmprioned for not
more than one year, or both.

§ 29.1513-1 License to coflect foreign
items. Banks or agents collecting for-
elan ite n, as defined in 1 29147-6, and
required by -29.147-7 to mase returns
of information withrespect thereto, must
obtain a license from the Commissioner
to engage in such business. Application
Form 1017 for such license may be pro-
cured from collectors. The license is is-
sued without cost on Form 1010. Any
person holding a license under the Reve-
nue Act of 1938 or -ny prior-Act will not
be required to renew such license. -

S=c. 151. 7oG==cN P=oSSL Ho=-.( CoIS-

For infora~tion retuIn by -offces direc-
trs. and large zbnxeholders, vd.th respect to
forciga peronal holding companies, ee eze-
tlon 33. 339. and 0.

:Far Information returns by attorneys, nc-
ccuntanta. and ro forth, s to formation,
and co forth, of foregn corporatons, see
cestlon -5594.'

EST=axs AND =USTS
Sec 161. nuroarrrou ox
10) .AfP1C3tfo= Of toX. Thle taXeS IMPCsed.

by this -chapter upon. Ind duals shall apply
to the Income 4f estates or of any "ind of
propzrty held In trust Including-

-(I) Income accumulated in trus for the
beacilt of unborn or -trescetalned parsons;
or prs=. With contingent Intexes, and in-
como accumulated or held for future dlstri-
butlon under the terms of the wmill or trust;

(2) Income vhlch is to be 4&stributed cur
rently by the fiduclary to the beneflai,
and income collected, by a guardLan of an
infant -,hIch Is to be held or distributed -s
the court may direct;

(3) Inconieraesvadby estamtes of decen-ad
parsons during tha period of aduministration
or ctt!ment of the -estate; and

(4) Income which. in the dL-cretfon of the
fiduciry, may b- -either distributed to the
beneficIaes or zccuimulated.

fb) Computation and vyment The tax
shall ba computed upon the met income of
tha -etateor trust and shall be paid by the
fiduciary, ececpt us provided In Zsotio 155
(relating tora= -ble trusts) and:sotion 167
(relating to Income for benefit of tha
grantor).

(c) Cross3 -eference. For retur nmade by
barnificry, tee mt 142.

§ 29161-1 napositifn of trze txr-a)
Scope. Supplement E (sqctions 161 to.
172, inclusive) prescribes that the taxes
imposed upon individuals by chapter 1
shall be applicable to the income of es-
tates or of any kind of property held in
trust. The rate of tax, the statutory
provisions respecting gross income, and,
with certain etions, the deductions
and credIt'allowed-to individuals -pply
also to estates and trusts.

The-se7eral classes enumerated and
described In the four paragraphs of sec-

HeinOnline -- 8 Fed. Reg. 15101 1943



FEDERAL REGISTER, Thursday, November 4, 1943

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 file the return for his ward
and pay the tax,. or the return may be
made by the ward. (See §§ 29.51-1 and
29.142-2.) The estate of a ward is not a
taxable entity, in that respect differing'
from the estate of a deceased person or
of a trust.

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, withinrthe 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 therefrom
remains attributable to the grantor,
these provisions do not apply. Thus the
provisions of sections 166 and 167 deal
with- certain" trusts which are excluded:
from the scope of sections 161, 162, and
163. Other trusts, not-specified in sec-
tions 166 and 167, where in contempla-
tion of law the corpus of the trust or the
Income therefrom is regarded as remain-
ing in substance that of the grantor are
likewise excluded from the scope of sec-'
tlions 161, 162, and 163. Some of such
lirusts are dealt with in §§ 29.166-1 and
29.167-1. So-called alimony, trusts to
which section 22 (k) or section 171 ap-
plies may be of a type to which the provi-
sions of sections 161, 162, and 163 also
apply, or of a type which is excluded
from the provisions of sections 161, 162,
and 163. Except to the extent that sec-
tion .22 (k) or section 171 governs the
taxability of amounts paid, credited, or
to be distributed attributable to trust
property, the treatment of such trusts
under sections 161, 162, and 163 or under'
Sections 166 and 167 is not affected by
section 22 (k) or section 171. See sec-
tion 165 as to the exemptions of em-
ployees' trusts.

(b) Taxability of the income., The
fiduciary is required to make and file the
return and pay the tax on the net income
of the estate or trust except as otherwise
provided in sections 165, 166, and 167,
and §§ 29.166-1 and 29.167-1. In de-
termining whether, there is any net in-
come subject to tax and the amount
thereof, consideration is to be given to
the additional deductions authorized in
section 162.

SEC. 162. .ET xNCOME [as amended by sees.
111(b) (c), 161(a), Rev. Act 1942].

The net income of the estate or trust shall -

be .computed in the same manner and on
°the same basis as in the case of an individual,
except that-

(a) There shall be allowed as a deduction
(in lieu of the deduction for charitable, etc.,
contributions authorized 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 during the
taxable year paid.or permanently set aside
for the purposes and in the manher specified
in section 23(o), or is to be used exclusively
.for religious, charitable, scientific, literary,
or educational purposes, or for the preven-
tion of cruelty to children'or animals, or for

the establishment, acquisition, maintenance
or operation of a public cementery not oper-
ated for profit;
. (b) There shall be allowed as an additional
deduction in computing the net income of
the'estate or trust the amount of the income
of the estate or trust for Its taxable year
which is to be distributed currently by the
fiduciary to the legatees, heirs, or beneficiar-
ies, but the amount so allowed as a deduction
shall b~e included in computing the net in-
come of the legatees, heirs, or beneficiaries
whether distributed to them or not. As used,
in this subsection, "Income which is to be'
distributed currently" includes income for
the taxable year 6f the estate or trust which,
within the taxable year, becomes payable to
the legatee, heir, or beneficiary. Any amount
allowed as a deduction under this paragraph
shall not be allowed as a deduction under
subsection (c) of this section in the same
or try succeeding taxable year;
. (c) In the case of income received by es-
tates of deceased persons during the period
of administration or settlement of the estate,
and in the case of income which,- in the*
discretion of the fiduciary, may be either
distributed to the beneficiary or accumu-
lated, there shall be allowed as an additional
deduction in computing the net income of
the'estate or trust; the amount of the income'
of the estate or trust for Its taxable year.'
which is properly.piadlor credited during such'

.year to any legatee, heir, or beneficiary, but
the amount so allowed as a deduction shall
be included in computing the net income of
the legatee, heir, or beneficiary;
. (d) Rules for application of subsections

(b) and (c). For the purposes of subsections
(b) and (c)-

(1) Amounts dfstributable out of income
or corpus. In cases where the amount paid,
credited, or to be distributed can be paid,
credited, or distributed, out of other than
income, the amount paid, credited, or to be
distributed (except under a gift, bequest, de-
vise, or inheritance not to be paid, credited,
or distributed at intervals) during the tax-
able year of the estate or trust shall be con-
sidered as income of the estate or trust which,
is paid, credited, or to be distributed if thel
aggregate of such-amounts so paid, credited,-
or to be distributed does not exceed the dis-
tributable income of the estate or trust for its
taxable year. If the aggregate of such
amounts so paid, credited, or to be distributed
during the taxable year of the estate or trust
in such cases exceeds the distributable in-
come of the estate or trust for its taxable
year, the amount so paid, credited, or to be
distributed to any legatee, heir, or beneficiary
shall be considered income of the estate or
trust for its ta.able year which is paid, cred-
ited, orto be distributed in an amount which
bears the same ratio' to the amount of such
distributable income as the amount so paid,
credited, or to be distributed to the legatee,
heir, or beneficiary bears to the aggregate of
such amounts so paid, credited, or to le dis-
tributed to legatees, heirs, and beneficiaries
for the- taxable year of the estate or trust.
For the purposes of this paragraph "distrib
utable income" means either (A) the net
income of the estate or trust computed with
the deductions allowed under subsections (b)
and (c) in cases to which this paragraph does
not apply, or (B) the income of the estate or
trust minus the deductions provided in "sub-
sections (b) and (c) in cases to which this
paragraph does not. apply, whichever is the
greater. In computing such distributable
income the deductions under subsections (b)
and (c) shall be determined without the-ap-
plication of paragraph (2).

(2) Amounts distributable out of income
Of prior period. In cases, other than cases
described in.paragraph (1), if on a date more
than 65 days after the beginning of- the tax-
able year of the estate or -trust, income of.
the estate or trust for any period becomes

payable, the amount of such Income shall be
considered income of the estate or trust for
its taxable year which is paid, crbdited, or to
be distributed to the extent of the Income of
t le estate or trust for such period, or if such
period is a period of more than 12 monthg,
the last 12 months thereof.
1 (3) Distributions in first 65 days of taxable

year-(A) General rule. If within the first
65 days of any taxable year of the estate or
trust, income of the estate or trust, for a
period beginning before the beginning of
the taxable year, becomes payable, such in-
come, to the extent of the income of the v3-
tate or. trust for the part of such period not
falling within the taxable year or, If dUeh
part is longer than 12 months, the last 12
months thereof, shall be considered, paid,
redited, or to be distributed on the last day

of the preceding taxable year. This subpara-
graph shall not apply with respect to any
amount with respect to which subparagraph
(B) applies.

(B) Payable out of income or corpus, If
within the first 65 days of any taxablo year
of the estate or trust, an amount which can
be paid at intervals out of other than income
becomes payable, there shall be considered
as paid, credited, or to be distributed on the
last day -of the preceding taxable year the
part of such amount which bears the same
ratio to such amount as the part of the in-
terval not falling within the taxable year
bears to the period of the Interval, If the
part of the interval not falling within the taX-
able year is a period of more than 12 months,
the interval shall-be considered to begin on
the date 12 months before the end of the
taxable year.
- (e) Amounts allowable under section

812 (b) as a deduction in computing tho not
estate of a decedent shall not be alloted as
a deduction under section 23, except subsec-
tion (w), in computing the net income of the
estate unless there is filed, within the time
and in the manner and form prescribed by
the Commissioner, a statement that the
items have not been claimed or allowed a
deductions under section 812 (b) and a
waiver of the' right to have such Items al-
lowed at any time as deductions under sec-
tion 812 (b).

SEC. 111. INCOME RECEIVED FROMx ESTATES,
ETC., nDMER GIFTS, BEQUESTS, EC. (Revenue
Act of 1942.)

(e) Taxable years to whtch amendments
applicable. The 'amendments made by this
section shall be applicable only with respect
to taxable years beginningafter December
31, 1941; excejt that in the case of Income
paid, credited or to be distributed or Amounts
paid, credited or to be distributed by an
estate or trust the amendments made by this
section shall be applicable only with respect
to such income and such amounts paid,
credited or to be distributed on or after
the beg'inning.of the first taxable year of
the estate or trust, as the case may-be, be-
ginning after December 31, 1941.

§ 29.162-1 Income of estates and
trusts. In ascertaining the tax liability
of the estate of a deceased person or of
a trust, there is Oleductible from the gross
income, subject to exceptions, the same
deductions which are allowed to Indi-
vidual taxpayers. See generally section
23, and the provisions thereof governing
the right of deduction for depreciation

-and depletion in the case of property held
in trust. Amounts allowable under sec-
tion 812 (b) as a deduction in computing
the net estate of a decedent are not al-
lb'ed as a deduction under section 23,
except subsection (w), in computing the
net income of the estate unless there Is
filed in duplicate with the return In
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which the item is claimed as a deduction
a statement to the effect that the items
have not been claimed or allowed as de-
ductions from the gross estate of the
dededent under section 812 (b) and a
waiver of any atd all right to have such
item allowed-at any time as a deduction
under section 812 (b). For items not
deductible, see section 24. Against the
net income of the estate or trust there
re allowable certain credits, for which

see sections 25 and- 163.
From the gross income of the estate or

.tust there are also deductible (either in
- lieu of, or in addition to, the deductions

referred to in the preceding paragraph
of this section) the following:

(a) Any part of the gross income of
,the estate or trust for its taxable year
which, by the terms of the will or of the
'instrument creating the trust, is paid or
permanently set aside during such year
for the charitable, etc., uses or purposes
referred to or described in section 162
(a). This deduction is in lieu of that

-authorized by section 23 to) in the case
of individual taxpayers.

(b) Any income of the estate or trust
forts taxable year which is to be distrib-
uted -currently by the fiduciary to a
legatee, heir, or beneficiary, whether or

7not such income is actually distributed.
For this purpose, it is provided in sec-
tion 162 (b) that "income which is tobe
distributed currently" includes income
of the estate or trust which, within the
taxable year, becomes payable to the

- legatee, heir, or beneficiary.
(c) Any income of the estate of a de-

ceased person for its taxable year which
is properly paid or credited during such
year to a legatee or heir, and any income
either ofosuch an estate or of a trust
for its taxable year which is similarly
-paid or credited during that year to a
legatee, heir, or beneficiary if there was
vested in the fiduciary a discretion either
to distribute or to accumulate such in-
come.

Any income of the class described in
either (b) or (c) of this section. which

- is Currently distributable, or paid or
credited, to a guardian for his ward is
likewise deductible from the gross in-
come of the estate or trust.

There is included in the income of the
estate or the trust, unless it is included
in the income of the grantor of the trust
(see §§ 29.166-1 and 29.167-1):

(1) All income thereof accumulated
-for the benefit of unborn or -unascer-
tained persons or persons with contin-
gent interests,

- (2) All income.either accumulated or
held for future distribution pursuant to
the terms of the will or trust,

(3) All other income of the estate or
trust for its taxable year which is not
to be distributed currently to legatees or
other beneficiaries (see (b) of this sec-
tion),

(4) All income of the estate for its
taxable year not properly paid or cred-
ited- dning such year to a legatee or
heir, and

(5) All income either of-the estate or
of- the trust for its taxable year which is

• not similarly paid or credited during that
year to a legatee, heir, or beneficiary in
case there was vested in the fiduciary a

discretion either to distribute or to ac-
cumulate such income (ee c) of this
section).
In all such cases the tax with respect to
such income included In the income of
the estate or trust for its taxable year is
payable by the fiduciary, except where
the income is taxable to the grantor of
the trust or where, as provided in the
next paragraph, It is deductible by the
estate or trust for such taxmble year (and
is includible in the income of the leutee
or beneficiary).

Income deccribed In subpamgraphs
Cl), (2), (4), and (5) of paragraph (c)
may, in some cases, be deductible by the
estate or trust under (b) of this section.
It is expressly provided in section 1G2 (b)
that such income of the estate or trust
for its taxable year which, within its
taxable year, becomes payable to the
legatee, heir, or beneficiary is deductible
by the estate or trust Thus. if income
of a trust is to be accumulated until A.
the beneficiary, reaches his twenty-first
birthday, which is December 31.142, the
income of the trust (assuming the income
tax returns of the trust are made on the
calendar year basis) for the calendar
year 1942 is to be deducted by the trust
under section 162 (b) in computing its

neb income for 142 and is to be included
in the income of A for his taxable year In
which December 31, 1942, falls. In the
case of a sinilar trust, where the twenty-
first birthday of B, the beneficiary, was
on July 1, 1942, alid the income of the
trust w.s to be accumulated until that
date and then to be distributed to B at
such time as the trustee in his discretion
decides, if the trustee on December 31,
1942, decides to distribute the accumu-
lated income to B, the income becomes
payable to B on December 31. 1942,
whether distributed to him or not. In
.such a case, the extent to which such
amount Is considered to be psyable out
of income of the trust for Its taxable year
is determined under section 162 (W) (2)
and § 29.162-2 Cb).

AWy amount described in (b) and c)
of this section as being deductible from
the gross income of the estate or trust
shall be included in computing the net
income of the legatees, helm, or bene-
fciaries, whether distributed to them or
not. As to the amount of income of the
estate or trust which is considered paid,
credited, or to be distributed, and the
time thereof, for the purposes of the de-
duction under (b) and c) of this sec-
tion and the inclusion in income of the
legatee, heir, or beneficiary, see section
162 d) and,§ 29.162-2.

Any income of an estate or trust for its
taxable year which during that year may
be used, pursuant to the terms of the will
or trust instrument, in the discharge or
satisfaction, In whole or in part, of a legal
obligation of any person is, to the extent
so used, taxable to such person a! though
directly distributed to him as a bene-
ficlary, except in cases to which cection
22 (W) or section 171 applies. (See §§
29.167-1, 29.171-1, and 29.171-2.)

The income of an estate of a deceased
person, as dealt with in the Internal Rev-
enue Code, is therein described as re-

celved 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 specifed in
the local statute for the settlement of
estatez. If an executor, who is also
named as trustee,.falls to obtain his dis-
charge as executor, the period of admin-
Istratlon 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
realzed from the passage of property to
the executor or administrator on the
death of the decedent, even though it
may have appreciated in value since the
decedent acquired it. But see s2ctions
42, 43, and 44. As to the taxable gain
reaUzzd, or the deductible loss sustained,
upon thesale or other disposition of
property by an admin1strator, executor,
or trustee, and by a legatee, heir, orother
baneficlary, see sections 111 and 112. As
to capital gains and losses, see section
117. A tatutory allowance pald a widow
Is not deductible from gross income, ex-
capt to the extent that under the prin-
ciples of § 29.102-2 such allowance is
taxable to the widow. If real estate is
sold by the devisee or heir thereof,
whether before or after settlement of the
estate, he is taxable individually on any
profit derived.

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 for any taxable year,
the net income on which the tax is sQ
paid is not, generally, in the hands of
the distributee thereof (the legate?, heir,
or beneficiary) takable as income fo him,
but such income, to the extent it baeomes
payable in a subsequent taxable year of
the estate or trust to the distributee after
the first 65 days of such subsequent tax-
able year, may be required to be included
In the income of the distrib;i e under
section 162 (d) (2). See § 29.162-2 (b)

Liability for the payment of the t=
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. liability for
the tax also follows the assets of the
estate distributed to heirs, devisees, leZa-
tea3, and distributses, who may be re-
quired to discharge the amount of the
tax due and unpaid to the extnt of the
distributive shares received by them.
(Mee section 311) The same considera-
tions apply to trusts.

§ -29.162-2 Alocation of eslate and
trust income to lzgatees and bn=,fc-
iaries-(a) AUocation among annuitants.
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Section 162 (4) (1) applies to all cases in
which the executor or trustee can or
must (for example, by the terms of the
trust Instrument or will) pay the whole
or any part of a gift, bequest, devise, or
inheritance out of other thAn income,
except that no income is to be allocated
under it to a legatee, heir, or beneficiary
of a lump sum gift, bequest, devise, or
inheritance. It applies in all cases of
annuities where any deficiency in the
amount to be paid can be made up by
a payment out of corpus of the trust. It
also applies in cases where amounts are
to be paid or credited at intervals and
the executor or 'trustee has discretion
whether to pay or credit such amounts
out of incbme or corpus, regardless of the
source (income or corpus) to which the
executor or t r u s t e e attributes such
amount. If an annuity is paid, credited,
or to be distributed tax-free, that is,
under a provision whereby the executor
or trustee will pay the income tax of the
annuitant resulting from the receipt of
the annuity, the payment of or for the
tax by the executor or trustee wiU be
income to the annuitant under the rules
of section 162 d) to the exteftt such pay-
ment is treated thereunder as out of
income.

The method of allocating income of
the estate or trust for its taxable year in
cases to which section 162 d) -(1) applies
is as follows: The aggregate of all
amounts which can be paid, credited, or
distributed out of other than income (ex-
cept under a gift, bequest, devise, or in-
heritance not to be paid, credited, or to
be distributed at intervals) is obtained.
The aggregate of such amounts is con-
sidered to be paid, credited, or distributed
in such cases out of income of the estate
or trust for its taxable year if it does not
exceed the distributable income of the
estate or trust for its taxable year. If
the aggregate of such amounts does ex-
ceed the distributable income of the
estate or trust for its taxable;year, the
portion of such amount paid, credited, or
to be distributed to a legatee or bene-
ficiary is considered income of the estate
or trust for its taxable year which is paid,
credited, or to be distributed in an
amount which bears the same ratio to
the amount of all distributable income
as the amount so paid, credited, or to be
distributed to the legatee or beneficiary
bears to the aggregate of such amounts
so paid, credited, or to be distributed to
such legatees or beneficiariles for the tax-
able year of the estate or trust. The pro-.
portion stated in the preceding sentence
applies only to legatees or beneficiaries of
amounts which can be paid, credited, or
distributed out of other than income of
the estate or trust and, in computing
such proportion, the amount of any gift,
bequest, devise, or Inheritance not to be
paid, credited, or distributed at intervals.
is not to be included.

Section 162 (d) (1) introduces a con-
cept of. distributable Income. This is de-
fined in that section as meaning (1) the
net Income of the estate or trust com-
puted with the deductions allowed under
subsections (b) and (c) of section 162 in
the case of amounts paid, credited, or to

be distributed to which section, 162 (d)
"(1) does not applyor (2) the income of
the estate or trilut minus the deductions
provided in subsections (b) and (c) of
section 162 in the case of amounts paid,
credited, or to be distributed to which
section 162 (d) (1) does not apply,
.whichever is greater. "Net income," as
thus used, means the statutory net in-
come of the trust under the Internal Rev-
enue Code before the application of sec-
tion 162 (b) and (c) (but, as stated in
the preceding sentence, such amount is
to be reduced by the deductions allowed
under subsections (b) and (c) of section
162-in the case of amounts to which sec-
ti6n 162 d) (1) does not apply). "In-
come," as thus used, must be determined
in accordance with the following prin-
ciples: First, such "income" means, in
general, the amount which ufider the ap-
plicable law of estates and trusts is con-
sidered income available for distribution
to the life tenant, legatee, or beneficiary,
as the case may be. Second, there must
be eliminated from the income of the
estate or trust, determined in accord-
ance with the terms of the trust instru-
ment and State law, items of income
which are not includible in income of an
individual for Federal income tax pur-
poses. Therefore, the "Income," referred
to in clause (B) of section 162 Cd) (1),
may exceed net income and thus be
treated as distributable income under
section 162 Cd) in cases where items
which are deductible for Federal income
tax purposes are, by the terms of the
trust instrument or State law, not to be
used to reduce income ava ilable for dis-
tribution but to be allocated to corpus.-
The application of section 162 Cd) (1),

- in general, may be illustrated by the fol-
lowing example:

Example. Pursuant to the terms of the
will of A, a trust is established on January
1, 1942, to pay $5,000 a year to B in quar-
terly installments at the end of every three
months, -and upon the death of B to pay
the corpus and any accumulated income to
his estate. The returns of the trust and of B
are made on the calendar year basis. The
trust instrument provides that the amount
payable to B Is to be, paid out of income
(after payment of trustees' commissions) or
out of corpus to the extent income is insuffi-
cient, The receipts and expenditures of the
trust for 1942 are as follows:

Taxable stock dividend ------------- $1,000
Income from rents -------- .... 3, 000
Tsx-exempt interest from State
. bonds ------------------------- 1,000
Gain from sale of capital asset held
"10 m onths ------------------------ 1,000

Deductible trustees' commissions .... 200
Other deductible expenditures ------- 1,300
n accordance with the terms of the trust

instrument. stock dividends are to'be allo-
cated to corpus, gain from sale of a capital
asset held not more than one year is to be-
allocated to income, and trustees' comrmis-
sios are to be charged to income. However,
the other expenditures indicated above
($1,300) are of a nature which under the
terms 'of the trust instrument are to be
charged to corpus. The distributable income
of the trust to be deducted by it for 1942
and included in the beneficlary's income for
such year is $3,300, the greater of the statu-
tory net income and the available trust in-

- come includible in gross income, determined
as follows:

Statutory Net Income (Prior to Application- " of Section 162 (bi and (o))

Gross income:
Stock dividend -------..... $1,000
Rents ------------------- 3,000
Long-term capital gain (50

percent taken into ac-
count, section 117 (b)._.. 600

- $4,600
Deductions:

Trustees' commissions ----- 200
Other deductible expenses. 1,300

- 1,600

Net income ------------------ 3,000
Trust income Under Clause (B) of Section 102(ci) (1)
Income:

Rents ------------------- $3, 000
Interest from State bonds. 1,000
Gain on sale of asset --- 1,000

-$5,000

Expenses allocated to income:
Trustee's commissions ----- 200

Eliminating items not in-
cludible in gross income:

Tax-exempt interest ------- 1,000
Excluded gain on sale of

asset ----------------- 600
- 1,,00

Income determined 'nder sec-

tion 162 (d) (1) (B) --------- 8 ,300
"Net income" and "Income" for the.

purpose of section 162 (W) (1) also do
not include income of a prior taxable
year, even though such income may be
considered Income of the estate or trust
for the current taxable year under sec-
tion 162 (d) (2). This rule may be Illus.
trated by the following example:

Example. Under the terms of a trust, estab
lished in 1925, the trustees are to accumu.
late the income thereof until A reaches his
twenty-first birthday, and then are to pay
A such accumulated income, and on each De-
cember 31 thereafter, are to pay B $5,000, out
of income of the trust, if income Is available,
or, if not, out of corpus of the trust. A be-
came 21 years of age on June 30, 1042, The
returns of the trust and of A and B are madb
on the calendar year basis. Under section 162
(b), the income of the trust for that part
of 1942 on ind before Juno 30, 1942, is to be
considered income of the trust for 1042 which
is to be distributed currently to A, In com-
puting the distributable income of the trust
$or 1942 which Is to be considered distributed
to B in payment of the $5,000 annuity, the
amount of income for the first six months of
1942 which is considered to be currently die.'
tributable to A is to be deducted. Although
under section 162 (d) (2) the amount of the
income of the trust for the period July 1,
1941, through June 30, 1942, will be consid-
ered income of the trust for 1942 which is to
be deducted by the trust and included In A's
income for 1942 (see paragraph (b) of this
section), for the purposes of section 162 (d)
(1) such amount is not to be deducted from
the trust's income for 1942 in computing
Its distributable income considered to be dis-
tributed to B and no account is to be taken
of the income of the trust for the period July
1, 1941, through December 31, 1041.

(b) Allocation among income beneflci-
aries and legatees. Section 102 (d) (2)
applies in cases where Income of the ei-
tate or trust for any period becomes pay.
able on a date more than 65 days after
the beginning of its taxable year, It ap-
plies in every case where Income of the
estate or trust Is paid, credited, or to be
distributed to a legatee, heir, or beriefi-
ciary, other than a legatee, heir, or bone-
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ficiary to whom paragraph (a) of this
section applies or a legatee, heir, or bene-
ficiary of a lump sum gift, bequest, de-
vise, or nheritance. This paragraph,
and not ar-agraph (a), applies to income
paid, credited, or to be distributed to a
legatee who, in addition to any part of
the principal of an estate, is entitled to
receive-any income during the adminis-
tration of the estate or upon its termina-
tion, whether payment of such income is
made in accordance with directions in the
will, or for support as allowed under
State law, or by the administrator to the
residuary legatee in the ordinary course
of adinistration. The rule stated in the
preceding sentence, however, has no ap-
plication in cases where income may be
paid or credited, or is to be distributed
under an obligation to pay an amount
periodically at all events, whether or not
income is available, as in the ordinary
case of an annuity. Section 162 (d) (2)
also has no application in determining
the amount to be included in the income
of the estate or trust under section 161
but. applies Anly in determining the
amount allowed as deductions under sec-
tion 162 (b) and (c).

Section 162 (d) (2) applies whether
amounts are paid, credited, or to be dis-
tributed out of the income of the estate
or trust for its current taxable year or
out of the income for any period. --It in-
cludes a rule for allocating income of the
estate, or trust to the legatees or bene-
ficiaries in cases in wlch the income of
a prior period is paid, credited, or to be
distributed to the legatee or beneficiary
during the taxable year of the estate or
trust. In the absende of proof that any
particular Period of time is the source of
an amount of income which becomes
payable within the taxable year, the pe-
riod from which such income is derived
wi be prxsumed to be a period ended
with, the date the income becomes pay-
able. In such a case the year ended with
the date the income becomes payable
shall be considered the last 12 months of

-such period (whether or not other dis-
tributions under this paragraph have
been made during such last 12 months)

-and the income which becomes payable
shall be considered as derived from the
most- recently acumulated income for
such leriod.

As used in section 162, the term "in-
come which becomes payable" means in-
come to which the legatee, heir, or bene-
ficiary has a present right, whether or
not such income is actually paid. Such
right may be derived from the directions
'in the trust instrument or will to make
distributions of incone at a certain date,
or from the exercise of the fiduciary's
discretion to distribute income, or from
a recognized present right under the
local -law to obtain income or compel
i distribution of income. ihcome is not
-considered to become payable within a
taxable year where during the entire tax-
able year there is only a future right
to such income. For example, under
valid terms of a trust instrument, in-
come received by a trust during its tax-
able year is to be accumulated until the.
twenty-first birthday of the beneficiary
(or his Prior death), at-which time the
accumulated income is to be distributed

to the beneficiary (or 1ils estate, as the
case may be). In such caze, the Income
of the trust received in any taxable year

-prior to the taxable year of the trust in
which the date of distribution occurs
(the beneficiary's twenty-first birthday
or his prior death) is not income which
becomes payable within such prior tax-
able year but is income which becomes
payable In the taxable year of the trust
in which the date of distribution occurs.
In any case, income bzcomes payable at
a date not later than the date it is ac-
tually paid for the use of the dlistributee.

The application of section 102 (d (2),
in general, may be Illustrated by the fol-
lowing examples:

Examplc (1). An existing trust makes its
returns on the caLh receipts and dsburm-
ments basis and on the basis of a calendar
year accounting period. Under the terms of
the trust and the local law (which allows ac-
cumulations) the Income of the trumat for the
period of 12 months ended June 30 of each
yearis accumulated and the b=neflciary has
no right to such Income until the last day of
such period (June 30). For the purpose of
the tax for 1941, the entire grocs Income re-
celved by the trust In 1941 Is required to be In-
cluded In Its Income for 1041, and, under the
law appllcable to 1941, the 1941 trust income
distributable on June 30, 1941, is allowed as a
deduction, but the 1941 trust Income not dL-
tributable until Juno 30, 19, Is not allowable
as a deduction for 1041. For the purp:o of
the tax for 1942, the entire grcs Income re-
ceived by the trust in 942 will be Included in
Its Income for 1942. Under cectlon 162 (d)
(2), the trust income for the 12 months end-
Ing June 30, 1942, which under the terms of
the trust Instrument, Is avalanble for distribu-
tion on such date, will be considered for the
purpoes of cection 12 (b) as Income for the
taxable year 1942 which becomes payable on
June 30, 1942, and, accordingly, will be de-
ducted by the trust for 1942. AumIng the
beneficiary make his Income tax return, on
the calendar year basis, he will Include this
amount deducted by the trust in 1942 in h
income for 1942. The came proc=3 will be re-
peated each year thereafter as long as the c-
counting periods and the distribution date
remain the -me. Thus, if, in such a cas-,
the entire net income Of the trust (deter-
mined before the application of fectIon 16a
(b)) is available for distribution and the
trust receives each month $100 of cuch in-
come available for distribution, f1r 1941
the trust will have 0O of taxable net Income
(before credits), that is. the exess of the
$1,200 Income over the 00 deduction for the
June 30, 1941, distribution. For the taxable
year ended December 31, 192, the trust wil
include $1,200 In Its Income, which is Its ac-
tual Income for 1942 determined under rcc-
tion 161 without Inclusion of that part of
the 1941 income distributed on June 30, 1942,
and without exclusion of that part of the
1942 Income distributable on Juno 30, 1913.
A-suming that the income distributable on
June 30, 1942, Is not to be reduced under the
trust instrument and State law by the
amount of tax paid by the trust wlth rtcpcct
to the 1941 income included in tj~ch distribu-
tion, the trust will be allowed a deduction in
computing Its tax for 1942 of the whole $1,0
which becomes payable on Juno 30,1942, and
which is Included In the beneflclarys Income
for 1942. Thus, for 1942 the trust winl pay no
income tax and the beneficiary win Include
$1U00 In computing his met Income.

Example (2). An estate which came into
being on January 1, 1941, accumulates the
Income received (as Is allowed under the
local law) until June 30, 1942, at whlch timo
the executor distributes 6,000 of Income to
the resIduary legatee. The balance of the
accumulated income becomes payable under -i

the local law on Dcember 31, 1'", the date
the admintstration of the estate is termi-
nated, and a final dstribution of $18,000 of
Income is then made to the residuary legatee.
It 13 established that the estate, which was
on a ca h basis, received net" Income, which
It accumulated during the administration
of the estate, at; the rate of $1,009 a month,
but in n-ngthe distributions to the zedu-
cry leate the executor did not attempt to
identify cuch diatributliona with the Income
received during any particular p-riod during
the administration of the estate. Upon sach
facts, for the taxable year 1942. the dLstrlbu-
lon on June 30, 19-12. of C,000 will be pre-
uned to be a distributon out of the most

recently accumulated Income of the estate,
that Is, for the first six months of 1942, and
the final di tribution of 018,000 on December
31. 1942, will be considered a distribution out
of the income for the entire period of ad-
minL tlon, of which the last 12 months Is
the calendar year 1942 and the most recently
accumulated income is the $6,000 for the
last aix months of 1942. Accordingly, for
1942 the estate will take a deduction of $12,-
000 and the legatee will Include the same
amount (out of the total of 024000 received)
in his income, by rearon of the distributions
on June 30 and December 31, 142.

Example (3). Under the terms of the Will
of X..who died In 1940, after payment of
expenses and upecific bequests, the residue of
his estate (which will Include the undis-
tributcd income for the period of adminis-
tration) is to be divided into two equal shares
and 4ne of such abares Is to be paid over to
his widow and the other such re is to be
paid over to a testamentary trust for the
benefit of his children. During the period
of administration, the estate makes its re-
turns on the calendar year basis. The ad-
minlstratlon of the estate is terminated on
June 30, 1942, at which date equal shnre of
the principal and the Income (which under
the local law first became payable at such
date) am transferred in accordance with the
terms of the wi to the widow and to a trust
establkhcd an of such date. With the appli-
cation of -ctIon 12 (d) (2) the widow and
the trust will each include In their income
tax returns filed for their first taxable years
ending on or after June 30. 1942, one-half
of the Income of the estate for the 12 months
preceding- June 30, 1942. This distribution
Will Include the Income cf the estate for the
last six months of 1941 upon which the estate
may already have paid tax for 19I1, but such
income may, if under the local law the Fed-
eral Income tax is a charge against such
income, bo reduced by the amount of Fed-
oral Income tax attributable to such Income
and paid for 1941 by the estate. The retrn
of the estate for 1942 will show a deductio
of the amount of the Income for the 12
months preceding June 30, 1942, which is
Includible in the Income of the widow, $nd
the testamentary trust.

The rule also applies in the case of a-
distribution out of income for a period
which does not include any part of the
current taxable year. Thus, in the case
of a trust established on January 1, 1041,
which accumulates the income in the
first year of the trust and each year
thereafter (more than 65 days after the
close of the prior taxable year) distib-
utes the prior year's accumulation, the
1941 accumulated income to be distrib-
uted in 1942 will be considered income of
the trust for 1942 which is to be distrib-
uted in 1942.

If the prior period, the income of which
becomes payable In the taxable year, is
a period of more than 12 months, then
only the income of the last 12 months of
such period Is considered to be income
which is to be distributed during the cur-

15105

HeinOnline -- 8 Fed. Reg. 15105 1943



FEDERAL REGISTER, Thursday, November 4, 1943

rent taxable year. This rule may be
illustrated by the following example:

Example. Under the terms of a testamen-
tary trust, established in 1920, the income
of the trust Is to be accumulated unth B,
the beneficiary, reaches- his twenty-first
birthday, which is June 30, 1942, and then
is to be distributed along with the corpus
of the trust' at such time as the trustee
thereafter decides; the income of the trust
after June 30, 1042, and until such time as
the trustee decides to distribute the accumu-
lated income and corpus to B is to be given to
C. The returns of the trust are made on the
calendar year basis. On December 31, 1942,
the tfustee decides to distribute to B, as of
that date, the corpus and the income accum-
ulated to June 30, 1942. Under section 162
(d) (2)) the amount of accumulated income
of the trust for the period July 1, 1941,
through June 30, 1942 (the-last 12 months of
the period of accumulation), which becomes
payable on December 31, 1942, is to be in-
cluded in B's income. -The amount of income
of the trust for the period July 1, 1942,
through December 31, 192, is to be included
in C's income. The trust will deduct such
amounts under section 162 (b) in computing
Its taxable net income for 1942.

(c) Distributions .in first .65- days. of
taxable year. Section 162 (d) (3) is
designed to apportion amounts paid,
credited, or to be distributed within the
first 65 days of the taxable year of the
estate or trust to that part of such first-
65 days and the preceding taxable-year
to -which such amounts are attributable.

Section 162 (d) (3) (B) applies in cases
described in section 162 (d) (1), that is,
generally, in cases of annuities. If an
annuity becomes payable in therfirst 65
days of the taxable year of the estate or
trust, a proportionate part of the amount
which thus becomes payable is consid-
ered payable on the last day of the pre-
ceding year. This proportionate part is
that part of the amount which becomes
payable within the first 65 days as the
part oYthe interval not falling within
the taxable year bears to the whole pe-
riod of the interval. If, however, the
part of the interval not falling within the
taxable year (the year in which the
ariount becomes payable) is a period of
mQre than 12 months, the interval is
considered to begin on a date 12 months
before the end of the preceding, taxable
year. Thus, if $4,250 is to be paid every
two years on March 1, the period of the
Interval ending March If 1943,'Is con-
sidered to begin- 12 months preceding
December 31, 1942 sirice the part of the
interval not fallifig within' the taxable
year 1943 (March 2, 1941, through De-
cember 31, 1942) is more than 12 months.
Accordingly, the interval is considered
to be the period January 1, 1942, through
March 1, 1943, or 425 days, and the part
of the interval not falling within the
taxable year is considered to be the cal-
endar year 1942, or 365 days. Therefore,
of the $4,250 which becomes'payable on
March 1, 1943, 365/425 of such amount,
or $3,650, is considered to be an amount
to'be distributed on-December 31, 1942.
The provisions of section 162 (d) (1) de-
termine the extent to which the amount
distributed on March 1 and the amount
considered to be distributed on Decem-
ber 31 are pai, credited, or to be distrib-
uted out of income of the estate or% trust
for its taxable year.

Section 162 (d) (3) (A) applies in the
type of cases described in section 162 (d)
(2) but only where income ispaid, credit-
ed, or to be distributed within the first
65 days of the taxable year of the estate
or trust. In such cases, if income of the

'estate or trust for a period beginning be-
fore the beginning of the taxable year be-
comes payable within the first-65 days of
the taxable year, the income for the part
of such period not falling within the tax-
able year is considered to be paid, credit-
ed, or distributed on the last day of the
preceding taxable year. If the part of
such period beginning before the begin-
niig of the taxable year is more than 12
months, only the income -of the last 12
months of such part is considered paid,
credited (or to be distributed on the last
day of the perceding taxable year. If
the amount of income for any period
paid, credited, or to be distributed to a
legatee or beneficiary during the taxable
year of the estate or trust is less than the
total amount of income (not already

,paid, credited, or to -be distributed to
legatees or beneficiaries)- for such
period, such amount will be "considered
paid, credited, or to be distributed from
the most recently accumulated income of

-the period. For example, a trust which
,makes its returns-on the calendar year
.basis and which is .to distribute the in-
come of the trust, but not in excess of
$5,000, to the beneficiary each February

'28 received $501 of income each month.
duing the period March 1, 1942, through
February 28, 1943, or a total of $6,000.
In such case, $1,000 ot the $5,000 to be
distributed to the beneficiairy on Febru-
ary 28, 1943, will be considered to bedlis-
tributed out of the income of the trust
for 1943 (the income of the period Janu-
ary 1, 1943, through February 28, 1943)

•and $4,000 will be considered to have been.
distributed to the beneficiary, on Decem-
ber 31,1942, out of theincomeof the trust
for 1942.

Any amount paid, credited, or to be
distributed within-the first 65 days of any
taxable y~arof the estate or trust begin,
ning after December 31,1941, and which
is allocated under section 162 (d) (3) to
thelast day of a taxable year beginning

'before January 1, 1942, is not' to be re-
flected in the returns of the estate or
trust and, of the legatee or beneficiary as
a deduction or as income, as the case may
be for the taxable year in which such.
amount is actually paid, credited, or to
bedistributed: '.

SEc. 163. CRerrsW'A3NST nco=M [as
amended by see.' 126- (d), Rev. Act 1942].

(a) Crecitsof estate-or trust. (1) For the
purpose of the normal tax and the surtax

'an estate shall be allowed the same personal
.e~gemption as is allowed to a single person
under section 25 (b) (1), and a trust shall
be allowed (in lieu of the personal exemp-
tion under sectionr 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 be allowed the
same credits against net.income for interest
as are allowed by section. 25 (a).

(b) qredits 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 not
income, in addition to the credits allowed
to himnUnder section 25, his proportionate
share of such amounts of interest specified In
section 25 (a) as are, under this Supplement,
required to be inluded In computing his
net income. Any remaining portion of such
amounts specified in section 26 (a) shall, for
the purpose of the normal tax, be allowed as
credits to the estate or trust.

(c) Credits of estate or trust and bene-
flciary in case of bond premium, If the
estate or trust elects under section 126 to
treat the premium on bonds, the Interest
on which is allowable as a credit under sec-
tion 25 (a) (1) or (2), as amortizable,

(1) For the purposes of subsection (a)
(2), the credita allowed by section 26 (a)
shall be reduced as provided in section 125
(a) (3);

(2) For the purposes of subsection (b),
the proportionate share of the legatee, heir,
or beneficiary of such interest shall be his
proportionate share of such interest (deter-
mined without regard to this paragraph) re-
duced by so much of the' deduction under
section 23 (v) as is attributable to such
share. The remainder of such deduction, for
.the purposes of the last sentence of sub~ec-
tion (b), shall be applied in reduction of
such credits of the estate or trust,

- § 29.163-1 Credits to estate, trust, or
beneficiary-Ca) Personal exemption at-
lowed estates and trusts. An estate Is
allowed for both normal tax and surtax
purposes the personal exemption allowed
a Single person under section 25 (b) (1).

'For proration of the personal exemption
In the cage of a taxable year of less than

.12 months, see §§ 29.25-7 and 29.47-1. A
trust is allowed for both normal tax and

-surtax purposes a credit of $100 against
net income. A credit for dependents Is
not allowable to an, estate or trust.

(b) Credit' for interest to estate or
t rust. If no part of the Income of the
est ate or trust-is included In. computing
the net income of any legatee, heir, or
beneficiary, the estate or trust shall be
allowed the credits provided in section
25 (a), in respect of Interest upon certain
obligations of the United States. (For

- reduction of credits on account of amor-
tizable.bond premium, see § 29.125-9.)

(c) Credit for interest to beneficiary,
.If any part of the income of the estate

or trust is included in computing the net
income of any legatee, heir, or beneff-
cidry, he Is allowed for the purpose of the
normal tax, in addition to his Individual
credits, the' proportionate share of the

- interest upon obligations of the United
States and Instrumentalities of the
Uiltel States which is exempt from nor-
mal tax only and is required to be In-
cluded in computing net Income. Any
remaining portion of such Interest will
be, allowed as a credit for the purpose of
the normal tax to the estate or trust.
Where the amount of the Interest speci-
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
heis allowed a credit for normal tax pur-
poses is an amount equal to his distribU-
tive share of the net income of the estate
or-trust. Each beneficiary Is entitled to

•but one personal exemption, no matter
from how many trusts he may receive
income. (See section 25.) (For reduc-
tion of credits on account of amortizable
bond premium, see § 29.125-9.)
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SM. 164.- Dn7MU3;T 1PAYA= TEMS [as
amended by sec. 1l1 (d), Rev. Act 1942].

If the taxable year of s legatee, heir, or
beneficiary Is different -from that of the
estate = trust, the amount '7hich he Is re-
qufred, under section 162 (b), to include in
computing his net income, Ahall be based
upon the income of the estate or trust :or
any taxable year of the estate or trust
(whether beginning on, before, or ufter Jan-
uary 1, 1939) -ending within or 'with his tax-
able year.

SmC. 11L IN-Co= ECZ 7==V SESXAT15,
m. -sE Gn-s,.=rsQrs, :x0. kRevenue
Act of !942, Title 1.)

4 * 4 *

(e) Tadxde peair to Iduch inendments
applcable. The amend nnts made by this
section abl be applicable only with respect
to taxable years beginning after December
31, 194; -except that In the case of Income
paid,-credlteffor to be distributed or amounts
paid, -creditd-or to be distributed by an
estate -or trust the amendmelts 'made by
this section shal be -applicable only with
respect to such Income and such amounts
paid, credited orto be distributed on or after
the beginning of 1he frst taxable year of
theestate or trust, as the case may be, begin-
ning after December 2i, 1941.

BE. 165. RLdYrzsexnusrS Ins amended
by zee. 218, I:ev. Act 1939; see. 162 (a), 'tev.
Act 3242].

(a) Exmption, from, 7tar. A trust forming
part of a stock bonus, pension, or 'profit-
sharing plan of an employer for the exclusive
benelt l lis employees or thc'r beneficiaries
shall not"be taxable under this supplement
and no -other -provision of this zupplement
shan apply 'with Te.§pect to such 'trust or to
its beneficiary-

(1) i contdbutions ore made to the trust
-by such employer, or employees. or both, :for
the purpose -of distributing to such em-
ployees or their beneficiaries the corpus and
income of the -und accumulated by the trust
In accordance -with such plan;

X2) lfamder the trust Instrumentit is Im-
possible, at any time prior to the satisfaction
of all liabilities 'vith respect to employees
and their beneficiaries under thetrust,or any
part of the corpus or income to be (within
the taxa'ble year or thereafter) used for, or
diverted 4o, purposes other than lor the ex-
clusive benefit Dfbis employees or their bene-
fcaeries;

13) i etrustw two or more rusts. o
- thetrust or trusts and annuity plan or pins

are designated by the empldyer as constitut-
ingXarts of aplan Intended to qualify under
this subsection .which benefits either-

JA) 70 per centum or more of nil the em-
ployees, or 80 per centure or more of all the
employees who are eligible to benefit 'under
the plan if Oper centum or nre of all the
employees are eligible tQ benefit 'under the
plan,.excluding in each cawse employees who
have been employed not more than a mini-
mum period -preser-bed by the plan, not ex-
ceeding-fivayears, employees 'vhose customary
employment is for not more than- twenty
hours in any -one week, and employees 'whose
.customary employment Is for not more than-
five months in any calendar 'ear., or

B) such employees as qualify under a
classification set up by the employer and
found by the Commissioner not to be din-
crirninatory in favor of employees who are

Sofficers, shareholders,_persons - hose principal
duties consistinsupervisingthe 'work of other
employees, or -highly compenmd employees;
and

(4) if the contributions or benefits pro-
video under the plan do not discriminate in
favor of employees 'who are nficers, sharL.
holders. persons -whose 'principal duties con-
sist In =pervising the 'vork of other em-
ployees, or haighly compensated employees.

-5) A classification zhall mot be considered
disc4rminatory within the mneaning of p=a-
graphs (3) (B) or (4) of this subsection mere-

ly because It excludes employees tho hole of
whose remuneration constitutes -"agz'e un-
der ection 1=.6 (a) (1) (relating tothe Fed-
eral Insurance Contributions Act) or merely
because It is llmited to -slaridc or clcrical
employems 1,either shall n plan be con--
sidered discriminatory within the meaning
of such provisions merely because the contrl-
butons or benefits of or on behalf of the em-
ployees under the plan bear a uniform rela-
tionship to the total compensatlon, or the
basic or re.-ular rate of compensation, of tuch
employees, or merely becmuse the contribu-
tions or beneflt bacd on that part of on em-
ployee's remuneration 'Which is excluded
from "wagc" by sectIon 1426 (a) (1) differ
from the contrlbution or bncfits bared on
employee's remuneration not ro excluded, or
differ bcuse of any retirement benenfts cre-
ated'under State or Federal law.

(6) A plan rhall be consdered cs meeting
the requirements of paragraph (3) of thin
subsection during the vhole of any taxable
year of the plan If on one day in each quarter
It satisfied such xequirements.

1b) TaxabUffto/bcnefocary. Theamount
actually distributed or mado avalablo to any
distributee by any such trust shall be tax-
able to 2xim,1n the year in which co distrib-
uted or made available, under sectIon 22 (b)
(2) as if it were an annuity the consideration.
for 'which is the amnt contributed by the
employee, except that f the total distribu-
tions payable with respe e to nny employce
are paid to the distrlbutee 'within one taxable
year of the dIstributee on account of the
employee's separation from the cervcle, the
amount of such distribution to the extent
exceeding the amounts contributed by the
employee, shall be considercd a gain from the
sale or exchange of a capital a-et held for
more than 6 months.

(e) Treatment of beneflciary of trust not
,exempt under subsection (a). Contributions
to a trust made by an employer during a tax-
able year of the employer which ends 'within
or 'with a taxable year of the trust "for 'wich
the trust Is not exempt under cection 1G5 (u)
shall be included in the gros income of an
employee for the taxable year in which tha
contribution Is made to the trust In the ca
of an employee 'vhose beneficial interest In
such contribution Is nonforfeltablo at the
time the contribution Is umde.

Sc. 162. Pisrsozz srus s. (Revenue Act
of 1942, Tile L)

(d) Taxab e Sears 'to which amenamcnia
applicabe. 'he amendments mado by this
section shl be applicable as to both the
employer and employees only with respct to
taxable years of the employer beginning after
December 31. M except that-

(1) In the case of a rtcl: bonus, penion,
profit-lharing, or annuity plan n effect on
or before Septembr 1, 192,

(A) such a plan shall not become subject
to the Tequirements of section 105 (a) (3),
(4), (5), and (6) until the beginning of the
first tamblo year bcginning after December
31, 19-,

(B) such a plan shall bo conercd as
satisfyIng the rcquirement- of cectton 165
(a) (3), (4), (5), and (6) for the pcrld be-
ginning with the beginning of the first tax-
able year following D2cember 31, 1042, and
ending December 31, U243, if the plan r3ti-
ilea such requirements by December 3 1943,

• 4 • 0

(2) In the ccze of a stock bonus, 1nslon,
profit szaring or annuity plan put Into effect
after September 1, 192, such u plan thall be
considered as satisfying tho requirements of
section 1115 (a) (3), (4), (5) and (6) for the
,period beginning 'ith the date such plan is
put into effect and ending Deembe 31, 1943,
If the plan satisfls such requirements by
December 31, 1M.

j 29.165-1 Emplol'ecs trusts--(a) in
general. IA order that a trust may be

e.empt under section 165 Ca) it must be
part of a stock bonus, pension, or profit-
sharing plan of an employer for the ex-
clusive benefit of his employees or their
beneficiaries. The trust must be formed
and availed of solely to aid in the prop-
er -execution of a plan which is a definite
written program and arrang.ementcom,-
municated to the employees, solely de-
signed and applied to enable such em-
ployees or their beneficiaries to share in.
the capital or profits of such employer's
trade or business or to provide for the
livelihood of such employew or their
beneficiaries after the retirement of such
employees.

The term "plan" implies a permnent
as distinguished from a temporary pro-
gram. While the employer may reserve
the right to change or terminate the
plan, and to %scontinue contributions
thereunder, If the plan is abandoned for
any came other than business meessity
within a few years after it has taken ef-
fect, this will be evidence that the plan
from its inception was not a bona fide
program.for the exclusive benefit of im-
ployees in general. Especially- will this
be true in the tase ojz pension plan
under which pensions~v-e fully funded
for the highly paid employees-dr others
in favor of whom discrimination is pro-
hibited under section 165 (a), and which
was abandoned soon after the pensions
for ,such favored employees had been pro-
vided. The permanency of the plan vill
be Indicated by all of the surrounding
facts and circumstances, including the
likelihood of the employ&'s ability to
continue contributions as provided under
the plan. In the event a plan is aban-
doned, the employer should promptly
notify the Comimissioner, statinog the cir-
cumstances. which led to the discontinu-
ance of the plan.

If the plan is so designed as to amount
to a subterfuge for the distribution of
profits to shareholders, even If other em-
ployees who are not shareholders are in-
eluded under the plan, it will not -qualify
as a plan for the exclusive benefit of em-
ployees. The plan must benefit the em-
ployee3 in general, although it need not
provide benefits for all of the employees.
Among the employee- to be benefited may
be persons who are officers and share-
holders, However, a plan is not for the
exclusive benefit of'employees in general
if It discriminates either in eligibility xe-
quIrements, contrfibutions, or benefits by
any device whatever in favor of em-
ployees who -are ofcers, shareholders,
persons whose principal duties consist in
supervising the work of other employees,
or the highly compensated employees.
Seesection165 (a) (3), (4),and (5). All
of the surrounding and attendant cir-
cumstances and the details of the plan
will be indicative of whether it is a bona
fide stock bonus, pension, or profit-shar-
ng plan for the exclusive benefit of em-

ployees in generaL Thelaw is concerned
not so much with the form of any plan
as it is with Its effects in operation. For
example, in section 165 (a) (5) the law
specifies certain provisions, which of
themselves are not discriminatory, but
this does not mean that a plan contain-
Ing these provisions may not be dis.
criminatory in actual operation.
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A plan Is for the exclusive benefit of
employees or their beneficiaries even
though it may cover former employees
as well as present employees and em-
ployees who are temporarily on leave,
as, for example, in the military or
naval forces. A plan covering only
former employees may qualify under
section 165 (a) if it complies with the
provisions of section 165 (a) (3) (B),
with resmect to coverage, and' section
165 (a) (4), withrespect to contributions
and benefits, as applied to all of the
former employees. The term "bene-
ficiaries" of an employee within the
meaning of section 165 includes the
estate of the' employee, dependents of the
employee, persons who are the natural
objects of the employee's bounty, and
any persons designated by the.employee
to share in the benefits of fhe plan after
the death of the employee.

'No specific limitations are provided in
section 165 (a) with respect'to- invest-
ments which may be made by the trus-
tees of a trust qualifying under section
165 (a). The contributions may be used
by the trustees to purchase any invest-
ments permitted b: the trust agreement,
to the extgnt allowed by local law.
Where, however, the trust funds are in-
vested in stock or securities 9f the em-
ployer, full 'disclosure must be made of
the reasons'for-Such arrangement and of
the conditions under which such- in-
vdstments" are made' in order that -the
COmmissioner may- determine whether
the.trust serves any purpose other than
constituting 'part bf a'plan for the ex-
clusive benefit of employees.

S(b) Portions of years-, affiliated- corpo-
rations. An exempit status 'must be
maintained throughout the entire tax-
able year of the trust-in order for the
trust to obtain any exemption for such
year. 'nut see section 165 (a) (6) and
§ 29.165-3. A trust- fbrming part* of a
plan of affiliated 6orporations for their
employees may be exempt if all the re-
qUirements are 6therwise 'satisfied.,

(c) Proof of' exemption. Every trust
claiming exemption must prove its- right
thereto by filing with the collector of the
district in which the employer files his
return: (1) An affidavit showing its
character, purpose,- activities,' sources
arid 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 em-
ployer's plan, shovinig all amendments;
(3) the latest financial statement' show-
ing the assets, liabilities, receipts, and
disbursements of the trust;, and (4) the
Information required under § 29.23(p) -
2 in -order to show that the trust
forms part of ' stock'bonu's, pension,
or profit-sharing plan of an employer for
the exclusive benefit of his employees or
their beneficiaries, which plan meets the
requirements of section 165 ().

The collector upon receipt of the affi-
davit and -other -papers will forward
them to the Commissioner. for decision
as to' vhether the'trust is exempt. The
Information required in the preceding
paragraph'miist be filed for each taxable
year of the trust with' re'spect to'which
this section is applicable, but the docu-

ments or information mentioned in (1)
aid (2) of paragraph (c) need not be
fied with respect to other than the first
of such taxable years, except when neces-
sary to show changes occurring since the
last filing.

§ 29.165-2 Impossibility of diversion
under the trust instrument- (a) In gen-
efal. Under section 165 (a) (2) a trust
is not exempt unless under the trust
instrument it is impossible (in the tax-
able year and at any time thereafter
prior to the satisfaction of all liabilities
to employees or their beneficiaries cov-
ered by the trust) for any part of the
trust corpus or income to be used for,
oi diverted to, purposes other than for
the exclusive benefit of such employees
or their beneficiaries. As used in sec-
tion 165 (a) (2), the phrase "if under
the trust inskrument it is impossible"
means that the trust instrument must
definitely and affirmatively make it im-
possible for the nonexempt diversion or
ue to occur, whether by operation or
natural termination of the trust, by
Power of revocation or amendment, by
the happening of a contingency, by col-
lateral arrangement, or by any other
means. It is not-essential that the em-
ployer relinquish all power to,modify or
terminate the rights of - certain em-
ployees covered by the trust, but it must
be impossible for the trist funds to be
used or diverted for purposes other than
for the exclusive benefit of his employees
or their beneficiaries. As used in sec-
tion 165 (a) (2), the -phrase ."purposes

- other than for the exclusive benefit of
his employees or their beneficiaries" in-
cludes all objects or aims not solely de-
signed for the proper- satisfaction of-all
liabilities to employees or their bene-
ficiarips covered by the trust.. ,

-(b) Meaning of "liabilities.. The in-
. tent and purpose in section 165 (a),'(2)

of the plhrase. "prior to the satisfation -

of.all liabilities wlth respeqt to.employees
and their beneficiarieS under the trfist"V-
is to permit tle employer to ieserve the

* right to recover at the termination of
the trust, and only at suchtermination, -
such balance in-the trust as is due to er-
roneous actuarial -computations during
the previous life of the trust. o A balance
due to an "erroneous actuarial compu-
tation" is the surplus arising because
actual requirements differ from the ex-
pected requiremeits based upon previous
actuarial valuations of liabilities or de-
terminations of costs ot providing pen-
slon benefits under the plan in accord-
ance with reasonable assumptions as to
mortality; interest,'etc:, and correct pro-
cedures relatingto the method of fund-
ing, all as made by a careful person
skilled in calculating the.amdunts neces-
sary to satisfy pecuniary obligations of
stich a nature. For example, a trust hat

oadcunlulifed gssd"sof $1,000,000 at the
time of liquidation, determined by- ac-
cbptable actuarial procedures using rea- "
sonable assumptions as to interest, mor-
tility, etc., as being necessaryjto provide
the benefits in iaccofdante with the pro-
visions of the plan. Upon such liquida-
tion it is found that $950,000 will satisfy
all of the liabilities under'the plan. 'The
surplus of $50,000 arises, therefore, be-

cause of the difference between the
amounts actuarially determined and the
amounts actually required to satisfy the
liabilities. This $50,000, therefore, Is the
amount which may be returned to the
employer as the result of an erroneous
adtuarial computation. If, however, the
surplus of $50,000 had been accumulated
as a result of a change In the benefit
provisions or in the eligibility require-
ments of the plan, the $50,000-could not
revert to the employer because such sur-
plus would not be the result of an erro-
neous actuarial calculation. -The term
"liabilities" as used In section 165 (a) (2)
includes both fixed and contingent obli-
gations to employees. For example, If
1,000..employees are covered by a trust
forming part of a pension plan, 300 of
whom have satisfied all the requirements
for a monthly pension, while the remain-
ing 700 employees have not yet oom-
pleted the required period of service, con-
tingent obligations to such 700 employees
have nevertheless arisen which consti-
tute "liabilities" within the meaning of
that term.. It must be Impossible for the
employer, (or other nonemployce) to re-
cover" any amourits other' than such
amounts as renain.in the trust because
of. "erroneous actuarial computations"
after the satisfaction of all' fixed and
contingent obligations, and the trust In-
stiument musb contain a definite affirm-
ative, provision t6 that effect, whether
the obligations to "einployees 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-
ra ngement'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.

§ 29.165-3 Requiremahts as to coei-
age. * In ordei to Insure that stock bonus,
pension, and profit-sharing plans are
utilized for the welfare of employees In
general, and to prevent'the trust device
from being used for the prlncipa1 benefit
of shareholders, officers, persons' wtiose
piincipal duties consist in supervising
the woik of other employees, or highly
paid employees, or as a means of tax
avoidance, a trust will not be exempt
unless it is part of a plan which satisfies
the coverage requirements of section
165 (a) (3). See § 26.165-5 as to the ef-
fective date of section 165 (a) (3), The
percentage requireimients in section,165
(a) (3) (A) refer to a percentage of all
the active employees, including em-
ployees temporarily on leave, such as
those in-the armed forces of the United
States, if such employees are eligible un-
der the plan. , The application "of section
165 (a) (3) (A) may be illustrated by the
folloding example:'

,Example. An employer adopts a plan at a
time when he has 1,000 employees. Theplan
provides 'that all lull-time employees ,who
have been in the employment for a petlod of
two years and have reached the -ago of 30
shall be eligible ,to participate. The -plan
also requires the participating employees to
agreeto contribute 3 percent of their monthly
pay, At the time the plan ls,'macfo cffedtivo
100 of the 1,000 employees 'had not beon In
the'employmOnt for a- period'of two years.

15108

HeinOnline -- 8 Fed. Reg. 15108 1943



FEDERAL REGISTER, Thursday, November 4, 1943

Fifty of the employees were seasonal em-
ployees whose customary employment was
for not more-than five months In any calen-
dar year. Twenty-five of the employees were
part-time employees whose customary em-
ploymentwas for not more thai 20 hours In
any one week. One hundred and fifty bf the
full-time employees who had been employed
for two years or more had not yet reached
age 30.

Section 165 (a) (3) (A) will be met if 540
employees are covered by the plan, as shown
by the following computation:

1.- Total employees with respect to
'which the percentage requirements
-are. applicable (1,000 minus (100
plus 50 plus 25) ) ....- ------------ 825

2. Employees not eligible to partial-
pate because of age requirements-. 150

3. Total employees eligible to par-
ticipate ----------------------- 675

-4. Percentage of employees InAtem 1
.eligible to partlcpate ............ 8L+'

5., Minimum number of participating
employees to qualify the plan (80
percent'of 675) ----------------- 540
If only 70 percent, or 578. of the 825 em-

ployees -satisfied the age and service require-
ments, then 462 (80 percent of 578) partici-
pating employees would satisfy the percentage
requirements.

If a pian'fails to qualify under the per-
centage requirements of section 165 (a)
(3) (A), it-may still qualify under sub-'
paragraph (B) of such siction provided
always that (as-required by paragraphs
(3) and (4 of section 165 (a)) the plan's
eligibility conditions, benefits, and. con-
tributionsdo not discriminate in-favor of
employees who are officers, shareholders,
persons whose principal duties consist in
supervising the work of other employees,
or the highly compensated employees.
'Section 165 (a) (5) sets out certain

classifications that will not in themselves
-be considered discriminatory. However,
those so designated are not intended to
be, exclusive Thus, plans may qualify
liider section 165 (al (3) (B) which are
li;itedto employees who have reached a
designated age or have been in the em-
ployment for a designated number of
-yers or are employed in certain desig-
nated departments or are in other classi-
ffcations: Provided, That the effect of
covering only such employees is not to
discriminate in favor of officers, share-
holders, employees whose principal duties
consist in supervising the work of other
employees, or- highly compensated em-
ployees. For example, if there are 1,000
employees, and the plan is written for
only salaried employees, and consequent-
ly only 500 employees are covered, that
fact alone will not justify the conclusion
that the plan does not meet the coverage
requirement of-section 165 (a) (3) (B),
provided the classification as established
does not discriminate in favor of share-
holders, officers, employees whose princi-
pal duties consist in supervising the work
of other employees, and the highly paid
emloyees. If-a contributory plan is of-
fered to all of the employees, but the re-
quirement of contribution by the em-
ployee participants is so burdensome as to
faake the plan' acceptable only to- the

ighly paid employees, the classification
will be considered discriminatory In favor
6f such highly paid employees.

No. 219- 15

Section 165 (a) (5) contains a provi-
sion to the effect that a classification
shall not be considered discriminatory
within the meaning of subparagraph (B)
merely because there are excluded from
the plan employees whose annual remu-
neration is $3,000 or less and as to which
the Social Security Act applies. This
provision, in conjunction with sub-
paragraph (B), is intended to permit
plans to qualify which supplement the
social security program. A classiflcation
which excludes all employees the whole
of whose remuneration constitutes wages
under section 1426 (a) (1) (relating to
the Federal Insurance Contributions
Act), or a classification including such
employees in a plan under which the
contributions or benefits based on that
part of an employee's remuneration
which is excluded from wages under such
law differs from the contributions or
benefits based on the employee's remu-
neration not so excluded, will not be a
'discriminatory classification merely be-
cause of such exclusion or difference.
However, In making his determination
with respect to discrimination in classi-
flcation under section 165 (a) (3) (B) the
Commissioner will consider whether the
total benefits resulting to each employee
under the plan and under such law or
under such law only establish an inte-
grated and correlated retirement sys-
tem satisfying the tests of section 165
(a). Thus, a clqssiflation of employees
under hny plan which results in relative-
ly or proportionately greater benefits for
employees earning above any specified
salary amount or rate than for those
below such salary amount or rate may be
found to be discriminatory within the
meaning of subparagraph (B) unless
such relative or proportionate differ-
ences in benefits as between employees
resulting from such classification are ap-
proximately offset by the retirement
benefits provided by the Social Security
Act. For this purpose the total Social
Security Act benefits of an employee, in
view of the supplementary benefits pro-
vided by such law, may be considered as
150 percent of the primary insurance
benefit provided thereby. A plan sup-
plementing the Social Security Act and
excluding employees earning $3,000 per
annum or less will not, however, be
deemed discriminatory merely because,
for administrative convenience, It pro-
Aides a reasonable minimum benefit not
to exceed $20 a month. Similar consid-
ations, to the extent applicable in any
case, will govern classifications under
plans supplementing the benefits pro-
vided by other Federal or State laws.
See section 165 (a)(5).
I An employer may designate several
trusts or a trust or trusts and an annuity
plan or plans as constituting one plan
which is intended to qualify under sec-
tion 165 (a) (3), in which case all of such
trusts and plans taken as a whole may
meet the requirements of such section.
The fact that such combination of trusts
and plans fails to qualify as one plan
does not prevent such of the trusts and
plans as qualify from meeting the re-
quirements of section 165 (a).

It Is provided In section 165 (a) (6)
that a plan will satisfy the requirements
of section 165 (a) (3), if on at least one
day.ln each quarter of the taxable year
of the plan it satisfies such requirements.
This makes it possible for a new plan
requiring contributions from employees
to qualify If by the end of the quarter-
year in which the plan s adopted it se-
cures sufficient contributing participants
to meet the requirements of section 165
(a) (3). It also affords a period of time
In which new participants maybe secured
to replace former participants, so as to
meet the requirements of either subpara-
graph (A) or (B) of section 165 (a) (3).

§ 29.165-4 Discrimination as to con-
frbutions or banefits. To be exemptun-
der sectIon 165 (a) a trust must not only
meet the coverage requirements of sec-
tion 165 (a) (3), but, as provided in sec-
tion 165 (a) (4), it must also be part of
a-plan under which. there is no discrim-
ination In contributions or benefits in
favor of officers, shareholders, employees
whose principal duties consist in super-
vising the work of other employees, or
highly compensated employees as against
other employees whether within or with-
out the plan. However, section 165 (a)
(5) sets out certain provisions which will
not In and of themselves be discrimina-
tory within the meaning of section 165
(a) (3) or (4). (See § 29.165-3.) Thus,
a plan will not be considered discrimina-
tory merely because the contributions or
benefits bear a uniform relationship to
total compensation, or to the basic or
regular rate of compensation, or merely
because the contributions or benefits
based on the first $3,000 of annual com-
pensation of employees subject to the
Federal Insurance Contributions Act dif-
fer from the contributions or benefits
based on the excess of such annual com-
pensation over $3,000. The exceptions
specifled In section 165 (a) (5) are not
an exclusive enumeration, but a recital'
of provisions frequently encountered
which will not of themselves constitute
forbidden discrimination in contributions
or benefits. Variations in contributions
or benefits may be provided so long as
the plan, viewed as a whole for the bene-
fit of employees In general, with all its
attendant circumstances, does not dis-
criminate in favor of employees within
the enumerations with respect to which
discrimination Is prohibited.

A plan which excludes employees, the
whole of whose remuneration constitutes
wages under section 1426 (a) (1), (relat-
ing to the Federal Insurance Contribu-
tions Act), or a plan in which the contri-
butions or benefits based on that part of
an employee's remuneration which is ex--
eluded from wages under such law differs
from contributions or benefits based on
the employee's remuneration not so ex-
cluded, or a plan in which the contribu-
tions or benefits differ because of any
retirement benefit created under State
or Federal law, will not be discriminatory
because of such exclusion or difference,
provided the total benefits resulting un-
der the plan and under such law estab-
lish an integrated and correlated retire-
ment system satisfying the tests of sec-
tion 165 (a).
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Although a plan may provide for ter-
inination at will by the employer, tiswill
not of itself prevent a trust from qualify-
ing as exempt under section 165 (a).
However, in certain cases that fact may
necessitate some provision in the plan
which will preclude such termination
from effecting the prohibited discrimina-
tions. This may occur where, for ex-,
ample, certain officers or highly com-
pensated employees are at the inception
of the plan within a few years of retire-
ment age and the operation of the plan
will fund and vest their benefits in a
short period, thus resulting in zuch dis-
crimination in favor of such officers or
highly compensated employees.

§ 29.165-5 Effect -of amendments to
section 165 (a) on old and new stock
bonus, pension, profit-sharing, and an-
nuity plan. Section 162 (d) of theReve-
nue Act of 1942 (set forth'immediately
preceding § 29.165-1) makes the xequire-
ments of section 165 (a) f3), (4), (5).
and (6) inapplicable for taxable years
beginning prior to January 1,1-43; in the
case of a stock bonus, pension, profit-
sharing, or annuity -plan in effect on -or
before Septeriler 1,1942. In such cases,
for such taxable years a trust will be
exempt if it complies with section 165 fa)
(1) -and (2), except that for taxable years
beginning prior to January 1,1940, itneed
not complywithsection:L65 (a) (2). The
provisions of § 19.165-1 of this chapter
are applicable in such 'a case to a tax-
able year beginning after December 31,
1941, and prior to January 1, 1943. A
plan which xequires the use ,ofa trust is
not in effect as of September 1, 1942, if
there was no valid trust in existence at
that time. A plan requiring the purchase
of an annuity or insurance contract or
contracts is not in effect as of September
1, 1942, if there is no such contract -or
contracts in effect at that time.

In the case of a plan in effect on or
before September 1, 1942, the -plan will
be considered as satisfying the require-
ments of section 165 (a) (3), (4), (5),
and (6) for the period beginning with
the beginning of the first taxable year
following December 31, 1942, and ending
December 31, 1943, if the plali satisfies
such requirements by December 31, 1943..
Thus, if an employer having such a plan
in effect makes a return on the basis of
the calendar year, he will have until
December 31, 1943, to amend his plan so
as to make it satisfy such requirements
for the calendar year 1943. Also, if lhe
Is on a fiscal year basis he will have until
December 31, 1943, to amend his plan
with respect to a taxable year beginning
after December 31, 1942.

In the case of plans not in effect on
or before September 1, 1942, section 165
Is applicable to all taxable years begin-
ning after December 31, 1941. However,
If such a plan satisfies the requirements
of section 165 (a) (3), (4), (5), and <6)
by December 31, 1943, it shall be consid-
ered as satisfying such requirements for
the-period beginning with the date such
plan is put into effect and ending Decem-
ber 31, 1943.

§ 29.165-6 Taxability of beneficiary
under a trust which -meets the require-
ments of: section 165 (a). "Section 165

(b) and (c) relates to the taxation of the
beneficiaryof;an employees'trust. If an
employer makes a contribution for the
benefit of an e mployee to - trust for the
taxable year of the employer which ends
within or with a taxable year -of the trust
for which the rust is exempt under sec-
tion 165 (a), the employee is not re-
quired to include such contributions in
his income exceptin the year or years in
which such contributions re distributed
or made available to him. It is imma-
terial in the case of contributions to an
exempt trust whether the employee's
rights in the contributions to the trust
are forfeitable or nonforfeitable either at
the time -he contribution is made to thL5-
trust or thereafter. The distribution
from such an exempt trust when received
or made available will be taxable to him
as if it were an annuityto the extent Tro-
vided -in section 22 <b) (2). The -provi-
sions of section 165 (b) relate only to
distributions -by a trust which is exempt
under section 165 (a) for the taxable
year of the trust in which the distribu-
tionismade. Ifa trustis-exemptfor the
taxable year in which the distribution
occurs but was not so exempt for one or
more Wior taxable.years, the amont of
any sudh taxable distribution may be
reduced by the part thereof shown to the
satisfaction of the Commissioner to be
properly allocable to employer's contri-
butions or earnings -of the trust previ-
ouslyaccounted for as taxable income by
the employee r to earnings -of the trust
previously accounted for as taxable in-
come by the trust. Where the -distribu-
tion occurs in a taxable year of the trust
for which it is bot exempt under section
165 (a), the taxability of such distribu-
tion will depend on the taxable status of
the trust under other provisions of the
Internal Revenue Code at the time of
the distribution. If such trust was -ot
exempt for one or more prior taxable
years, the 'adjustments -outlined above
may be made in connection with any
distribution.

If a trust exempt under section 165 -.(a)
purchases an annuity contract for -an,
employee and distributes it to the em-
ployee in a year for which the trust is
exempt, the contract containing -a cash
surrender value which-may be available
to an employee by surrendering the con-
tract, -such cash surrender value will not
be considered income to the employee
unless and until the contract is sur-
rendered.

If pension or annuity payments are
continued after the death of a retired
employee to his beneficiary, such bene-
ficiary will be required to include such
pension -or annuity -payments in income
to the same extent that the deceased em-
ployee -would have been required to in-
clude such payments in income had he
lived to receive such payments. See also
section 126 (a). If the trust purchases
under the plan retirement income in-
surance 'with life -insurance protection
payable upon the death of the employee
participants, so much of the premiums
as was paid from the contributions oig
the -employer or -earnings thereon for
such life insurance protection will con-
stitute income to the emnployee~for the
year or years in-which the contributions

or earnings are applied to the purchase
,of such life insurance. If the umount
payable upon death at any time during
the year exceeds the cash value (or If no
cash value, then the reserve) of the in-
surance policy at the end of the year,
the entire amount of such excess will be
considered current life insurance pro-
tection. The cost of such insurance will
be considered to be the 1-year term pre-
mium for such amount 'based upon the
rates of the company issuing the An-
nuity contract (or If no 1-year term
policy is issued, the cost of such 1-year
term computed by using the same mor-
tality table and rate -of interest and rate
of loading as was used In ,determining
the rates for the annuity contract). "The
determination of the cost of life insur-
ance protection inaybe illustrated by the
following example:

Example- A policy is purchased by an ,em-
ployer for an employee 35 years of age, pro-
viding an anuity of $100 per month upon
retirement at age 65, with a minimum ,death
benefit of $10,000. The level annual premium
for the policy is t436A0. The insuranCe pay-
able If -death -occurred In the first year would
be 10,000. The cash value at the end of the
ftretyear is 0. The net insurance Is therefore
$1,000 minus 0, or $10,000. Assuming that
the 1-year lterm premium for the samo In-
surance company is;$12.15 per -LO00, the pro-
mium for $10,000 of life Insurance is therefore
$121.50, and -this Is the amount to be reported
as Income by the employee far the year. The
balance of $314D Is the amount contributed
for the annulty, which is not taxable to the
employee under u plan meeting the require-
ments of section 165 1(a), except us provided
under section 165 4b). Assuming that tho
cash valuaat the end of the scond year Is
$40, the net insurance would then be 09,520
for the second year. With -a 1-year term rato
of $12.33 (age 36), the amount to be re-
ported as Income to the employee would be
$11728. Any amuntspaid under an nuity
contractas a death benefit, .not in the nature
of life insurance, shall be included In the
income of the beneficiary when received, and
is 'nt excluded 'from Income under aection
22,(b) -(1).

If the total distributions payable with
respect to any employee under a trust
that in the year of distribution.is exempt
undersection 165 -a) are paid to the dis-
tributee within one taxable year of the
distributee on account of the -employee's
separation from the service, the amount
of such distribution, to the extent It ex-
ceeds the amount contributed by the em-
.Ployee, shall be considered a gain from
the sale or exchange f a capital asset
held for more than six months. For ex-
ample, if, under a profit-sharing trust6
the total distributions to which an em-
ployee -is entitled, are paid in a taxable
year of the trust for which it is exempt

- to the employee in the year in which he
retires or severs his connection with his
employer, or to his widowif hedies dur-
ing the course of his employment, the
anount received by the employee or wid-
ow to the extent It exceeds the employee's
contributions will be considered a gain
from the sale -or exchange of a capital
asset held for more than six months, to
be taken into account to the extent pro-
vided in section 117 (b). As to adJust-i
ments if the trust was not exempt for
one or more taxable years prior to the
year of distribution, see the first para-
graph of this section.
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§ 29.165-7 Treatment of beneficiary
of a trust not exempt under section 165
(a). Any contribution made by an em-
ployer on behalf of an employee to a
trust during a taxable -year of the em-
ployer which ends within or with a tax-
able year of the trust for which the
trust is not exempt under section 165
(a), shall be included in income of the
employee for his taxable year during
which the contribution is made if the
employee's beneficial interest in the con-
tribution is nonforfeitable at the time
the contribution is made. An em-
ployee's *beneficial interest in the con-
tribution is nonforfeitable within the
meaning of sections 165 (c) and 23 (p)
(1) (D) at the time the contribution is
made if there is no contingency under
the plan which may cause the employee
to lose his rights in the contribution.
For example, if under the terms of a pen-
sion plan, an employee upon termina-
ti6n of his services prior to the retire-
ment date, whether voluntarily or in-
voluntarily, is entitled to a deferred an-
nuity contract to be purchased with the
employer's contributions made on his b
half, or is entitled to annuity paymeaf
which the trustee is obligated to nmaki
under the terms of the trust instrument
based on the contributions made by the
employer on his behalf, the employee's
beheficial interest in such contributions
is.nonforfeitable. On the other hand,
if;- under the terms of a pension plan, an
employee will lose the right to any an-
nuity purchased from, or to be provided
by; contributions made by the employer
if his services should be temlinated prioq
to retirement, his beneficial interest in
such contributions is forfeitable. The
mere fact that an employee may not live
to'the retirement date. or may live only
a short period-after the retirement date,
and-may notbe able to enjoy he receipt
of annuity o3 pension payments, does not
make his beneficial interest in the con-
tributions made by the employer ofi his
behalf forfeitable. If the .employer's
contributions have-been irrevocably ap-
plied to purchase an annuity contract
for the employee, orif the trustee is obli-
gated to usethe employee's contributions
t6 provide an annuity for the employee
provided only that the employee is alive
on the dates the annuity payments are
due, the employee's rights in the em-
ployer's contributions are nonforfeitable.

SEc. 166. nevoCA. musrs.
Where at any time the power to zevest in

the grantor title to any part of the corpus
of the trustis vested-

(1) in the grantor, either alone or in con-
Junctlo=ntvith any person.,not having a sub-
stantial adverse interest in the disposition of
such part of the corpus or the income there-
from, or

(2) in any person not having a substantial
adverse interest in the disposition of such
part of the corpus or the income therefrom,

then -the income of such part of the trust
shall be included in computing the net in-
come of the'grantor.

§ 29.166-1 Trusts witA respect to the
corpus -of which -the grantor is regarded
as remaining in substance the owner-
(a) S-cope. 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 there-
of, the income therefrom Lnot taxable
in accordance with the provisions of sec-
tions 161, 162, and 163 but remains attrib-
utable and taxable to the grantor, except
as provided in sections 22 (k) and 17L
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 re-
tained power to revest the corpus in him-
self. 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 adverce. If the
title to the corpus "ill revest in the
grantor upon the exercise of such power,
the income of the trust is attributed and
taxable to the grantor (except as pro-
viaed in section 22 (k) or 171) 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
paiod of years, or on the happening of a
specified event;

.13) The time at Vhich the title to the
corpus will revest in the grantor in
possession and enjoyment, whether such
time is within the taxable year or not,
or whether such time be fixed, deter-
minable, or certain to come;

(4) Whether the power to revest in the
grantor title to the corpus is in the
grantor, or in any person not having a
substantial interest in the corpus or In-
come therefrom adverse to the grantor,
or in both;

(5) When the trust was created.
But the provisions of section 163 are

nbt 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 essental nature
and purpose of the trust, It Is apparent
that the grantor has failed to part per-
manently and definitively with the sub-
stantial incidents of owners hip in the
c6rpus.

In determining whether the grantor Is
In substance the owner of the corpus, the
Internal Revenue Code has Its own
standard, which is a substantial one, de-
pendent neither on the niceties of the
particular conveyancing device used nor
on the technical description which the

. law of property gives to the estate or in-

terest transferred to the trustees or bene-
flciarie3 of the trust. In that deter-
mination, among the material factors
are: The fact that the corpus is to be
returned to the grantor after a specific
term; the fact that the corpus is or may
be administered in the interest of the
grantor; the fact that the anticipated
income is being appropriated in advance
for the customary expenditures of the
grantor or those which he would ordi-
narily and naturally make; and any other
circumstance bearing on the impr-
manence and indefiniteness with which
the grantor has parted with the substan-
tial incidents of ownership in the corpus.

Thus, the grantor is regarded as being
in substance the owner of the corpus if,
in any case, the trust amounts to no
more than an arrangement whereby the
grantor, in the ordering of his affairs,
finds it expedient to entrust for a priod
the title to, and custody or management
of certain of his property to a" trus ee,
the income from such property to be
used by the trustee during such period
to make those expenditures which the
grantor would customarily or ordinarily
or naturally make and to which the
grantor chooses to commit himself in
advance, while the corpus is to be held
Intact, for return In due course to the
grantor. In such a case, it is immaterial
that, at the time of the creation of the
trst, an irrevocable disposition or con-
summaed gift was made of those prop-
erty rights which consist of the right to
the expected futureincome of the corpus
for the specified perid. On the other
hapd, if the grantor, incident to a defin-
itive and permanent disposition of cer-
tain of his property, creates the trust in
order to conserve the property, not for
himself but for the donees, who will ulti-
mately enjoyIt, the provisions of sec-
tions 161,162, and 163 are applicable.

Example. A grantor Is regarded as remain-
Ing in subtance the owner of the corpus of
the truot, If he ba placed it In trust for his
con. John.

.(A) For the term o three years, at the end
of which time the trust might be extended
for u like period at the cptl of the grantor
and succsively thereafter, but in the ab-
rence of nuch an extenofo the title is once
mare to rave-t In the grantor in po sessin
and enjoyment; or
- (B) For the term of a year and a day, then
to hb2 distributed to whomsoever the vife of
the grantor ehall by deed appoint (the wife
not having a mbstantial adverse interest in
the Ldsycaition of the corpus or the income
thererom); 'or
.(C) For the term of the grantcrs life, then

to ba dL-tributed to John, the grantor re-
carving, however the right to alter, amend,
or revot:a any prvisio of th- trust insts-
meat, upon notica of a year and a day.

In these typical cases the grantor is re-
garded as having retained the substan-
tial Incidents gf ownership with respect
to the income-producing property since
tie corpus will or may once more revest
In himself In (A) upon the expiration of
the trust period if the grantor does not
exercise his option to extend the trust,
In (B) upon the designation of the
grantor as distributee, by a person not
substantially and adversely interested,
and In (C) upon the revocation of the
trust instrument or an alteration or
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amendment thereof, resulting in. the des-
ignation of the'grantor as distrlbutee.

If, however, the grantor strips him-
self of the substantial incidents or attri-
butes of ownership in the corpus retained
by him so that he ceases to be regarded
as In substance the owner of the corpus,
the income thereof realized after the
effective date of such divesting is not
taxable to the grantor but is taxable as
provided in sections-I61, 162, and 163.

A person may have an interest that- is
both substantial and adverse to the
grantor in the disposition of only part
of the corpus or the income therefrom.
If the power to revest title in the grantor
is vested in him in'conjunction with sfch
person, or is.vested solely in'such per-
son, there is to be excluded in computing
the net income of the grantor only the
income of such part.

(c) Income and deductions. "If the
grantor is regarded as remaining in.sub-
stance the owner of the corpus, except as,
provided in sections 22 (kY, 23 (u), and
171, the gross income of such corpus shall
be incIude.d in the gross Insome of the
grantor, and he shall be allowed those
deductions with respect to the corpus as
he would have been entitled to had the
trust not been created.

SEc. 167. IXCO E soR BEN=ET OF GRANTOR.
(a) Where any part of the income of a

trust-
(1) is, or in the discretion of the grantor or

of any person. not having a substantial ad-
versa interest Irr the disposition of such,part-
of the income may be, held or accumuated
for future distribution to the grantor; or

(2) may, in the discretion of the grantor
or of any person not having a substantial
adverse interest in the, disposition of such
part of the income, be distributed *to the
grantor; or

(3) is, or in the discretion of thq gra4or
or of any person not having a substantial
adverse interest In the disposition of such
part of the income may be, applied to the
payment of premiums upon policies of insur-
ance on the life of the grantor (except poli-
cies of insurance irrevocably payable for the
purposes ancin 'the manner specified in sec-
tion 23 (o), relating to the so-called "chari-
table contribution" deduction);

then such part of the indome of the trust
shall be included in computing the net in-
come of the grantor.

(b) As used In this section the term "in
the discretion of the grantor" means "in the-
discretion of the grantor, either aone or in
conjunction with any person not having a
substantial adverse interest in the disposi-
tion of the part of the income in question."

§ 29.167-1 Trusts in the income of
which. the grantor retains an interest-
(a) Scope. Section 167 prescribes that
the Income, or any part of the income,
of certain trusts shall be taxed to the
grantor, not because the grantor has re-
tained a certain interest in the corpus of
the trust (is In sedtion 166), but because
of his retention of a certain interest in
the income of the trust. This section
deals with the.taxation of such income.
The term "income", as used in this sec-
tion, means any part or the whole of the
income of the trust.

(b) Test of taxa1ilitli to the grantor.
The test prescribed by the Internal Rev-
enue Code as to the sufficiency of the
grantor's retained interest in the trust
income, resulting in the-taxation of such-

income to the grantor, is whether he has est retained by him, the income of the
failed to divest himself, permanently and trust realized after such divesting takes
definitively, of' every right'wbich might, 'effect is not taxable to the grantor but
by any possibility, enable him, to have is taxable as provided in. sections 161 and
such. Income.at some timer distributed I 162.I
to him, either actually or constructively.. A person may hive an intdrest that is
Such a distribution to the grantor occurs 'both substantial and adverse to the
within the meaning of section. 167 if the grantor in the disposition of only part of
income is paid to him or to another. (ex- the incone. There is to be excluded In
cept a wife to whom such. income is ta x- computing the net income of the grantor
able under sebtion 22 (k) or 171) in only that part of the trust income in the
obedience to his direction or if the income disposition of which such pegson has a
is applied in payment of premiums upon. substantial interest-adverse to the grant-
policies of insurance on' the grantor's or.
life. (c) Income and deductions. If, as to

For thepurposes of this section, the any of the income, the test of taxability
sufficiency of the grantor's retained in- to the grantor is satisfied, such Income-
terest in the income is-not affected by shall be included in the gross Income of
the fact that the grantor has provided the gantor, andhe shall be allowedthose
that the right so to effect or' direct the deductions with respect to such income
distribution of income is, or may at some as he would have been entitled to had
future time be, vested in any person such income been'distributable currently
(either alone or in conjunction with the to him.
grantor) not having a. substantial inter- SEc. 168. TAxs oF ronmoE cotirsriui AND

est in the income adverse to the grantor. Posszsszo-s or UnnmE Sszans.
A bare legal interest, such as that of a The amount of income, war-proflts, and
trustee, Is never substantial and never excess-profits taxes Imposed by foreign coun-
adverse. trieT or possessions of the United States shall
7- If the grantor has retained any such be allowed as credit against the tax the basne-

ficiary of an estate or trust to-tha extant pro-
Interest in the incone, such income is vided in section 131.
taxable to the grantor (except as pro- SEc. 169. CoMMsoN MUST FUNDS (as ameded
vided in section. 22 (k) or 171) regard- -by sees. 126.(e), 150 (f), Rev.,Act 19121.
less of: ", (a) Definitions. The term "common trust

(1) Whether it may be distributed. cur- fund" means a fund maintained by a banL-
rently or accumulated for ftture distri- (as defined In section 104)-
butidn; (1) exclusively for the collectivo invest-(2)idi; Whiment and reinvestment of moneys contrib-

(2) Whether such distribution, either uted thereto by the bank in Its capacity as a
current or subject to accumulation, is trustee, executor, administrator, or guard-
fxed by the trust instrument or is de- ian: and,
pendent on an exercise of discretion; (21 in conformity with the rules and regu-

(3) Whether, if such distribution is lationz, prevailing fromtlme to time, of the
in any way affected. by or dependent on Board of Governors of the Federal Reserve,
in- exercise of discretion, the 'person ex- System pertaining to the collective Invest-
ercising the discretion is' the grantor or ment of trust funds by national banks.

(b) Taxation of common trast funds. A.
a person not having e substantial in- common trust fund shall not. be subject to
terest in the income adverse to the taxation. under this chapter, subchapters A,
grantor, or both; or B of chapter 2, or section 105 or 10 of the
(4) The time or times of such distribu- Revenue Act or i935, 49 Stat. 1017, 1019, or

tion, whether within or without the tax- chapter 6 and for the purposes of such chap-
able period, whether conditioned on the ters and subchapters shall not be consideredap r d givin r ofntie on* the a corporation.
precedent giving' of notice, or on the (e Income ot participants in fund-(1)
elapsing of an interval of time, or on the Inelusions, in, net income. Each participant
happening of a specified event, or other- In. the common trust fund in computing Its
wise; net Income.shall include, whether or not

(5) When the trust was created. distributed and whether or not distrlb-
Thus, the inclusion of any trust ithin utable-

T s i(A) As part of Its gains and losses from
the scope of section 167 is based on the sales or exchanges of capital assets held for
fact that the grantor has retained an in- not' more than 6 months, Its proportionata
terest in the income therefrom. by which share of the gains and losses of the common.
he is, or may be enabled at some time, trust fund from sales or exchanges of capital
toreceiveitsbenefits. Butthe provisions assets held. for not more than 0 months.
of section 167 are not to be regarded as (R) A s part of its gains and losses from
excluding from taxation. to the grantor sales or exchanges of capital assets held for
'theuinome, frothe trustts e no t specf more than 6 months, its proportionate share
'the income. of other trusfs noo sperified f the gains and losses of the common trust-
therein, in which the grantor is, for the fund from sales or exchanges of capital assets
purposes of the Internal Revenue Code. held for more than 6 months.
similarly regarded as remaining in sub- (C) Its proportionate share of the ordinary
stance the owner of the trust income. if; net income or the ordinary net loss of the
for example, trust income is applied in common trust fund, computed as provided
satisfaction.of the grantor'slegal obliga- In subsection (d).datisfct t e atos slore- (2) Credit for partially exempt interest.
tion whether to pay a debt, to support de- The proportionate share of each participant
pendents, to pay alimony, to furnish in they amount of interest specified in section
maintenance and support, or otherwise, 25 (a) received by the common. trust fund
such income is in all cases taxable to the shall for the purposes of this Supplement be

-grantor, except where It is expressly re'-. considered as having been received by such
quired by section'22 (k> or 171 to be in- participant as such interest. If the commott
cluded inz the gross income of a wife or trust fund elects under section 125 to treat

tie premium on bonds, the interest on whiclh
a former wife. - e is allowable as a credit under section 21 (a)

If the grantor strips himself perma- (-Y or (2), as amortizable, for the purposes
nently and definitely of every suchnter-c. of the preceding sentence the proportionate
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share of-the participant of such interest re-
cgived by the common trust fund shall be
his proportion share of such interest (de-
termined without regard to this sentence)
reduced by so much of the deduction under
section 23 (v) as is attributable to such
share.

(d)_ Computation of common trust fund
income. The net income of the common
trust fund shall be computed in the same
manner and on the same basis as in the
case of an individual except that-

- (1) There shall be segregated the gains
and lasses from sales or exchanges of capital K
assets;- (2) After excluding all items" of gain and
Idss from salei or exchanges of capital assets,
there shall be computed-

(A) An ordinary net income which shall
consist of the excess of the gross income over
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) A.dmission and withdrawal. No gain
or loss Shall be realized by the common trust
fund by the admission or withdrawal of a
participant. The withdrawal of any par-
ticipating interest by a participant shall be
treated as a sale or exchange of such interest
by the participant.

(i) Returns by bank. Every bank (as de-
fined inpection 104) maintaining a common
trust fund shall make a return under oath
for each taxable year, stating sp2cifically,
with respectto such furid, the items of gross
income and the deductions allowed by this
chapter, and shall include in the return the
names and addresses of the participants who
would be entitled to share in the net income
if distributed and the amount of the pro-
portionate share of each participant. The
return shall be sworn to as in the case of
a return filed by the bank under section 52.

(g) Different taxable years of common trust
fund and particpan.t. 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 common trust fund,
in computing the net Income of the partici-
pant for its taxable year Caall be bazed upon
th6 net income of the common trust fund
for any taxable year of the common trust fund -

(whether beginning on, before, or after Jan-
uary 1, 1939) ending within or with the tax-
able year of the participant.

§ 29.169-1 Common trust fund de-
fined. Under section 169 two conditions
must be s~tisfied by a fund maintained
by a bank (as defined in section 104) b-
fore such fund may be designated as a
"common trust fund" These conditions
are that such fund must be maintained
by such a bank:

(a) Exclusively for the collective in-
vestment and reinvestment of moneys
contributed thereto by the bank, whether
acting alone or in conjunction with one
or more co-fiduciaries, but solely in its
capacity: (1) as a trustee of a trust
created by will, deed, agreement, 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 known 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 Federal
'Reserve System pertaining to the col-
lective investment of trust funds by na-
tional banks, whether or not the -iiank
maintaining such fund is a national bank

or a member of the Federal Reserve Sys-
tem.

Except as otherwise provided in this
section and § § 29.169-2 to 29.169-5, In-
clusive, the term "participant" refers to
any trust or estate, the moneys of which
have been contributed to the common
trust fund.

§ 29.169-2 Income of Particlpants in
common trust fund. (a) Each particl-
pant in a common trust fund is required
to include in computing Its net Income
for its taxable year within which or with
which the taxable year of the fund ends,
whether or not distributed and whether
or not distributable:

(1) Its proportionate share of the
gains and losses from sales or exchanges
of capital assets held for not more than
six -months, computed as provided in
§ 29.163-3, as part of its gains and losses
from sales or exchanges of capital assets
held for not more than six months.

(2) Its proportionate share oi the
gains and losses from sales or exchanges
of capital assets held for more than six
months, computed as provided in
§ 29.169-3, as part of Its gains and losses
from sales or exchanges of capital assets
held for more than cix months.

(3) Its proportionate share of tho
ordinary net income or the ordinary nEt
loss of the common trust fund, computed
as provided in § 29.169-3.

(b) Each participant's proportionate
share in the amount of interest specified
in section 25 (a) ecelved by the com-
mon trust fund shall be deemed to have
been received by such participant as such
interest. (For reduction of credit for
such interest on account of amortizable
bond premium, see § 29.125-9.) For the
purposes of the Internal Revenue Code,
any tax withheld at the source from in-
come of the fund shall be deemed to have
been withheld proportionately from the
participants to whom such Income is al-
located.
(c) The proportionate share of each

participant in the gains and lozses from
sales or exchanges of capital ascts held
for not more than six months, gains and
losses from sales or exchanges of capital
assets held for more than six months, the
ordinary net income or ordinary net los,
the par'ially exempt interest, and the tax
withheld at the source shall be deter-
mined in accordance with the method of
accounting adopted by the bank In ac-
cordance with the written plan under
which the common trust fund is estab-
lished and administered, provided such
method clearly reflcets the income of
each participant.

The items of income and deductions
are, therefore, to be allocated to the
periods between valuation dates within
the taxable year established by such plan
in which they were realized or sustained,
and the ordinary net income or ordinary
net loss, gains and losses from eales or
exchanges of capital asets held for not
inore than six months, and gains and
losses from sales or exchanges of capital
assets held for more than six months
computed for each such period. The
proportionate shares of the participants
in such items are then to be determined.
The provisions of this paragraph may be
illustrated by the following example:

Ezainp!e. The plan of a common trust
fund provides for quarterly valuation dates
and for the computation and the distribution
of the Income upon a quarterly basis, except
that there nhall be no distributlon of capital
gains. Tho participants are as follows:
Trutst A. B, C, and D for the first quarter;,
Trusts A. B, C, and E for the second quarter;
and Truats A. B, F, and G for the third and
fourth quarters, the participants having equal
participating interests. As computed upon
the quarterly basis, the ordinary net income,
the abort-term capital gain, and the long-term
capital los for the taxable year were as
follows:

Ordleszry rct Income. .( $203 42 Z) 6IO 1 10
Short-term capital

Long -term capital I

IS 0 0 1CO CC3 Cco

The partlcipants' shares of ordinary net
income are as follows:

P.vzcw s* Susas or OCLCAnx -NEr I.,coz

rarildie nt

E . .------ -D .............

............

Fikit ccc.d Third
F rt [Fihi Total

tr tcr ter q

20 to 5100 $275

CO1 7 125
.O 1 C

ILI1512O~4C 1:0C

2c ~ CO 10 150e

.... .. . . , . .. .

The participants' shares of the short-term
capital gain are as follows:

PAIarnA.;Ts' SaAaEs a; Sroar-Erz CAxIAL GAi.

I I
rst :-Ccolli Third 1745hrth

rcrtfcirnt qur- t qrar- q1ru- quar- Tal
tcr tr iter tnr

A ............. !5 $2.3 $1 Io .23 $12
t. to. - -r _ Oi
1) ....... to ...... r .....-

F ~ . C~ 25 25

G............ . D 25 7& ... ... .... .C5C ..... 2CO " 5' 1 C

The participants' shares of the long-term

capital los are as follass:

rALnTrIPenms' Sim or Loz-rsnwm C.&rAr.x Loss

First 1 icccd ThIrd FourthI
I'articirant quar- ~ quar I=- q= s- TcWa

ter t r tcr ter

A ...... 25 I 5 C20o . * 5
C........... 25 to 5 10 1 F3

D ..... .......... "--7-
_ .......... 5
. ......... . 5 .O0 75

TctL....___. HO3 1 tc ICO C £COI Coo

If in the above example the common
trust fund also had short-term capital
losses and long-term capital gains, the
treatment of such gains or losses would
be similar to that accorded to the short-
term capital gains and long-term capital
losses inl the above example.

d) The provisions of sections 161.
162, 166, and 167 are applicable in deter-
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mining the extent to which each partici-
pant's proportionate share of the income
of the common trust fund is taxable to
the participant, or to the beneficiaries or
the grantor of the participant.

§ 29.169-3 Computation of commorn
trust fund income. The net income of
the common trust fund shall be com-
puted in the same manner and on the
same basis as in the case of an individual,
except that:

(a) No deduction shall be allowed un-
der section 23 (o) for charitable con-
tributions. -

(b) The gains and losses from sales or
exchanges of capital assets of the com-
mon trust fund are required to bd segre-
gated. A common trust ' fund is not
allowed the, benefit of the capital. loss
carry-over provided by section 117 (e).

(c) The ordinary net income, that is,
the excess of the gross income over the
deductions, or the ordinary net loss, that
is, the excess of the deductions over the
gross income, shall be computed after ex-
cluding gains and losses from sales or
exchanges of capital assets.

§ 29.169-4 Admission and withdrawal
of participants from the common trust
fund-(a) Gain or loss. The common
trust fund realizes no gain or loss.by the
admission or withdrawal of a participant,
and the basis of the assets and the period
for which they are deemed to have been
held by the common trust fund for the
purposes of section 117 b) are unaf-
fected by such an admission or with-
drawal. If a participant withdraws the
whole or any part of its participating in-
terest from the common trust fund, such
withdrawal shall be treated- as a sale or
exchange by the participant of the par-
ticipating interest or portion thereof
which is so withdrawn. A participant is
not leemed to have withdrawn any part
of Its participating interest in the com-
mon trust fund so as to have completed
a closed transaction by reason of the seg-
regation and administration of an invest-
ment of the fund, pursuant tor the provi-
sions of subdivision (c) (7) of section 17 -

of Regulation F of the Board of Gover-
nors of the Federal Reserve System, ef-
fective December 31, 1937, for the benefit
of all the then participants in the com-
mon trust fund. Such segregated invest-
ment shall be considered as held by,,or
on behalf of, the common trust fund for

- the benefit ratably of all participants in
the common trust fund at the time of
segregation, and any income or l6ss aris-
Ing from its administration and liquida-
tion hall constitute income or loss to the
common trustfund apportionable among
the participants for whose benefit the in-
vestment was seg;egated.

(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 nterestlor portion thereof
withdrawn shall be the money contrib-
uted by the participant to the common
trust fund to 'acquire the participating
interest or portion thereof withdrawn.
Such basis shall not be reduced on ac-
-count of the segregation of any invest-
ment in the common trust fund pursuant
to the provisions of 12 CFR 206.17 (c)
(7). For the purpose of making the
adjustments, additions, and reductions
with respect to basis as prescribed in this
paragraph, the ward, rather than the
guardian, shall be deemed to be the par-
ticipant; and the grantor, rather than
the trust to the extent that the income
of the trust is taxable to the grantor pur-
suant to the provisions of section 166 or
167, shall be, deemed to be the partici-
pant.

c) Additions to basis. As prescribed
in paragraph b) of this section, in com-
puting the gain or loss upon the with-
drawal of a participating interest or por-
tion thereof, there shall be added.to the
basis of the participating Interest or por-
tion thereof withdrawn an amount equal
to the aggregate of the following items,
to the extent that they were properly
allocated to the participant for a taxable
year of the common trust fund, and were
not distributed to the participant prior
to withdrawal:

(1) Wholly exempt income of the
common trust fund for any taxable year,

(2) Net income of the common trust
fund for the taxable years beginning
after December 31, 1935, and prior to
January 1, 1938,

(3) Net short-term capital gain of the
comon trust fund for each taxable yea?
beginning after December 31, 1937;,

(4) The excess of the gains over the
losses recognized to the common trust
fund for eachl taxable year beginning
after December 31, 1937, upon sales or
exchanges of capital assets held for more
than 11 months (more than 6 months for
taxable years beginning after December
31, 1941), and

(5) Ordinary net income of the com-
mon trust fund for each taxable year
beginning after December 31, 1937.

(d) Reductions in basis. - As pre-
scribed in paragraph (b) of this sec-
tion in computing the gain or loss upon
the withdrawal of a participating inter-
est or portion thereof, the basis of the
participating' interest or portion thereof
withdrawn shall be reduced by such por-
"tions of the following items as were al-
locable 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 1,1938, and

(2) The amount of the net short-term
capital loss, net long-term capital loss,
.and ordinary net loss of the common
trust fund for each taxable year begin-
ning after December 31, 1937.

§ 29.169-5 Returns of common trust
funds. A bank maintaining a common
trust fund shall make a return of income
of the common trust fund, regardless of
the amount of its net income. If a bank
maintains more than one common trust
fund, a separate return shall be made for
'each. The return shall be made for the
taxable year of the common trust fund
on the form prescribed by the Commis-
sioner, in accordance with these regula-
tions and the instructions on the form or
issued therewith. The return of a com-
mon trust fund shall state specifically
with respect to- the fund the Items of
gross incomdeand the deductions allowed
under chapter 1, and shall Include each
participant's name and address, the ordi-
nary net income or loss, and Its propor-
tionate share of gains and losses from
sales or exchanges of capital assets: See
§ 29.169-2. A copy of the plan of the
common trust fund must be filed with the
return. If, however, a copy of such plan
has once been filed with a return, it need
not again be filed if the return contains
a statement showing when and where it
was filed. If the plan is amended in
any way after such copy has been filed,
a copy of the amendment must be filed
with the return for the taxable year in
which the amendment was made, Each
such return shall be sworn to In the same
manner as the return filed by the bank
under section 52.

SEc. 170. Nr OPmATiNo rossr [as added
by see. 211 (c), Rev. Act 19391.

The benefit of the deduction for not oper-
ating losses allowed by section 23 (s) shall
be allowed to estates and trusts under regu.
-latlons prescribed by the Commissioner with
the approval of the Secreta'y. The benefit
of such deduction shall not be allowed to a
common trust fund, but s nll be allowed to
the participants in the common trust fund.-under regulations prescribed by the Com-
missioner with the approval of the Secretary,

§ 29.170-1 Ng't operating loss deduc-
tion in the case of estates, trusts, and
common trust funds-(a) Estates and
trusts. The net operating loss deduction
allowed by section 23 (s), computed as
provided by section 122, shall be avail-
able to estates and trusts generally, with
the following exceptions and limitations:

(1) A net operating loss for a year
for which a trust was exempt from tax
under section 165 may not be used In
the computation of the net operating loss
carry-over.

(2) In computing gross Income and
deductions for the purposes of section
122, a trust shall exclude that portion of
the income and deductions attributable
to the grantor under section 166 and
§ 29.166-1 Cc).

(3) An estate or trust shall not, for
the purposes of section 122, avail itself
6f the deductions allowed by section 162.

b) Common trust funds. The nt
operating loss deduction is not allowed to
a common trust fun4. Each participant
In a common trust fund, howvver, will be
allowed the benefits of such deduction,
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In the computation of such deduction a
participant in a common trust fund shall
take -into account its pro rata share of-
the, income and losses of the common
trust fund as prescribed by § 29.189-1 in
the case of partners.

Sec. 171. 12co= or Ax IETATn OR TRU-T IN
cAsE OF DiVORCE, =rc. [As added by sec. 120
(c), Rev. Act 1942].

(a) Inclusion in gross income. There shall
'be included in the gross income of a wife who
is divorced or legally separated under a de-
cree of divorce or of separate -maintenance
the amount of the income of any trust which
such wife is entitled to receive and which,
except for the-provisions of this section, would
be includible in the gross income of her hus-
band, and such amoimt shall not, despite
section 166, section 167, or any other provi-
sion -of this chapter, be includible in the
grcss income of such husband. This subsec-
tion shall not apply to that part of any such
income of the trust which the terms of the
.decree or trust instrument fix, in terms of
an amount of money or a portion of such in-
come: as a sum which is payable for the sup-
port of minor children of such husband. In
'case such income is less than the" amount
spdcifled in the decree or Instrument, for the
purpose of applying the preceding sentence,
such income, to the extent of such sum pay-
able for such support, shall be considered a
payment for such support.

(b) Wife considered a bsezeftciary. For the
purposes of computing the net income of the
estate or trust and the net income of the
-wife described in section 22 (k) or subsec-
tion (a) of this section, such wife shall be
considered as the beneficiary specified n this
supplement. A periodic payment under sec-
tion 22 (k) to any part of which the provi-
slons-of this supplement are-applicable shall
'be included in the gross income of the bene-
ficiary in the taxable year in which under this
supplement such part is required to be In-
cluded. [NoTE: Under *section 120 (g) of

'the Revenue Act of 1942 section 171 is appli-
cable "only with respect to taxable years be-
ginning after December 31, 1941; excapt that
if the first taxable year beginning after De-
cember 31, 1941, of the husband does not be-
gin on the same day as the first taxable year
beginning after December 31, 1941, of the
wife, such amendments shall first become
applicable in the case of the husband on the
frst day of the wife's first taxable year be-
ginning after December 31, 1941, regardless of
the taxable year of the husband in which
such day falls."]

§ 29.171-1 Income of trust in case of
divorce, etc-(a) In general. Section
171 (a) provides rules in certain cases for
taxability of income of trusts as between
spouses who are divorced or legally sep-
arated under a court order or decree. In
such cases, the spouse actually entitled
to receive payments from the trust is
considered the beneficiary rather than.
the spouse in discharge of whose obliga-
tion such payments are made. For con-
venience, the beneficiary spouse will
hereafter in this section and in § 29.171-2
be referred to as the "wife" and the ob-
ligor spouse rom whom she is divorced or
legally separated as the '"usband." (See
section3797 (a) (17).) Thus, under sec-
tion 171 (a) income of a trust:

(1) Which is paid, credited or to be
distributed to the wife in a taxable year
of the wife, and

(2) Which, except for the provisions
of section 171, would be includible in the
gross income of her husband,

shall be includible in her gross income
and shall not be includible in his gross
income.

Section 171 (a) does not apply in any
case to which section 22 (k) applies. Al-
though section 171 (a) and section 22 (k)
seemingly cover some of the same situa-
tions, there are important differences be-
tween them. Thus, section 171 (a) ap-
plies, for example, to a trust created be-
fore the divorce or separation and not in
contemplation of It, while section 22 k)
applies only if the creation of the trust
or payments by a previously created trust
are in discharge of a legal obligation im-
posed upon or assumed by the husband
(or made specific) under the court decree
or an instrument incident to the divorce
or legal separation. On the other hand,
Nection 22 (k) requires inclu on in the
wife'i income of the full amount of pe-
riodic payments received attributable to
property in trust (whether or not out of
trust income), while section 171 (a) re-
quires amounts paid, credited or to be
distributed to her to be included only
to the extent such amounts are out of
income of the trust for its taxable year
-(determined as provided in section 162).

Section 171 (a) Is designed to produce
uniformity as between cases described
in tection 171 (a) and cases not de-
scribed in section. 171 (a), where, in the
former cases, without section 171 (a), the
income of a so-called alimony trust would
be taxable to the husband because of his
continuing obligation to support his
former wife, and where, in the latter
cases, the Income of a so-called alimony
trust is taxable to the former wife- be-
cause of the termination of the husband's
obligation. Furthermore. section 171 (a)
taxes trust income to the wife in all cases
where under prior law the husband
would be taxed not only because of the
discharge of his alimony obligation but
also because of his retention of control
over the income or trust corpus. Sec-
tion 171 (a) applies whether or not the
wife is the beneficiary under the terms
of the trust instrument or Is an assignee
of a beneficiary.

The application of section 171 (a) may
be illustrated by the following examples,
in which it is assumed that both the
husband and wife make their income tax
returns on a calendar year basis:

Eample (1). Upon the marriage of H and
W, H irrevocably transfers property in trust
to pay the income therefrom to W for her
life for support, maintenance, and all other
Expenses. Scme yearn later, W obtains a lcZl
'separation from H under an order of court,.
W, relying upon the Income from the trust
payable to her, does not ask for any provision
for her support and none Is ordered by tho
court; the court, however, has jurldiction
under the law of the State to order at any
time prior to an abcoluto divorce that pro-
visjon be made by H for VT's support. Under
the provisions of section 171 (a), the Income
of t)ie trust which becomes payable to W
after the order of ceparatlon Is Includible In
her Income and is deductible by the trust.
No part thereof is includible In ire income
or deductible by him.
SExample (2). H transfers property In tru=t
for the benefit of W, retaining the power to
revoke the trust at any time. H, however,

promises that if he revokes the trust he will
tranafer to W property In the value of
$100,000. The transfer In trumt and the agree-
ment were not incident to divorce, but come
years later V divorces H. The court decree
Is alient as to alimony and the trust. After
the divorce, Income of the trust which be-
comes payable to V" Is taxabile to her, and
Is not taxable to H or deductible by him. If
H later terminates the trust and transfers
Z100,000 of property to , such $IO,000 is not
income to V nor deductible by H.

(b) Alimony trust income dsignate.
for support of minor children. Section
171 (a) does not require the inclusion in
the wife's income of trust income which
the terms of the decree or trust instru-
ment fix in terms of an amount of money
or a portion of such income as a sum
which is payable for the support of minor
children of the husband. The statute
prescribes the treatment in cases where
under the terms of the decree or trust
instrument a specific amount of trust in-
come Is to be paid but a lesser amount
becomes payable. In such cases, to the
extent of the sum which would be pay-
able for such support out of the orig-
Inally specified amount of trust income.
such trust income Is considered payable
Tor support of such minor children. This
rule is similar to that provided in the
case of periodic payments under section
22 (Y. See § 29.22 (k)-l (d).

§ 29.171-2 Application of-trust rules
to alimony payments. For the purpose
of the application of sections 162, 163.
and 164, the wife described in section
171 or section 22 (M) who is entitled to
receive payments attributable to prop-
ertyin trust Is considered a beneficiary of
the trust, whether or not the payments
are made for the benefit of the husband
in discharge of lis obligations.

A periodic payment includible in the
wife's gross income under section 22 -(h)
attributable to property In trust shllI bea
included in full in her gross income in
her taxable year in which any part is
required to be included under sections
162 and 164. 4ss nle, for example, in a
case n which both the wife and the trust
file income tax returns on the calendar
year basis, that an annuity of $5,090 is
to be paid to the wife by the trustee every
December 31 (out of trust income if pos-
sible and, if not, out of corpus) pursuant
to the ternis of a divorce decree. Of the
$5,000 distributable on DEcember 31.
1942, $4,C0O is payable out of income and
$1,000 out of corpus. The actual dis-
tribution is made in 1943. Although the
periodic payment Is received by the wife
in 1943, since under s2ctions 162 and 161
the $4,000 income distributable on De-
cember 31, 1942, is to be included in the
wife's income for 1942, the $1,000 pay-
ment out of corpus is to be included in
her income for 1942.

Szc. 172. ALrowANc AwoXoSST=r Dx-
nucrzor [as added by sac. 155 (g). Rev. Act
19421.

The benefLt of the deduction for amortiza-
tion of emergency facilities allowed by sec-
tion 23 (t) shall be allowed to estates and
trusts In the same manner and to the same
extent as in the case of an individual The
allowable deduction shall be ap-ortoned be-
tween the income beneficlaries and the fIdUL-
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ciary under regulations prescribed by the
Commissioner with the approval of the
Secretary.

§ 29.172-1 Amortization of -emergency
facility of estate or trust. In the case of
an emergency facility, as defined in sec-
tion 124 (e), acquired or completed by
an estate or trust after Dedember 31,
1939, such estate or trust is entitled to
take amortization deductions with re-
spect thereto in the same manner ahd to
the same extent as in the case of an in-'
dividual. See section 23 (t) and'section
124 and theregulations thereunder. The
principles governing the apportionment
of depreciation in the case of property
held in trust are applicable with respect
to the amortization of -an emergency
facility of an estate or trust. See
§ 29.23 (-1.

PARTNERSIPS
SEC. 181. PARTNERSnn' 7OT TAXIMLE.
Individuals carrying on business in part-

nership shall be liable for income tax -only
In their individual capacity.

§ 29.181-1 Partnerships. Partner-
ships as such are not subject to the in-
come tax Imposed by chapter 1, but are
required to make returns of income.
(See sections 187 and 188.) For- defini-
tion of what.the term "par.tneiship" In-
cludes, see section 3797 (a)- (2). -

S:c. 182, TAx op pFARarexs las-amended
by sec. 160'(g), Rev. Act 19421.

In computing the net income of each part-
ner, he shall Include, whether or not dis-
tribution is made to'him- I

(a) As part of his gains and losses from
sales or exchanges of capital assets held for
not more than 6 months, his distributive
share of the gains and losses of the-partner-
ship from sales or exchanges of capital as-
sets held for not more titan 6 months.

(b) As part of his -gains and losses from
sales or 6xchanges of capital assets .held for
more than 6 months, his distributive share
of the gains and losses of the partnership
from sales or exchanges of capital assets held
for more than 6 months.

(c) His distributive share of the ordinary
net income or the ordinary net loss of the
partnership, computed as provided In sec-
tion 183 (b).

§ 29.182-1 Distributive share of part-
ners. (a) Each partner is required tc
include in his return for his taxable year
within which or with which the taxablE
year of the partnership ends, 'whether
or not distributed:

(1) As part of his gains and losses from
sales or exchanges of capital assets held
for not more than six months, his distrib-
utive share of the gains and losses of the
partnership from'sales or exchanges eW
capital assets held for not more than siD
months.

(2) As part of his gains and losses fror
sales or exchanges, of capital assets held
for more than six months, his distrib-
utive share of the gains and losses of th(
partnership from sales or exdhanges 0p
capital assets'held for more than si
months.

(3) His distributive share of the ordi.
nary net income or the ordinary net Jos!
of the partnership, computed as providec
in section 183 (b).,

(b) If separate returns are made bi
the husband and 'wife domiciled, in i
community property State, and the hus.

band only is a member of a partnership,
the part of his distributive share of gains
and losses of the partnership from sales
-or exchanges of capital assets -or the part
of his -distributive share of ordinary net
income or ordinary net loss, 'which is, or
is derived from, community -property
should be reported by the husband and
by the wife in equal proportions. In the"
case of a partnership clbsely related to
other trades or businesses, see section 45,

S9c. 183. COnnTATION or PARTNmnHIP nT-
-coz= [as amended by eec. 150 (g), Rev. Act
1942].

(a) General rule. The net income of the
-partnership shall be computed in the Same
manner and on the same basis as in the caie
of an ndividual except as prdvided in sub-
sections (b) and (c).

(b) Segregation 'of items-(1) ' Capital
,gains and losses. There shall be segregated
the gains and losses from sales or exchanges

..of capital assets.
(2) Ordinar7 net income or loss. After

excluding all Items of gain and loss from
sales or lexchanges of capita assets, there
sfall be computed-.

( A) 4.n ordinary net income -which shall
consist -of -the 'xcess of the gross income
,ver the iteductions; or

(B) An ordinary net loss which shall con-
,sist of the excess of, the deductions over the
gross income. -

(c) Charitable co ibutions. In corn-
"puting the net income of -the partnership

the so-called "charitable -ontibution" de-
duction allowed by section 23 (o) shaU' not
be allowed; -but each partner shall be con-
-sidered as having made payment, within his.

- taxable year, of his distributive .portion of
any contribution or -gift, payment of which,
was made by -the partnership within it tax-
able year, of the character -which -would be
allowed 'to the partnership -s n deduction
under such section if this subsection had not
been enacted. -

§ 29.183-1 Computation of partner-
-ship income. The net income of the
partnership shall be computed in the
same manner and on the same basis as
the net income of -an individual, except
that:

(a) The partnership is required to seg-
regate its gains and losses from sales or
exchanges of capital assets. A partner-
ship is not allowed the benefit of sec-
tion 117'(e).

-,(b) The partnership is further re-
* quired, after excludifi all, items de-

scribed in :paragraph (a), to comhpute
(1) an ordinary net income which con-
sists of the excess of gross income over
the deductions, or,(2) an ordinary net
loss which consists of the excegs of the

- deductions over the gross income. 1n
the computation of its ordinary -net in-
come or ordinary net loss, the partner-
ship is denied the so-called charitable
contribution deduction allowed by -sec-
tion 23 (o), but each partner is consid-
ered as having made payment, within his

- taxable year, -of his distributive portion
of any contribition or gift, payment of
'which was made by the partnership
Within its taxabie year, of a chargcter

- which would be allowed to thepartner-
ship as a deduction if section 183 (c) had
not been enacted. Payments made to a
partner for services rendered and for in-
terest on capital contributions are not
deductible in computing the net, income
of the partnership, such payments be-

ing held to represent a divIsion ot part-
nership profits.

SEc. 184. CaamIrs AG-AINST N'T 3NCOr. '(as
amended by sec. 162 (f), Rev. Act 10421.

The partner -shall, for the purpose of the
normal tax, be allowed as a credit against his
net income, in addition to the credits allowed
to him under Section 25, his proportionate
share of such amounts (not in excess 'of the
net income of the partnership) of Interest
r pecffled in -section 25 -(a) us are received
by the partnership. If the partnership clects
under Section 125 to treat the premium on
bonds, the interest on which Is allowable

-- s u credit under section 25 (a) (1) or (2),
-as ,amortizable, for the purposes of the pro-
ceding sentence the partner's proportionate
share of the interest received by the part-
nership shall-bo his proportionate share of
such interest (detdrmined -without regard to
this sentence) reduced by so much of the
,deduction under section 23 (v) as is attrib-
'utable to such share.

§ 29.184-1. Credits allowed partners.
The credits against net income provided
in section 25 are not applicable to part-
nerships as such. An individual partner,
however, is entitled for the purpose' of
the normal tax to a credit against his net
incomd,in addition to the credits allowed
tohim under section 25, of his propor-
tionate share of such amounts (not in
excess of the net income of the partner-
ship) of interest specified In section 25
(a) 'as are received by the Partnership.
There shall be included in the return
of the partnership a statement of the
-mounts of such interest and the pro-
portionate share thereof of each partner.
-For reduction of credit for such intere~t
on Account of amortizable bond premium,
see § 29.125-9.)

Sc. 185. Esnxm xcosa.
In -the case of the members of a partnership

the proper part of each share of the -lot -In-
come which consists of earned 'income shall
be -determined under rules and regulations to
be prescribed by the Commissioner with the
approval of the Secretary and shall be Sepa-
xatelyshown in the return of the partnership.

29.185-1 Earned income credit of
partners. For the purpose 6f computig
the earned Income credit against net In-
tome (see section 25 (a) (3) aud (4)), a
member of a partnership Is entitled to
treat a proper part of his distributive
,share -of the partnership net Incoml as
earnedincome. Such part cannot efceed
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 material to
the earning of the partnership income,
the earned income -of the partner from
the partnership is a xeasofable allow-
ance as compensation for the personal
.services actually rendered by him, but
not in excess of 20 percent of his share of
the net profits of the partnership -(com-
puted 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 compensation,
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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 part-
ner's distributive share of the partner-
ship net income which consists of earned
indome.

Example. A partnership composed of A, B,
and C Is engaged Inthe retail men's clothing
business. Each partner is entitled to one-
third of thenetprofits, after deduction of so-
called salaries to members. A devotes most
of is time to the business and is paid a sai
ary of $10,000. B devotes half of his time to
the business and is paid a salary of $5,000.
C devotes none of his time to'the business
and receives 3o salary. The net profits of
the- partnership for the taxable year. com-
puted without deduction for so-called salaries
,to members, are $24,000. The earned Income
of the partners from the partnership is as
follows: Although A received a salary of $10.-
000 and B a salary of $5,000, since the partner-
ship is engaged in a business in which capital
is -a material income-producing factor, the
earned income of each from the partnership
Is limited to 20 percent of his share of the net
profits. A's share of the net profits is $13,000
($10,000 (salary) +$3,00 (Y of net profits
after deduction- of $15,000 for salaries)).
Twenty percent of $13,000 is $2.600. to which
amount A's earned Income from the partner-
ship is limited. Since B's share of the net
profits is $8,000 ($5,000+$3,000). 20 percent
thereof, or $1,600, is B's earned income from
the partnership. C has no earned income
from the partnership, 'since he renders no
personal services in. connection with the
partnership business.

SEC. 186. TAXES op Foa=GN coux arIs Aim
possssszoxs or Ulu=rz STATES.

The amount of income, war-profits, and ex-
ceis profits taxes imposed by foreign coun-
tries or possessions of the United Stater shall,
be-allowed as a credit against the tax of the
member-of a-partnership to the extent pro-
vided n section 131.

Sm. 187. PAamxnsm nROSums.
Every partnership shall make a return for

each taxable year, stating specifically the
items of its gross Income and the deductions
allowed by this chapter and such other nfor-
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, and shall include
In-the return the names and addresses of the
individuals who would be entitled to share
in' the net income if distributed and the
amount of the distributive share of each n-
dividual. The return shall be sworn to by
any one of the partners.

129.187-1 Partnership returns. Ev-
ery partnership shall make a return of
income, regardless of the amount of its
net income (see section 3797 (a) (2), de-
fining the term "partnership"). The re-
tuin shall be on Form 1065; shall state
specifically the information requif~d 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 \
ca se may be), irrespective of the taxable
years of the partners. (See sections 182

and 183.) If the partnership makes any
change in its accounting period, It shall
make its return in accordance with the
provisions of section 47, except that the
return shall not be placed on an annual
basic under section 47 (c).

SEc. 188. Dux marv TAAu YEAs 0o' T'AnT-
5E AM PA=NIIHW.

If the taxable year of a partner I- 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 bazed
upon the net Income of the partnerchip for
any taxable year of the partnership (whether
beginning on. before, or after January 1, 1939)
ending within or with the taxable year of
the partner.

SEc. 189. NET o arn.G LossEs [as added by
sec. 211 (d). Rev. Act 1939.1

The benefit of the deduction for net opar-
ating losses allowed by EectIon 23 (a) chall
not be allowed to apartnerzhip but shall ba
allowed to the members of the partnerrhp
under regulations prescribed by the Commis-
sionet with the approval of the Secretary.

§ 29.189-1 Net operating loss deduc-
tion in th& case of partners. The benefit
of the deduction for net operating losses
provided by section 23 (s) shall not be
allowed to a partnership. In computing
his own net operating loss or his own net
income (where required to be computed
in accordance with the exceptions and
limitations provided in section 122 (d)
(1) to (4), inclusive) for any taxable
year for the purposes of the computa-
tions required by section 122, however.
each partner shall take into account the
income and losses of the partnership in
accordance with sections 182 to 188, In-
clusive, with the following exceptions and
limitations:

(a) Exceptions and limitations appli-
cable in computation of partner's net op-
erating loss-(1) Long-erm capital gains
and losses. The partnership's gains and
losses from sales or exchanges of capital
assets held for more than six months
shall be taken into account without re-
gard to the percentage provisions of sec-
tion 117 tb). The business gains and
losses from sales or exchanges of capital
assets held for more than six months and
the nonbusiness gains and losses from
such sales or exchanges shall be segre-
gated and his distributive share of the
partnership's business gains or losses
from such sales or exchanges and the
partnership's nonbusiness gains and
losses from such sales or exchanges shall
be included-by each partner as business
and nonbusiness gains or losses from the
sales or exchanges of capital assets held
for more than six months, respectively.

(2) Short-term capitat gains and
losses. The partnership's business gains
and losses from sales or exchanges of
capital assets held for not more than six
months and the partnership's nonbusi-
ness gains and losses from such sales or
exchanges shall be segregated, and his
distributive share of such business gains
or losses and such non-business gains or
losses shall be included by, each partner
as business and nonbusiness gains or
losses from sales or exchanges of capital
assets held for not more than six months,
respectively.

(3) Ordinary net income or loss. After
exludingag Items required to be segre-

gated by (1) and (2) above, there shall
be computed:

U) A business ordinary net Income of
the partnership, which shall consist of
the excess of the business gross income
over the business deductions; or

W) A business ordinary net loss of the
partnership, which shall consist of the
excess of the business deductions over
the business gross income; and

(Ill) A nonbusiness ordinary net in-
come of the partnership, which shall
consist of the excess of the nonbusiness
gross income over the nonbusiness deduc-
tions; or

(iv) A nonbusiness ordinary netloss of
the partnership, which shall consi4t of
the excess of the nonbusiness deductions
over the nonbusiness gross income.

In makling the above computations the
limitations and exceptions provided by
section 122 (d) (1) and (2) shallbe
applied.

His distributive share of a business
ordinary net Income of the partnership
shall be included by each partner as or-
dinary business gross income, and of a
business ordinary net loss of the partner-
ship as an orainary business deduction.
HIs distributive share of a nonbusiness
ordinary net income of the partnership
shall be included by each partner as or-
dinary nonbusiness gross income, and of
a nonbusiness ordinary net loss of the
Partnership as an ordinary nonbusiness
deduction.

(b) Exceptions and limitations appli-
cable in computation of partners net in-
come. (1) *The ordinary net income or
ordinary net loss of the partnership shall
be computed with the exceptions and
limitations provided in section 122 (d)
(1) and (2).

(2) The gains and losses from sales or
exchanges of capital assets of the part-
nershipshall be takeninto account with-
out regard to the percentage provisions
of section 117 (b).

SEC. 190. Am.eowAucz os' sAoarror ax-
Dunons [as added by sec.' 155 (h), Rev. Act
19421.

Ia the case of emergency facilities of a
partnership, the benefit of the deduction for,-'
amortization allowed by mction 23 (t) shall
not he allowed to the members of a partner-
ship but shall ba allowed to the partnership
In the same maner and to the same extent
as In the case of an Individual.

§ 29.190-1 Amortization of emer-
gency facility of Partnership. In the
case of an emergency facility, as defined
in section 124 (e), acquired or completed
by a partnership after December 31,1939,
the partnership Is entited-to take amor-
tization deductions with respect thereto
In the same manner and to the same ex-
tent as in the case of an individual. See
section 23 (W and section 124 and the
regulations thereunder. Amortization
deductions with respect to an emergency
facility of a partnership are not allowed
to the members of the partnership.

INSURAMCE CoIPAMEnS

Ssc. 202. Lmx nmunxcz comwzmas [as
amended by E&. 203, Rev. Act 1939; see. 163
(a). Rev. Act 19421.

(a) Imposition of taz-(1) In geneal
There shall be levied, collected, and paid for
each taxable year upon the adjusted normal-
tax net Income (as defined in section 202)

Nro. 219- 16
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and upon the adjusted corporation surtax net
income (as defined in section 203) of every
life insurance company taxes at the rates
provided in section 13 or section 14 (b) and
in section 15 (b).

(2) Foreign life insurance companies. A
foreign life insurance company carrying on a
life insurance business within the United
States It with respect to its United States
business it would qualify as a life insurance
company under subsection (bJ shall be tax-
able in the same manner as a domestic life
Insurance company except that the determi-
nations necessary for the purposes of this
chapter shall be made on the basis of the in-
come, disbursements, assets, and liabilities
reported In the annual statement for the
taxable year of the United States business of
such company on the form approved forolife
insuran'ce companies by the National Asso-
ciation of Insurance Commissioners.

(3) No United States Insurance business.
Foreign life insurance companies not carry-
ing on an insurance business within the
United States shall not be taxable under this
section but shall be taxable as other foreign
corporations.

(b) DeYnit on of life insurance company.
When used in this chapter, the term "life in-
surance company" means an Insuranc com-
pany which is engaged in the business of is-
suing life nsurance'and annuity contracts
(either. separately or combined with health
and accident insurance), or noncancellable
contracts of health and accident Insurance,
and the life Insrance reserves (as defined
In subsection (c) (2)) plus unearned pre-
miums and unpaid losses on noncancellable
life, health, or accident policies not included
In life Insurance reserves, bf which comprise
more than 50 per centum of its total reserves.
For the purpdse of this subsection, total re-
serves means life insurance reserves, unearned
premiums and unpaid losses not included In
life insurance reserves, and all other insurance
reserves required by law. For taxable years
beginning after December 31, 1943, a burial
or funeral benefit insurance comjiany en-
gaged directly in the manufacture of funeral
supplies or the performance of funeral serv-
ices shall not be taxable under this section
but shall be taxable under-section.204 or
section 207. .

(a) Other definitions. In the case of a life
insurance company-

(1) Gross income. The term "gross In-
come" means the gross amount of income re-
ceived during the taxable year fkom interest,
dividends, and rents.

(2) Life insurance reserves. The term ".life
,Insurance reserves" means amounts which are
computed or estimated on the basis of recog-
nized mortality or morbidity tables and as-
sumed rates of interest, and which are set
aside to mature "or liquidate, either by pay-
ment or reinsurance, future unaccrued claims
arising from life insurance, annuity, and non-
cancellable health and accident insurance
contracts (including life insurance or annuity
contracts combined with noncancellable
health and accident insurdnce) involving, at
the time with respect to which the reserve is
computed, life, health, or accident contin
gencies. Such life insurance reserves, except
in the case of policies covering life, health,
and accident insurance combined In one
policy issued on the weekly premium payment
plan, continuing for life and not subject to
cancellation and except as hereinafter pro-
vided in the case of assessment life insurance,
must also be required by law. In the case of
an assessment life Insurance company or as-
sociation the term "life insurance reserves"
includes sums actually deposited by sucl3
company or association with State or Terri-
torial officers pursuant to law as guaranty oc
reserve funds, and any funds maintained un-
der the charter or articles of incorporation oF

•

association, or bylaws approved by State In-
surance Commissioner of such compaffror
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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.

(3) AdIfusted reserves. The term "ad-
justed reserves" means life insurance re-
serves plus 7 per centum of that portion of
such reserves as are computed on a pre-
liminary term basis.

(4) Reserve earnings rate. The term "re-
serve earnings rate" maeans a rate 'computed
by adding 2.1125 per centum (65 per centum
of 3S per centum) to 35 per centum of the
average rate of interest assumed in com-
puting life insurance reserves. Such average
rate shall be calculated by multiplying each
assumed rate of interest by -the means of
the amounts of the adjusted reserves com-
puted at that rate 'at the beginning and
end of the taxable year and dividing the sum
of the products by the mean of the total
adjusted reserves at the beginning and end
of the taxable year.

(5) Reserve for deferred dividends. The
term "reserve for deferred dividends" means
stuns held at the end of the taxable year as
a reserve for dividends (other than dividends
payable during the year following the tax-
able year) the payment of which is deferred
for a period of not less than flve yea from
the date of- the policy contract.

(6) Interest paid. The term "interest
.paid" means--

(A) All interest paid within the taxable
year on indebtedness, except on indebted-
ness incurred or continued to purchase or
carry obligations (other than obligations of
the United States issued after September 24,
1917, and originally subscribed for, by the
taxpayer) the Interest upon which is wholly
exempt from taxation under this chapter,
and

(B) All amounts in the nature of interest,
whether or not guaranteed, paid within the
taxable year on insurance or annuity con-
tracts (or contracts arising out of insurance
or annuity contracts) which do not involve,
at the time of payment, life, health, or acci-
dent contingencies.'

(7) Pet income. The term "net income"
means the gross Income less=--

(A) Tax-free interest.. The amount of in-
terest received during the taxable year which
under section 22 (b) (4) is ex~luded from

- gross income;
(B) rnvestmet expenses. Investment ex-

penses paid during the taxable year. If any
general expenses are in part assigned to or
included in the investment expenses, the total
deduction under this subparagraph shall not
exceed one-fourth of 1 per centumi of the
mean of the book value of the invested assets
held at the beginning and end of the taxable
year plus one-fourth of the amount by which
net income computed without any deduction
for Investment expenses allowed by'this sub-
paragraph, or for tax-free interest allowed by
subparagraph (A), exceeds 3% per centum of
the book value of the mean of tile invested
assets held at the beginning and end of the
taxable year;

(C) Real estate expenses. Taxes and other
expenses paid during the taxable year ex-
clusively upon or with respect to the real
estate owned by the company, not including
taxes assessed against local benefits of a kind
tending'to increase the value of the property
assessed, and not including any amount paid
out for new buildings, or for permanent Im-
'provements or betterments made to increase
the valueP of any property. The deduction
allowed by this paragraph shall be allowed
In the ease of tames imposed -upon a share-
holder of a company upon his Interest as
shareholder, which are paid by the company
without reimbursemejit from the shareholder,
but in such cases no deduction shall be al-
lowed the shareholder for the anqount of such
taxes. .

(D) Depreciation. A reasonable allowance,
as provided in section 23 (1), for the exhaus-
tion, wear and tear of property, Including a
reasonable allowance for obsolescence.

(d) Rental value of real estate. The de-
duction under subsection (c) (7) (0) or (c)
(7) (D) of this section on account of any
real estate owned and occupied in whole or
in part by a life insurance company, shall
be limited to'an amount which bears the
same ratio to.such deduction (computed
without regard to this subsection) as the
rental value of the space not so occupied
bears to the rental value of the entire prop-
erty.

(e) Amortization of premiur and accrual
of discount. The gross income, the deduc-
-tion provided-n section 201 (c) (7) (A) and
the credit allowed against net income In sec-
tion 26 (a) shall each be decreased by the
appropriate amortization of premium and
increased by the appropriate accrual of dis-
count attributable to the taxable year on
bonds, notes, debentures or other evidence3
of indebtedness held by a life Insurance com-
pany. Such amortization and acciraal shall
be determined (1) In accordance with the
method regularly employed by such company,
if such method is reasonable, and (2) In all
other cases, In adcordance with regulations

-prescribed by the Commissioner with the ap-
proval of the Secretary.

(f)'Double deductions. Nothing In this
section or in section 202 or 203 shall be con-
strued to permit the same items to be twice
deducted.

(g) Credits under section 26. For the
purposes of this section, in computing nor-
mal tax net income and corporation surtax
net income, the credits provided In section 20
shall be allowed in the manner and to the
extent provided In sections 13 (a) and 15 (a),

§ 29.201-1 Tax on Nife insurance comr
iianies. All life insurance companit
(including a foreign life insurance com-
pany carrying on a life insurance busi-
ness within the United States if with re-
spect to its United States business it
would qualify as a life insurance com-
pany under section 201 (b)) are subject
to'both normal tax and surtax. The nor-
mal tax is imposed on the adjusted nor-
mal-tax net Income (as defined In see-
tion 202) and the surtax Is imposed on
the adjusted corporation surtax net In-
come (as defined In section 203) at the
rates provided in section 13 or section 14
(b) and in section 15 (b).

The net income of life insurance com-
panies differs from the net Income of
other corporations. See section 201 (c).
Life insurance companies are entitled, in
computing normal-tax net income and
-corporation surtax net income, to the
credits provided In section 26 in the man-
ner and to the extent provided in sec-
tions 13 (a) and 15 (a), respectively.
The gross income, the deduction under
section 201 (c) (7) (A) for wholly tax-
exempt interest, and the credit under
section 26 (a) for paitially tax-exempt
interest, are decreased by the appropri-
ate amortization of premium and in-
creased by the appropriate accrual of
discount attributable to the taxable year
on bonds, notes, debentures, or other evi-
dences of indebtedness held by a life
insurance company. Se section 201 (e)
and § 29.201-9. Such companies are not
subject. to the provisions of section 117
(capital gains and losses) nor to the pro-
visions of section 125 (amortizable bond
premiums). For computation of the ad-
justed normal-tax net income from
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normal-tax net.income and the adjusted
corporation surtax net income from
corporation surtax net income, see
§ 29.202-1, 29.202-2 and 29.203-1.-

All provisions of the Internal Revenue
Code and of these regulations not incon-
sistent with the specific provisions of
sections 201 to 203, ipclusive, are appli-
cable to the assessment and collection of
the tax imposed by section 201 (a), and
life insurance companies are subject to
the same penalites as are provided in the
case of returns and payment of income
tax by other corporations. The return
shall be on Form 1120L.

Foreign life insurance compahies not
carrying on an insurance business within
the United States are not taxable under
section 201 (a), but are taxable as other
-foreign corporations. See section 231.

§ 29.201-2 F o r e i g n life insurance
conpanies. A foreign life insurance
company carrying on a life insurance
business within the United States, if with
respect to its United States business it
would qualify as a life insurance com-
pany under section 201 (b), is taxable on
its income received during the taxable
year from interest dividends, and rents,
from sources within and without the
United States, pertaining to its United
States business. Sucha companyis tax-
able in the same manner as* a domestic
life insurance company except that the
determinations necessary for the pur-
poses of- chapter 1, such as gross income,
the adjustment for certain reserves, de-
ductions and limitations on deductions,
amortization of premiums and accrual of
discount andthe credits provided in sec-
tion 26, shall be made on the basis of the
income disbursements, assets, and lia-
bilitie.s reported-in the annual statement
for the taxable year of the United States
business of such company on the form
approved for life insirance companies
by the National Association of Life In-
surance Commissioners.. This statement
is presumed clearly to reflect the income
disbursements, assets, and liabilities of
the United States business of the dom-
pany andin sof ar asit is not inconsistent
with the provisions, of the Internal Rev-
enue Code will be recognized and used as
a basis for that purpose.

§ 29.201-3 Life insurance, companies;
definition. The term "life insurance
company" asused in chapter 1 is defined
in section 201 (b). In determining

- whether an insurance company is a life
insurance company the life insurance
reserves (as defined in section 201 (c)"
(2)) plus any unearned premiums and
unpaid losses on noncancelable life,
health, or accident policies, not included
in "life insurance reserves" must com-
prise more than 50 percent of its total
reserves (as defined in section 201 (b)).
An insurance company writing only non-
cancelabla life, health, or accident poli-
cies and having no "life insurance re-
serves" may qualify as a life insurance
company if its unearned premiums and
unpaid losses on such policies comprise
more than 50 pericent of its total re-
serves. Anoncancelable insurancepolicy
,means a, contract which the insur-
ance company is undr an obligation

to renew or continue at a specifled
premium and with respect to which a
reserve in addition to the unearned
premium must be carried to cover that
obligation. A burial or funeral benefit
insurance company qualifying as a life
insurance company shall continue to
be taxed under section 201 for taxable
years beginning prior to January 1, 1944.
For taxableears beginning after Dacem-
ber 31, 1943, any such company engaged
directly in the manufacture of funeral
supplies or the performance of funeral
services will be taxable under section 204
or section 207 as an insurance company
other than life." For the definition of an
insurance company see § 29.3707-7.

§ 29.201-4 Life insurance reserves.
The term "life insurance reserves" is de-
fined in section 201 (W) (2). Generally,
such reserves, as In the case of level
premium life insurance, are held to sup-
plement the future premium receipts
when the latter, alone, are insufficient
to cover the increased risk in the later
years. In the case of cancelable health
and accident policies and similar cancel-
able contracts, the unearned" premiums
held to cover the risk for the unexpired
period covered by the premiums are not
included in life insurance reserves. Un-
paid loss reserves for noncancelable
health and accident policies are included
in life insurance reserves if they are com-
puted or estimated on the basis of recog-
nized mortality or morbidity tables and
assumed rates of interest.

In the case of an assessment life in-
surance company or association, life in-
surance reserves include sums actually
depositedby such company or association
with State or Teritorlal officers pur-
suant to law as guaranty or reserve
funds, and any funds maintained under
the charter or articles of incorporation
or association of such company or aeo-
ciation, or by-laws (approved by the
State insurance commissioner) of such
company or association, exclusively for
the payment of claims arising under cer-
tificates of membership or policies Issued
upon the assessment plan and not subject
to any other use.

Life insurance reserves, except as oth-
erwise provided in section 201 (c) (2),
must be required by law either by express
statutory provisions or by rules and reg-
ulations of the insurance department of
a State, Territory, or the District of Co-
lumbia when promulgated in the exercise
of a power conferred by statute, but such
requirement, without more, is not con-
6lusive; for example, life insurance re-
serves do not include reserves rcquired to
be maintained to provide for the ordinary
running expenses f a businezs definite in
amount, and which must be currently
paid by every company from its income
if its business is to continue, such as
taxes, salaries, and unpaid brokerage:
nor do they include the net value of risks
reinsured in other solvent companies;
liability for premiums paid in advance;.
liability, for annual and deferred diii-
dends declared or apportioned; liability
for dividends left on deposit at Interest;
-liability for accrued but unsettled policy
claims whether known or unreported; 11
ability for supplementary contracts not

involving, at the time with respect to
vwhich the liability is computed, life,
health or accident contingencies.

In any cas3 where reserves are claimed,
suficient information must be filed with
the return to enable the Commissioner
to determine the validity of the claim.
Only reserves which are required by law
or insurance department ruling, which
are peculiar to insurance companies, and
which are dependent upon interest earn-
ings for their maintenance will, except
as otherwise specifically provided in sec-
tion 201(c) (2), be considered as life in-
surance reserves. A company is per-
mitted to make use of the highest aggre-
gate reserve required by any State or
Territory or the District of Columbia in
which it transacts business, but the re-
serve must have been actually held-

In the case of life insurance compa-
nies issuing policies covering life, health,
and accident Insurance combined in one
policy 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
recognized mortality or morbidity tables
covering disability benefits of the kind
contained in-policfes issued by this par-
ticular class of companies but they need
not be required by law.

§ 29.201-5 Interest paid. Interestpaid
is one of the elements to be used, to-
gether with adjusted reserves, reserve
earnings rate, and reserve for deferred
dividends, in arriving at the figure to be
determined and proclaimed by the Sec-
retary under the formula set forth in
section 202 (b (see § 29.202-1). Inter-
est paid consists of (1) interest paid on
indebtedness (except indebtedness in-
curred or continued to purchase or carry
tax-exempt securities as set forth in sec-
tion 201(c) (6) (A)) and (2) amounts in
the nature of interest paid on certain
contracts, as provided in section 201 (c)
(6) (B). Interest on indebtedness in-
cludes, interest on dividends held on de-
posit and surrendered during the taxable
year but does not include interest paid
on deferred dividends the reserve for
which Is used In determining the policy
and other liability credit provided in
section 202 b). Life insurance reservjs
as defined in § 29.201-4 are not indebt-
ednezs. Dividends left with the com-
pany to accumulate at interest are a
debtandnota reserve liability. Amounts
n the nature of interestinclude so-called
exces-interest dividends as well as
guaranteed interest paid within the tax-
able year on insurance or annuity con-
tracts (or contracts arising out of insur-
ance or annuity contracts) which do not
involve at the time of payment, life,
health, or accident contingences. It is
immaterial whether the optional mode
o- settlement specified in the insurance
or annuity contract arisesfrom an option
exercised by the insured during his or her
lifetime or from an option exercised by
a beneficiary after the policy has ma-
tured, frequently referred to as a suppIe-
mentary contract not involving life con-
tingencies; for example, a contract to
pay the Insurance benefit in 10 annual
instalIments. No distinction is made
based on the person choosing the method
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of payment and the full amount of the
interest paid and not merely, the guar-
anteed interest is considered as interest
paid.

§ 29.201-6 Adjusted reserves, For the
purpose of determining the figure-to be
proclaimed by the Secretary under the
formula set forth in section 202 (h),
certain reserves computed on a prelimi-
nary term-method are to be adjusted
by Increasing such reserves by 7 percent
(see § 29.202-1). The reserves to be thus
adjusted are reserves computed on pre-
liminary term methods, such as the Il-
linois Standard, or the Select and Ulti-
mate methods. Only reserves on policies
in the modification period are to be so
adjusted. Where reserves under a pre-
liminary term method are the same as
on the level premium method, and in the
case of rcserves for extended or paid-up
Insurance, no adjustment is to b.e made.
The reserves as thus adjusted, and the
rate of interest on which they are com-
puted should be reported in Schedule A,
Form 1120L.

§29.201-7 Net income and deduc-
ions-(a) In general. The net income

of a life insurance company is its gross
amount of income received during the
taxable year from interest, dividends, and
rents, less the deductions provided in'section 201 (c) (7) for wholly tax-exempt;
Interest, investment expenses, real estate
expenses, and depreciation. In addition
to the limitations on deductions relating
to real estate owned and occupied by a
life insurance company provided in sec-
tion 201 (d), the limitations on the ad-
justment for amortization of premium
and accrual of discount provided in see-.
tion 201 (e), and the limitation on the
deduction for investment expenses where
general expenses are allocated to invest-
ment income provided in section 201 (c)
(7) (B), life insurance combanies are
subject to the limitation on deductions
relating to wholly tax-exempt income
provided in section 24 (a) (5). Life in-
surance companies are not entitled to the
net operating loss deduction provided in
section 23 (s).

(b) Wholly tax-exempt interest. In-
terest which in the case of other tax-
payers Is excluded from gross income by
section 22 (b) (4) but included In the
gross income of a life insurance company
by section 201' (c) (1) is allowed as a.
deduction from gross income by section
201 (c) (') (A).

(c) Investment expenses. The term
"general expenses" as used in the Inter-
nal Revenue Code means any expense
incurred for the benefit of more than
one department of the company rather
than for the benefit of a particular de-
partment thereof. Any assignment of
such expense to the investment depart-
ment of the company for which a deduc-
tion is claimed under section 201 (c) (7)'
(B) subjects the entire deduction for
investment expenses to the limitation
provided in that section. The accogit-
ing procedure employed is not conclu-
sive as to whether any assignment has
In fact been made. Investment expenses
do not Include Federal income and ex-
cess profits taxes.

If no general expenses are assigned
to or included in investment expenses
the deduction may consist of investment
expenses actually paid during the tax-
able year in which case an itemized
schedule of such expenses must be ap-
pended to the return.

Invested assets-for the purpose of see-
tioni 201 (c) (7) (B) and this section are
those which are owned and usea, and to.
the extent used, for the purpose of pro-
ducing the income specified in section
201 (c) (I). They do not include real
estate owned and occupied, and to the

'extent owned and occupied, by the com-
pany. It general expenses are assigned
to or Included in investment- expenses
the maximum allowance will not be
granted unless it is shown to the satis-
faction of the Commissioner that such
allowance is justified by a. reasonable as-
signment of actual expenses.

Wages or salaries included in invest-
ment expenses shall be disallowed as a.
deduction if determined by the National
War Labor Baird, the Secretaryl of Ag-
riculture, or the Commissioner to have
been. made in contravention of the Act
of October 2, 1942 (56 Stat. 765, 5 U.S. C..
'Sup. 961), entitled "An Act to amend
the Emergency Price Control Act of
1942, to aid in preventing inflation,, and
for other purposes," or of the regu-
lations, orders, or rulings promulgated
thereunder.

(dl Taxes and expenses with respect to
real estatc. The deduction for taxes and
expenses under section 201 (c) (7) (C)
includes taxes and expenses paid during
the taxable year exclusively upon or with.
respect to rea estate owned by the coni-
pany and ainy sum representing taxes
imposed upon a shareholder of the copn-
pany upon his interest as shareholder
which is paid by the compgny without
reimbursement from the shareholder.
No deduction shal be allowed, however,
for taxes, expenses, and depreciation
upon or with respect to any real estate
ownea by the company except to the
extent used for the purpose of produc-
ing investment income. (See paragraph
(c) of this section.) As to real estate
owned and occupied by the company see
§ 29.201-8.

(e) Depreciation. The deduction al-
lowed for depreciation is, except as pro-
vided in section 201 (d), identical with
that allowed other corporations by sec-
tion 23 (1). The amount allowed by sec-
tion 23 (l) in the case of life insurance
companies is limited to depreciation sus-
tained on the property used, and to the
extent used, for the purpose of produc-
ing the income specified in section 201
(c) (D.

§ 29.201-S Real estate owneif and oc-
cupied. The amount allowable as a de-
duction for taxes, expenses, and depre-
ciation upon or with respect to any real
estate owned and occupied in whole or in
part by a' life Insurance company' is
limited to an amount which bears the
same ratio to such deduction (computed
without regard to this limitation) as the
rental value of the space not so occupied
bears to the rental value of the entire
property. -For example, it the rental

value of the space not occupied by the
company is equal to one-half of the

.rental value of the entire property, the
deduction for taxes, expenses, and d-.
preciation is one-half of the taxes, ex-
penses, and depreciation on account of
the entire property. Where a deduc-
tion Is claimed as provided In this sec-.
tion, the parts of the property occupied
and the parts not occupied by the com-
pany, together with the respective rental
values .thereof, must be shown In a
statement accompanying the return.

§ 29.201-9 Amortization of premium.
and accrual of discount. Section 201 (e)
provides for certain adjustments on ac-
count of ainortization of premium and
accrual of discount on bonds, notes, de-
bentures, or other evidences of indebted-
ness held by a life Insurance company.
Such adjustments are limited to thd
amount of appropriate amortization or
accrual attributable to the taxable year
with respect to such securities which
are not in default as to principal or In-
terest and which are amply secured. The
question of ample security will be re-
solved according to the rules laid down.
from time to time'by the National Asso-
ciation of Insurance Commissioners, The
adjustment for amortization of premium,
decreases. and for accrual of discount in-
creases, (a) the gross Income, (b) the
deduction for wholly tax-exempt in-.
terest, and (c) the credit for partially
tax-exempt interest.

The premium for any such security Is
the excess of its acquisition value over its
maturity value and the discount is, the
excess of its maturity value over its ac-
quisition value. The acquisition value of
any such security Is its cost (including
buying commissions or brokerage bukex-
cluding any amounts paid for accrued
interest) if purchased for cash, or If not
purchased for cash,'then Its fair market
value. The maturity value of any such
security is the eamount payable there-
under either at the maturity date or an
-earlier call date. The earlier call date
of any such security may be the earliest
call date specified therein as a day'cer-
tain, the earliest interest payment date
If it is callable or payable at such date,
the earliest date at which it Is callable
at par, or such other call or payment
date, prior to maturity, specified In the
security as may be selected by the life
insurance company. A life insurance

. company-which adjusts amortization of
premium or accrual of ditcount with ref-
erence to a particular call or payment

*date must make the adjustments with
reference to the value on such date and
may not, after selecting such date, use a
different call or payment date, or value,
in the calculation of such amortization
or discount with respect to such secur-
ity unless the security was not in fact
called or paid on such selected date.

The adjustments for amortization of
premium and accrual of discount will be
determined:

(i) According to the m~thod regularly
employed by the company, if such.
method Is reasonable, or

(2) According, to the method pre-
scribed by this section.' I
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A method- of -amortization" of premium
or accrual of discount will be deemed
"regularly employed" by a life insurance'
company if the method was consistently
followed in taxable years beginning-prior
to January 1, 1942, or if for taxable
years beginning on or after such date
rhe company (including a. company
which followed a different method in
taxable years beginning prior to Janu-
ary 1, 1942) initiates on or before March
15, 1943, or in the first taxable year for
which the adjustments are made, a rea-
sonable method-of amortization of pre-
mium: or _accrual of discount and con-
sistently follows such method thereafter.
Ordinarily, a company regularly employs

* a method in accordance with the statute
of some State, Territory, or the District
of Columbia, in wlhich it operates.

The method of amortization and ac-
crual prescribed by this section is as
fbllows:

(i) The premium (or discount) shall be
determined in accordance with this sec-
tion; and

(ii) The appropriate amortization of
premium (or accrual of discount) at-
tributable to the taxable year shall be
an amount which bears .the same ratio
t6 the premium. (or discount) as the
number of months in the taxable year
during which the security was owned by
the life insurance company bears to the
number of months between the date of
acquisition of the security and its ma-
tirity or earlier call date, determined in
accordance with this section. For the
purpbse of this section a fractional part
of a month shall be disregarded unless it
amounts to more than half a month in
which case it shall be considered as a,
month.

.sxc. 202. Aur=u xoR mORAL-TAx N= neco=
[as amended by see. 163 (a), Rev. Act 1942].

(a) Dafinition. For the purposes of section
201, the term "adjusted normal-tax net In-
come" means the normal-tax net Income
minus the reserve'and other policy liability
credit provided in subsection (b) and plus the
amount of the adjustment for certain reserves
provided in subsecticn (c).

Jb) Reserve and other policy liability credit.
As used in this section the term "rtserve and
other policy liability credit" means an
amount computed by multiplying the nor-
mal-tax net income by a figure, to be

" determined and proclaimed by the Secretary
for each taxable year. This figure shall be
based on such data with respect to life insur-
ance companies for the preceding taxable year

-as the Secretary considers representative and
shall be computed in accordance with the fol-
lowing formula: The ratio which (1) the
aggregate of the sums of (A) 2 per centum of
the reserves for deferred dividends, (B) in-
terest paid, and (C) the product of (I) the
mean of the adjusted reserves at the begin-
ning and end of the taxable year and (ii) the
reserve earni~s rate bears to (2) the aggre-
gate of the excess of net incomes romputed
without any deduction for tax-free Interest,
over the adjustment for certain reserves pro-
vided in subsecticu (c).

(c) Adjustment for certain reserve5. In
the case of a life insurance company writing
contracts other than life insurance or an-
nuity contracts (either separately or com-
bined with noncancellable health and acci-
dent Insurance), the term "adjustment for
certain reserves" means an amount equal to
3Y4 per centum of the unearned premiums
and unpaid losses on such other'contracts

which are not included in life Insurance e-
serves. For the purposes of this subsection
such unearned premiums shl not be con-
sidered to be les than 25 per centum of the
net premiums written during the taxable year
on such other contracts.

§ 29.202-1 Reserve and other policy
liability credit for adjusted normal tax
net income. Life insurance companies
in computing adjusted normal-tax net
income are allowed a "reserve and other
policy-liability credit" in lieu of a deduc-
tion for the interest allowed on their re-
serves, for interest paid and for deferred
dividends. This credit is a flat percent-
age of normal-tax net income. The
figure is the same for all companies ,and
is determined on the basis of the aggre-
gate of the interest allowed on reserves,
interest paid, and 2 percent of the re-
serves held for deferred dividends, as
provided in section 202 (b), for all com-
panies. The figure for each taxable year
is to be determined and proclaimed by
the Secretary, based on such data with
respect to life insurance companies for
the preceding taxable year as the Secre-
tary considers representative for such
year. .0

The application of the reserve and
other policy liability crcdit for the pur-
pose of-this-section and section 203 may
be illustrated by the following examples:

Example (1). The X Life Insurance Com-
pany for the calendar year 19-12 has gro=s
Income, consisting of interest and rents, of
$4,000000. of which $700,000 conslots of
wholly tax-exempt interest. It has Invest-
ment empenses of $100,0,0, real estate ex-
penses of $30,C00, and depreciation of $20,000.
Its net income and Its normal-tax net income
Is accordingly C3,100,000 (C4,00.0000 lcsa In-
vestment expenses, real cstaA expen-es, and
depreciation amounting to 0200,030 and
wholly tax-exempt Interest of $700,000).
Since the Secretary has determined and pro-
claimed that for the taxable year 1942 the
figure based on data for the taxable year
1941 Is 0.3, the X Life Insurance Company
is entitlcd to a credit of C2,833.020
($3,100,00X0.93) andIts adjusted nonmal-tax
net income as well as its adjusted cor-
poration surtax net Income Is $217,003
($3,100,000-C 2,883.000).

Example (2). If In example (1) $100,003 of
the $4,000,000 gross income of the 2Z Life
Insurance Company for the calendar year
1942 consisted of partially tax-exempt In-
terest, in addition to the 0700,000 of wholly
tax-exepnpt interest, Its corporation suttax
net income and adjusted corporation surtax
net Income would be the same as In the
above example. Its normal-tax net Income,
however, would be 83.000.00 ($4.00.003 lecs
$200,000 les $700,00 less ZTCO"00), Its credit
It would be $2,790,000 (C-3,000,000093) and
its adjusted normal-t= net Income would
be $210,000 (03.000,00-$2,'90.010).

§ 29.202-2 Adjustment for certain re-
serves. A life insurance company writing
contracts other than life insurance or
annuity contracts (either separately or
combined with noncancellable health
and accident Insurance contracts) must
add to its normal-tax net income and to
its corporation surtax net income, as an
offset to its reserve and other policy lia-
bility credit, an amount equal to 3 ' per-
cent of the mean of the unearned pre-
miums and unpaid losses at the begin-
ning and end of the taxable year on such
other contracts as are not included in
life insurance reserves. If such unearned

iremlums, however, are less than 25 per-
cent of the net premiums written during
the taxable year on such other contracts,
then the amount to be added to normal-
tax net income and to corporation surtax
net income is 3% percent of 25 percent
of the net premiums written during the
taxable year on such other contracts plus
3'1 percent of the mean of the unpaid
losses at the beginning and end of the
taxable year on such other contracts.
The tarm "unearned premiums" when
used In this section has the same mean-
ing as in section 204 (b) (5) ana the
regulations thereunder.

Bsc. 203. Ans-u= conronAsroN sm=Ax s-=
n;co= [as amended by sec. 211 (e), Ray. Act
1939; sc. 163 (a), Rev. Act H421.

(a) D.Ifition. For the purposes of see-
tIon 201, the term "adjusted corporation sur-
tax net Income" means the corporation sur-
tax net income ninus the reserve and other
policy ibIlity credit and plus the adjust-
ment for certain reserves provided In ssc-
ton 202 (c).

(b) Reserre and other policy iability
credit. As umed In this s.ctionthe termr
"raervea and other pollcy liability cred~t'
means an amount computed by multiplying
the corpcratlon surtax net income by the fig-
ure determined and praclalmed under section
202 (b).

§ 29.203-1 Reserve and other Vo!icyj
liability credit for adjusted corporatifon
surtax net income. Life insurance com-
panies in computing adjusted corpora-
tion surtax net income are allowed a
reserve and other policy liability credit.
This credit is sinilar to that provided in
section 202 except that it is based on cor-
poration surtax net income, which in-'
cludes partially tax-exempt interest.
See § 29.202-1 for the application nd
effect of this provision.

Sec. 204. InsuwAu comwair=s ornm Tm&-.
Limr on zmrcrz, [Aim erurAr mune neson-
snco coismul [os amended by sacs. 204.
2 (a):Rev.. Act 1939; seco. 124 (b), 160 (d),
164, Ray. Act 19121.

(a) Imn41.fatn of tax-(1) In general.
There shall be levied, collected, and paid for
each taxable year upon the normal-tax net
income and upon the corporation surtax net
Income of every insurance company (other
than a life or mutual Insurance company)
and every mutual marine Insurance company
taxes at the rates specified In section 13 or
section 14 (b) and In section 15 (b).

(2) Norma-tc= and corporation surtax netl
income of forcign insurance companies other
than life or mutual and foreign mutual
marine. In the cas2 of a forelgn insurance
company (other than a life or mutual in-
surance company) and a forelgn mutual
marine insurance company, the normal-tax
net income shall te the net income from
rources wlthn the Unted States minus the
credit provided In section 23 (a), the credit
provided In ceclion 28 (b), and the credit far
income subject to the tax Imposed by Sub-
chapter E of Chapter 2 provided In section
20 (e) and the corporation surtax net income
shall be the net income from sources within
the United States minus the credit provided
In section 23 (b) (computed by limiting such
credit to 85 per centum of the net Incoma
reduced by the credit for Income subject to
the tax lmposed by Subchapter E of Chap-
ter 2 in lieu of 85 per centum of the adjusted
net income so reduced), and minus the credit
for Income subject to the tax Impo ed by
Subhapter E of Chapter 2 provided in sec-
tion 28 (e).

(3) No United States insurance business.
Foreign insurance companies (other than a
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life or mutual insurance company) and for-
eign mutual marine, insurance' companies'
not carrying on an Insurance bsinesi within-
the United. States; shall not be taxable under.,
this section but shall be taxable as other
foreign corporations.

(b) Definition. of income, et, In the case
of an insurance company subject 'to the' tax-
imposed by this section-

(1) Gross income; "Gross income' means
the sum of (A) the combined. gross amount
earned during the taxable year;, from. invest-
ment income and froQn' underwriting incomej
as provided in this subsection, computed, on
the basis of the, underwriting and invest-
ment exhibit of the annual statement ap-
proved by the National Convention of
Insurance Commissioners, and, (B)' gain dur-
ing the taxable year from the' sale or other
disposition of property; and, (C) all other
items constituting gross income under sec-
ton 22;

(2) Net income. "Net income" means the
gross income as defined In paragraph (1) of
this subsection less the deductions allowed.
by subsection (c) of this section"

(3) Investment income. "Investment in-
come" means the gross amount of income
earned during the taxableyear from interest,
dividendsi 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, dlAdendis 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;

(6) Premiums earned. "Premiums earned
on insurance contracts during the taxable
year" means an amount computed asfollows:

From the amount of gross premiums writ-
ten on insurance contracts during the tax-
'able year, deduct return premiums. and pre-
miums paid for reinsurance. To the result
so obtained add unearned premiums on out-
standing business at the end of the' preced-
ing taxable year and' deduct unearned pre-
mlums' on outstandingbusiness at the end of
tha taxable year. For the purposes' of this
subsection, unearned. premiums shall. include
life insurance reserves, as defined, in. ection
201 (a) (2), pertaining to the life, burial, or
funeral insurance-, or annuity- business of: an
insurance company* subject to the ta= Im-
posed -by this, section. mid not qualifying as
a life insurance company, under section
201 (b);

(6) Losses incurred. "Losses incurred"'
means losses, Incurred during: the taxab er
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 tax-
able year. To the result so obtained add all
unpaid losses outstaftding at the end -of the
taxable year and deduct unpaid losses out-
standing at the end of the preceding taxable-
year;

(7) Expenses incurred. '"penses in-
curred" means all expensesa 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 net income sub-
ject to the tax imposed' by this sectioij there
shall be deducted from expenses incurred.
as defined in-thls paragraph all expenses
incurred which are not allowed as deductions
by subsection (c) of this section

(p). Deductions, allowed. In computing the'
net income of an- insurance company subject.
to the tax-imposed. by this, sectionthere; 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

(3) Taxes ax'proviledi In section. 231 () 
(4), Losses incurred as deffned In. subsec.-

tion (b) (6) of this section;
(5) Capitr losses- Capital losses 'to. the

extent providec in section :17. plus.losses.
from capital assets-sold or excharged'in order'
to. obtain funds to meet abnoimal- insurance"
lbsses and to provide forthe-payment of dlvi-
dends, and. similar distributions to. polilcy-
holders. Capital assets shall be considered.
as, sold or exchangedin, order to obtainfunds'
to. nieet abnormal insurance losses and to,
provide for the payment of dividends and
similar distributions to6 polibyholders to the
extent thatr the gross receipts from their sale
or exchange are not greater than the excess,
if any, for the taxable year of the sum of
dividends, and simil6r distributions paid to,
polIcyholders'in their capacity' as such, losses.
paid,. and expenses, paid over the sum of In-
terest, -dividends, rents,, and net premiums
received. In. the application. of section 117
(e) for the purposes of this section,. the net
capital loss fbr the taxable year shall be the
amount by which losses for such year from
sales or exchanges of capital assets exceeds
the sum. of the gains from, such sales or
exchanges and. whichever of the following
amounts-is the lesser-

(Al the corporation. surtax net income
(computed without regard to gains or losses
from sales-or exchanges' ofcapital assetslt or

(B) losses' fronrthe sale or exchange of.,
capital assets sold or exchangqd to obtain.
ftmds' to meet abnormal insurance losses
and. to provide for the payment of dilfdends.
and similar distributions to policyholders.

(6) Debts In.the nature of'agency balances.
and bills receivable which become worthless,
within th taxable year.

('1, MWe amount of interest earned during,
the taxable year which under section 22' (b),
C4) is: excludfed' from gross-income

(8) A reasonable allowance far the exhaiis-
tion,, wear and: tear of property, as. provided'
in. section 27 (I);

(9) -Charitable,.and: so forth,,contributfonsi,
as provided. ih section 23' (q)';

(MG) Deductions (other than, those spec-
fAed' in this subsection), as, provided. in, sec-
tion. 23;.

(I)1 DiVidends and: similar dlstributions.
paid! or declared to policyholders In thei ca--
pacity as such. The term. "paid. or declared!' -
shall be construed. according, to tfie-method
of accounting regularly employed in keeping
the books of the insurance company.
I(d) ZDeductions of foreig. corporations. In.

the case of a foreign corporation the dedue
tions alowed. in this section shall be allawed,
to the extent provided in- Supplement. I. in
the case. of a. foreign corporation. engaged. In
trad'e-Or"Susiness within. the United States.

(e) DoubZe deductions. Nothing in this,
section shall be construeclto permit the same
item to be twice deducted.

(f)' Credits under ;eation 26. For thepur-
poses of this section, in computing normal.
tax net income and corporation surtax. net
income;, the credits provided in. section 26'
shall be allowed in the manner and to- the
extent provIded in sections 13 (a). and- 15, (a),.

§ 29.24-' Taa on insurance compa-
nfes other than, life or mutual and autua.
marine insurance companies. All insur-
ance companies (other than. life or mu-
tual or foreign insuranlbe companiesf not
carrying on aninsurance business within
the Unitec States). and, all mutual ma-

rine insurance companies are subject to:
thetax Imposed bysectlom204. The ternm
"insurance companies!' as used in thici
section; and §29.204-2 and 29.204-T
means, only those- companle= subject to.
thetaximposed by section 204. Forwhat
constituntes an insurance Company,,. see
§293797-7. The: net income of insur-
anceL companies is defined im- section 204'
and differs from thenet income of other
corporations. All provisions of, the In-,
ternal- Revenue Code, and. of these regu.
lationa not inconsistent with the specifio
provisions of section: 204 are applicablo
ta- the assessment and collection of tha
tax imposed, byr section 201, (a),. and In-
surance companies are sublect, ta the
same- penalties as are provided in the
case of returns and payment of income
tax by other corporations. Since section.
204 provides that the underwriting and
investment exhibit of the annual state.
ment approved by the National Conven-
tion of Insurance Commissioners 'shall
be- the- basis for computing gross incomo.
and since the' annual statement is ren-
dered on the calendar year basis, the re-
turns under section 204' shall be made
on the basis of the calendar year and'
shall be on Form 1120. Insurance com-
panies are entitled, in computing nor-
ma-tax net income and corporation sur-
tax net Income, to the' credits providet
in section 26 in the, manner and to the
extent provided in sections' 13 (a) and
15 (a>.

Foreign insurance companies not car-
rying on an insurance business within
the United States are not taxabler under
section- 201 but are taxable as other for-
eign corporations. See section 231.

Insurance, companies are'subject ta
both, normal tax and surtax. The nor'-
mal tax shall be at the rate specified' It
section13' (b), fthe company'has a nor'.
mal-tax net Income of more than $25,-
000, or at the rate, specified i section
14- (b)- if it has a normal-tax net income
of not more than $25,000. For what con-
stitutes normal-tax net income,, see
§'29-13-1. The surtax shallbe at the rate
specified in section 15, (b) (1), If the com-
pany has a corporation surtax netincomb
of not, more than. $25;000, at the rate
specified in section 15 (b) (2) if it has
a' corporation, surtax net Income of more
than $25,000- and not more than $50,000,
or at the rate specified in sclion 15 (h)
(31 If It has a corporation surtax net
income of more than. $50,000. For what
constitutes, corporation surtax net in-
come, see § 29.15-1. For alternative tax
where the net long-term capital gain for
'any taxable year exceeds the net short-
term capital loss, see section 117 (c)
and the regulations thereunder,

§ 29.204-2 Gross, income of insurance
companies other than life or mutual ana$
mutual marine insurance companies.
Gross income as defined in- section 204
(h) means the gross amount of income
earned during the taxable year from in-
terest, dividends, rents, and premium in-
come, computed on the basis of the un-
derwriting and investment exhibit of the
annual statement approved by the Na-
tional Convention of Insuran ? C2Vn s-
stoners, as well as the gain der!i-l from
the sate or other disposition of property,
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and- all other items constituting gross
income under section 22. See section
22 (a), (b), and c) and sections 28
and 334. It does not include increase in
liabilities during the year on account of
reinsurance treaties, remittances from
the home office of a foreign insurance
company to the United States branch,
borrowed money, or gross increase'due to
adjustments in book value of capital as-
sets. The underwriting and investment
exhibit is presumed clearly t6 reflect the
true net incofre of the company, and in
so far as ftis not inconsistent with the
provisions of the Internal Revenue Code
will be recognized and used as a .basis
for that purpose. All items of the ex-
hibit, however, do not reflect an insur-
ance company's income as defined in the
Code. By reason of the definition of in-
vestment income, miscellaneous items
which are intended to reflect surplus but
do not properly enter into the computa-
tion of income, such as dividends de-
clared to shareholders in their capacity
as such, home office remittances and re-
ceipts, and special deposits, are ignored.
Gain or loss "from agency balances and
bills receivable not admitted as assets on
the underwriting and investment exhibit
will be ignored, excepting only such
agency balances and bills receivable as
have been allowed as deductions for
worthless debts or, having been pievi-
ously so allowed, are recovered during the
taxable year. In computing "premiums
earned on insurance contracts during the
taxable year" the amount of the un-
earned premiums shall include (1) life
insurance reserves as defined in section
201 (c) (2) and § 29-.201-4 pertaining to
the life, burial, or funeral insurance, or
annuity business of an insurance com-.
pany subject to the tax imposed by sec-
tion 204 and not qualifying as a life in-
surance company under section 201 (b),
and (2) liability for return premiums
under a rate credit or retrospective
.rating plan, based on experience, such
as the '"War Department Insurance Rat-
ing Plan," and which return premiums
are therefore not earned premiums. In
computing 'losses incurred" the deter-
mination of unpaid losses at the close
of each year must represent actual un-
paid losses as'nearly as it is possible to
ascertainrthem.

§ 29.204-3 Deductions allowed insur-
ance companies other than life or mutual
marine insurance companies. The deduc-
tions allowable are specified in section
204 (c) and by reason of the provisions
of section 204 c) (10) include deduc-
tions (other than those specified in sec-
tion 204 c)) as provided in section 23.
The deductions, however, are subject to
the limitation provided in section 24 (a)
(5). The net operating loss deduction
allowed by section 23 (s) is computed
under section 122 and the regulations
thereunder. In computing net operat-
ing loss or net income of insurance com-
panies for the purposes of section 122
"gross income" shall mean gross income
as defined in section 204 (b) (1) and the
allowable-deductions shall be those al-
lowed by section 204 (c) with the excep-
tions and limitations set forth In section
122 d). In addition to the deduction

for capital, losses provided in section
117, insurance companies are allowed
a deduction for losses from capital assets
sold or exchanged In order to obtain
funds to meet abnormal insurance losses'
and to provide for the payment of divi-
dends and similar distributions to policy-
holders. A special rule is provided for
the application of the 5-year capital loss
carry-over provisions of section 117 (e).
The deduction is the same as that al-
lowed mutual insurance companies other
than life or marine, see section 207 (b)
(4) (F) and the regulations thereunder.
Insurance companies are also allowed
a deduction for dividends and similar
distributions paid or declared to policy-
holders in their capacity as such. The
deduction is the same as that allowed
mutual insurance companies other than
life or marine, see section 207 (b) (3)
and the regulations thereunder.

Among the items which may not be
deducted are income and profits taxes
imposed by the United States, income
and profits taxes imposed by any foreign
country or possession of the United
States (in cases where the company
chooses to claim to any extent a credit
for such taxes), taxes assessed against
local benefits, decrease during the year
due to adjustments in the book value of
capital assets, decrease in liabilities dur-
ing the year on account of reinsurance
treaties, dividends paid to shareholders
n their capacity as such, remittances to
the home office of a foreign insurance
company by the United Btates branch,
and borrowed money repaid.

In computing net income of insurance
companies, losses sustained during the
taxable year from the sale or other dis-
position of property are deductible sub-
ject to the limitation contained in section
117 (d) (1). The graduated percentage
reduction of gains and loses contained
in section 117 b) does not apply in the
case of insurance companies but they are
entitled to the alternative taxes pro-
vided in section 117 (c).

Ssc. 205. TAxs or yoncnr conirm A.D
PoSssr ONS TH UNITM STA7M.

The amount of Income, vwr-proflts, and
exces-profits taxes imposed by foreign coun-
tries or possessions of the United titates 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 ca-e of a domestic
corporation In section 131, and In the case
of the tax imposed by EectIon 201 or 204 "net
Income" as used In section 131 means the net
Income as defined In this Supplcment.

SEc. 206. GonUraTions or cnoZs icos.
The gross Income of Insurance companies

subject to the tax Imposed by cection 201 or
204 shall not be determined in the manner
provided In section 119.

Smc. 207. MolruAL Inrsuax C coP J Az
or= TEss Lmu on m m'x [as amended by
sec. 205, Rev. Act 1939; rec. 165 (b), Rev. Act
1942.]

(a) Imposition of t=a There chall be
levied, collected, and paid for each taxable
year upon the Income of every mutual insist-
ance company (other than a life or a marine
insurance company and other than an Inter-
insurer or reciprocal underwriter) a tax com-
puted under paragraph (1) or paragraph (2)
whichever is the greater and upon the In-
come of every mutual Insurance company
(other than a life or a marine insurance
company) which Is an interinsurer or re-

ciprocal underwriter, a tax computed under
paragraph (3):

(1) If the corporation surtax net income is
over 300 a tax computed as follows:

(A) Normaltax. Anormaltaxonthenor-
nml-tax net Income, computed at the rates
provided In ection 13 or section 14 (b), or S0
par centum of the amount by which the nor-
ml-tax net Income exceeds $3,000, whichever
Is the lear r plus

(B) Surtax A surtax on the corporation
surtax net income, computed at the rates
provided in section 15 (b), or 20 per centur
of the amount by which the corporation
surtax net income exceeds e3,000, whichever
13 the les:er.

(2) If for the taxable year the gross amount
of income from Interest, dividends, rents, and
net premiums, minus dividends to policy
ho.dera, minus the interest whlch under sec-
tion n (b) (4) is excluded from gross income,
exceeds. $75,000. a tax equal to the excess of-

(A) I per centum of the amounts so com-
puted. or 2 per centum of the excess of the
amount so computed over 075,000. whichever
is theles-er, over'

(B) the amount of the tax Impased under
Subchapter E of Chapter 2.

(3) In the case of an nterinsurer or recip.
ccal underwriter, if the c9rporation surtax
net income Is over -50,O40 a tam computed as
follovw:

(A) Normal tar. Anormaltaronthanor-
Mal-tax net income, computed at the rates
Provided in sectlon 13 or section 11 (b), or 48
per centum of the amount by v]hich the nor-
mal-tax net income exceeds 8W.,000, whizhaver
is the leser; plus

(B) Surtax. A surtax on the corporation
surtax net income, computed at the rates pro-
vided in Eection 15 (b), or 32 per centuns of
the amount by which the corporation surtax
net income exceeds $50,000, whichever is the
leser.

* (4) Gross amount receired orer $75,000 but
leis than $125,000. If the gross amount re-
celved during the taxable year from interest,
dividends, rents, and premiums (including
deposits and ass--ments) i- over $75,00, but

les than 8125.000, the amount ascertained un-
der paragraph (1), paragraph (2) (A), and
paragraph (3) sball be anamuctmtwhichbears
the same proportion to the amount ascer-
tained under such paragraph, computed with-
out reference to this paragraph, as the exces
over $75.000 of such gross amount received
bear to 05000.

(5) Foretgn mutual insurance companies
other than life or marine. In the case of a
foreign mutual Insurance company (other
than a life or marine insurance company),
the net income hall be the net Income from
aources within the United States and the gross
amount of Income from Interest, dividends,
rents, and net premiums shall be the amount
of such Income from sources within the
United States

(6) No United States insurance business.
Foreign mutual Insurance companies (othEr
than a life or marine Insurance company) not
carrying on. an Insurance business within the
United States shall not be taxable under this
section but shal be taxable as other foreign
corporations.
S(b) Definition of income, etc. In the
cate of an Insurance company subject to the
tax impsend by this section-

(1) Gruos inrzatment income. "Gross In-
vetment income" means the gmos amount
of Income during the ,taxable year from
Interest, dividends, rents, and gains fron
sales or exchanges of capital assets to the
extent provided In section 117;

(2) Net premiums. "Nret premiums"
means grc:s premiums (including deposits
and a"ements) written or received on In-
suranco contracts during the taxable year
less return premiums and premiums pa!d
or Incurred for reinsurance. Amounts re-
turned where the amount is not fixed in the
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insurance contract but depends upon the
experience of the company or the discretion
of the management shall not be included in
return premiums but shall be treated as
dividends to policyholders under paragraph
(3);

(3) Dividends to poli eyholders. '"ivi-
dends to policyholders" means dividends and
similar distributions 'paid or declared to
policyholders. The term "paid or declared"
shall be construed according to the method
regularly employed in keeping the books of
the Jnsurance company;

(4) Net income. The term "net income"
means the gross investment income less--

(A) Tax-free interest .The amount of in-
terest which under section 22 (b) (4) is ex-
clude for' the taxable year from gross in-
come;

(B) Investment expenses. Investment ex-
penses paid or accrued during the taxable
year. If any general expenses are in part
assigncd to or included in the investment
expenses, the total deduction under this sub-
paragraph shall not exceed one-fourth of 1
per centum of the mean of the book-value
of the invested assets held at the beginning
and end of the taxable year plui one-fourth
of the amount by which net income com-
puted without any deduction for investment
expenses allowed by this subparagraph, or-for
tax-free Interest allowed by subsection (b)
(4) (A), -exceeds 3% per centum of the book
value of the mean of the invested assets held
at the beginning and end of the taxable
year; e

(C) Real estate expenses. Taxes and other
expenses paid or accrued during the taxable
year exclusively upon or with respect to the
real estate owned by the company, not in-
cluding taxes assessed against local benefits
of a kincl tending to increase the value of the
property assessed, and not including any
amcunt paid out for new buildings, or for
permanent improvements or betterments
made to increase the -value of any property.
The deduction allowed by this paragraph shall
be allowed in the case of taxes imposed upon
a shareholder of a company upon his interest
as shareholder, which are paid or accued by
the company without reimbursement from
the shareholder, but in such cases no deduc-
tion shall be allowed the shareholder for the
amount of such taxes;

(D) Depreciation. A reasonable allowance,
as provided in section 23 (1), for the exhaus-
tion, wear and tear of property, including
areasonable allowance for obsolescence;

(E) Intergst paid or accrued. All interest
paid or accrued within the taxable year pn
indebtedness, except on indebtedness in-
curred or continued to purchase or carry
obligations (other than obligations of the
United States Issued after September 24,1917,
and originally subscribed for by the tax-
payer) the interest upon which is wholly
exempt from taxation under this chapter.

(F) Capital losses. Capital losses to the ex-
tent provided in section 117 plus losses from
capital assets sold or exchanged ip order to
obtain funds to meet abnormal insurance
losses and to provide for the'payment of divi-
dends and similar distributions to policy-
holders. Capital assets shall be considered as
sold or exchanged in order to. obtain funds
to meet abnormal insurance losses and to
provide for the payment of dividends and
similar distributions to policyholdY.9 to the
dxtent that the gross receipts from their sale
or exchange are notreater than the excess,
if any, for the taxable year of the sum of
dividends and similar distributions paid to
policyholders, losseQ paid, and expenses paid
over the sum of interest, dividends, rents, and
net premiums received. In the application of
section 117 (e) for the purposes of this sec-
tion, the net capital loss for the taxable year
shall be the amount by which losses for such
year from sales or exchanges of capital assets
exceeds the sum of the gains from such sales

or exchanges and whichever of the following
amounts Is the lesser:

(i) the corporation surtax net Income
(computed without regard to gains or losses
from sales or exchanges of capital assets);
or

(ii) losses from the sale or exchange of
capital assets sold or exchanged to obtain
funds to meet abnormal insurance losses and!
to provide for the payment of dividends aid
similar distributions ta policyholders.

" (c) Rental value of real estate. The de-"
duction under subsection (b) (4) (C) or

-(b) (4) (D) . of this section on account
of any real estate owned and occupied in
whole or in part by a mutual insurance com-
pany other than life or marine, shall be lim-
ited to an amount which bears the same ratio
to such deduction'(computed without regard
to this subsection) as the rental value of the
space not so -occupied bears to the rental
value of the entire property.

(d) Amortization of premium and accrual
of discount. The- gross amount of in'come
during the taxable year from Interest, the
deduction provided in subsection (b) (4) (A),
and the credit allowed against net income in
section 26 (a) shall each be decreased by the
appropriate amortization of premium and in-
creased by the appropriate accrual of discount
attributable to the taxable year on bonds,
notes, debentures or other evidences of in-
debtedness held by a mutual insurance com-
pany other than life or inarine. Such amor-
tization and accrual shall be determined (1)
in accordance with the method regularly em-
ployed by such company, if such method is
reasonable, and (2) in all other cases, in
accordance with regulations prescribed by the -
Commissioner with the approval of the Sec-
retary,

(e) Deductions of foreign corporations. in
the case of a foreign corporati]on the deduc-
tions allowed in this section shall be allowed
to the extent provided in Supplement I in the
case 'of a foreign corporation engaged in trade
or business within the United States.

(f) Double" deductions. Nothing in this
section shall be construed to, permit the
same item to be twice deducted.

(g) Credits under section 26. For the
purposes of this section, in computing nor-
mal tax net income and corporations sur-
tax net income, the credits provided in sec-
tion 26 shall be allowed In the manner and
to the extent -provided in sections 13 (a)
and 15 (a).

§ 29.207-1 Tax on mutuat insurance
companies other than life or marine.
All mutual insurance companies other
than life or marine (including foreign
insurance companies carrying on an in-
surance business within. -the United
States), not specifically exempt under'
the provisions of section 101 (11), are
subject to the tax imposed by section 207
(a) on their- investment income or on
their gross inconfe, whichever tax is the
greater, except interinsurers and recip-
rocal underwriters which are taxed only
on their investment income. For the
alternate tax, in lieu of the tax im-
posed by section 207 (a) (1), or (3),
where the net long-term capital gain for
any taxable yeat exceeds the net short-
term capital loss, see section 117 (c) (1)
and the regulations thereunder.

The taxable income of mutual insur-
a ance companies other than life or marine
differs from the taxable Income of other
corporations. See section 207 (a) (2)
and section 207 (b). Such companies
are entitled, in computing normal-tax
net income and corporation surtax net
Income, to the credits provided in sec-

tion 26 In the manner and to the extent
provided in sections 13 (a) and 15 (a).
The grogs amount of income during the
taxable year from interest, the deduc-
tions under section 207 (b) (4) (A) for
wholly tax-exempt Interest, and the
credit under section 26 (a) for partially
tax-exempt Interest, are decreased by
the appropriate amortization of pre-
miums and increased by the appropriate
accrual of discount attributable to the
taxable year on bonds, notes, debentures
or other evidences of indebtedness held
by a mutual Insurance company other
than life or marine. See section 207 (d)
and § 29.207-6.

- All provisions of the Internal Revenue
Code and of these regulations not Incon-
sistent with the specific provisions of
section 207 are applicable to the assess.
ment and collection of the tax Imposed
by section 207 (a) and mutual Insur-
ance companies other than life or marine
are subject to the same penalties as are
provided in the case of returns and pay-
ment of income tax by other corpora-
tiOns.- The return shall be on Form
1120M.

Foreign mutual Insurance companies
other than life or marine not carrying
on an insurance business within the
United States are not taxable under sec-
tion 207 (a), but are taxable as other
foreign corporations. See section 231.

Mutual insurance companies other
than life or marine, except Inter-In-
surers or reciprocal underwriters, with
corporation -surtax net Incomes of over
$3,000 or with gross amounts of Income
from interest, dividends, rents, and net
premiums, minus dividends to policy.
holders, minus wholly tax-exempt inter-
est of over $75,000, are subject to a tax
computed under section 207 (a) (1) or
section 207 (a) (2) whichever Is the
greater. The tax under section 207 (a)
(1) is computed upon normal tax net in-
come and corporation surtax net Income
at the rates provided In section 13 or sec-
tion 14 (b) and In section 15 (b). The
tax under section 207 (a) (2) is a tax
equal to the excess of 1 percent of the
gross amount of Income from Interest,
dividends, rents, and net premiums,
minus dividends to policyholders, minus
wholly tax-exempt Interest, over the
amount of the tax'imoosed tinder sub-
chapter E of chapter 2.

,Under section 207 (a) (1), companies
with,normal-tax net Incomes of between
$3,000 and $6,153.86, and with corpora-
tion surtax net incomes of between $3,000
and $6,000,pay a normal tax, at the rate
of 30 percent, and a surtax, at the rate
of 20 percent, on that portion of the nor-
mal-tax net income and the corporation
surtax net income, respectively, In ex-
cess of $3,000. Under section 207 (a) (2),
companies with gross amounts of Income
from interest, dividends, rents, and net
premiums, minus dividends to policy-
holders, minus wholly tax-exempt Inter-
est, of between $75,000 and $150,000, pay
a tax equal to the excess of 2 percent of
that portion in excess of $75,000, over the
amount of the tax imposed under sub-
chapter E of chapter 2.

Interinsurers and reciprocal under-
writers with corporation surtax net in-
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comes of over $50,000 are taxed under
section 207 (a) (3) upon normal-tax net
income and corporation surtax net in-
come at the rates provided in section 13
or section 14 (b) and in seetion I5 (b).
Under section 207 (a) (3) interinsurers
and reciprocal underwriters with nor-
mal-tax net incomes and corporation
surtax net incomes of between $50,000
and $100,000 pay a normal tax,, at the
rate of 43 percent, and a surtax, at the
rate of 32 percent. on that portion of the
normal-tax netincome and the corpora-
tion surtax net income. respectively, in
excess of $50,000-

Section 207 (a) (4) provides for an ad-
justment of the amount computed under
section 207 (a (1, section 207 (a) (2)
(A), and section 207 (a) (3) where the
gross amount received during the tax-
able year from interest, dividends, rents
and premiums (including deposits and
assessments) is over $75,000 and less
than $125,000. The adjustment reduces
the tax otherwise computed under, those
sections tQ an amount which bears the
same proportion to such tax as the ex-
cess over $75,0011 bears to $50,000.

The application of section 207 (aY (1),
(2), (3), and (4) may be illustrated by
the following examples:

EzampTe (1) The X Company, a mutual
casualty insurance company, far the taxable
year 1942 has a corporation surtax net in-
come of $3,500 and. due to partilly tax-
exempt interest of $600, a normal-tax net
income of $2,900. The grass amount of in-
come of the M Company from interest, divi-
dends, rents, net premiums, minus dividends
to policyholders, minus wholly tax-exempt
interest is $150,000. Its excess profits net In-
come is $M900. It is not subject to normal
tax under section. 207 (a) (1) for the taxable
year 1942 as its normal-tax net Income does
not exceed $3,000. a Its surtax is 20-percent
of $500 ($3,5003.000 r oo, since that
amount is less then $350, the surtax com-
puted at the rate provided In section 15 (b).
It has no normal tax and. therefore, Its total
tax under section 207 (a) (1) is the surtax
of 6100. Its excess profits net income is less
than $5.000 and, therefore, there is no excess
profits tax and the tax under section 207
(a) (2) is 1 percent of $10,000. or $1,500.
Since the tax under section 207 (a) (2)
exceeds the tax under section 207 (a) (I),
the tax under section 207 (a) Is 61,500,
namely, that imposed by section 2G7 (a) (2).

Exaple (2). If in the above example the
normal-tax net income, corporation surtax
net income, and excess profits net income
were each less than $2,900, the gross amount
received from interest, dividends, rents, and
premiums (including deposits and -a"s-
ments) was M0,000 and the gross amount of
'income from interest, dividends, rents, and
net premiums. m-ins, dividends to policy-
holders, minus wholly tax---exempt interest
was $70,000, the X Company would be re-
quired to file an income tax return but due
to section 207 (a) no income tax would be
Imposed.

Example (3) The Y Company, a mutual
fire insurance company, for the taxable year
1942 has a normal-tax net income of 56,000,
a corporation surtax net income of $7,000,
and an adjusted excess profits net income of
$1,000. The gross amount received. from in-
terest, dividends, rents, and premiums (in-
cluding' deposits and assessments) is $120,-
000 and the grow amount of income from. n-
trest, dividends, rents, and net premiums,
minus dividends to policyholders, minus
'Wholly tax-exempt Interest is $100,000. Un-
der section 207 (ay (1), without applica-
tion of section 207 (a) (4), the normal tax
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would be 30 percent of C3,020. or e005 (since
this is 1 than 5020, the tax computed at
the ratC provided In section 14 (b)); and
the surtax Would be 10 percent of $7.00. or
0700 (since this I less than $500. the tax
computed at 2a percent of the cxce_ ef the
surtax net income over 0.o). The cm-
bined tax of el.03 would thea be reducd
by applying ection 207 (a) (4). ince the
gross reclpts are between $75.003 and 8123,-
000.. The final tax under section 2a7 (a)
(I) would be 9 percent of 51,00, or 81s40,
since the 015,040 (the exc- of 6120.C0 over
$75,000) is g0 percent of. 9.C00. The excssa
profits tax on the adjusted cle profits net
income of $ro000 at the rata. of 03 percent
is -900 (this benl Iss than the ED per-
cent limitation under s=to- 710 (a) (1)
(B)). Under the provIsions of sectlon 710
(a), after applying scction 110 (a) (4), the
exces profilts tax Is $810 (90 prcent of

$M0) since V5.000 (the excess or 512,000
over 075.000) Is 90 percent of 50,000. Un-
der .ecton 207 (a) (2) (A). without ref-
erence to section 207 (a) (4), the tax is 2
percent of 25,000 (the excess of 0103.000
over 575,000), or 550. snce this Is les than
$1,000. 1 percent of 0100,000. Applyng re-
tIon 207 (a) (4) reduces this to 0150, or 0
percent of $50D. Since 5 is Iles than the
amount or the excs profits tax of 5310
there is no tax under section 2 7 (a) (2)
and the tax under cEctIon 207 (a) (1) i-
applicable. The Y Company would accord-
ingly pay a combined normal tax and ur-
tax of 51.440 and an excess profits tax of
$31M or a total of $2,252.

Exampt- (4). The Z lXchngc. an Inter-
insurer, for the taxable year 1912 has a car-
poratlon surtax net Income of UOVO and.
due to partially tax-exempt Interc_-t of
$12,000, a normal-tax net Income cf r0.C03.
The roUs amount received from Jntercot.
dividends, rents, and premiums (including
depwits and aesemnts) is 52.700,00. he
Z Exchange is not cubject to normal tax
under section 207 (a) (3) for the taxabl
year 1942 as Its normal-tax net income Is le--
than 53,0C0. Its surtax is 32 p2rcent of
$10,000 (CC0,O00-9, 00) or C,. alnc
that amount is le:-s than C9%CtO. the surtax
computed at the rate provided in cection
15 (b). Since It has no normal tax and is
not subject to the tax Impesed by cection
207 (a) (2) nor entitled to the adjustment
provided In section 20T (a) (4), Its total tax
under section 2-7 (a) Is 30.

§ 29.207-2 Net Premfiums. Net pre-
miums are one of the items used, to-
gether with interest, dividends, and
rents, less dividends to policyholders and
wholly tax-exempt interest, in deter-
mining tax liability under section 207
(a) (2). They are also used in section
207 (b) (4) F in determining the lim-
itation on certain capital loszea and in
the application of section 11T (e). The
term "net premiums" is defined in sec-
tion 207 (b) (2) and includes deposits
and asseszments, but excludes amounts
returned to policyholders which are
treated as dividends under scocton 207
(b) (3).

§29.207-3 Divdend.to policyolwlder.
'Dividends to policyholders" is one of
the deductions used. toethcr with
wholly tax-exempt interest, in deter-
mining tax liability under section 207
(a) (2). They are also used in section
207 (b) (4) (M) in determining the lim-
itation on certain capital losses and in
the application of section 117 (e. The
term "dividends to policyholders" is de-
fined in section 207 (b) (3) as dividends
and similar distributions paid or de-

clared ta policyholders. It includes
amounta returned to polfo.holders where
the amount is not fixed in the insurance
contract but depends upon the en;=_i-
ence of the company or the disczetion
of the management. Such amounts are
not to be treated as zeturn pr6niams
under section 2G7 (b) (2). Slimla dis-
tributions include such payments as the
so-called unabsorbed premium dep-sits
returned to policyholders by factory
mutual fire insurance companies. The
term "paid or declared!" is to ba con-
strued according to the methrd of ac-
counting regularly employed in keeping
the book sof theinsurance c=mpny. and
such method shall be consistently fol-
lowed with respect to all deductions (in-
cluding dividends and sima distribu-
tions to polcyholders) and all items of
income.

If the method of acdountin- so em-
ployed is the cash receipts and dliburse
ments method, tha deduction is limited
to the dividends and similar distributions
actually paid to policyholders in the tx-
able year. If, on the other hand, the
method of accounting so employed is the
accrual method,,the deduction, or a r-
sonably accurate estimate thereof, for
dividends and similar di-tributions de-
clared to policyholders for any taxable
year will, in general, be compated as
follows:

To dividends and similar distributions
paid during the taxable year add the
amount of dividend. andsimilar distribu-
tlons declared but unpaid at the end of
the taxable year land deduct dividends
and dmH-. distrbuons declared but
unpaid at the b-ginning ef the taxable
year.
If an insurance company on the accrual
basis does not use the above method in
determining the deduction for dividends
and similar distributions declared to
policyholders, it must submit with its
return a full and complete explanation of
the method actually used. For the rule
as to when dividends are considered paid,

- see § 2927 (W)-2 (a).

§=2~07-4 Nct income and deductions
-(a) In gencraL The net income of a
mutual insurance company other than
life or marine is its gross investment in-
come, namply, the grot amount of in-
come during the taxable year. from
Interest, dividends, rents. and gains from
sales or exchanges of capital assats to
the extent provided in section 11, less
the deductions provided In sectfon 2&7
(b) (4) for wholly tax-exempt interest,
inveztment exanses, real estate ex-
p2nses, depreciation. interest paid or
accrued, and capital lommes. In addition
to the limitations on deductions relating
to real estate owned and occupied by a
mutual insurance company other tha
life or marine provided in section. 207
Cc), the adjustment for amortfzatfon of
premium and accrual of discount pro-
vided In section 207 (d), and the linita-
tion on the deducti6n for investment
espznses where general expenses are
allocated to investment income proided
in sectian,2=7 (b) (4) (3), mutual In-
surance companies other than life or
marine are subject to the limitation on
deductions relating to wholly tax-exempt
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income provided in section 24 (a) (5).
Such companies are not entitled to the
net operating loss deduction provided in
sectldh 23 (s).

(b) Wholly fax-exempt interest. In-
terest which in the case of oth~r taxpay-
ers is excluded from gross income by sec-
tion 22 (b) (4) but included in the gross
investment income of a mutual insurance
company other than life or marine by
section 207 (b) (1) is allowed as a de-
duction from gross investment income
by section 207 (b) (4) (A).

(c) Investment expenses. The deduc-
tion allowed by section 207 (b) (4) (B)
for investment expenses is the same as
that allowed life insurance companies by
section 201 (c) (7) (B) except that provi-
sion Is made for both the cash and ac-
crual method of accounting. (See § 29.-
201-7 (c).)

(d) Taxes an'd expenses with respect
to real estate. The deduction allowed by
section 207 (b) (4) (C) for taxes and ex-
penses with respect to real estate owned
by the company is the same as that al-
lowed life -insurance companies by
section 201 (c)'(7) (C) except that pro-
vision is made for both the cash and
accrual method of accounting. (See
§ 29.201-7 (d).)

(e) Depreciation. The deduction al-
lowed by section 207 (b) (4) (D) for de-
preciation is the same as that allowed
life insurance dompanies by section 201
(c) (7) (D).' (See § 29.201-7 (e).)

(f) Interest paid or accured. The-de-
duction alldwed by section 207 (b) (4)

E) for interest on indebtedness is the
same as that allowed other corporations
by section 23 (b). (See § 29.23 (b) -1.)

(g) Capital losses. The deduction for
capital losses under section 207 (b) (4)
(F) itcludes not only capital losses to
the ektent provided in section 117 but
in addition thereto losses from capital
assets sold or exchanged to provide funds
to meet abnormal insurance losses and
to provide for the payment of dividends
and similar distributions to policyhold-
ers. Losses in the latter case may be de-
ducted from ordinary income while the
deduction for losses under section 117 is
limited to the gains. (See § 117 d) (1).)

Capital assets are considered as sold-or
exchanged to provide for the funds or
payments specified in section 207 (b) (4)
(F), to the extent that the gross receipts
from the sale or exchange of such assets
are not greater than the excess, if any,
for the taxable year of the sum of divi-
dends and similar distributions paid to
policyholders, and losses and expenses
paid over the sum of interest, dividends,
rents, and net premiums received. If, by
reason of a particular sale or exchange
of a capital asset, gross receipts are
greater than such excess, the gross re-
'ceipts and the resulting loss. should be
apportioned and the excess included in
capital losses subject to the provision of
section 117. Capital losses actually used
to reduce net income in any taxable year
may not again be used in a succeeding
taxable year as an offset against capital
gains in that year and for that purpose a
special rule is set forth for the applica-
tion of section 117 (e).

The application of section 20? (b) (4)
(F) may be illustrated by the following
examples:

Example (1). The X Company, a mutual
fire insurance company, in the taxable year
1942 sells capital assets in order to obtain
funds to meet abnormal insurance losses and
to provide for the payment of dividends and
similar distributions to policyholders. The
gross receipts from the sale are 860,000, re-
smiting in losses of $20,000. It pays divi-
dends to policyholders of $150,000, losses of
$25,000, and expenses of $25,000. It receives
interest of $50,000, dividends of $5,000, rents
of $4,000, and net premiums of $66,000. The
excess of the sum of dividends, losses and
expenses paid ($200,000) over the sum of
interest, dividends, rents, and net premiums
received ($125,000) is $75,000. As the gross
receipts from the sale of capital assets ($60,-
000) do not exceed sUch excess ($75,000), the
losses of $20,000 are allowable as a deduction
from gross investment income.

Example (2). If in the above example the
gross receipts were $76,000 and the last cap-
ital asset sold, for the p'urpose therein speci-
fied, resulted in gross receipts of $2,000 and
a loss of $500, the losses allowable as a de-
duction from gross investment income would
be $19,750. The last sale made the gross
receipts of $76,000 exceed by $1,000 the excess
($75,000) of the sum of dividends, losses,
and expenses paid ($200,000) over the sum
of interest, dividends, rents, and net pre-
miums received ($125,000). The gross re-
ceipts and the resulting loss from the last
sale is apportioned on the bilsis of the ratio
of the excess of 81,000 to the gross .rcelpts
of $2,000, or 50 percent.- Fifty percent of the
loss of $500 is deducted-from the total loss
of $20,000. The remaining gross receipts of,
$1,000 and the proportionate loss of $250
should be reported as capital losses under
section 117.

Example (3). If in example (1) the X Com-
pany had a ,corporation surtax net income of
$9,750 and, under the provisions of section
117, had capital losses of $18,000 and' capital
gains of $10,000, the net capital loss for the
taxable year 1942 in applying section 117 (e)
for the purposes of section 207 (b) (4) (F),
would be $8,000. This s determined-by sub-
tracting from total losses of $38,000 ($18,Qoo
capital losses under section 117 plus $20,000
other capital losses under section 207 (b)
(4) (F)) the sum of capital gains of $10,000
and losses from the sale or exchange of cap-
ital assets sold or exchanged to obtain funds
to meet abnormal insurance losses and to
provide for the payment of dividends' and
similar distributions -to policyholders of
$20,000. Such losses of $20,000 are added to
,capital gains of $10,000, since they are less
than corporation surtax net income, com-
puted without regard to gains or losses from
sales or exchanges of capital assets, of $29,750
($9,750 corporation surtax net income plus
$20,000 other capital losses under section 207
(b) (4) (F) plus the portion of capital losses
allowable under section 117 of $10,000 minus
capital gains under section 117 of $10,000).

§ 29.207-5 Real estate ,owned and oc-
cupied. The limitation in section 207 (c)
on, the amount allowable as a deduc-
tion for taxes, expenses, and deprecia-
tion upon or with respect to any real
estate owned and occupied in whole or
in part by a mutual insurance company
other than life or marine is the same
as that provided in the case of life In-
surance companies by section 201 (d),
(See § 29.201-8.)

§ 29.207-6 Amortization of premium
and accrual of discount. Section 207 (d)
makes -provision for the appropriate

amortization of premium and the ap-
propriate accrual of discount, attribut-
able to the taxable year, on bonds, notes,
debentures or other evidencesof indebt-
edness held by a mutual insurance com-
pany other than life or marine. Such
amortization and accrual is the same as
that provided for life insurance com-
panies by section 201 (e) and shall bo
determined in accordance with the reg-
ulations thereunder, see § 29.201-9, eX-
cept that in determining the premium
and discount of a mutual insurance com-
pany other than life or marine the basis
Jorovided in section 113 shall be used in
lieu -of the acquisition value,

NONRESIDENT ALIEN INDIVIDUALS

SEc. 211. TAx ON NONRESIDENT ALIE IN-
DIVDUALS [as amended by sec. 109 (b) (o),
Rev. Act 1941; sees. 106 (a) (b) (c), 100 (d)
(e), 167, Rev. Act 1942.]

(a) No -United States business or office-
(1) General rule-(A) imposition of tax.
There shall be levied, collected, and paid
for each taxable year, In lieu of the tax
imposed by sections 11 and 12, upon the
amount received, by every nonresident alien
individual not engaged in trade or business
within the United States, from sources within
the United States as Interest (except in-
terest on deposits with persons carrylig on
the banking busless), dividends, rents, cal-
aries, wages, premiums, annuities, compon-
sdtlons, remunerations, emoluments, or other
fixed or terminable annual or periodical
gains, profits, and income, a tax of 30 per
centum of such amount, except that such
rate shall be reduced, In the case of a resi-
dent of any country In North, Central, or
South America, or in the West Indies, or of
Newfoundland, to such rate (not less than 5
per centum) as may be provided by treaty
with such country. [For rate of 27% per-
cent prior to October 31, 1942, in lieu of 30
percent, see sec. 106 (a), Rev. Act 1942, Sot
forth below.]

(B) Cross reference. For inclusion in com-
putation of tax of amount specified in share-
holder's consent, see section 28,

(2) Aggregate more than $15,400. The tax
Imposed by paragraph (1) shall not apply to
any individual if the aggregate amouirt re-
ceived during the taxable year from the
sources therein specified Is m6re than $15,400.. (3) Residents of certain countries. 'The
provisions of paragraph (2) shall not apply
to a resident of any country in North, Cen-
tral, or South America, or in the West Indies,
or of Newfoundland, so long as there is in
effect with such country a treaty which pro-
Vides otherwise.

(b) United States business or office. A
nonresident alien individual engaged In trade
or business in the United States shall he
taxable without regard to the provisions of
subsection (a). As used in this section, sec-
tion 119, section 143, section 144, and section
231, the phrase "engaged in trade or business
within the United States" includes the per-
formance of personal services within the
United States at any time within the taxable
year, but does not include the performance
of personal services for a nonresident alien
individual, foreign partnership, or foreign
corporation, not engaged in trade or business
within the United States, by a nonresident
alien individual temporarily present in the
United States for a period or periods not
exceeding a total of ninety days during the
taxable year and whose compensation for
such services does not exceed in the aggre-
gate $3,000. Such phrase does not include
the effecting, through a resident broker, com-
mission agent, or custodian, of transactions
In the United States in commodities (if of
a kind customarily dealt In on an organized
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commodity exchange, if the transaction is of
. the kind customarily consummated at such

place, and if the allen, partnership, or cor-
poration has no offle or place of business In
the United States at any time during the
taxable year through which or by the direc-
tion of which such transactions in commodi-
ties are effected), or in stocks or securities.

(c) 1o Unite States business or office and
gross income of more than $15,400. A non-
resident alien Individual not engaged in trade
or business within the United States who
has a gross Income for any taxable year of
more than $15,400 from the sources specificd
in subsection (a) (1), shall be taxable with-
out regard to the provisions of subsection
(a) (1), except that-

(1) The gross income shall include only
income from the sources specified in subsec-
tion (a) (I);

(2) 'The deductions (other than the so-;
caled "charitable deduction" provided in
section 213 (c)) shall be allowed only if and
to the extent that they are properly allocable
to the gross income from the sources specified
in subsection (a) (1);

(3) The aggregate of the normal and surtax
under sections 11 and 12 shall, in no case,
be less than 30 per centum zf the grozs In-
come from the sources specified in subsection
(a) (1); and

(4) This subsection shall not apply to a
resident of any country in North, Central, or
South America. or in the West Indles, or of
Newfoundland, so long as there Is in effect
vith such' country a treaty which provides
otherwise. [For rate of 27%. percent prior
to October'31, 1942, in lieu of 30 percent, see
sec. 106 (c), Rev. Act 1942, set forth below.]
, SEC. 106. TAX O NONZ r AL=a uns-
viouAzs. (Revenue Act of 1942, Title I.)

(a) Tazin generaL Section 211 (a) (1) (A)
(relating to tax on nonresident alien Individ-
uals.not engaged in trade or business within
the United States) is amended by striking
out "27% per cdntulm" and. Inserting in lieu
thereof "30 par centum". The amendments
made by this subsection shall apply with re-
spect 'to amounts received after the ninth
day after the date of the enactment of this
Act regardless of whether the taxable year
of the recipient begins before January 1,
1942, or after December 31, 1941.

(c) Tax where gross income of more than
$15,400. Section 211 (c) (relating to tax on
rertain nonresident aliLe individuals) is
amended by striking out "$ 3,000" wherever
occurring therein and inserting in lieu thereof

1 5 ,40 0 "; and'by striking out '27,S" per
centum" and inserting in lieu thereof "30
per centum"!. In the application of the
amendments made by this subsection, the
rate shall be 271/ per centum with respect
to the period ending with the ninth day after
the date of the enactment of this Act and
shall be 30 per centum with respect to the
period after such day.

Sw. 109. T=Er osmm,nso. s. (Revenue
Act of 1942, Title I.)

No amendment nade by this title shall
apply In any case where its application would
be contrary to any treaty obligation of the
United States.

§ 29211-1 Taxation of aliens in gen-
-eral. For the purposes of chapter 1
alien individu~ls are divided generally
Into two classes, namely, resident aliens
and nonregident aliens. Resident aliens
are in general taxable the same as citi-
zens of the United States, that is, a resi-
dent alien is taxable, on income- derived
-from all sources including sources with-
out the United States. Nonresident
aliens are taxable .only or[ income from
sources within the United States. For
classification of nonresident aliens, see
§ 29.211-7.

§ 29.211-2 Defintfon. A "nonreAdent
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.
The term includes a nonresident alien
fiduciary.

An allen actually present In the
United States who is not a mre ftansient
or sojourner Is a resident of the United
States for purposes of the income ta.
Whether he is a transient Is determined
by his intentions with regard to the
length and nature of his stay. A mere
floating intention, Indefinite as to time,
to return to another country is not suf-
ficient to constitute him a transient. If
he lives in the United States and has
no definite intention as to his stay, he
is a resident. One who comes to the
United States for a definite purpose
which in its nature may be promptly ac-
complished is a transient; but if his pur-
pose Is of such a nature that an extended
stay maybe necessaryfor Its accomplish-
ment, and to that end the allen makes
his home temporarily in the United
States, he becomes a resident, though It
may be his intention at all times to re-
turn to his domicile abroad when the
purpose for which he came has been con-
tummatedor abandoncd. An allen whose
stay in the United States is limited to a
definite period by the immigration laws
is not a resident of the United States
within the meaning of this section, in
the absence of exceptional circumstances.

§ 29.211-3 Alien seamcn, 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 over-
come by facts showing that he has es-
tablished -a residence in the United
States. Residence may be established on
a vessel regularly engaged in coastwise
trade, but the mere fact that a sailor
makes his home on a v=el flying the
United States flag and engaged in foreign
trade is not sufilclent to establish rezA-
dence in the United States, even though
the vessel, while carrying on foreign
trade, touches at American ports. An
alien seaman may acquire an actual resi-
dence in the United States within the
rules laid down in § 29.211-4, although
the nature of his calling requires hm to
be absent for a long period from the place
'where his residence is established. An
alien seaman may acquire such a resi-
dence at a sailors' boarding house or
hotel, but such a claim should be care-
fully scrutinized in order to make sure
that such residence is bona fide. The fil-
ing of Form 1078 or taking out first citi-
zenship papers is proof of residence in
.the United States from the time the form
is filed or the papers taken out, unless
.rebutted by other evidence showing an
intention to be a transient. The fart
that a head tax has been paid on behalf
of an allen seaman entering the United
States is no evidence that he has acquired
residence, because the head tax is pay-
able uness the allen who is entering the
country is merely in transit through the
country. -e

§ 29.211-4 Proof of residence of alien.
The following ruIes of evidence shall gov-
ern in determining whether or not an
alien within the United States has ac-
quired residence therein within the
meaning of chapter 1. An alien. byrea-
son of his alienage, is presumed to be
a nonresident allen. Such presumption
may be overcome:

(a) In the case of an alien who pre-
sents himself for determination of tax
liability prior to departure for his native
country, by (1) proof that the alien, at
least six months prior to the date he so
presents himself, has filed a, declaration
of his intention to become a citizen of
the United States under the naturaliza-
tion laws, (2) proof that the alien, at
least six months prior to the date he so
presents himself, has filed Form 1079 or
its equivalent. or (3) 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:

() In other cases by (1) proof that
the allen has filed a declaration of his in-
tention to become a citizen of the United
States under the naturalization laws, (2)
proof that the alien has filed Form 1078
or Its equivalent, or (3) proof of acts
and statements of an alien showing a
definite intention to acquire residence in
the United States or showing that his
stay In the United States has been of
such an extended nature as to constitute
him a resident.

In any case in which an alien seeks to
overcome the presumption of nonresi-
dence under paragraph (a) (3) or (b)
(3), If the internaI-revenue ofcer who
examines the alien is in doubt as to th-
facts, such officer may, to assist him in
determining the facts, require an affidavit
or affidavits setting forth the facts relied
upon, executed by some credible person
or persons, other than the alien and
Inembers of his family, who have known
the allen at least six months prior to the
date of execution of the affidavit or af-
fidavits.

§ 29211-5 Loss of residence "bj
alien. An alien who has acquired resi-
dence in the United States retains his
status as a resident until he abandons
the same and actually departs from the
United States. An intention to change
his residence does not change his status
as a resident alien to that of a non-
resident allen. Thus, an alien who has
acquired a residence in the United States
is taxable as a resident for the remainder
of his stay in the United States.

§ 29.211-6 Duty of employer to deter-
mine status of alien employee. If wages
are paid to aliens without withholding
the tax, except as permittedin § 29.143-3,
in the case of a resident of Canada or
Mexico, the employer should be prepared
to prove the status of the alien as pro-
vided In §§ 29.211-1 to 29211-5, inclu-
sive. An employer may rely upon the
evidence of residence afforded by the fact
that an alien has filed Form 1073, or an
equivalent certificate of the alien estab-
lishing residence. An employer nced not

isecure Form 1078 from the alien if he is
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satisfied that the alien is a resident
alien. An employer who seeks to account
for failure to withhold in the past, if
he had not at the time secured Form
1078 or its equivalent, Is permitted to
prove the former status of the alien by
any competent evidence. The written
statement of the alin employee may or-
dinarily be relied upon by the employer
as proof that the alien is a resident 6f
the United States.

§ 29.211-7 Taxation of nonresident
alien individuals. For the purposes of
this section and §§ 29.212-1, 29.213-1,
29.214-1, 29.215-1, and 29.217-2, nonresi-:
dent alien individuals are divided into
three classes: (1) Nonresident alien in-
dividuals not engaged in trade or busi-
ness within the United States at any time
during the taxable year and deriving in
the taxable year not more than $15,400
gross amount of fixed or determinable
annual or periodical income from sources
within the United State; (2) nonresi-
dent alien individuals not engaged in
trade or business within the United
States at any time during the taxable
year and deriving in the taxable year
more than $15,400 gross amount of fixed
or determinable annual or periodical in-
come from sources within the United
States; and (3) nonresident alien indi-
viduals who at any time during the tax-
able year are engaged in trade or busi-
ness in the United States.

(a) No United States business; general
rule. A nonresident alien individual
within class (1), referred to in the pre-
ceding paragraph, is liable to the tax
upon the amount received from sources
within the United States, determined un-
der the provisions of section 119, which
is fixed or determinable annual or per-
iodical, gains, profits, and income. For
the purposes of section 211 (a), the term
"amount received" means "gross income."
Specific items of fixed or determinable
annual or periodical income are enumer-
ated in the Internal Revenue Code as in-
terest (except interest on deposits with
persons carrying on the banking busi-
ness), dividends, rents, salaries, wages,
premiums, annuities, compensation, re-
munerations, and emoluments, but other
fixed or determinable annual or period-
ical gains, profits, and income are also
subject to the tax, as for instance, royal-
ties. As to the determination of fixed or
determinable annual or periodical in-
come, see § 29.143-2. The items of fixed
or determinable annual or periodical in-
come from sources within the United
States received by a citizen of France re-
,siding in France which are exempt from
Federal income taxation under the pro-
visions of the tax convention between the
United States and France, signed April
27, 1932, and effective January 1, 1936
(See Part 13 of this chapter), are de-
scribed in § 29.143-3. As to items of such
income 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 conven-
tion between the United States and Swe-
den, effective January 1, 1940, and the
regulations thereunder (see Part 25 of
this chapter). Under the provisions of
the tax convention between the United

States and Canada (ratifications ex-
changed June 15, 1942) certain annuities
and pensions received on and after Jan-
uary 1, 1941, by individual residents of

'Canada are exempt from tax.
The fixed or determinable annual or

periodical income from sources within
the United States of a nonresident alien
individual not engaged in trade or busi-
ness within the United States at any
time during the taxable year and deriving
in the taxable year not more than $15,-
400 gross amount of fixed or determinable
annual or periodical income from sources
within the United States is taxable at
the rate of 30 percent as to such income
received on and after October 31, 1942

271/2 percent as to such income received
before October 31,1942), except that such
rate shall be reduced, in the case of a
resident of any country in North, Central,
or South America, or in the West Indies,
or of- Newfoundland, to such rate (not
less than 5 percent) as may be provided
by treaty with such country. (See also
§ 29.212-1.) Under the provisions of the
tax convention between the United States
and Canada (ratifications exchanged
June 15, 1942) and effective January 1,
1941, the tax rates of 271/ percent or 30
percent, as the case may be, otherwise
imposed by-section 211 (a), were reduced
to 15 percent as to items of income re-
ceived on or after April 30, 1941, in the
case of a nonresident alien individual
who is a resident of Canada (see § § 7.10
to 7.17, inclusive, of this chapter ).

(b) No United States business; aggre-
gate more than $15,400. 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 de-
terminable annual or periodical income
s.pecified in section 211 (a) determined
under the provision of section 119, minus
(1) the deductions properly allocable to
such income and (2) the so-called "char-
itable contributions" deduction provided
in section 213 (c). Such nonresident
alien is entitled to the credits against net
income allowable-to an individual by sec-
tion 25, subject to the limitations pro-
vided in section 214. However, the tax
thus computed under sections 11 and 12
shall in no such case be less than 30 per-
cent (27Y2 percent prior to October 31,
1942) of the gross amount of such fixed
or determinable annual or periodical in-
come from sources within the United
States. Nonresident aliens within class
(2) (other than residents of Canada) are
also subject to the victory tax imposed
by section 450. A nonresident alien, a
resident of Canada, within class (2) is
not subject to the provisions of section
211 (c) or of this section but is subject to
taxation as set forth in paragraph (a) of
this section regardless of the amount of
his fixed.or determinable annual or pe-
riodical income from sources within the
United States (see §§ 7.10 to 7.17, inclu-
sive, of this chapter ').

(c) United States business. A non-
resident alien individual within class (3)
referred to in the first paragraph of this
-section, is not taxable at the rate of 30
percent (27Y2 percent'prior to October

3 7 F.R. 4825.

31, 1942) upon the Items of gross Income
enumerated In section 211 (a). The net
income from sources within the United
States of such a nonreslqcent alien Indi-
vidual (gross income from sources within
the United States minus the statutory
deductions provided in sections 23 and
213) less the credits against net Income
allowable to an individual by section 25,
Is subject to the normal tax of 6 percent
imposed by section 11, the graduated sur-
tax imposed by section 12 (b), and the
victory tax imposed by section 450,

As used In sections 119, 143, 144, 211,
and 231, the phrase "engaged In trade
or business within the United States"
includes the performance of personal
services within the United States at any
time within the taxable year but does not
Include the performance of personal
services for a nonresident alien Individ-
ual, foreign partnership, or foreign cor-
poration not engaged In trade or business
within the United States by a nonresi-
lent 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 sugh services does not ex-
ceed in the aggregate $3,000. Such
phrase does not include the effecting of
transactions in the United States in
stocks, securities, or commodities (in-
cluding hedging transactions) through
a resident broker, commission agent, ,or
custodian; (See also § 29.212-1.) The
term "commodities" as used In section
211 (b) means only goods of a kind cus-
tomarily dealt In on an organized com-
modity exchange, such as a grain futures
or a cotton futures market, and does not'
Include merchandise In the ordinary
channels of commerce.

Neither the beneficiary nor the grantor
of a trust, whether revocable or Irrev-
vocable, is deemed to be engaged in trade
or business, in the United States merely
because the trustee Is engaged in trade,
or business in the United States.

Sm. 212. Gnoss xNcom5I.
(a) General rule. In the case of a non-

resident alien individual gross income in-
cludes only the gross income from sources
within the United States.

(b) Ships under foreign" flag. The income
of a nonresident alien individual which con-
sists exclusively of earnings derived from the
operation of a ship or ships documented un-
der the laws of a foreign country which grantsi
an equivalent exemption to citizens of the
United States and to corporations organized
in the United States shall not be Included In
gross income and shall be exempt from taxa-
tion under this chapter.

§ 29.212-1 Gross income o1 nonresi-
dent alien individuals. In general, in
the case of nonresident alien Individuals
,"gross income" means only the gross In-
come from sources within the United
States, determined under the provisions
of section 119. t(See 3H 29.119-1 to
29.119-14, 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 "-who are nonresident alien
individuals, see § 29.211-2 Jo 29,211-6,
Inclusive.

Income received by a resident alien
from sources -without the United States
Is taxable although such person may be-
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come a nonresident alien subsequent to
its receipt and prior to the close of the
taxable year. Conversely, income re-
ceived by a nonresident alien from.
sources without the United States is not
taxable though such person may become
a resident aie'n subsequent to its receipt
and prior to the close' of the taxable
year.

(a) No-United States business. The
gross Income of a nonresident alien in-
dividual not engaged in trade or busi-
ness within the United States at any
time during the taxable year, whether
such alien comes within section 211 (a)
or section 211 (c),.fs gross income from
sources within the United States con-
sisting of fixed or determinable annual or
periodical income, His taxable Income
does not Include profits derived from the

•effecting of transactions In the United
States in stocks, securities, or commodi-
ties (including hedging transactions)
through a resident broker, commission
agent, or custodian, or profits derived
from the sale within the United States
of personal property or real property
located therein.

(b) United States business. The gross
income of a nonresident alien Individual
who at any time-within the taxable year
Was engaged in trade or business within
the United States is not limited-to the
items of gross income speciffed in section
211 (a), but includes any item of gross
income which is treated as income from
sources within the United States, except
those items which are exempt from taxa-
tion by statute or treaty or which are not
taxable by the Federal Government un-
dei the Constitution. (See sections 22
(b), 112, 116, 119, and 212 (b).)

In general, any nonresident alien indi-
vidual who performs pergonal services
'Within the !United States is considered as
being engaged in trade or business with-
in the United States and therefore his
net income from sources within the
United States, including hid compensa-
tion, is subject to the normal tax at 6
percent, the surtax, and the victory tax.
However, the phrase "engaged in trade
or business within the United States"
does not apply to the personal services
performed within the United States for
a nonresident alien individual, foreign
partnership, or foreign corporation, not
engaged in trade of business within the
United States, by a nonresident alien in-
dividual temporarily present in the
United States for a period or periods not
exceeding a total of 90 day§ during the
taxable year and whose compensation
for such services does not exceed in the
aggregate $3,000. Such compensation is
not income from sources within the
United States." (See section 119 (a) (3).)
As to the exclusion from gross inlcome of
the official compensation received by em-
ployees of foreign governments, see sec-
tion 116 (h).

,The effecting of transactions in the
'United States in stocks, securities, or
commodities (including hedging trans-
actions) thrdugh a resident broker, com-
mission agent, or custodian does not
bring a nonresident alien individual
within the class of nbnresident 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 an
a nonresident allen individual engaged In
trade or business within the United
States, he s taxable upon all income
from sources within the United States,
including profits derived from the effect-
ing of such transactions. Such a non-
resident alien individual Is required to in-
clude in gross income capital gains, gains
from hedging transactions, and proflts
derived from the sale within the United
States of personal property, or of real
property located therein. The term
"commodities" as used In section 211
(b) means only goods of a hind custo-
marily dealt in on an organized com-
modity exchange, such as a grain futures
or a cotton futures market, and dom not
include merchandise in the ordinary
cthannels of commerce.

§ 29.212-2 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 as con-
sists of earnings derived from the opera-
tion of a ship or ships documented un-
der the laws of a foreign country which
grants an equivalent exemption to citi-
zens of the United States nonresident in
such foreign country and to corpora-
tions organized in the United States,
shall not be included in gross income.
Foreign countries which either impose
no income tax, or, in imposing such tax,
exempt from taxation so much of the in-
c6me of a citizen of the United States
nonresident in such foreign country and
of a-corporation organized in the United
States as consists of earnings derived
from the operation of a ship or ships
documented under the laws of the United
States are considered as granting an
equivalent exemption within the mea-
ing of this section.

A nonresident alien Individual not en-
gaged in trade or business within the
United States at any time within the tax-
able year Is not required to Include in
gross income such income from sources
within the United States as Is derived
from the operation of a ship or ships,
whether or not the foreign country un-
der the jaws of which such ships are
documented meets the equivalent ex-
emption requirement of the Internal
Revenue Code.

Src. 213. Doucuno.s.
(a) General rule. In the ca.e of a non-

resident alien Individual the dcductiona shnl
be allowcd only If and to the extent that
they are connected with Income from Eourcc3
within the United States; and the prcpcr
apportionment and allocation of the deduc-
tions with respect to rourcms of Income within
and without the United States hall to de-
termined as provided In zect on 119, under
rules and rcgulation precrlb,'-d by the Cam-
missioner with the approval of the Secretary.

(b) Loss=s. (I) The deduction, for lzzes
not connected with the trade or buzincz If
incurred In transactions entered Into for
profit, allowcd by sLctton 23 (e) (2) shall ba
allowed whether or rot connected with In-
come from Eources within the Unitcd State",
but only If the profit, if such tranactlon had

reoultcd In a profit, would be tasable under
thls chbpter.

(2) Tin deduction for I=-z of p r-ty
not connected with the trade or bnesz'f
nrLng from certain casualtic or th-ft, al-
lowed by raction 23 (e) (3), chell be allowed
whether or not connected with income from.
-ourcea within the United States, but onIy If
the l: Is of property within the United
states.

(c) Chearitable, etc., contrfbuton.. The
o-clle2d "charitable contribution"' deduc-
tl=n allowed by ecctlon 23 (o) sh"f he at-
low cd whether or not connected with Income
from rources within the United Slates. but
only, as to contributions or gifts made to
domcstic corporations, or to community
chests, ftds, or fountlations, created in the
United Statez, or to the vocational rehabili-
tation fund.

§ 23.213-1 Deductions allowed nzn-
resident aZien individuals-(a) 1o
United States business--() General
rute. In general, a nonresident alien in-
dividual not engaged in trade or busi-
ness within the United States at any
time during the taxable year is not aI-
lowed any deductions, the tax being im-
posed upon the amount of gross income
received.

(2) Aggregate more than $15,400. A
nonresident alien individual (other than
a resdent of Canada) not engaged in
trade or business within the United
States at any time during the taxable
year and deriving for such year more
than $15,400 gross amount of fixed or
determinable annual or periodical in-
come from sources within the United
States Is allowed for such year onl such
deductions as are properly allocable to
such income. He is also allowed the
contributions or gifts made within the
taxable year whether or not connected
with income from sources within the
United States but only if made to do-
mestic corporations or to community
chests, funds, or foundations created in
the United States of the type spaciflad in
section 23 (o), or to the vocational re-
habilitation fund, subdect to the limrita-
tions provided in section 2a (e).

(b) United States business. In the
case of a nonresident; alien individual
who at any time within the taxable year
was engaged in trade or business within
the United States the deductions allowed
by section 23 for business expensw, in-
teres4, taxes, losses in trade, bad debts,
depreciation, and depletion are allowed
only if and to the extent that they are
connected with income from sources
within the United States. (See also sec-
tion 215.) In the case of such taxpay-
ers, however, (1) losses sustained during
the taxable year and not compensated
for by insurance or otherwise, if incurred
in any transaction entered into for prcfit,
although not connected with the trade
or business, are (if othervis allowable)
deductible only if and to the extent that
the proflt, If such transaction had re-
sulted in a profit, would have been tax-
able as income from sources within the
United States; (2) lo-es sustained dur-
ing the taxable year of property not con-
nected with the trade or business if aris-
Ing from fires, storms, shipwrecl, or
other casualty, or from theft, and if not
compensated for by insurance or other-
wise, are deductible only if the property
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was located within the United States;
and (3) contributions or gifts made
within the taxable year are deductible,
orily If made to domestic corporations or
to community bhests, funds, or founda-
tions created in the United States of the
type specified in section 23 (o), or to the
vocational rehabilitation fund, subject
to the limitation provided in section
23 *(o).

Losses embraced under paragraph (a)
(2) of this section are deductible in full,
from items of gross income specified as
being derived in full from sources within
the United States, and, if greater than
the sum of such items, the unabsorbed
loss may be deducted from the income
apportioned to sources within the United
States under the provisions of § 29.119-12.
Losses embraced under paragraph (a)
(1) are deductible in full (as provided in
§ 99.119-10 or § 29.119-11) when the
profit from the transaction, if it had re-
sulted in a profit, would have been tax-
able In full as income from sources
within the United States, but should be
deducted under the provisions- of §-29.-
119-12 when the profit from the trans-
action, if it had resulted in profit, would
have been taxable only in part.

SEC. 214. CaEDITs AGAINST NET INCOME [as
amended by sec. 6 (b), Rev. Act 1040; see.
111 (b), Rev. Act 1941; sec. 131 (a), Rev. Act.
1942].

In the case of a nonresident alien Individ-
ual the "persbnal exemption allowed by, sec-
tion 25 (b) (1) of this chapter shall, except
as hereinafter provided in the case of a resi-
dent of a contiguous country, be only $500.
In the case of a nonresident alien individual
residingin a contiguous country who is mar-,
red and living with husband or wife 'or who
is the head'of a family, the personal exemp-
tion shall be that specified in section 25 (b)
if such continguous country allows to citi-
zens of the United States not' residihg in
such country who are married and living ,
with husband or wife and to citizens, of the*
United States not residing in such.-country
who are heads of families the same personal
exemption as that allowed citizens of such
country who are married and living with
husband or wife or who are heads of families,
as the case may be. The credit for depend-
ents 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' con-
tiguous country.
. § 29.214-1 Credits to nonresident allen
individuals-(a) No United States busi-
ness-(1) General rule. In general, a
nonresident alien individual not engaged
in trade or business in the United States
at any time during the taxable year is
not allowed any credits under section 251
the tax being imposed-upon the amount
of gross income received.

(2) Aggregate more than $15,400. In
the case of a nonresident alien individual
(other than a resident of Canada) not
engaged in trade or business within the
United States at any time during the
taxable year and deriving in such year
gross amount of fixed or determinable
annual or periodical income from sources
within the United States or more than
$15,400, the credits allowed are those ap-
plicable In the case of nonresident alien
Individuals engaged in trade or business
within the United States.

(b) United States business. In the
case of a nonresident alien individual
who at any time within the taxable year
was engaged in trade or business within
the United States, the personal exemp-
tion allowed as a credit against net in-
come by section 25 (b) (1) shall, except
in t4e case of a resident of a contiguous
country, be $500, whether such alien is
a single person, a married person living
with husband or wife, or the head of a
family. However, in the case of a resi-
dent of Canada or Mexico the same per-
sonal exemption as in the case of a citi-
zen of the United States applies on the
basis of reciprocity. If, therefore, it is
established to the satisfaction of the
Commissioner 'that the individual is
married and living with husband oi wife
or is the head of a family, as the case
may be, the personal exemption per-
taining to such status will be applicable,
provided that the country of which the
individual is a resident, allows a citizen
of the United States not residing in such,
country, and who is married and living
with husband or wife or is the head of a
family, the same personal exemption as
is allowed by such country to its own
citizens who occupy such status. The
credit for dependents provided by sec-
tion 25 (b) (2) is allowed to nonresident
alien individuals-who at any time withia
the taxable year were engaged in trade
or business within the United States only
if they are residenits of Canada or Mex-
ico. If the status of the taxpayer as to
"dependents changes during the taxable
year, the credit for dependents shall be
determined as provided in § 29.25-7.

SEc. 215. ALmowANcE OF DEnUCriONS AND
CREDITS.

(a) Return to contain Information. A
nonresident alien individual shall receive the
benefit of the deductions and credits allowed
to.him. in this chapter only by Ming or caus-
ing to, be filed with the collector a- true and
accurate return of his total income received.
from all sources in the United States, in the.
manner prescribed in this chapter; including
therein all the information which the Com-
Xanssioner may deem necessary for the calcu-
lation of such deductions and credits.

(b) Tax withheatsource. The benefit-of
'the personal exemption" and credit for de-
pendents may, in the discretion of the Com-
nIssioner and under regulations prescribed

.by him with the-approval of thb Secretary,
,be received, by a nonresident alien. Indivd.-
.ual entitled thereto, by filing a claim there-
for with the withholding agent. - "

§ 29.215-1 Allowance of deductions
and credits to nonresident alien individ-
uals-(a) No United States business-
(1) General rule. In general, a nonresi-
dent alien individual not engaged in
trade or business within the United
States at any time during the taxable
year is not entitled to any allowance of
deductions or credits even though he may
file a return of income.

(2) Aggregate more than $15,400.
Unless a nonresident alien individual
(other than a resident of Canada) not
engaged in trade or business within the
United States at any time during the
taxable year and having, for such year
from sources within the United States,
fixed or determinable annual or period-
ical, income in a gross amount of more

than $15,400 shall fll or cause to be filed
with the collector a true and accurate
return of his total fixed or determinable
annual or periodical income from sources

"within the United States as required by
paragraph (a) (2) of § 29.217-2, the tax
shall be collected on the basis of gross
amount of such fixed or determinable
annual or periodical Income. Where
-such nonresident alien has ivarlous
sources of fixed or determinable annual
or periodical Income from within the
United States, as, for Instance, from an
estate or trust, from stocks or bonds held
directly by him, or from securities held
for him by a custodian resident In the
United States, so that his total gross fixed
or determinable annual or periodical In-
come from United States sources Is In
excess of $15,400 and a return of income
is not filed by him or on his behalf, the'
Commissioner will cause a return of In-
come to be made and Include therein
the fixed or determinable annual or peri-
odical income from all sources within the
United States concerning which he has
information without allowance for de-
ductions and credits, and will assess the
tax and collect it from one or more of the
sources of Income within the United
States. - Such nonresident alien shall
make or have made a full and accurate
return on Form. 1O40NB-a of all his fixed
or determinable annual or perlodical In-
come from sources within the United
States. As to the duty of the representa-
tive or agent of such alien to file the re-
turn and pay the tax, see paragraph (b)
of § 29.217-2, which is, hereby jnade
equally applicable in the case of a non-
resident alien individual coming within
the provisions of this paragraph.

(b) United States business. Unless
a nonresident alien Individual who at
any time within the taxable year was
engaged in trade or business within the
United States shall file, or"cause to be
filed, with thb collector, a true and ac-
curate return of his total income from
sources within the United States, as re-
quired by paragraph (b) of § 29.217-2,
the tax shall be collected on the basis of
the gross income (not the net income)
from sources within the United States,
Where such a nonresident alien has va-
rious sources of Income within the
United States, so that his total Income
calls for the assessment of a surtax,
and a return of income was not filed by
him or on his behalf, the Commissioner
will cause a return of Income to be made
and include therein the Income of such
nonresident alien from all sources con-
cerning which he has Information, with-
out allowance for deductions or credits,
and vhl assess the tax and collect It
from one or more of the sources of In-
come of such nonresident alien within
the United States.

SEC. 216. Canos AoAINST TAX [as amended
by see. 504, 2d Rev. Act. 10401.

A n6nresident alien Individual shall not be
allowed the credits against the tax for taxes
of foreign countries and possessions of the
United States allowed by section 131. A non-
resident alien individual shall be allowed as
a credit against his tax the amount required
by section 396 to be paid by the personal serv-
ice corporation of which he is a shareholder
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with respect to his ta* liability under Sup-
plement S.

SEc. 217. Rrums [as amended by sec. 5
(e), Current Tax Payment Act 1943.1,
,(a)..Requirement. In the case of a non-

resident alien individual with respect to whose
wages, as defined in section. 1621 (a), with-
holding under Subehapter D of Chapter 9
is not made applicable, the return, in lieu
of the time prescribed in section 53 (a) (1),
shall be made on or before the fifteenth
day of the sixth month following the close
pf 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. [Norm-
The amendment of this provision by sec. 5-
(a), Current Tax Payment Act 1943, is, under
see. 5 (f) thereof, effective with respect to
taxable years beginning after December 31,
1942. Such amendment added the words
"with respect to * * * made applica-
ble".]

(b) Exemption from iequirement. Sub-
Ject to such conditions, limitations, and ex-
ceptions and under such regulations as may
.be prescribed by the Commissioner, with the
approval of the Secretary, nonresident alien
Individuals subjict to the tax imposed by sec-
.tion 211 (a) may be exempted from the re-
quirement of filing returns of such tax.

§ 29.217-1 Time and place for fling
returns of nonresident alien individuals.
The return in the case ofa nonresident
alien individual must be made on or be-
fore the 15th day of the sixth month fol-
lowing the close- of the fiscal year or on
before the 15th day of June, if on the
basis of the calendar year. For provi-
sions relating to certain cases in which
the time for filing the return is lostponed
by reason of the war, see Part 472 of this
chapter. The return mufst be filed with
the collector of internal revenue for the
district in which the nonresident alien
individual has his principal place of jusi-
ness in the United States, or if he has
;no principal place of business in the
United States, then with the collector of
internal revenue at Baltimore, Md, For
failure to make and file return within the
time prescribed, see section 291. For
cases in which no return is required, see
paragraph (a) of § 29.217-2.

- 29.217-2. Return of income-a) No
United States business-l) General rule.
If the tax liability of a nonresident alien
individual, not engaged in trade or busi-
ness within the United States at any time
during the taxable year, is fully satisfied
at the source a return of income is not
required. A nonresident alien individ-
ual not engaged in trade or business
within- the United States at any time
during the taxable year shall make or
havemade a return on Form 104ONB with
respect to that portion of his income re-
ceived from sources within the United

- States consisting of interest on so-called
tax-free covenant bonds on which a tax
of only 2 percent was withheld at the
source, and with respect to any other
fixed or determinable annual or periodi-
cal income upon which the tax was not
fully satisfied at the source, including
dividends received from a foreign cor-
poration which are treated as income
from sources within the United States
under section 119 (a)- (2) (B), and shall,
pay the balance of the tax shown to be
due.

(2) Aggregate more than $15,400. A
'nonresident alien individual (other than

a resident of Canada) not engaged in
trade or business within the United
States at any time during the taxable
year deriving in such year more than
$15,400 gross amount of fixed or deter-
minable annual or periodical income
from sources within the United States,
shall make or have made a full and ac-
curate return on Form 104ONB-a of all
his fixed or determinable annual or pe-
riodical income from sources within the
United States. Such return need not
disclose profits derived from the effect-
ing of transactions in the United States
in stocks, securities, or commodities (in-
cluding hedging transactions) through a
resident broker, commission agent, or
custodian, or profits derived from the

- sale within the United States of personal
property or real property located therein.
As to the duty of the representative or
agent of such alien to file the return and
pay the tax, see paragraph (b) of this
section, which is hereby made equally
applicable in the case of a nonrc:ident
alien comng within the provisions of this
paragraph.

(b) United States bue.ss. If a non-
resident alien individual at any time
within the taxable year is engaged in
trade or business within the United
States, he shall make or have made -a
full and accurate return on Form 1040B
of his income received from all sources
within the United States. A return will
not be required, however, in the case of
such a nonresident alien individual, a
resident of Canada or Mexico, whose sole
income from sources within the United
States consists of compensation for per-
sonal services and does not exceed $500
during the taxable year.

The responsible representative or
agent within the United States of a non-
resident allen individual who at any time
within the taxable year was engaged in
trade or business within the United
States shall make in behalf of his non-
resident alien principal, a return of, and
shall pay the tax on, all income from
sources within the United States coming
within his control as representative or
agent The agency appointed will
determine how completely the agent is
Substituted for the principal for tax pur-
poses. See § 29.51-2. Any persoui who
collects Interest or dividends on deposited
securities of such a nonresident alien,
executes ownership certificates in con-
nection therewith and sells such cecuri-
ties under special instructions shall not
be deemed merely by reason of such acts
to be the responsible representative or
agent of the nonresident alien. Where
upon filing a return of incorpe it appaars
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 basLs of the show-
ing made by the return there should be
attached to it a statement showing ac-
curately the amounts 9f tax withheld,
with the names and post-office addresses
of all withholding agents. (See § 29.143-
4.)

Sn,. 218. PAYurnr or TAx [as amendc-d by
sec. 5 (e), Current Tax Payment Act 1943].

(a) Time of Vjment. In the case of a.
nonresident alien Individual with rcpect to
whose wages, as defined In cectlon 1021 (a),

withholding undr Subhapter D of Chapter
9 Ia not made applicable, the total amount of
tax Impz=ad by thin chapter shall be paid, in
lieu of the time pre-cribzd in ection 5S (a),
on the fifteenth day of June following the
clo= of the calendar year, or, If the retun
should bo made on the ba.is of a fiscal ye a.
than on the fifteenth ay of the sixth mcnth
folo in-the clQs of the fiscalyear. [Norz:
The anndment of this provizan by s.
(6) (e), Current Tax Payment Act IM3. is
under rec. 5 (f) thereof, effective with respect
to taxable years beginning after December
31, 194. Such amendment added the words
'"ith r-pect to = madz appli-
cable'.]

(b) Withholdingaorurce. For withhold-
Ing at cource of tax on incolne of nonresi-
dent alien. tsea section 143. _

§ 29218-1 Date on whick ta. sall 'be
paid by nonresi(ent alien individual. In
the case of a nonresident alien individual
the tax is to be paid on orbefore the 15th
day of June following the close of the
calendar year, or, where the -return 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
§ 29ZS-L For provisions -relating to'
certain cases in which the date otherwise
prescribed for the payment of the tax or
an installment thereof is postponed by
reason of the war, see Part 472 of this
chapter.

S=. 219. PAsrrsEmw [as amended by eac.
MCO (f). Rev. Act 19421.

For the purpace of this chapter, a non-
residmet alien Individual shall be considered
a3 bolng engaged In a trade or busines
within the United State- if the partnerip
of which he is a member is so engaged.

§ 29.219-1 Partnership. Winether a
nonresident allen individual who is &
member of a partnership is taxable under
the provisions of (A) section 211 (a) or
211 (a) or (B) section 211 (b) may de-
pend on the status of the partnership.
A nonresident alien individual who is a
member of a partnership which is not
engaged In trade or business within the
United States i- subject to the provisions
of section 211 (a) or 211 (c), as the case
may be, depending on whether in the
taxable year he derives fixed or deter-
minable annual or' periodical income
from sources within the United States of
more than $15,400, if he s not otherwise
engaged in trade or business within the
United States. A nonresident alien in-
dividual who is a member of a partner-
ship which at any time within the tax-
able year I- engaged in trade or business
within the United State is considered as
being engaged In trade or business within
the United States and is therefore tax-
able under section 211 (b). For deflini-
tion of what the term "partners ip' in-
eludes, see Section 3797 (a) (2). The
test of whether a partnership is engazed
in trade or business within the United
States is the same as in the case of a non-
resident allen individual (Sze § 29.-
211-7.)

ro=nir co7XICaMMNS
Sm. 231. TA &r ro mr ccoar-=o:s [as

amended by ce. 2 6. Rav. Act 1933; sc. a (c),
r. Act 1040:; se=. 104 (d). 106, IC9 (a),

Rev. Act 194; ser=. 107. le0 (d) (e), Rev.
Act 19M.]

(a) .Aore.fdent corporatfio.--(1) Impss-
iffon of !cr. There shall be levied, collected,

15131

HeinOnline -- 8 Fed. Reg. 15131 1943



FEDERAL REGISTER, Thursday, November 4, 1943

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, from sources within the United
States as interest (except interest on deposits
with persons carrying on the banking busi-
ness), dividends, rents, salaries, wages, pre-
miums, annuities, compensations, remunera-

'tions, emoluments, or other fixed or deter-
minable annual or periodical gains, profits,
and income, a tax of 30 per centum of such,
amount, except that in the case of corpora-
tions organized under the laws of any country
in North, Central, or South America, or in
the West Indies, or of Newfoundlaind such
rate with respect to dividends shall be re-
duced to such rate (not less than 5 per
centum) as may be provided by treaty with
such country. [NoTE: For rate of 27/2
percent prior to October 31, 1942, in lieu of
30 percent, see sec. 107, Rev. Act 1942, set
forth below.]

(2) Cross referenc . 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 shall be taxable as provided
in section.14 (c) (1) and section 15.

(c) Gross income. In the case of a foreign
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 opera-
tion 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 organized
in the United States, shall not be included in
gross income and shall'be exempt from taxa-
tion under this chapter.

Src. 107. TAx ON rOREIGN cORPORATONs.
(Revenue Act of 1942, Title I.)

Section 231 (a) (relating to tax on non-
resident foreign corporations) is amended by
striking out "271 per centum" and inserting
in lieu thereof "30 per centum". The amend-
ments made by this section shall apply with
respect to amounts received after the ninth
day after the date of the enactment of this
Act regardless of whether the taxable year
of the recipient begins before January 1,
1942, or after December 31, 1941.

SEC. 109. T11Arr OBLIGATIONS. (Revenue
Act of 1942, Title L)'

No amendment made by this title shall
apply in any case where its application-would
be contrary to any treaty obligation of the
United States.

§ 29.231-1 Taxation-of foreign cor-
porations. For the purposes of this sec-
tion and §§ 29.231-2, 29.232-1, 29.235-1,
29.235-2 and 29.236-1, foreign corpora-
tions are divided into two classes: (1)
foreign corporations not engaged in trade
or business within the United States at
any time within the taxable year, re-
ferred to in the regulations as nonresi-
dent foreign.corporations (see § 29.3797-
8); and (2) foreign corporations which
at any time within the taxable year are
engaged in trade or business within the
United States, referred to in the regula-
tions as resident Joreign corporations
(see § 29.3797-8).

(a) Nonresident foreign corporations.
A nonresident foreign corporation is
liable to the tax upon the amount re-
ceived from sources within the United
States, determined under the provsibls.
of section 119, which is fixed or deter.
minable annual or periodical gains,
profits, and income. For the, purposes

of section 231 (a), the term "amount re-
ceived" means "gross income." Specific
items of fixed or determinable annual
or periodical income are enumerated in
the Internal Revenue Code as interest
(except interest on deposits with persons
carrying on the banking business), divi-
dends, rents, salaries, wages, premiums,
annuities, compensations, remunera-
tions, emoluments, but other fixed or
determinable annual or periodical gains,
profits, and income are also subject to
the tax, as, for instance, royalties. As
to the definition of fixed or determin-
'able annual or periodical income, see
§ 29.143-2.' The items of fixed or deter-
minable annual or periodical income
from sourceS within the United States
received by a corporation organized
,under the laws of France, which are
exempt from Federal income tax under
the provisions of the convention and pro-
tocol between the United States and
France, signed April 27, 1932, and effec-
tive January 1, 1936 (see Part 13 of this
chapter), are described in § 29.143-3. As
to items of such income received on or
after January 1, 1940, bySwedish cor-
porations and exempt from Federal in-
come taxation, see the tax convention
between the United States and, Sweden,
effective January 1, 1940, and regulations
thereunder (see Part 25 of this chapter).
Under the provisions of the tax conven-
tion between the United States and Can-
ada (ratifications exchanged June 15,
1942 (the tax rates of 271/2 percent or 30
percent, as the case may be, otherwise
-imposed by section 23f (a) are reduced
to 15 percent as to items of income in
the case of such corporations organized.
under the laws of Canada.

The fixed or determinable annual or
periodical income from sources within
tlhe United States, including royalties,
of a nonresident foreign corporation is
taxable at the rate of 30 percent (271/z
percent as to such income received prior
to October 31, 1942). In the case of
-dividends received by a nonresident for-
eign corporation organized under the
laws of any country in North, Central,
or South America, or in the West Indies,

-or of Newfoundland, the rate shall be
reduced to such rate (not less than 5
percent) as may be provided by treaty
with such country.

(b) Resident flreign corporations. A
resident foreign corporation is not tax-
able upon the items of'fixed or deter-
minable annual or periodical income
enumerated in section 231 (a) at the rate
specified in that section. A resident for-
eign corporation is, under section 14 (c)
-(1), liable to a tax of 24 percent of its
normal-tax net income (regardless of the
amount thereof), that is, its fet income
from sources within'the United States
(gross income from sources within the
United States minus the statutory de-
ductions provided in sections 23 and 232)
less the credits' allowed against net in-
come by section 26 (a) and (b). A resi-
dent foreign corporation is also liable to
the corporation surtax at the following
rates:

(1) Upon corporation surtax net in-
comes of $25,000 or less, 10 percent of the
amount thereof.

(2) Upon corporation surtax net in-
,comes over $25,000 but not over $50,000,
$2,500, plus 22 percent of the -amount
of such. income In excess of $25,000,

(3) Upon corporation surtax net in-
comes of more than $50,000, 16 percent
of the entire amount thereof.

The corporation surtax net Income of
a resident foreign corporation Is Its net
income from sources within the United
States less the credit allowed by section
26 (b), which credit is limited In amount
to 85 percent of its net income from
sources within the United States,

As Used in sections 119, 143, 144, 211,
and 231, the phrase "engaged In trade or

o 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 stocks,
securities, or commodities (including
hedging transactions) through a resident
broker, commission agent, or custodian.
The term "commodities" as used In sec-
tion 211 (b) means only goods of a kind
customarily dealt In on an organized
commodity exchange, such as a grain fu-
tures or a cotton futures market, and
does not irjclude merchandise In the or-
dinary channels of commerce.

§ 29.231-2 Gross income of foreign
corporations. In the case of a foreign
corporation, Including a life Insurance
company not carrying on an insurance
business within the United States and
holding no reserve funds upon business
transacted within the United States (see
section 201 (b) (3)), an insurance com-
pany other than -life or mutual not
carrrlng '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 income" means gross Income from
sources within the United States as de-
fined and described In section 119. (See
§§ 29.119-1 to 29.119-14, 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 t.the defi-
nition of a foreign corporation see sec-
tion 3797 (a) (3) and (5). As to foreign
life insurance companies, see § 29.201
(b)-2. As to foreign corporations
formed or availed of to avoid surtax, see
§ 29.102-4. As to personal holding com-
panies organized under the laws of
foreign countries, see § 29.505-1. As to
foreign personal holding companies, see
sections 331 to 340, Inclusive, and
§§ 29.331-1 to 29.339-3, 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
commodities (including hedging trans-
actions) through a resident broker, com-
mission agent, or custodian, or profits

"t derived from the sale within the United
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States of personal property or real prop- from gross income from sourcez within
erty locted therein, the United States, the tax being imposed

(b) Besident foreign corporations. upon the amount of gross income re-
The gross income from sources within - ceived. (See § 29.231-L)
the United States of a resident foreign (b Resident foreign corporations. A
corporation s not limited to the items resident foreign. corporation is allowed
of fixed or determinable annual or Peri- the s-me deductions from its gros In-
odical income referred to in section 231. come arising from sources -ithin the
(a); but includes every item of gross in- United States as are allowed a domestic
come which is treated as income from corporation under section 23 to the ex-
sources within the United States, except tent that such deductions are connected
those items which are specifically ex- -with such gross income, except that the
erpt from taxation by statute or treaty so-called charitable contribution deduc-
or which are not taxable by the Federal tion allowed by section 23 (q) is allowed
Government . under -the Constitution. whether or not connected with income
(See section 22 (WY, 119, and 231 (d) . from sources within the United States.

A foreign corporation which effects The proper apportionment and alloca-
transactions in-.tie United States in tion of the deductions with respect to
stocks, securitie , or commodities (in- sources within and without the United
eluding hedging transactions) through States shall be determined as provided in
a, resident broker, to imssion agent, or section 119. As to foreign life insurance
custodian is not merely by reason of companies, see § 29.201 (b)-2. Astofor-
such transactions considered as being elgn corporations formed or availed of
engaged in trade or business within the to avoid surtax, see § 29.102-4. Astoper-
United States which would cause it to be sonal holding companies organized under

- classed as a resident foreign corporation. the laws of foreign countries, see
However, a foreign corporation which at § 29.505-I. As to foreign personal hold-
any time within the taxible year is ing companies, see sections 331 to 340,
otherwise engaged in trade or business inclusive, and §§ 29.331-1 to 29.339-3,
in theUnited States, being a resident for- inclusive.
eign corporation, is taxable upon all in- SM 233. AwI cc or ?M~onio AND
come derived from sources within the c= =a.
United States, including the profit re- A foreign corporation shall recelve the ten-
alized from such transactions. A resi- eflit of the deductions and crcdts allowcd

dent foreign corporation is also required to it in this chapter only by filing or cauqlns
to include _in its gross income capital to be filed with the coliector a true and ac-

-gains, gains from hedging transactions, curate return of its total ncome rccelved
and profits derived from the sale within. from all cource3 in the United States. In the

manner prescrlbed In this chapter; includIn5
the United States of personal property, therein al the information uII the Cam-
or of real property located therein. mloner may deem neceary for the calcu-

§ 29.231-3 Exclusi on of erings Of latlon of such dcductlons and crcdits.
foreign shupsfrom gross income. A resi-
-dent foreign corporation may exclude §29.233-1 Allowance of decductions
from gross income under section 231 (d) and credits. The benefit of the deduc-
so much of its income from sources tions and credits allowed a raldent for-
within the United States as consists of elgn corporation can be had only by
earnings derived from the operation of filing or causing to be filed with the col-
a ship or ships documented under the lector a true and accurate return of Its
laws of a foreign country, to the sm ex- total income received from soupces
tent as provided in § 29.212-2 with re- within the United States. Only items of
spect to nonresident ali individuals, interest and dividends included in gros

A nonresident foreign corporation is income may be credited under section
not required to include in gross income 26 (a) and (b). Inasmuch as a nonrezI-
such income from sources within the dent foreign corporation Is "t=mble under
United States as is derived from the op- section 231 (a) only upon fired or deter-
eration of a ship or hs whether or minable annual or periodical gross In-

"not the foreign country under the laws come received from sources within the
of which such ships are documented United States, such foreign corporation
meets the equivalent exemption require- may not receive the benefit of the deduc-
ments of the statute, tions and credits by filing a return ofincome.

Sm. 232. Dmxuc'noNs. 
I

(al In generaL In the case of a foreign Sec. 234. Cea Arcsmzr Tsx [as amended
corporation the deductions shall be allowed by sec. 505. 2d Rev. Act 1M.,
only if and to the extent that they are con- Foreign corporations shall not be alloed
nected with Income from sources within the the credits against the tax for taxc3 of fcrigan
United States; and the proper apportionment countries andp=_e31ons of theUnited States
and allocation of the deduations with respect allwed by srection 131. A foreign corp tIon
to s-ources'-ithin and without the United shall b allowed ra a credit nain--t Its ta
States shall be jetermined as provided In the amount required by section SSG to be
section. 119;-mtir rules and regulations-pre- paid by the pcrsonal cervIce corporation of
scribed by the Commissioner vith the ap- which it is a shareholder with rescct to its
proval of the Secretary. . .tax 3abty under Supplement S.
(b) Charitable, and so forth, contributions. Sy. 235. l uaies.

The so-called "charitable contribution" de- (a) Time of filing. In the cac of a foreIgn.
duction allowed by section 23 (q) shall be corporation not having any o1eo or plae of
allowed whether or not connected 'ith in- builness in the United States the return, in.
cbme from sources within the United States. lieu of the time prescrlbed in section 53

(a) (1). shall. be made on or befro tho
529.232-1 ftDeductions allwed foregn fiteenth day of th6 sth month folowng

corporations--(a) Nonresident foreign the close of the fi=al yr. or, If the return
.corporationw. Anonresidentforeigncir- is made on the I--" of the calendar year
poration is not allowed any deductions then on or beforo the fifteenth day of June.

No. 219- 18

If any fare!.n corparation lms no cM-e or
placa of businee- in the United Sztfes but
has an a.cnt in the United Statez the retu
shall be made by the agent.

(b) ExeMPtion froms requftemet. Subject
to u ch conditions, limitatfors, and excep-
tlono and under such regulations as may be
prescribad by the Comminssoner, with the ap-
proval of the Szcretary. corparatlons subject
to the tax impz--d by zaction 231 (a) may
be exempted from the requirement o filin-
returns of such t=.

§ 29235-1 Time and rpace for lihzg
returns of foreign corporaions--(a)
Nonred=dt foreign corporations. The
return in the Case of a nonresident for-
elim corporation must be made on or be-
fare the 15th day of the sixth month fol-
lowing the close of the fiscal year. or. if
the return is made on the basis of a cal-
endar then on or before the 15th day of
June. If a nonresident foreign corpora-
tion hes an agent in the United States.
the return shall be made -by the agent.
The return must be faed with the colec-
tor of Internal revenue, Baltimore, M.
(See sZctIon 53 (b) (2).) For failure to
mal:-e and file a return within the time
prezcribed, see section 291. For cases in
Twhich no return Isrequired, see § 29.235--
2 (a). For provisions relating to certain
cases in which the time for fing there-
turn Is pcziponed by reason of the war,
see Part 472 of this chapter.

(b) resident foreign corporatfons.
The return in the case of a reaident for-
ei= corporation, in lieu of the time pre-
scribed in section 235, shall be made on
or before the 15th day of the third month
following the close of the fiscal year, or
on or before the 15th day of March if on

- the basis of the calendar year. .(See
section 53 (a) (1).) If the return is for
a fractional part of a year, it shall be
Bled at the time prescribed in § 29.53-1.
The return must be filed wimth the col-
lector of internal revenue for the district
in which the resident foreign corpora-
tion has its principal place of business or
princi al office or agency in the United
States. (See section 53 (b (2).) For
failure tomafre and file a return withhn
the time prescribed, see section 291. For
provisions relating to certain cases in
which the time for filing the return is
postponed by reason bf the vr, see Part
472 of this chapter.

§29.235-2 Return of inco-me-(a)
Nonresident foreign corporations- If the
tax liability of a nonresident foreign. cor-
poration Is fully satisfied at the souree
a return of income is not required. A
nonrezident foreign corporation shell
make or have made a return on Form
11201N2B with respect to that porffon of
its income received fem sources rithi
the United States consisting of interes+
on so-called tax-free covenant bonds on
which a tax of only 2 percent was v7ith-
held at the source, and wivth respect to
any other fixed or determinable annual
or periodical income upon which the tax
was not fully satfied at the source, in-
cluding dividends received from a for-
eign corporation which are treated as in-
come from sources within the United
States under section 119 (a) (2) (B).
and shall pay the balance of the tax
Bhorm~to be due.
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(b) Resident foreign corpora'nis. 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. PAYTmET or TAX.
(a) Time of payment. In the case of a

foreign corporation not having any office or
place of business in the United States the
total amount of tar imposed by this chap-
ter shall be paid, In lieu of the time pre-
scribed in section 56 (a), on the fifteenth
day of June following the close of the cal-
endar year, or, if the return should be made
on the basis of a fiscal year, then on the
fifteenth day of the sixth month following
the clcs3 of the fiscal year.

(b) Withholding at source. For with-
holding at source of tax on income of foreign
corporations, see section 144.

§ 29.236-1 Dates on which tax shall
be paid by foreign corporations-(a)
Nonresident foreign corporation.- In
the case of a nonresident foreign corpo-
ration the total'amount of tax imposed
by chapter 1 shall be paid on the 15th
day of June following the close of the
.calendar year, or if the return should
be made on the basis of a fiscal year,
then on the 15th day of the sixth month
following the close of the fiscal year.
As to payment of the tax in installments;
see § 29.56-f. For provisions relating to
bertain cases in which the date otherwise
prescribed for the payment of the -tax
or an installment thereof i4 postponed
by reason of the war, see Part 472 of
this chapter.

(b) Resident foreign corporations. In
the case of a resident foreign corpora-
tion the total amount of tax imposed by
chapter 1 shall be paid, in lieu of the
time prescribed in ,section 236 (a), on
the 15th day of March following the close
bf the calendar year, or if the returnis
made on the basis of a fiscal year, then
bn the 15th day of the third month fol-
lowing the close of the fiscal year. If
the return is made for a fractional part
of a year; the tax shall be paid at the
time prescribed in § 29.56-1 (a). As to
payment of the tax in installments, see
§ 29.50-1. For provisions relating to cer-
tain cases in which the date otherwise
prescribed for the payment of the tax-
or an installment thereof is postponed
by reason of the war, see Part 472 of this
chapter.

SEC. 237. FOREIGN NTSURAxCE coupA•iEs.

For special provisions relating to foreign
insurance companies, see Supplement G.

POSSESSIONS OF THE UNITED STATES

SEc. 251. INcoME p Roa souncs wrrn
POSSESSIONS OF UNTrr STATES [as amended by
sec. 207, Rev. Act 1939; see. 6 (c), Rev. Act
1940; secs. 104 (e), 111 (c), Rev. Act 1941;
secs. 131"(a). 159 (d). 160 d). Rev. Act 19421.
* (a) General rule. In the case of citizens"
of the United States or domestic corporations;
satisfying the following'conditions, gross in-
come means only gross income from sources
within the United States-
. (1) If 80 per centum or more of the gross'
income of such citizen or domestic'corpora-
tion' (computed without the benefit of this
iectlon), for the three-year period imme-"
diately preceding'the close of the taxable
year (or for such pirt of such'period imme-
diately preceding the close of such taxable
year as may be applicable) was derived from,

sources within a possession of the United
States; and

(2) If, 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, §0 per centum
or more of his gross income (computed with-
out the.benefit of this section) for such pe-
riod or sucli part thereof was derived from the
active conduct of a trade or business within
a possession of the United States either on
his own account or as an employee or agent
of another.

(b) Amounts received in United States.
Notwithstanding the provisions of subsection
(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) Tax in case of corporation-(1) Cor-
poration tax. A domestic corporationlentitled
to the benefits of this section shall be subject
to tax under section 13 or section 14 (b), and
under section 15.

(2) Cross reference. For inclusion inom-
putation of tax of amount specified in share-
holder's consent, see section 28. *

(d) Definition. As used in this section the
term "possession of the United States" does
not include the Virgin Islands of the United.

- States.
(e) Deductions. (1) Citizens of the United

States entitled to'the benefits of this section
shall have the same deductions as are allowed
by Supplement H in the case of a nonresident
alien individual engaged in trade or business
within the United States. . "

(2) Domestic corporations entitle'd to the
benefits of this section shall have the same
deductions as are allowed by Supplement I
in the case of a foreign corporation engaged
In trade or business within the United States.

(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 $500 and shall not be al-
lowed the. credit for dependents provided in
sectibn 25 (b) (2).
1 (g) AZlowance of deductioni, and credits.
Citizens of the Uhited States and domestic
corporations entitlcd to the benefits of this
section shall receive the benefit of the de-,
ductions and credits allowed to them in this
chapter only by filing or causing to be filed
with the collector a true and accurate return
of their total income received from all sources
in the United States, in the manner pre-
scribed In this chapter; including therein
all the information which the Commissioner
may deem necessary for the.calculation of
such deductions and credits.

(h) Credits against tax. Persons entitled
to the benefits of this section shall not be'
allowed the credits against the tax for taxes
of foreign countries and possessions of the
United States allowed by section 131.

§ 29.251-1 Citizens of the United
States and domestic corporations deriv-
ing income from& sources within a pos-
session of the United:States. In the case
of a citizen of the United, States or a
domestic corporation satisfying the fol-
lowing conditions, gross income means
only gross income from sources within
the United' States:

(a) If 80 percent or'more of the gross
income of such 6itizen or domestic cor-
poration (computed without the benefit
of section 251) for the 3-year period im-
mediately preceding the close of the tax-.
able year (or for such part of such'period

,immediately.preceding the close of such
taxable year as may be- applicable) was

derived from sources within a possession
of the United States, and

(b) If 50 percent or more of the gross
income of such citizen or domestic cor-
poration (computed without the benefit
of section 251) for such period or such
part thereof was derived from the active
conduct of a trade or business within a
possession of the United States. In the
case of a citizen, the trade or business
may be conducted on his own account or
as an employee or agent of another.
The salary or other compensation paid
by the United States to the members of
its civil, military, or naval personnel for
services rendered within a possession of
the United.States represents Income de-
rived from the active conduct of a trade
or business within a possession of the
United States. Dividends received by a
citizen from a corporation whose income
was derived from the active conduct of a
business within a possession of the United
States, although such citizen was actively
engaged in the management of such cor-
poration, does not represent income de-
rived from the active conduct of a trade
-or business within the possession of the
United States, either on the taxpayer's
own account or as an employee or agent
of another.
I 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 In-
ternal Revenue Code, but who receives
earned income from sources within a
possession of the United States, is not de-
prived of the benefits of the provisions of
section 116 (a), provided that (1) he Is,
with respect to taxable years beginning
prior to January 1, 1943, away from the
United States for more than six monthg
of the taxable year, or Is, with respect to

-taxable years beginning after December
31, 1942, a bona fide resident of a foreign
country or countries during the entire
taxable year, and (2) he does not receive
his earned income from the United
States or any agency thereof. In such a
case none of the provisions of section 2 1

is applicable In determining th" citizen's
tax liability. For what constitutes
earned income, see section 25 (a) (4).
. In the case of a husband and wife mak-
ing a Joint return, the term "gross in-
come," as used In this section, means the
combined gross income of the spouses,
- For a determination of the income
from sources within the United States,
see section 119. A citizen entitled to the
benefits of section 251 Is required to file
with his individual return Form 1040 or
1040A, the schedule on.Form 1040E. If
a citizen entitled to the benefits of section
251 has no income from sources within
the United States or does not receive
within the United States any Income
whether derived from sources within or
without the United States, he Is not re-
quired to file a return or'the schedule on
Form 1040E.

Example. On July 1, 1942, A, who Is a citi-
zen of the United States, went to Puerto RiCo
and established a business there which hb
actively conducted during the .remainder of
that year. His gross income from the busi-
ness during such period was $20,000. In addi-
tio'n, he made a profit of $12,000 from the
sale during the latter part of 1942 Of rom
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Puerto nican. real estate not connected with
his trade or business. In the first six months
of 1942 he also derived $8,000 gross income
from rental property located in the United
States. -He derived a like amount of gross

4income from such property during the last
six months of 1942. Inasmuch as fcr the ap-
plicable part (July 1, 1942, to December 31,

*1942) of the a-year period Immediately pre-
ceding the close of the taxable year (the
calendar year 192).80 percent ofA's gross in-
cdme ($32,000, or 80 percent of $10.000) was
derived from, sources within a possesslon of
the United States and as 50 percent or more
of his gross Income ($20,000, or 50 percent
of $40,000) for such part of the 3-year period
was derived from the active conduct of a trade
or business within a possession of the United
States, he Isrequired to report in gross Income
in his return for 19-2 only the gross Income
derived by him from sources within the
United States ($16,000 from the rental prop-
erty located In the United States.)

- § 29.251-2 Income received within the
United States. Notwithstanding the pro-
visions of section 251 (a), there shall be
included in. the gross income of citizens

- and domestic corporations therein speci-
fled 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. FTom the amounts so included in
gross income there shall be deducted only
the expenses properly apportioned or-
allocated thereto. For instance, if in
the example given in § 29.251-1, the tax-
payer during the latter part of 1942 re-
turned to the United States for a few
weeks and while there received the pro-
ceeds resulting from the sale of the
Puerto Rican real estate, the profits de-
rived from such transaction should be
reported in gross income. Such receipt
inthe 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.

§ 29.251-3 Tax in case of corpora-
tions.' A domestic corporation entitled
to the benefits of section 251 is, under
section 251 (c) (1), subject to the tax

_ imposed by section 13 if it has a normal-
tax net income of more than $25,000
(see § 29.13-1), or to the tax provided by
section 14. (b) if it has a normal-tax
net income of not more than $25.000 (see
§ 29.14-1). Such. a, corporation is also
subject to the surtax imposed by section
15 Csee § 29.15-1).

§29.251-4 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 § 29.251-1, this section, and § 29.252-
1, includes Puerto Rico, the Philippine
Islands, the Panama Canal Zone, Guam,
American Samoa, Wake, and the Mid-
way Islands; it does not include the Vir-
gin Islands.' ThePhilippinelslands come
within the classification of "possessions
of the United States" for Federal income
tax purposes notwithstanding the eitab-
lishment of the Commonwealth of the
Philippines under the Act of March 24,
1934 (48 Stat. 456):

§ 29.251-5 Deductions allowed citizens
and 'doniestib 6orporations 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 e:penses, interest.
taxes, losses in trade, bad debts, depre-
ciation, and depletion. are allowed only if
and to the extent that they ore connected
with income from sources within the
United States. The provisions of
§ 29.213-i relating to the allowance to
nonresident alien individuals who at any
time within the taxable year weie en-
gaged in trade or business within the
United States, of the deductions provided
in section 23 (e) (2) and (3) for losses
not connected with the trade or busi-
ness are applicable in the case of citizens
entitled to the benefits of section 251.
The provisions of § 29.213-1 pertaining
to the allowance to such nonresident
alien individuals of deductions for con-
tributions provided in section 23 (o) are
also applicable in the case of such citi-
zens. Corporations entitled to the bene-
fits of section 251 are allowed the same
deductions from their gross income aris-
ing from sources within the United
States as are allowed to domestic cor-
porations to the extent that such deduc-
tions are connected with such gros in-
-come, except that the so-called chart-
table contribution deduction allowed by
section 23 (q) Is allowed whether or not
connected with income from sources
within the United States. The proper
appportionment and allocation of the de-
ductions with respect to sources within
and without the United States shall be
determined as provided in section 119.

§ 29.251-6 Allowance of deductions
and credits to citizens and domestic cor-
porations entitled to the benefits of sec-
tion 251. Unless a citizen of the United
States or a domestic corporation entitled
to the benefits of section 251 shall file
or cause to be filed with the collector a
true and accurate return of total income
from sources within the UnteSi.States,
the tax shall be collected on the basis
of the gross Income (not the net in-
come) from sources within the United
States. Where such a citizen or corpo-
ration has various sources of income
within the United States so that the
total income calls for the assessment of
a .tax, and a return of income was not
filed by or on behalf of the citizen or
corporation, the Commissioner will cause
a, return of income to be made and in-
elude therein the Income of such citizen
or corporation from all sources concern-
ing which he has information, and will
assess the tax and collect it from one or
more of the sources of income of such
citizen or corporation within the United
States without allowance for deductions
or credits.

Sso. 252. CrMr s or Fo-Zxo:Ns oF MUr.

(a) Any individual rho Is a ctiz. of
any possession of the United Statn (but
not otherwLse a citizen or the United Staten-)
and who Is not a rezident of the United
State. rhaUl be subJect to taxatlon under thin
chapter only as to Income derived from.
sources within the United Statn, and In -uch
case the tax shal be computed and paid In
the same manner and subject to the came
conditions as in the c-ao of other prcons who
are taxable only as to income derived from
Such Eources.

(b) Nlothing in this section shall b-- con-
ctrucd to altar or amend the pro7isons of
the Act entitled "An Act making appzontia-
tions for the naval sEvice for the fSscal year
emding June 30,1922. and for other purpos-,
approved July 12, 1921, c- 44. 42 Stat. 123
(U.S.C.. Title 43, f 13)), relating to the im-
pz.itlon of Income taxe in the Virgin IIands
o the United States.

§ 29.252-1 Stat ocitizensofUnited
States po,,ssession. A citizen of a posses-
slon of theUnited States (except the Vir-
gin Islands), who is not otherwise a citi-
zen or resident of the United States, in-
cluding only the States, the Territories
of Alasa and Hawaii, and the District
of Columbia, is treated for the purpose of
the tax as if he were a nonresident a2in
individual. (See sections 211 to 219, in-
clusive.) For Federal income tax pur-
pore a citizen of a possession of the
United States who is not otherwise a,
rtlizen of the United States is a citizen
of a possesion of the United States who
has not become a citizen of the United
States by naturalization. The fixed or
determinable annual or periodical in-
come from sources within the United
States of a citizen of a possession of the
United States who is treated as if he were
a nonresident allen individual is subiect
to withholding. (See section 143.)

For the purpose of this section citi-
zens of the possessions of the United
State, who are not otherwise citizens
of the United States arm 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 busineas within the United States and
(2) citizens Of Possessions of the United
States who at any time within the tax-
able year are engaged in trade or busi-
neS within the United States. The pro-
visions of §§ 29.211-7 to 29219-1, incIu-
sive, applicable to nonresident alien in-
dividuals not engaged In trade or busi-
ness within the United States, are ap-
plicable to the citizens of posses'ions
falling within the first class, while the
provisions of such sections applicable
to nonresident alien individuals wha at
any time within the taxable year are
engaged in trade or business within the
United -States are applicable to citizens
of possesions falling within the second
clas.

The Act referred to in section 252 (b)
provides that income tax laws then or
thereafter n 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 tha
income tax provisions of the Internal
Revenue Code.

CEMM TP Zin Aen OompoIA Sz
e=c. 2Q1. Texsroazm nTo~na [as ameandad

by sc.c 203, nev. Act 1939; rec. 104 (f) (1).
Roy. Act 1411.
(a) Carporatfan tan. A co-.pertfon organ-

tIed under the Obina Trade Act, 1022 (4
Stat. WI3; U. S. 0., 19324 e.. title 15. ch. 4).
shal be- subject to t=x under section la
or cectIon 14 (b), and under section 15.

(b) Crocrcsfcr. Fornclusionn com-
putatlon of tax of amount specifid In shara-
holdea conseant. see section 23.

§ 29.261-1 Tax on China Traz Act
corporations. A China Trade Act cor-
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poration is, under section 261 (a), sub-
ject to the tax imposed by section 13 (b)
if it has a normal-tax net income of more
than $25,000 (see § 29.13-1), or to the
tax provided by section 14 (b) if it has
a normal-tax net income of not more
than $25,000 (see §'29.14-1). Such a corv
poration is also subject to the surtax im-
posed by section 15 (see § 29.15-1).

SEC. 262. CREDiT AGAINST T= INFOME [as
amended by sec. 210 (c), Rev. Act 1939; sec.
104 (f) (2), Rev. Act. 1941.]

(a) Allowance of credit. For the purpose
only of the taxes imposed by sections 13,
14, 15, and 600 of this title and section 106
or the Revenue Act of 1935 there shall be al-
lowed, in the case of a corporation organ-
ized under the China Trade Act, 1922, in
addition to the credits against net income
otherwise, allowed such corporation, a-credit
against the net income of an amount equal
to the proportion of the net income derived
from sources within China (determined in a
similar manner to that provided in 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 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 13, 14, or 15 (com-
puted 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 diminution, by reason of
such credit, of the tax imposed by such sec-
tion 106 or 600 (computed without regard
to this section) exceed the amount by which
such special dividend7 exceeds the diminu-
tion permitted by this sectioA in the tax
imposed by such section 13, 14, or 15.

(b) Special dividend. Such credlitshall not
be allowed unless the Secretary of Commerce
lias certified to the Commissioner-

(1) The amount which, during the year
ending on the date fixed by law for filing the
return, the corporation has distributed as
a special dividend to or for the benefit of
such persons as on the last day of the tax-
able year were resident in China, the United
States, or possessions of the United States.
or were individual citizens of the United
States or China, and owned shares of stock
of the corporation;

(2) That such special dividend was in Ad-
dition to all other amounts, payable or to be
payable to such'persons or for their benefit,
by reason of their interest in the corpora7-
tion; and

(3) That such distribution has been made
to or for the benefit of such persons in pro-
portion to the par value of the shares of
stock of the corporation owned by each; ex-
cept that if the corporation has more than
one class of stock, the certificates shall con-
tain a statement that tkie articles of incor-
poration provide a method for the apportion-
ment of such special dividend among such
persons, and that the amount certified has
been distributed in accordance with the
method so provided.

(c) Ownership of stock. For the purposes
of this section shares of stock of a corpora-
tion shall be considered to be owned by the
person in whom the equitable right to the
income from such shares it in good faith
vested.

(d) Deflnition of China. As used in this
section the term "China" shall have the same
meaning as when used in the China Trade
Act, 1922.

§ 29.262-1 Income of China Trade Lot
corporations. The items of gross income
to be included in the return of a cor-
poration organized. under the China

-Trade Act and the deductions allowable
are the same as in the case of other do-
mestic corporations.

§ 29.262-2 Credits allowed Chin a
Trade Act corporations. In addition to
the credits allowed under section 26 (a)
and (b), a China Trqde Act corporation
is, under certain conditions, allowed an
additional credit for the purpose of com-
puting the taxes imposed by section 13
or 14, by section 15, and by section 600.
This credit is an amount equal to the
proportion of the net income derived
from sources within China (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 citi-
zens of the United States or China wher-
ever resident, bears to the par value of
the whole number of share4 of stock of
the corporation outstanding on that date.
The decrease in the tax imposed by sec--
tion 13" or 14, and section 15,'by reason
of such credit must not, however, exceed
the amount of the special dividend re-
ferred to in section 262 (b), and is not
allowable unless the special dividend has
been certified to the Commissioner by the
Secretary of Commerce. The decrease in
the tax imposed by section 600 by reason
of such credit must not exceed the
amount by which such special dividend
exceeds the decrease permitted by section
262 in the tax imposed by section 13 or
14, and section 15. A China Trade Act
corporation is not entitled to the credit
for taxes paid to foreign countries and
possessions 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 example:

Example. The A Company, a'China Trade
Act corporation, has a net income for the
'calendar year 1942 of $200,000 and receives
no dividends from domestic corporations. All
of its stock on December 31, 1942, is owned
on that dato by persons resident in China,
he United States, or possessions of the United
States, or individual citizens of the United
States or China. The declared value of the
dapital stock of the corporation shown on
its capital stock tax return for the capital
stock tax year ended June 30, 1942, is
$1,500,000. It distributes a ,special dividend
amounting to $85,000 on February 15, 1943,
which is certified by the Secretary ot Com-
merce as provided in section 262 (b).

For the purpose of the tax imposed by
section 13, it is necessary in this example to
make two computations, first, without allow-
ing the special credit against net income on
account of income derived from sources
within China, and, second, allowing such
credit. The compjutations are as follows:

rmsT CoMP PATIO-wrroUT .ALLOWING TE
SPECIAL CREDIT AGAINST NET INCOME

Net income subject to tax -------- $200, 000
Normal-tax net income ----------- 200, 000
Normal tax (section 13) ----------- 48,000
Surtax net income ------------- 200,000
Surtax (section 15) ---------- 32, 000
Total income ta..------------- -- 80, 00

SECOND COPUTATION-ALOWIN0 SPECIAL Cn.IT
AGAINST NET INCOME

Net income ------------. ----- $200, 000
Since the total net income is de-

rived from sources within China
-and since the par value of the
shares of stock of the corpora-
tion owned on the'last day of the
taxable year by (1) persons resi-
dent in China, the United States,
or possessions of the United
States, and (2) Individual citizens
of the United States or China
wherever resident, Is iQ0 per-

o cent of the par value of the total
number of shares of stock of the
corporation outstanding on that
day, 100 percent of the net in-
come from sources within China
Is deductible as a special credit
against net income.

Special credit against net income.. 200, 000

A Amount of income subject

to tax under section 13.. None

Since the special dividend ($85,000) ex-
ceeds the diminution of the tax ($80,000) on
account of the allowance of the special credit
against net income, the entir e amount of the
special credit is allowable and the corpora-
tlon has no income tax liability for 1942.

o For the purpose of the declared value
excess-profits tax it is also necessary to male
two' computations, first, without allowing
the special credit against net income, and,
second, allowing such credit. The compu-
tations are as follows:

FIST COMPUTATIO"-WiTHOUT ALLOWING THE
SPECIAL CREDIT AGAINST ET INCOME

Net income -------------------- $200, 000
Less: 10 percent of the value de-

clared in the capital stock tax re-
turn for the capital stock tax
year ended June 30, 1942 (10 per-
cent of $1,500,000) ------------- 150, 000

Net Income subject to de-
clared value excess-profits
tax .....................

Less: Amount taxable at 69i0 per-
cent, portion of net income In
excess of 10 percent and not in
excess of 15 percent of the do-
clared value of the capital stock

0,000

($200,000 minus $180,000) ------- 50, 000

Amount taxable at 1331o per-
cent --------------------- None

Declared value excess-profits tax at
6 10 percent (651o percent of
$50,000) ------------------------ 3,300

SECOND COMPUTATION-ALLOWINO sPECIAL
CREDIT AGAINST NET INCOME

Net income --------------------- $200, 000
Since the total net Income is derived

from sources within China and
since 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,
th United States, or possessions
of the United States, and (2)
individual citizens of the United
States or China wherever resi-
dent, s 100 percent of the par
value of the total number of
shes of stock of the corporation
outstanding on that dky, 100 per-
cent of the net income from
sources within China s deducti-
ble from net income ---------- 200,1000

Amount of income subject to
declared value excess-
profits tax ............... None
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Since the diminution of the declared
value exc-profits tu (0,300) on account
of the special cred1t against net income does
not exceed: the amount by which. the spe-
cial dividend (85,000) exceeds the diminu-
tion of the Income tax ($20.000) on account
of such "credit, the entire amount of the
Epecial credit ($200,000) is allowable and the
corporation has no declared value excess-
profits tax liability for 1942.

§ 29.262-3 Meaning of terms used ih
connection ith 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 Hong Zong, and (3) -the Prov-
ince of Xacao.

The term "special dividend" means the
amount which during the year ending on
March 15 succeeding the close of the cor-
poration's taxable year is-distributed as
a special dividend to or for the benefit
*of such persons as on the lost 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 corporation.
Such special dividend does not include
any other amounts payable or to be pay-
able to such persons or for their benefit
by reason of.their interest in the corpo-
ration and must be made in proportion
tt 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 cor-
poratibn are considered to be owned by
the person in whom the equitable right
to the income from such shares is in good
faith vested.

"Net income derived from sources
within China" is the sum of the net in-
come from sources wholly within China
and that portion of the net income from
sources partly within and partly without
China which may be allocated to sources
within China. The method of computing
this income is similar to that described
in section 119.

§ 29.262-4 Withholding by a China
Trade Act corporation. Dividends dis-
tributed by a corporation organize* un-
der the China Trade Act, 1922, which
are treated as income from sources
within the United States under the prr
visions of section 119 of the Internal
Revenue Code are subject to withhold-
ing at the rate of 3G percent (27% per-
cent prior to October 31, 1942) when
paid to persons (other than residents of
China) who are (a) nonresident aliens,
(b) nonresident partnerships composed
in whole or in part of nonresident aliens,
or (c) nonresident foreign corporations.
The 30 percent (27h percent prior to
October 31, 1942) rate of withholding
specified in this section with respect to
dividends shall be reduced in the case
of shareholders who are (1) nonriesident
aliens residents of any country in North,
Central, or South America, or in the
West Indies, or of Newfoundland, or (2)
nohresident foreign corporations organ-
ized under the laws of any such country,
to such Tate (not less than 5 percent) as
may be provided by treaty with such

country. As to reduction in rate of with-
holding (i) in the case of nonresAdent
alien individuals who are residents of
Canada or Sweden, see § 29.143-1; (ii)
in the case of iorporatlons or other en-
titles created or organized under the laws
of Canada or Sweden, see § 29.144-1.

S5-c. 263. Camras Aah~r Tim =s.
A corporation organizad under the China

Tade Act, 1922. shall not be allored the
crcdits against the tax for taxes of foreign
countries and p=ezzons of the United
States allowed by cectIon 131.
Sc. 2G4. [Not applicable to-txable years

beginning after December 31, 1041.]
S . 265. Ycoe E o F HA Otn nr.
For excluslon of dividends from gro s in-

come, see s tlon 110.

sszsmr ;T AIM COLLEcVO2 OF
DEFCICIES

SM. 271. Dnurrolr or rma=.'c.
As used in this chapter In reopect of a tax

imposed by this chapter "defclency" mcan-
(a) The amount by which the tax lmposed

by this chapter exceeds the amount rhown as
the tax by the taxpayer upon his return; but
the amount so shown on the return shall
first be inrcared by the amounts provlouzly
aze=ed (or collected without e=semcnt) a
a deficiency, and decreaced by the amounts
previously abated, credited, refundcd, or
otherwise repaid In re.pct 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 eecedr the amounts provIously
.assessed (or collected without znt) 0 ZI
a deficiency; but ruch amounts previously
a d. or collected vwthout rssesment,
shal first be decreased by the amounts pre-
viously abated, credited, refunded, or other-
wise repaid In rclct to such ta.

§ 29.271-1 DefIciency defined. 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 of a taxable year In
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 azs.sments,
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 come
tax liability; the other, where the tax-
payer makes a return showing no tax
liability, or where the taxpayer fails to
make areturn. Additional tax shown on
an "amended return." so called, is a de-
ficiency within the meaning of the In-
ternal 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 reported by the taxpayer, the de-
ficiency is the amount determined to be
the correct amount of the tax. Subse-
quent information sometimes discloses
that the amount previously determined
to be the correct amount of the tax Is less
than the correct amount, and that a re-
determination of the tax is nece-sary.
In such a case the deficiency on redeter-
mination is the excess of the amount
determined to be the correct amount of
the tax over the sum of the amount of

tax reported by the taxpayer and the de-
ficiency assezsed in connection with the
previous determination. If it is a case
where no tax was reported by the tax-
payer, the deficiency Is the excess of the
amount determined to be the correct
amount of the tax over the amount of
the deficiency disclosed by the previous
determination. If the previous deter-
mination resulted in a credit or refund
to the taxpayer, theAeflcfency upon the
second determination is the excess of the
amount determined to be the correct
amount of the tax over the amount of
tax reported by the taxpayer decreased
by the amount of the credit or refund.
S=. . Pocm-= = o----r, [as amend-

ed by cec. 103 (a), Rev. Act 1942 I.
(a) (1) Petfton to Board of Ta AppeaLs.

If In the caca of any taxpayer, the Commis-
cloner determines that there Is a deficiency in
rcspe"Ct of the tax ilmpo3ed by this chapter.
the Commassaoner 15 authorized to send nQtce
of such defic ency to the taxpayer by regis-
tered mail. Within ninety days after such
notice Is mailed (not counting Sunday or a
legal holiday in the District of Columba as
the ninetieth day). the taxpayer may We a
peUtion with the Board 91 Tax Appeals
[known The-Tax Court of the United
States] for a redatermination of the defl-
clency. No "ar'-aent of a deficiency In
recpect of the tax imposed by this chap-
ter and no distraint or proceeding in
court for Its collection shall be made, beZun,
or procecuted until such notice has bee.
mailed to the taxpayer, nor until the ex-
piration of such ninety-day pericd, nor,
if a Fetition haz bcen filed with the
Boad, until the decision, of the Board has
become final. Notwithbtandin- the provi-
clona of section 3653 (a) the m ig f suchL
asscment or tha beginning of such peccecd-
Ing or distraint during the time such prohibi-
tion Is in forca may be enjoined by a proceed-
Ing in the proper court. In the ca-e. of a Joint
return filed by huoband and wife such notica
qf deficicncy may bo a single joint notice, ex-
cept that if the CommIslioner has been noti-
fled by either spousa that separate residences
have ben established, then, In lieu of the
ringlo joint notice, duplicate orIginals of the
Joint notice must be ct by zc gtered mal to
each spouse at his last Inon addre-. If
the notice is addresed to a person outside
the Statca of the Union and the DIstrict of
Columbia, the period zpecified in this para-
graph chall b one hundred and fifty days in
lieu of ninety day.

(2) Cros references. or exceptions to the
restrictiono Impozed by this subsection. see-

Subsection (d) of this ection, relating to
Saivmrs by the taxpayer.

Subzction (f) of this section, relating to
notifications of mathematical errors appear-
lg upon the face of the return;

Section 27.3, relating to je-opardy assess-
ments:

Sectlon 274, relating to bankruptcy and re-
calverschpw; and

Section 1145, rolating to ases-iment or col-
lction of the amount of the deficiency de-
termlncd by the Board pending caurt review.

(b) Collection of deftciency fiouied by
BEcad. If the taxpayerIles a petition with
the Board, the entire amount redetermined
as the defilcincy by the decision of the Board
which has become final shall ba a-e-ed and
shall be paid upon notice and demand from
the collector. No part of the amount deter-
mined as a deficiency by the Commi--soner
but disallowed as such by the decision of the
Board which has become final shall be as-
cesed or be collected by distraint or by pro-
ce ding In court with or without aczsmeennt.

(c) Failure to file etitlo n. If the taxpayer
d=e not fie a petition with the Board within
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the time prescribed in subsection (a) of this
section, the deficiency, notice of which has
been mailed to the taxpayer, shall be as-
sessed, and shall be paid upon notice and
demand from the collector.

(d) Waiver of restrictions. The taxpayer
shall at any time have the right, by a signed
notice in writing filed with the Commissioner,
to waive the restrictions provided In sUb-
section (a) of this section on the assess-
ment and collection of the whole or any
part of the deficiency.

(e) Increase of deficiency after notice
mailed. The Board shall have jurisdiction to
redetermine the correct amount of the de-
ficiency even if the amount so redetermined
is greater than the amount of the deficiency,
notice of which has been mailed to the tax-
payer, and to determine whether any penalty,
additional amount or addition to the tax
should be assessed-if claim therefor is as-
serted by the Commissioner at or before the
hearing or a rehearing.

(f) Further deficiency letters restricted.
If the Commisisoner has mailed to the tax-
payer noticq 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 deter-
mine 'any additional deficiency in respect of
the same taxable year, except in the case of,
fraud, and except as- provided in -subsection.
(e) of this section, relating to assertion of
greater deficiencies before the Board, or in
section 273 (c), relating to the making of

,jeopardy assessments. If the taxpayer Isnot-
fled that, on account of a mathematical error.
appearing upon the face of the return, an
amount of tax in excess of that shown upon
the return is due, and that an assessment of
the tax has been or will be made on the basis
of what would have been the correct amount
of tax but for the mathematical error, such
notice shall not be considered (for -the pur-
poses of this subsectionor of subsection (a)

"of this section, prohibiting -aisessment 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 deficieney,

* and the taxpayer shall have no'right'to file
a petition with the Board based on such
notice, nor shall such assessment orcollec-
tion be prohibited by the provisions- of sub-
section (a) of this section.

(g) Jurisdiction over other taxable years.
The Board in redeternining a deficiency in
rospect of any taxable year shall consider

* such facts with relation to the taxes. for
other taxable years as, may be necessary cor-
rectly to redetermine the amount of such de-
ficiency, but in so doing shall have no Juris-

* diction to determine whether or not the tax.
for any other taxable year has been-overpaid-
or underpaid.

(h) Final decisions of Board. For the -pur-
• poses of this chapter the date on whicha

decision of the Board becomes final shall
* be determined according to, the provisions

of section 1140.
(I) Prorating of deficiency to installments.

If the taxpayer has elected to pay the tax In
installments and a deficiency has been as-
sessed, the deficiency-shall be prorated to the
four Installments. Except as provided in sec-
tion 273 (relating to jeopardy assessments),
that part of the deficiency so prorated to any
installment the date for payment of which
has not arrived, shall be collected at the
same time as and as part of such installment.
That part of the deficiency so prorated to any
installment the date for payment of which
has arrived, shall be paid upon notice and.
demand from the collector.

(J) Extension of time for payment of de-
flcIencies. Where it is shown to the satisfac-
tion of the Commissioner that the payment
of a deficiency upon the date prescribed for
the payment theieof will result in undue
hardship to the taxpayer the Commissioner,

under regulations prescribed by the Commis-
sioner, with the approval of the Secretary,
may grant an extension for the payment of
such deficiency for a period not in excess of
eighteen months, and, in exceptional cases,
for a further period not in excess of twelve
months. If an extension Is granted, the
Commissioner may require the taxpayer to
furnish a bond in such amount, not exceed-
ing double the amount of the deficiency, and
',with such sureties, as the Commissioner
deems necessary, conditioned upon the pay-
ment of the deficiency in accordance with the
terms of the extension. No extension shall
be, granted if the deficiency is due to negli-
gen'ce, to intentional disregard of rules and
regulations, or to fraud with intent to evade
tax.

(k) Address for notice of deficiency. In the
absence of hotice to the Commissioner 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 address,
shall be sufficient for the purposes of this
chapter even if such taxpayer is deceased,
or is under a legal disability, or, in the case
of a corporation, has terminated its existence.

f § 29.272-1 Assessment of a deficiency.
If the Commissioner determines that
there is a, deficiency in respect of the

- income tax.impoged by chapter 1 (see
"sections 57 and 271), the Commissioner
Is authorized to notify the taxpayer of
the deficiency by registered mail. If,a

.joint return has been filed by husband
and wife the Conmissioner may, unless
h has been notified by either spouse that

-a separate residence has been estab-
lished, send either a joint br, separate
notice of deficiency. If, however, the

-Commissioner hes been so notified, . a
separate notice. cf deficiency, that is, a

-duplicate original of •the joint notice,
must be sent by registered mail to each
spouse at his or her last known address.
The notice to the Commissioner provided
for in section 272 (a), relating-to sepa-

-.rate residences, should. be addressed- to
,the Commissioner of Internal, Revenue,,
%Washington, D. C.; for the attention of

the-Income Tax Unit, Records Division.
Within 90 days after notice of the defi-
ciency is mailed (or within 150 days after

-mailing in the -case of such a notice
mailed after-October- 21, 1942,,and ad-
dressed'to a persosroutsidethe States-of
the Union and the Districtof Columbia),
as providedin. section 272 (a), a petition
may be-filed with The Tax Court of the
United States for a redetermination of

- the deficiency. In determining such 90-
* day or 150-day period, Sunday or a legal

holiday in the District of Columbia is
not to be counted as the ninetieth or one
hundred flftieth'day Except as stated
in paragraphs (a), (b), (c), (d), and (e)
of this scction, no assessment of a de-
ficiency in respect of a tax imposed by

'chapter 1 shall be made until such notice
has been mailed to the taxpayer, nor
until the cxpiration' of such 90-day or
150-day period, nor, if a petition has been
filed with The Tax Court, until the deci-
sion of The Tax Court has become final.
As to the date on whicha decision of The
Tax Court becomes final, see section 1140.

(a) If a taxpayer is notified of an addi-
tional amount of tax due on account of a
mathematical error appearing upon the
face of the return, such notice is not to
be considered as a notice of deficiency,
and the taxpayer has-no right to file a

petition with The Tax Court upon the
basis of such notice, nor is the assess-
ment of such additional tax prohibited
by the provisions of section 272 (a).

- (b) If the Commissioner believes that
the assessment or collectibn of a
deficiency will be jeopardized by delay,
such deficiency shall be assessed imme-
diately, as provided in section 273. (See
§ 29.273-1.)

(c) Upon the adjudication of bank-
ruptcy of any takpayer or the appoint-
ment of a receiver for any taxpayer in
any receivership proceeding before any
court of the United States or of any State

'or Territory or of the District of Colum-
bia, any deficiency determined by the

'Commissioner in respect of the tax shall
be assessed Immediately, Irrespective of
the provisions of section 272 (a), If such
deficiency has not been assessed In ac-
cordance with law prior to the adjudi-
cation of bankruptcy or the appointment
of a receiver. (See sections 274 and 298
and §§ 29.274-1 and 29.274-2.)

(d) (1) If The Tax Court renders a
decision and determines that there isa
deficiency, and, if the taxpayer duly files
a petition for review of the decision by a
circuit court of appeals (or the United
States Court of Appeals for the District
of Columbia), the filing of the petition
will not operate as a stay of the assess-
ment of any portion of the deficienicy de-
termined by The Tax Court unless he has
filed a bond with The Tax Court as
provided in section 1145. If in such a
case -the necessary bond has not been
fled by the taxpayer on or before the time

"his petition for relew is filed, the
amount determined by The Tax Court
as the deficiency will be assessed imme-
diatey after the filing of such petition.

(2) If the Commissioner files a peti-
tion for review and (i) If the taxpayer
has not filed a petition for review-within

- three months after the decision of The
Tax Court Is rendered, or (ii) if such

"petition has been filed by the taxpayer,
- but the necessary bond referred to in

section 1145 has not been filed with The
- Tax Court on or before the time his pe-
tition for .review Is filed, the amount
determined by The Tax Court as the

" deficiency will be assessed in the case of
(I) *lmmediately after tha qxpiration of
the 3-month period, and Ill the case of
CII), Immediately after the filing of thO

" petition for review by the taxpayer.
(e), 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 br any part
of the deficiency. The notice must in
all cases be filed with the Commissioner.

- The filing of such notice with The Tax
- Court does not constitute filing with the
- Commissioner within the meaning of the
Internal Revenue Code. After such
waiver has been acted itpon by the Com-
missioner and the assessment has been
made in accordance with its terms, the
waiver cannot be withdrawn.

If a petition Is filed with The Tax
Court, the taxpayer should notify the
Commissioner that the petition has been
filed, in order to prevent an assessment
by the Commissioner of the amount de-
termined to be the deficiency. If no
petition Is filed with The Tax Court
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" within the period prescribed, the Com-
"missoner shall assess the amount deter-
mined by him as the deficiency and of
-which he has notified the taxpayer by
registered mail.- In such case the Com-
missioner will not be precluded from de-
termining a further deficiency and noti-
fying the taxpayer thereof by registered
mail. Where a petition is filed with The
Tax Court, the entire amount redeter-
mined as .the deficiency by the decision
of The Tax Court which has become final
shall be assessed by the Commissioner.
If the Commissioner mails to the tax-
payer notice of a deficiency, and the

.taxpayer -files a petition with The 'Tax
Court within the prescribed period, the
Commisgioner is barred fron 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 Tax Court
or in section 273 relating to jeopardy

*assessment&
§ 29.272-2 Collect ion of a deffcencY.

Where & deficiency as redetermined by
a decision of The Tax Court which has
become final is assessed, or where the
taxpayer has not filed a petition and the
deficiency3 as determined 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- (b), (c), and (dY of § 29.272-, see
sections 273 (i) and 298 and section 1145.
As to interest on deficiencies, see section
292.

§ 29.272-3 Extension of time for pay-
ment of a -defciencj. If it is shown to
the satisfaction ofthe 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 anypart thereof
-for a period not in excess of 18 months,
and in exceptional cases for a further
period not in excess of 12 months. The
extension will not be granted upon a
general statement of hardship. The
terr'namdue 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. It a mar-
ket exists, the sale of property at the
current market price is not ordinarily
considered as resultingin an undue hard-
ship. The Internal Revenue Code pro-
vides that no extension will be granted
where the deficiency is due to negligence
or intentional disregard of rules and reg-
ulations or to fraud with intent to evade
tax.

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 aid 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 tranzit it
to the Commissioner with his recommen-
dations as to the extension. Mhen it is
received by the Cominioner, It %7l be
examined and, if possible, w~thin 30 days
will be denied, granted, or tentatively
granted subject to certain conditions of
which the taspayerwill benotified. The
Commissioner will not consider an appli-
cation for an extension of time for the
payment of a deficiency unless Xequest
therefor is made to the collector on or
before the date prescribed for payment
thereof, as shown by the zotice and de-
mand from the collector, or on or before
the date or dates prescribed for payennt
In any prior extension granted.

As a condition to the cranting of such
an extension, the Commissioner vill us-
ually require the taxpayer to furnissh
a bond on Form 1127B In an amountm not
excEeding double the amount of the de-
ficiency or to furnish other security mat-
isfactory to the Commissioner for the
payment of the liability on or before the
date or dates premribd for paym nt In
the extension, so that the risk of loss to
the Government will not be areater at
the end of the extenslon parod than It
was at the begining of the period. If
a bond is required It shall be conditioned
upon the payment of the deficiency, in-
terest, and additional amounts a-,ezsed
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 Commlssloner. In lieu of such a
bond, the ta::payer may file a bond cc-

'cured by deposit of bonds or notes of the
United States as provided in section 1126
of the Revenue Act of 1926. The
amount of the deficlency and additions
thereto shall be paid on or befqrc, the c-
piration of the period of the extension

-ithout the necessity of notice and de-
mand from the collector. Payment of
the deficiency and additions thereto be-
fore the expiration -f the extensionwill
not relieve the texpayer from paying the
entire amount of interest provided for
in the extension. (See section 290.)

SEC. 273. JtoFAM Aa ,srs.
(a) Authority for irWn4ng. if the Com-

miLslonor believe that the -msnt or col-
lectlon of a deficiency will be J2cpardled
by delay, he rhel Immediately s och
deficlency (together rith all nterest, addl-
tional amounts, or additions to the tax pro-
vidcd for by lIAw) and notce and demand
shal be made by the collector for the pay-
ment thereof.
(b) Dcficacy letter . If the Icopardy as-

sce.ment L mcd2.baorc any notice In rezp:ct
of the tax to which the jeopardy asssmcnt
relates has b-en maled under sectlon 272
.(a), then the Commissoner rhall mall a
notice under such subzectlon within. sixty
days after the making of the assesment

(c) Amount assenable 'before decisid of
BGard. The jeopardy a==esnt may be
made ;n repect of a de&!cincy greater or
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lasa than that notice of which b= been
malled to the taxpayer. dep1te the prof-
stono of section 272 (1) prohlbiting the de-
terminatiom of additional deficiencies. and
whethr or not the taxpayer ha- theretofore
filed . petItion with the Board of T. Ap-
reals [lmwn as The Tax Court of the United
States]. The Comisir, may. at any time
before the deaison of the Bord. is rendered.
abate cuch e. ument or any unpaid por-
tion threof, to th3 extent that he be3-lees
the a=- mont to be cxce=ive in o.mit.
The Commissoner shall notify the Board of
the amount of such - -amn, or abate-
ment. if the petition ia filed with the Board
baearr the making o the a.-meament or Is
cub:equently filed, and the Board sall have
jurldictlon to redetermine the entire amount
of the delincy rand of all amounts rasssed
at.tha ame time in connection the-reith.

(d) Amount aesble after dr*o1:"iar, of
Baird. If the jeopardy crz-eIs m-de:
after the dcision of the Board I- rendered
suct. a.sesmcnt may be made only In re-
cpect of the deilciency determined by the
B.ard In its decson.

(a) Zzpfra~tffom of rghzt to asa. A 1Jeep-
ardy a:-ss:ment may not be made after the
decisiom of the Board has become fal or
after the tpayer has fied a petition for
r aie of the decision Cf the Beard.

(f) Bond to stay collection. When. a 1eop-
ardy assessment has been made the toanayer,
,within 10 days after notice and demand from
the colector for the payment of the amount
of tha a=s-zement, may obtain a stay of ccl-
lc~tin ,f the whole or eny part of the amon t
of the a=- ent by filing 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 de--s
necccsary, conditioned upon the payment of
so much of the amount the collection of
which Is stayed by thb bond, as Is not abzted
by a decisio of the EBard which has become
final. together with Interest threon. as p=o-
vd-d In =ection 237. If any portion of the
jepardy a - mnt i, abated by the Con-
miszloer before the decLon of the Board
is rendered, the bond sall, at the request
of th3 taxpayer. be proportionately reducpd.

(g) Sae further' candftfow-r If the band
L3 Civen before the taxpayer ha- filed his
petition with the Eard undr istion 2- (a)
the bond rbn'l contain a farther condition
that if a petition is not filed within the
p:eriod provided in such subsection, then
the amount the collection of whch is stayed
by the bond will be pafd on notice and dr-
mand at any time after the expiratio of
ouch perlcd, together with Intaret threon
at the rate of 0 per canturn per annua from
the date of the jcopardy notice and d-r-nd
to the date of notice and demnd under this
cubsction.

(h) Wa.ver of stay. Upon the filing of the
band the collection of Eo much of the azmunt
asse-sd as is covered by the bond all be
stayed. The taxpayer shall have the rfht;
to waiva such stay at any time in re "yet
of the whole or any pat of the amount
covered by the bond, and If as a result of
such waiver any part of the amount ca---ed
by the band Is paid, the the band shell, at
the request of the taxpayer, be proportion-
ately reduced. If the Board det-eminas tt;
the amount ass-d Is greater then th3
amount which should have been e d,
then when the dmzon of the Eard is ren-
dered the bond c at the reqau-z of the
taxpayer, be- propartionately reduced-

(I) Colicof fam of eassd amouta. Whehn
the petition bas bee filed with the -ard
and when the amount which should have
been =cd has been det-r d by a. dz-
cAion of the Bard which has become fn 0,
then any unpaid portion, the collection of
%which has been stayed by the bord, shall h
collected as part of the tax upon not-e end
demand from the- collctor, and any remain",
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lng portion of the assessment shall be
abated. If the amount already collected
exceeds the amount determined as the
amount which should have been assessed,
such excess shall be credited or refunded to
the taxpayer as provided In section 322, with-
out the filing of claim therefor. If the.
amount determined as the amount which
should have been assessed is greater than the
amount actually assessed, then the differ-
ence shall be adsessed and shall be collected as
part of the tax upori notice and demand from
the collector.

(j) Claims in abatement. No claim in)
abatementshall be filed in respect of any
assessment in respect of any tax imposed by
this chapter.

§ 29.273-1 Jeopardy assessments. If
the Commissioner believes that the as-
sessment or collection of a deficiency will
be jeopardized by delay, he is required to
assess such deficiency immediately, to-
gether with the interest and other ad_-
tiofal amounts provided by law. If a de-
ficiency is assessed on account of Jeop-
ardy after the decision of The Tax Court
of the United States is rendered, the
Jeopardy assessment may be made only
with respect to the deficiency determined
by The Tax Court. The Cpmmissfoner is
prohibited from" making a jeopardy as-
sessment after a 'decision'of The Tax
Court has become final (see section
1140), or after the taxpayer has'filed a
petition for review of the decision of The
Tax Court.I If notice of a 'deficieficy ivas mailed to
the taxpayer (see section 272 (a)) before
it was discovered that delay would
jeopardize the assessment or collection of
the tax, a Jeopardy assessment may be
made in an amount greater or less than
that included in the deficiency notice-
On the other hand if the assessment on
account of Jeopardy was made without
mailing the notice required by section
2.72 (a), the Commissioner must within
60 days after the making of the assess-
ment send the taxpayer notice of the
deficiency by registered mail. The tax-
payer may file a petition with The Tax
Court for a redetermination of the
amount of the deficiency within 90 days
after such notice Is mailed (or within 150
days after mailing in the case of such a
notice mailed after October 21, 1942,
and addressed -to a person outside the
States of the Union and the District of
Columbia), not counting Sunday or a Ie-
gal holiday in the District of Columbia
as the ninetieth or one hundred fiftieth
day. The Commissioner may, at any
time before the decision of The Tax
,Court is rendered, abate such assess-
ment, or any unpaid portion thereof, to
the extent that he believes the assess-
ment to be excessive in amount. If the
petition of the taxpayer is filed with The.
Tax Court, either before or after the
making of the jeopardy assessment, the
Commissioner is required to notify The
Tax Court of-such assessment or abate-
ment, and The Tax Court has jurisdic-'
tion to redetermine the amount of the,
deficiency together with all other
amounts assessed at the same time in
connection therewith. (See section 273
(c).)

After a Jeopardy assessment has been
made, the list showing such assessment
will be immediately transmitted to the

collector. Upon receipt of the list con-
taining the assessment, the collector is
required to send notice and demand to
the taxpayer for the amount of the jeop-
ardy assessment. Regardless of whether
the taxpayer has filed a petition with
The Tax Court, he is required to make
payment of the amount of such assess-
ment (to the extent that it has not been

/ abated) within 10 days after the sending
of notice and demand by the collector,
unless befofe the expiration of such 10-
day period he files with the collector a
b6nd qn Form 1429 of the character here-

'inafter prescribed. The bond must be in
such amount, not exceeding double the
amount for which the stay is desired, as
the collector deems necessary and must
be executed by sureties satisfactory to
the collector. It must be conditioned
upon the payment of so much of the
E mount included therein as is not abated

-by a decision of The Tax Court which
has bec6me final, together with the In-
terest on such ambunt provided for in
section 297. If the bond is given befoie
the taxpayer has filed his petition with

•The Tax Court, it must contain a further
- condition that if a petition is not filed

before the expiration of the 90-day or
150-day period provided for the filing of
such petition, the amount stayed by the
bond will be paid upon notice and de-
mand at any 'time after the expiration
of such period, together with interest
thereon at the rate of 6 percent per an-
num from the date of the jeopardy notice
and demand to the date of the notice and
demand made fter the expiration of the
90-day or 150-day period. If a petition
Is not filed with The Tax Court within
the 90-day or 150-day period, the col-
lector will beso advised, and, if collection
of the deficiency has been stayed by the
filing of a bond within 10 days after the
date'of jeopardy notice and demand, he
should then give notice and make de-
mand for payment .of the amount as-
sessed plus interest. Any bond filed after
the expiration of 10 days from the date
of the jeopardy notice and demand is not
such a bond as is-contemplated by sec-
tion 273,(f), and, while the collector may
in his discretion accept the bond and
stay collection of the deficiency, the tax-
payer will not be relieved from payment
of interest on the amount of the defi-
ciency at the rate of 6 percent per annum
from the date of the jeopardy notice and
demand to the date of payment.

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 anypart 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,-r if any por-
tion of the jeopardy assessment is abated
by the Commissioner before the decision
of The Tax Court is rendered, then the
bond shall at the request of the taxpayer
be proportionately reduced. If The Tax
Court determines that the amount as-
sessed is greater than the correct amount
of. the tax, the bond' will also be propor-k

I

-tlonately reduced at the request of the
taxpayer after The Tax Court renders
Its decision.

After The Tax Court has rendered its
decision and such'decision has become

-final, the collector will be notified of the
action taken. The collector will then
send notice and demand for the unpaid
portion of the amount determined by The
Tax Court, the collection of which has
been stayed by the bond, The collector
is required to include in the notice and
demand for the unpaid portion, Interest
at the rate of 6 percent per annum from
the date of the jeopardy notice and de-
mand to the date of the notice and de-
mand referred to in this paragraph. If

'the amount of the jeopardy assessment is
less than the amount determined by The
Tax Court, the difference, together with
interest as provided in section 292, will
be assessed, and collected as part of the
tax upon notice and demand from the
collector. If the amount included in the
notice and demand made after the deci-
sion of The Tax Court Is not paid within
10 days after such notice and. demand,
there shall be collected as part of the
tax, interest as provided in section 294
(b), If the amount of the Jeopardy as-
sessment Is In excess of the amount de-
termined by The Tax Court, the unpaid
portion of such excess will be abated.
If any part of the excess amount has
been paid, it will be credited or refunded
to the taxpayer as provided In section
322.

As to bankruptcy, proceedings for the
relief of debtors and receivership cages,
see sections 274 and 298 and §§ 29.274-1
and 29.274-2.
SEc. 274. BAm up'Tcy AM Rxc=V=suiPa.
(a) Immediate assessment. Upon the ad-

judication of bankruptcy of any taxpayer 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 br 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 re-
strictions 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
trustee in bankruptcy or receiver shall give
notice in writing to the Commissioner of the
adjudication of bankruptcy or the appoint-
ment of the receiver, and the running of the
statute of limitations on the making of as-
sessments shall be suspended for the period
from the date of adjudication in bankruptcy
or the 6ppointment of the receiver to a date
30 days after the date upon which the no-
tze from the trusteb or receiver is received
by the Commissioner; but the susponslon
under this sentence shall In no case be for
a period in excess of two years. Claims for
the deficiency and such interest, additional
amounts and additions to the tax may be
presented, for adjudication in accordance
with law, to the court before which the
bankruptcy or receivership proceeding is
pending, despite the pendency of proceedings
for the redetermination of the deficiency In
pursuance of a petition to the Board [known
as The Tax Court of the United Statesi; but
no petition for any such redetermination

,shall be filed with the Board after the ad-
judication of bankruptcy or the appointment
of the recelverk
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'(b) Unpaid claims. Any -portion of the
claim allowed in such bankruptcy or receiv-
ership proceeding which is unpaid shall be
paid by the taxpayer upon notice and de-
mand from the collector after the termina-
tion of such proceeding, and may be col-
lected by distraint or proceeding in court
within 6 years after termination of such pro-
ceeding. Extensions of time for such pay-
ment may be had in the saie manner and
subject to the same provisions and limita-
tions as are provided in section 272 (j) and
section 296 in the-case of a deficiency in a
tax imposed by this chapter.

§ 29.274-1 Bankruptcy and receiver-
ship proceedings. During a bankruptcy
proceeding, or an equity receivership
proceeding in either a Federal or a State
court, the atsets of the taxpayer are in
general under the control of the court
in which such proceeding is pending, and
the collection of taxes cannot be made
by distraining upon such assets. How-
ever, any assets which under applicable
provisions of law are not under the con-
trol of the court may be subject to dis-
traint.

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
Chapters I to VI the approval of a pe-
tition as properly filed under section 77
or 77B or Chapter X by a court of com-
petent jurisdiction or the filing of a pe-
tition under section 74 or 75 or- Chapters
XI to XIII or Chapter XV with a court
of competent jurisdiction.

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 bankruptcy
proceeding by order of the court in which
such proceeding is pending) or a receiver
in any receivership proceeding is re-
quired to give notice in writing to the
Commissioner of Internal Revenue in
Washington, D. C., of the adjudication
of bankruptcy or the appointment of a
receiver. (See section 274 (a) and
§ 29.275-1.)

Collectors should, promptly after no-
tice of outstanding liability against a
taxpayer in any bankruptcy or receiver-
ship proceeding, and in any event within
the time limited by the appropriate pro-
visions of the Bankruptcy Act, as
amended, and the orders of the court in
which such proceeding is pending, file
claim eovering such liability in the court
in which such proceeding is pending.
Such claim should be filed whether the
uipaid taxes involved have been as-
sessed or not, except in cases where the
departmental instructions direct other-
wise; for example, where the payment
of the taxes is secured by a sufficient
bond. Such claims should cover the
amount represented by the assessment,
plus interest at the rate of 6 percent per
annum for the period from the date of
filing claim by the collector to the date
of termination of the bankruptcy or re-
ceivership proceeding or to the date of
payment if payment is made in full prior
to such termination. At the same time
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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.

Under section 3466 of the Revised Stat-
utes and section 3467 of the Revised
Statutes, as amended, and section 64 of
the Bankruptcy Act, as amended, taxes
are entitled to the priority over other
claims therein stated and the trustee,
receiver, debtor in possession, or other
person designated as in control of the
assets of the debtor by the court in which
bankruptcy or receivership proceeding is
pending, may be held personally liable
for failure on his part to protect the
,priority of the Government respecting

-taxes of which he has notice. Bank-
ruptey 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 X of
the Bankruptcy Act, as amended, and
except to the extent which may be pro-
ylded in a plan or arrangement duly ef-
fectuated in a bankruptcy proceeding;
and any portion of a claim of the United
States for~taxes which has been allowed
b0y the court in which the bankruptcy or
receivership proceeding is pending and
which remains unsatisfied after the ter-
mination of the bankruptcy or receiver-
ship proceeding shall be collected with
interest as provided in section 298.

§ 29.274-2 Immediate assessments in
bankruptcy and reccZiership cases. If
the Commissioner has determined that a
deficiency is due in respect of income tax
and the taxpayer has filed a petition with
The Tax Court of the United States prior
to the adjudication of bankruptcy or the
appointment of a receiver, the trustee,
receiver, debtor in possession, or other
person designated as in control of the as-
sets of the debtor by the court in which
the bankruptcy or receivership proceed-
ing is pending, may prosecute the tax-
payer's appeal before The Tax Court as
to that particular determination. 'No
petition shall be filed with The Tax
Court for a redetermination of the defi-
ciency after the adjudication of bank-
ruptcy or the appointment of a receiver.

Claim for the amount of a deficiency,
even though pending before The Tax
Court for consideration, may be fied
with the court in which the bankruptcy
or receivership proceeding Is pending
without awaiting final decision of The
Tax Court. In case of final decisL6n of
The Tax Court before the termination of
the bankruptcy, debtor, or receivership
proceeding, a copy of The Tax Court's
decision may be filed by the Commis-
sioner with the court in which such pro-
ceeding is pending,

While the Commissioner is required by
section 274 to make Immediate assess-
ment of any deficiency, such assessment
is not made as a Jeopardy assessment
within the meaning of section 273, and
consequently the provisions of that sec-

tion do not apply to any assessment
made under section 274. Therefore, the
notice of the deficiency provided for in
section 273 (b) will not be mailed. Al-
though such notice wil not be issued,
nevertheless a letter will be sent to the
taxpayer, or to the trustee, receiver,
debtor in possession, or other person des-

-Ignated by the court in which the bank-
ruptcy or receivership proceeding is
pending as in control of the assets of the
debtor, notifying him in detail how the
deficiency was computed, that he may
furnish evidence showin g wherein the
deficiency is incorrect, and that upon re-
quest he will be granted a hearing with
repect to such deficiency. If after such
evidence is submitted and hearing held
any adjustment appears necessary in the
deficiency, appropriate action wi be
taken. A copy-of the notification letter
will be attached to the assessment list
as the collector's authority for fing
claim in any bankruptcy or receivership
proceeding.

If any portion of the claim allowed by
the court in a bankruptcy or receivership
proceeding remains unpaid after the
termination of such proceeding, the col-
lector will send notice and demand for
payment thereof to the taxpayer. Such
unpaid portion with interest as provided
in section 298 may be collected from the
taxpayer by distraint or proceeding in
court within six years after the termina-
tion of the bankruptcy or receivership
proceeding. Extensions of time for the
payment of such unpaid amount may be
granted in the same manner and sub-
ject to the same provisions and limita-
tions as provided in sections 272 (j) and
297. (See § 29.272-3.)

This section deals only with Imme-
diate assessments provided for in sec-
tion 274 and the procedure in connec-
tion with such assessments.

Sxc. 2715. Pinion c7' r=nn~ozr voz As-
cEms_=x Arm cozaxcnosr [as amended by
rec. 503. 2d Rev. Act 19401.

Except as provided in section 27e--
(a) General rule. The amount of Income

taxes Imposed by this chapter shall be as-
rezed within three years after the return
was iled, and no proceeding In court with-
out axessment for the collection of such
taxes shall ba begun after the expiration
of such period.

(b) Request for prompt azsessment. In
the cace df Income received during the life-
time of a decedent, or by his estate during
the period of administration, or by a cor-
poration, the tax shall be aszsesed, and any
proceeding In court without asae ent for
the collection of such tax shall be begun,
within eighteen months after written request
therefor (filed after the return Is made) by
the executor, administrator, or other fiduciary
representing thfe estate of such decedent, or
by the corporation, but not after the ex-
piration of three years after the return vas
filed. This subsection shall not apply in the
case of a corporation unles-

(1) Such written request notifies the Com-
m!s-'oner that the corporation contemplates
dLssolutlozi at or before the expiration of
ouch 18 montb' period; and

(2) The dLsolutlon Is In gcd faith begun
beforo the expiration of such 18 montha'
peried; and

(3) The dissolution Is completed.
(c) Omission from gross income. If the

taxpayer omlts from gro-a income an amount
properly includible therein which is In ex-
es of 25 per centum of the amount of gross
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income stated in the return, the tax may be
assessed, or a proceeding in court for the col-
lection of such tax may be begun without
assessment, at any time within 5 years after
the return was ifiled.

(d) Constructive dividends. If the tax-
payer omits from gross income an amount
properly includible therein-

(1) Foreign personal-holding companies.
Under section 337 (b) (relating to the in-
clusion in the gross income of United States
shareholders of their distributive shares of
the undistributed Supplement P net income
of a foreign personal-holding company); or

(2) Personal service corporations. Under
section 394 (b) (relating to the inclusion In
the gross income of shareholders of their dis-,
trIbutive shares of undistributed Supplement
S net income of a personal service corpo-
ration) :

the tax may be assessed, or a proceeding in
court for the- collection of such tax may be
begun Without assessment, at any time-within
seven years after the return was filed.

(e) Distributions in liquidation to share-
holders. If the taxpayer omits from gross
Income an amount properly includible
therein under section 115 (d) as an amount
distributed in liquidation of a corporation,
other than a foreign personal holding com-
pany, the tax may be assessed, or a pro-
ceeding in court for the collection of such
tax. may be begun without assessment, at
any time within four years after the return
was fied.

(f) For the purposes of subsections (a),,
(b), (c), (d), and (a), a return fied before
the last day prescribed by law for the filing
thereof shall be considered as filed on such
last day.

(g) Corporation and shareholder. If a cor-
poration makes no return of the tax imposed
by this chapter, but each of the shareholders,
Includes in his return his distributive share
Df the net income of the corporation, then
the tax of the corporation shall be assessed
within four years after the last date on
which any such shareholder's return was filed.

Sec. 276. SAmE; ExCETIONS.
(a) False return or no return. In the case

of a false or fraudulent return with intent
to evade tax or of a failure to file a return
the tax may be assessed, or a proceeding in
court for thd collection of such tax may be
begun without assessment, at any time.

(b) Waiver. Where before the expiration
of the time prescribed in section 275 for the
assessment of the tax, both the Commissioier
and the taxpayer have consented in writing
to Its assessment after such time the tax
may be assessed at any time prior to the
expiration of the period agreed upon'. The
period so agreed upon may be extended by
subsequent agreements in writing made be-
fore the expiration of the period previously
agreed upon.

(c) Collection after assessment. Where the
assessment of any Income tax Imposed by
this chapter has been made within the period
of limitation properly applicable thereto, such
tax may be collected by distraint or by a
prcteeding in court, but only if begun (1)
within six years after the assessment of the
tax, or (2) prior to the expiration of any
period for collection agreed upon in writing
by the Commissioner and the taxpayer be-
fore the expiration of such six-year period.
The period so agreed upon may be extended
by subsequent agreements In writing made.
before the expiration of the-period previously
agreed upon.

Src. 277. Susrzsror on nuNm G" op
STATUTE.

The running of the statute of limitations
provided In section 275 or 276 on the making
of assessments and the beginning of dis-
traint or a procdeding in court for collec-
tion, in respect of any deficiency, shall (after-
the mailing of a notice under sdction 272
(a)) be suspended for the-period during

which the Commissioner is prohibited from
making the assessment or beginning dis-
traint or a proceeding in court (and In any
event, if a proceeding in respect of the de-
ficlency Is placed on the docket of the Board
[known as The Tax Court of'the United
States], until the' aecision of the Board be-
comes final), and for sixty days thereafter. -

§ 29.275-1 Peri6d of limitation -uon
assessment of tax. The amount of in-
come tax imposed by the Internal Reve-
nue Code must be assessed within three
years after the return was filed. For the
purposes of subsectibns (a), (b), (c) ,.(d),
and (e) of section 275, a return filed be-
fore the last day prescribed by law for
the filing thereof shall be considered as
filed on such -last day. Exceptions to the

- period of limitation stated in this para-
graph (other than those provided for
elsewhere in the Code) are as follows:

(a) In the case of income received dur-
ing the lifetime of a decedent or by his
estate during the period of administra-
tion, or by a corporation contemplating
dissolution, the tax shall be assessed
within 18 months, after written request
therefor by the fiduciary or legal repre-
sentative of the estate of the decedent or
by the corporation, but not after the ex-
piration of three years after the return
was filed. The effect of this provision is
to limit the period in which the Commis-
sioner may assess the tax in such cases
to a period of 18 months from the date
the request is filed, even theugh more
than 18 months still-remain of the regu-
lar 3-year period in which the assess-
ment may under ordinary circumstances
be made. The-request, in order to be
effective, must be made after the return
is filed and must be in such language as
to make it clear to the Commissioner that
it is desired to take advantage of the
provisions of section 275 (b). In the
case of a corporation the 18-month pe-
riod of limitation shall not apply unless:

(1) The written request notifies the
Commissioner that the corporation con-
templates dissolution at or before the ex-
piration of such period,

(2) The dissolution is in good faith be-
gun before the expiration of such period,
and

(3) The dissolution so begun is com-
* pleted either before or after the exp ira-

tion of such 18-month period.
Such a request does not have, the effect

of extendixig the regular period of limi-
tation even though the request is made
less than 18 months before the expira-.
tion of the regular period of limitation.

(b) If a corporation makes no income
tax return under the Internal Revenue
Code, but each of the shareholders in-
cludes in his personal return his dis-
tributive share of the net income of the
corporation, the tax of the corporation
shall be assessed within four years after
the last date on which any such share-
holder's return was filed.

(c) In the-case of a false or fraudulent
return with intent to evade tax, the tax
may be assessed at any time after such
false or fraudulent return is filed.

(d) It there is omitted from the gross
income stated in the return an amount
property includible therein which is in
excess of 25 percent of the gross income
so stated, the tax may be assessed at any

time within five years after the return
was filed.

(e) In the event the taxpayefalls to
file a return, the amount of tax due may
be assessed at any time after the date
prescribed for filing the return. (But
see paragraph (b) of this section.)

(f) If the taxpayer omits from gross
income an amount properly includible
therein under section 337 (b) as his dis-
tributive share of the undistributed Sup-
plement P net income of a foreign per-
sonal holding company (see sections 331
to 340, inclusive) or an amount properly
Includible therein under section 04 (b)
as his distributive share of the Supple-
ment S net income.of a personal servlce
corporation (see sections 391 to 390, In-
clusive), the tax may be assessed at any
time within seven years after the return
was filed.

(g) If the taxpayer omits from gross
income an amount properly includiblo
therein under section 115 (c) as an
amount distributed in liquidation of a
corporation, other than a foreign per-
sonal holding company, the tax may be
assessed at any time within four years
after the return was filed.

(h) If before the expiration of the
time prescribed in section 275 for the as-
sessment of the tax the Commissioner
and the taxpayer have consented in writ-
ing to the assessment of the tax after
such time, the tax may be assessed at any
time prior to the expiration of the period
agreed upon. The period agreed upon
may be extended by subsequent agree-
ments -in writing made before the ex-
piration of the period previously agreed
upon.

(I) If a notice of a deficiency has been
mailed to the taxpayer under the provi-
sions of section 272 (a), then thd running
of the statute of limitations on assess
ment of any deficiency shall be sus-
pended for the period during which the
Commissioner is prohibited from making
the assessment (and In any event, If a
proceeding in respect of the deficiency Is
placed on the docket of The Tax Court of
the United States, until the decision of
The Tax Court becomes final), and fog
60 days thereafter. If the Commissioner
mails t6 a' taxpayer a notice of deficiency
within the statutory period of limitation
and the taxpayer does not appeal there-
from to The Tax Court, the notice of de-
ficiency so given does not suspend the
running of the period of limitation on
assessment for the purpose of any ad-
ditional deficiency shown to be due In a
subsequent deficiency notice.

(j) In a bankruptcy or receiyership
proceeding the running of the statute of
limitations on the making of assessments
is suspended from the date of adjudica-
tion in bankruptcy or the date of the ap-
pointment of a receiver, as the case may
be, to a date 30 days after the date upon
which the notice provided for In section
274 (a) is received by the Commissioner
In Washington, D. C., but In no case shall
the suspension be for a period in excess
of two years. See section 274 (a) and
§ § 29.274-1 and 29.274-2.

With respect to the period of limitation
for assessing the amount of the liability
of a transferee of property, or for assess-
ing the amount of the liability of a fldu-
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ciary under section 3467 of the Revised
Statutes, as amended, see section 311.

§ 29.275-2 Period of limitation upon
collection of tax. In the case of the in-
come taxes imposed by the Internal Rev-
enue Code, a proceeding in court without
assessment for the collection of such tax
must be begun within three years after
the return was filed.

The exceptions to the period of ligii-
tation upon collection of the tax without
assessment stated in the preceding para-
graph are as follows:

- (a) In the case of income received
during the lifetime of a decedent'or by
his estate during the period of adminis-
tration, or by a corporation, a proceed-
ing in -court for the collection of the tax
without assessment must be begun with-'
in 18 months after a written request
therefor by the executor, administrator,
or other fiduciary representing the estate
of the decedent, or by the corporation,
but not after the expiration of three
years after-the return was fled. Such
a request does_ not haveothe, effect of
extending the regular period of limita-"
tion within which a proceeding in court
without assessment may be begun, even
though the request is made less than 18-
months before the expiration of the reg--
filar period of limitation, nor is it of any-
6ffext if made before the return is filed.-
In the case of a corporation the condi-
tions stated in paragraph (a) (1), (a) (2),
and (a) (3) of § 29.2.75-1 also must be
met.
- (b) A proceeding in court for the col-
lection. of the tax without assessment:
may be begun at any time:
S(1) incdse the tdaxpayer files a false or

fraudulhnt return with intent to evade"
tax; or
. (2) In case the taxpayer fails to file a
return. -
S(c). If there is omitted fromthe gioss
income stated in the return, an amount
properly includible. therein which is in
excess of 25 percent of the gross income7
so stated, a proceeding in court for the
bollection of the tax may be begun with-
out assessment at any time .withii five
years after the return was filed.

( (d) If the taxpayer omits from gross
income an- amount properly includible
therein under section 337 (b) as his dis-"
tributive share 9f -the undistributed Sup-'
pleinent P fit income of a foreign per-
sonal holding company (see sections 331
to 340, inclusive), or an amount properly
includible therein under section 394 (b)
as his distributive share of the Supple-
ment S net income of a personal service
corporation (see sections 391 to 396, in-
clusive), -a proceeding in court for the
collection of the tax may be begun with-
out assessment-at any time within seven
years after the return was filed.

(e) If the taxpayer omits from gross
income an amount properly includible
therein under section 115 (c) as an
amount distributed in liquidation of a
corporation, other than a foreign per-
sonal holding company, a proceeding in
court for the collection of the tax may be
begun without assessment at any time
within four years after the return was
filed.

In any case In which the tax has been
assessed within the statutory period of
limitation properly applicable thereto, a
proceeding in court or distraint for the

.collection of suph tax may be begun
within six years after the assessment
thereof, or prior to the expiration of any
period for collection agreed upon in writ-
ing by the Commissioner and the tax-
payer before the expiration of such
6-year period. The period so agreed
upon may be extended by subsequent
agreements in writing made before the
expiration of the period previously
agreed upon. In determining the run-
ning of the statute of limitations In
respect of distraint, the distraint shall
be held to have been begun, in the case of
personal property, on the date on which
the levy upon such property is made, or,
in the case of real property, on the date
on which notice of the time and place of
sale is given to the person whose estate it
Is proposed to sell.

If a notice of a deficiency has been
mailed to the taxpayer under the pro-
visions of section 272 (a) (see § 29.272-1),
then the running of the statute of limi-'
tations on the beginning of distraint
after assessment, or on the beginning of
a proceeding in coUrt after assessment
or without assessment, in respect of any
deficiency, shall be suspended for thew .
Period during which the Commissioner
is prohibited from beginning such dis-
traint or proceeding in court (and in any
event, if a proceeding In respect of the
deficiency is placed on the docket of The
Tax Court of the United States, until the
decision of the Tax Court. becomes
final), and for 60 days thereafter.
' With respect to the period of limita-
tion upon the collection of the tax on
unpaid claims in bankn ptcy or receiver-
shlp proceedings, see section 274 (b) and
§ 29.274-2.

IIeTEREST AND ADDITIOIIS TO TE TAX
SEc. 291. FA== To Tux nErussr [as

amended by ec. 172 (f), Rev. Act 19421.
(a) In case of any failure to mako and file

return required by this chapter, within the
time prescribed by law or prezcrlbed by the
Commissioner in pursuance of law, unles It
Is shown that such failure Is due to reamon-,
able 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 c ntum for each
adlitional thirty days or fraction thereof
during which such failure continuca, not
exceeding 2& per centum In the a greate.
The amount so added to any tax shall b
collected at the same time and In the same
manner and as a part of the tax unless thb
tax has been paid before the discovery of the
neglect, in which cane the amount3 co 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 scc-
tion 3612 (d) (1).

(b) For minimum addition to the tax for
failure of'withholding agent to mae and
file return required by Part IH of Subchapter
D,' see section 470 (c).

§ 29.291-1 Addition to the tax in case
of failbtre to Ile return. In case of fail-
ure to make and file a return required by

I Subchapter D of chapter 1.

chapter 1 within the prescribed time, a
certain percent of the amount of the
tax is added to the tax unless failure to
file the return within the prescribed time
Is shown to the satisfaction of the Com-
missioner to be due to reasonable cause
and not to willful neglect. The amount
to be added to the tax is 5 percent if the
failure Is for not more than 30 days, with
an additional 5 percent for each addi-
tional 30 days or fraction thereof during
which failure continues, not to exceed
25 percent In the aggregate. q

A taxpayer who wishes to avoid the
addition to the tax for delinquency must
make an affirmative showing of all facts
alleged as a reasonable cause for failure
to file the return on time in the form
of an affidavit which should be filed with
the collector, who, unless otherwise di-
rected by the Commissioner, will forward
the affdavit to the Commissioner, and, if
the Commissioner determines that the
delinquency was due to a reasonable-
cause, and not to willful neglect, the ad-
dition to the tax will not be assessed. If
the taxpayer exercised ordinary business
care and prudence and was nevertheless
unable to file the return within the pre-
scribed time, then the delay is due to
a. reasonable.causoe.
. If the addition to the tax. for detn-

quency In filing the return-has been
added, the amount so added shall be col-
lected in the same manner 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 t6 the
making of returns for taxpayers by col-
lectors or the Commissioner in the case-
of delinquency in fling.a return, or in
the case of a false or fraudulent return,
see section 2612.

5=c. 292. Izrnc=e ONr =C3cS~.
' Intereat upon the amount determined as
6 deficiency Ehall ea asess-ed at the same
time as the deficiency, shall be paid upon
notice and demand from the 'collector, and
rhall be collected a3 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 lnstallments
from the date prescribed for the payment of
the fli,;b Installment) to the date the deft-'
clency I- a=eed, or, in the caze cfa. wa ver-
under sect in 272 (d), to the thirtieth day
after the filing of such waiver or to the date
the deficiency Is ae:ssed whicheve; is the
earlier.
- S=c 293. Anasnos To Tnr mr = csxs os'

- (a) McgZcige. If any part; of any deft-
clency is due to negligence, or Intentional-
disre-ard of rules and regulations hut without
Intent to defraud. 5 per centum of the total
amount of the deficiency (in addition to such
deficiency) shal b a=esed, collected, and
paid In the sam manner as if it were a
defllency, except that the provisions of Eac-

Aton 272 (1), relating to the prorating of a
deficiency, and of section 292. relating to
ntereat on deflclencL-s, shall not be appli-
cable.

(b) Fraud. If any part of any deficiency
Is due to fraud with Intent to evade tax,
then 50 per centum of the total amount of
the deficiency (in addition to such deficiency)
shall ha so aessed, collected, and paid, in
lieu of the 50 per centum addition to the tax
provided in section 3612 (d) (2).

SEc. 294. ADnaroz-s TO THE TAx nr CAs- o-
o..wPrzn-r (as amended by sec. 5 (b), Cur-

rent Tax Payment Act 1943.1
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(a T=x shown on return--(1) Generaz
uQ Where the amount determined by the

taxpayer as the tax imposed by this chapter,
or any installment thereof, or any. part of
such amount Qr Installment, is not paid Q
or beforo the date prescribed, fox its payment,
there shall be Collectjod as a part of the tax,
Interest upon such unpaid Amount at the
rate of 0 per centu, per Annum from the
data prescribed for its payment Until it Is
paid.

(2) 1/ extension grantec. Where an exten.
ston of time for payment of the amount ao
defterminud as the tax by the taxpayer, or
any installment thereof, has been granted,
and, the amount the time for payment of
which ha been extended, and-th7e Interest
thereon determined under section 295, is not'
paid in full prior to the expiration of tt4e
period of the extension, then, in lieu of the
interest provided for in paragraph (1) of this
subsection, Interest a the rate of 0 per
centum, per annum, shall be collected on Wcl4
unpaid amount from the date of the expira-
tion of the period of the extension until it
Iq paid.

(3) Failure to ol declaration ot estimatecl
teo. In, the case of A, failure to make and
file a declaration of estimated tax within the
time prescribed, there shall be added to the
tax an amount equal to IQ per centum of the
tax. [llor.-Under see. (f), Current Tax
Payment Act 1943, this provision 14 effective
with respect to taxable years beginUing after
December 31, 1942.]

(4) Failure to pay instalment of estimiea
tax. In the case of the failure to pay an In-
stallment of the estimated tax within the
time prescribed, there shall be added to the
tax $2.50 or 2/ per centum of the tax, which.
ever is the greater, for each, installment with
respect to 'which such failure Occurs. [IN'T.
Under ceo. 5 (f), Current Tax Payment Act
1943, this provislon i4 effective with respect
to taxable years beginning after December
31, 1942.]

(5) Substantlai underestimate o estt-
mated tax. If 80 per centum of the tax
(determined without regard to the credits
under sections 32, 35, and 466 (e)), in the
case of Individuals other than farmers exer-
cising an election under section 60 (a),.or
66% per centum of such tax so determined
in the cae of such farmers, exceeds the esti-
mated tax (increased by such qredits), there
shall be added to the tax an amount equal
to such excess, or equal to 6 per centum Of
the amount by which such tax so determined-
exc eda the estimated tax so increased,
whichever is the lesser. This paragraph shall
not apply to the taxable year in which falls
the death of the taxpayer. [Norni Under
4e. 5 () . Current Tax Payment Act 194I3
this provision is effective with respect to tax-
able years beginning after December 31. 1942,
but is not applicale to A taxable year begin-
ning in 1943 in-the case of an individual nQt
requtred to mAIk a declaration Under qeqtton

8, Internal Revenue Code, for auch year,]
(h) Pefliency, Where a deficiency, or any

interest or-additional amounts assessed in
connection tfierewith Under section 292, oz
Under seqtlon 293, or any addition to the tall
In case of delinquency provided for in sec-
tion 201, ts not paid in full Within ten days
from the date ol nQtice and demand fror.
the collectQr,, there shall e collected as part
of thie tax, Interest upon the unpaid amount
at the rate of 6 per centum per annum from
the date of such notice and demand until it
Is paid, If any part of a deficiency prorated
to any unpaid installment under section, 272
(1) is not paid in full on or'before the date
prescribed for the payment of such install-
mont. there shall be collected as part of the
tax interest upon the unpaid amount at the
rate of 6. per centum per annum from such
date until It Is paid.

(c) Filing of ieopardy bond. If a hdnd is
filed, as provided n section 273, the pro-
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visions of subsection (b) of this section shall
not apply to the amount covered by the
bond. -

SEC. 295. ,Tx E ZrzNm ron rPA rsr oV

3f the time for payment of the amount
determined as the tax by the taXpayer, or
any in0stllment tlhereof, lz exteuded nder
the authority of section 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 data when such payment
should have been made if no extension had
been granted, until the expiratio, f the

prod of the extension,

SEC. 296. Tra= ==xrae jpon PA=ENr OF
If the time fQr. the payment of any part

of a deficiency Is extended, there shall be
collected, as a part of the tax, interest on
the part of the deficiency the time for pay-
nent of whiclh 14 sO extended, at the rate
of 0 per centuM per anmum for the period
of the extension, and no other Interest shall
be qollected qn such part of the deficiency
fQr &uqh period. If the part of the de-
ficiency the time for payment of which Is so
extended is not paid in accordance with the
terms of the extension, there shall be col-
leoted, as a part of the tax.Interest bn such

npaid amount at the rate of 6 per centura
per annun, for the period Irom, the time
fixed by the-terms of the extension for its
payment unt it is paid, "and.no other ir-
terest shall be collected on such unpaid
amount for such period. -

S&c. 297. INm nxsn ii CAsE or'oPmwv

In the case of the anount collected under
section 273 (1) there shall be collected at the
same time as such amount, nd as a part
of the tag, interest At the rate of Sper centum
per =num upon such amount frpm the date
of the jeopardy notice and demand to the
date of notice and demand under section
27& (1), or, in the case of the amount col.
lected in excess of the am~upt of the jeop-
ardy assessmaent, Interest as provided in sec-
tiori 292. If the amount inqluded in the
notice and demaA, from the qollector under
section 273. (i) is. not paid in full within
ten days after such notice and demand, then
there shall be collected, as part of the tax,
interest upo= the unpaid Amount at the rate
of 6 per centum per annum from the date
of such notice and demand until it Is paid.
Se. 298. Bsmnup ' AND nEcav irn'p.
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 thereof at the rate
of 6 per centir per annum from the date
of such notice and demand until payment.

SEc. 299. REmoVAL or5 raOPSyT on DPAR-
TunE RmO u=ntD STATES.

For additions to tax in case of leavinR the
United States or concealing property in such
manner as to hinder collection of the tax,
see section 146. .

CLAIMS AGAINST TRANSFEREES AND
FIUCIARIES

SEC. 311. Tnss rasu A*sErs.
(a) Mctl4o4 of collection, The amounts of

the following liabilities shall, except as here.
inafter in this section provided, be assess d,
collected, and paid In the same manner and
subjeQt to the same provisions, annd limitations
as in the case of a deficiency In a tax Imposed
by this chapter (including the provisions
in caseof delinquency i n payment after no-
tice aud demand, the provislos aqthorixlnT
distraint and proceedingq in court for col-'
leotion, and the provisions prohibiting claims
and- suits for refunds): -,
-(1) Transferees, .The liability, at l aW or

in equity, of a transferee of property of a

.taxpayer, in respect of the tax (includinU in-
terest, additional amounts, and additions to
the tax provided by law) imposed upon the
taxpayer by this chapter,

(2) Flduciaries. The liability of a fiduciary
under section 8467 of the Revised Statutes,
as amended, (U. S. C., Title 31, § 192) In roe-
spect oi the payment of any pl101 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 Yfmfitalton. The period of
limitation for assessmont of any such liabil-
Ity of a transferee or fiduclary shall be as
follows:

(1) Zn 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 assessent against
the taxpayer;

(2) In the caue of the liability of a trans"
feree of a transferee of the property of the
taxpaer,-wIt4In one year after the expira-
tion of the period of limitation tor tssess-
Ment against-tbe preceding transferee, but
-only if within three years alter the expira-.
tion of the period of limitation for assess-
ment against tjae taxpayer;- ,

except that If before the expiration of 4ho
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 thd
taxpayer or last preceding transferee, rO-
spqctivelyi-then the period of limitation for
assessment of the liability of the transferee
shall expire me year after the return OX
execution in the court proceeding,

(3) In the case of the liability of a fldu-
clary,-not later than one year after the lia-
billty arises or not later than the explration
of the period for collection of the tax Ii
respect of which such liability arlse3, which-
ever is the later;

(4) Where before the expiration of the time
prescribed In paragraph (1), (2), or (3) for
the assessment of the liability, both the 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 agreclc
Upon may be extended by subsequent agree,
ments In writing made before the expiration,
of the period previously agreed upon.

(o) perod for assessment againsat tX-
payor. For the purposes of this section, if
the taxpayer Is deceased, or in the caeo of
a corporation, has terminated its existence,
the period of limitation for assessment
against the taxpayer shall be the period that
would be in eect had death or termination
of ezatence not occurred.

(d) ,gusponsion of running of statute of
limitations, The running of the statute of
limitations upon the assessment of the III-
batty of a transferee or fiduciary shall, after
the mailing to the transferee or fiduciary of
the notice provided for in section 272 (a)l
be suspended for the period during which the
Commissioner Is prohibited grom maldtng the
assessment in respeet of the liability of the
transferee or flduQlary (and in any event, it
a proceeding in respect of the liability to
placed on the docket of the Board [known
as The Tax Court of the, United States],
until the decision of the Board becomes
final), and for sixty days thereafter.

(a) Address for notice of iability. In the
absence of noticQto the Commlstioner under
seotion -812 (b) of the existence of a fldU1
clary relationship, notice of liability on..
forceabla under this section in respect of %t
tax imposed by this chapter, if mailed to the
person subject to the liability at his last
lnown addres, .shall be auMllCelnt for the
purposes of this chapter even If such Person
Is deceased, or Is under a legal disability, or,
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in the case of a corporation, has terminated
its existence.

(f) Definition of "transferee". As used In
this section, the term "transfereeV Includes
heir, legatee, devisee, and distributee.

§ 29.311-1 Clains 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,
whether shown on the return of the tax-
payer or determined as a deficiency in
the tax, shall be assessed against such
transferee or such fiduciary, as the case
may be, and collected and paid in the
same manner and subject to the same
provisions and limitations as in the case
of a deficiency in a'tax imposed by chap-
ter 1, except as hereinafter provided.
MThe provisions relating to. delinqfuency
in payment after notice and demand and
the amount of interest attaching because
of such delinquency, the authorization
of distraint and proceedings in court for
collection, the prolbition of claims for
abatement and claims and suits for re-
fund, tie filing of a petition with The
Tax Court of the United States, and the
filing of a petition for review of The Tax
Court's decision, are included in the
sections of the Internal Revenue Code
(and regulations pertaining thereto) re-
lating to deficiencies in the tax imposed
by chapter 1.

The-term "transferee" as used in this
section includes an heir, legatee, de'fsee,
distributee of an estate of a deceased
person, the shareholder of a dissolved
corporation, the assignee or donee of an
Insolvent person, the successor of a cor-
ppration, a party to a reorganization as
defined in section 112, and all other
classes of distributees.

, 'The period of limitation for assess-
ment of the liability of a transferee or of
a fiduciary, referred to in the first para-
graph of this section, is as follows:

(a) 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); ---

(b) In the case of thd liability of, a
trafasferee or a transferee of the prop-
erty of the taxpayer, one year after the

'expiration of the period of limitation
for assessment against the preceding
transferee, or three years after the ex-
piration of the period of limitation for
assessment against the taxpayer, which-
ever of the two periods (the 1-year period
or the 3-year period) first expires;

(c) If a court proceeding against the
txpayer or last preceding transferee for
the collection of the tax or liability in
respect thereof, respectively, has been
begun within the period of limitation for
the bringing of such proceeding, then
within one year.after the return of exe-
cution in such proceeding; and
(d) In the case of the liability of -a

fiduciary, not later than one year after
the liability arises or not later than the
txpiration of the period for collection
of the tax-in respect of which such liabil.
ity arises, whichever is the later.

(e) If before the expiration of the time
prescribed in section 311 (b) (1). (2), or
(3) for the assessment of the liability of
a transferee or fiduciary, both the Com-
missioner and the transferee or fiduciary
have consented in writing to the assess-
ment of the liability after such time, the
liability may be assessed at any time
prior to the expiration of the period
agreed upon. The period so agreed upon
may be extended by subsequent agree-
ments in writing made before the expira-
tion of the perlodpreviously agreed upon.

For the purpose of determining the pe-
riod of limitation for assessment against
a transferee or a fiduciary, if the tax-
payer is deceased, or, in the case ota cor-
poration, 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 sec-
tion 272 (a), then the running- of the
statute of limitations shall be suspended
for the period during which the Com-
missioner is prohibited from making the
assessment in respect of the liability of
the transferee or fiduciary (and in any
event, if a proceeding in respect of the
liability is placed on the docket of The
Tax Court, until the decision of The Tax
Court becomes final), and for 60 days
thereafter.

Ssc. a12. N o x mucunrha=An zoo, - . P.
(a) Fiduciary of taxpaycr. Upon notice

to the Commlsoner that any person is act-
ing In a fiduciary capacity such fiduciary shal
assume the powers, rights, dutles, and privi-
leges of the taxpayer In respect of a tax im-
p-.ed by this chapter (except as othervo
specifically provided and except that the tax
shall be collected from the estate of the tax-
payer), until notico is given that the fiduciary
capacity has terminated.--, I

(b) Fiduciary of transferee. Upon notice
to the Commisloner that any person is act-
ing n a fiduciary capacity for a percon sub-
ject to the liability specified in rection 311,
the fiduciary shall assume, on behalf of such
person, the powers, rights, dutle, and privi-
leges of such person under such rectlon (ex-
cept that the liability shall be collected from
the estate of such person), until notice Is
given that the fiduciary capacity has ter-
minated.
. (c) Manner of notice. Notice under sub-

section (a) or (b) shall bo given in accord-
ance.with regulations preceribed by the Com-
missioner with the approval of the Secretary.
"§ 29.312-1 Fiduciaries. Assoonasthe

Commissloner 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-
lectible from the personal estate of the
fiduciary but is collectible from the es-
tate of the taxpayer or from the estate
of the transferee or other person sub-

ject to the liability specified in section
311. The "notice to the Commissioner"
provided for in section 312 shall be a
written notice signed by the fiduciary
and filed with the Commissioner. The
notice must state the name and address
of the person for whom the fiduciary is
acting, and the nature of the liability of
such paron; that is, whether it is a lia-
bMty for tax, and, if so, the year or years
involved, or a liability at law or in equity
of a transferee of property of a tax-
payer, or a liability of a fiduciary under
section 3467 of the Revised Statutes, as
amended, in respect of the payment of
any tax from the estate of the taxpayer.
Any such written notice which has been
filed with the Commissioner since the
enactment of the Revenue Act of 1926
shall be considered as sufficient notice to
the Commissioner within the meaning of
section 312. Unless there is already on
file with the Commissioner satisfactory
evidence of the authority of the fiduciary
to act for such person in a fiduciary ca-
pacity, such evidence must be filed with
and made a part of the notice. If the
fiduciary capacity exists by order of
court, a certified copy of the order may
be regarded as such satisfactory evidence.
When the fiduciary capacity has ter-
minated, the fiduciary In order to be re-
lieved of any further duty or liability as
such, must file witlf the Commissioner
written notice that the fiduciary capac-
ity has terminated as to him, accom-
panled by satisfactory evidence of the
termination of the fiduciary capacity.
The notice of termination should state

,the name and address of the person, if
any, who has been substituted as
fiduciary.

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 mall to the last known address
of the taxpayer (see section 272 (a)), or
the last known address of the transferee
or other person subject to liability (see
section 311), no notice of the deficiency
will be sent to the fiduciary. In such a
case the sending of the notice to the last
known address of the taxpayer, trans-
feree, or other person, as the case may
be, will be a sumcient compliance with
the requirements of the Internal-Reve-
nue Code, even though such taxpayer,
transferee, or other person is deceased,
or- is under a legal disability, or, in
the case of a corporation, has termi-
nated its existence. Under such cir-
cumstances, if no petition is filed with
The Tax Court of the United States
within 90 days after the mailing of the
notice (or within 150 days after mailing
in the case of such a notice mailed after
October 21, 1942, and addressed to a
person outside the States of the Union
and the District of Columbia) to the tax-
payer, transferee, or other person, the
tax, or liability under section 311, will be
assessed Immediately upon the expiration
of such 90-day or 150-day period, and
demand for payment will be made by the
collector. The term 'fduciary" is de-
fined in section 3797 (a) (6) to mean a
guardian, trustee, executor, administra-
tor, receiver, conservator, or any person

15145

HeinOnline -- 8 Fed. Reg. 15145 1943



FEDERAL REGISTER, Thursday, November 4, 1943

acting In any fldudary capacity for any
person.

This section, relating to the provisions
of section 312, shall not he taken ta
abridge it any way the powers and duties
of fiduciaries provided for in other sec-
tions of the Internal Revenue Code.

Stc. 313. Cnoss nrEF'arcr.
For prohibition of suits to restrain, en.-

forcement of liability of transferee or Adut-
ciary,. see section 3653 (b).

OvERPAl u ENTS.
S=oc 321. OVmtPAYmrrr or 11s4SArIr~oST.
If the taxpayer hasl paid as an installment

of the tax more than the amount determined
to be the correct amount of such installment,
the overpayment shall ba credited. against,
the unpaid, installments, if any. If the
amount already paid, whether or not on the
basis of. Installments; exceeds 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. Rnrwns, am caxras [a amended,
by sees. 169, (ay (b1, 172 (el, Rev. Act; 1942;.
sees. 2 (b), 4 (a) (b)., Current TaxRPayment
Act 191].

(a) Autlrorlaction-(1) Overpa yment.
Where there has been an overpayment of any,
tax imposed by this chapter, the amount of
such overpayment shall be. credited against
any income, war-profits, or excess-profits tax.
or installment thereof then due from the
taxpayer, and any balance shall be refunded
Immediately ta the taxiyer-

(2) Excessive w srthding. Where the
amount of the tar withheld at the source
under Part II of Subehapter D or Subehapter

.33 of Chapter 9, exceeds the taxes imposed by
this chapter against which the tar. so with.-
held may be credited, under section 35 or
46G (e), the amount of such excess, shall be
considered an overpayment.

(3) Credits against estimated tax, The
Commissioner Is authorized to. prescribe,
with 'the approval of the Secretary, regula-
tions providing for the crediting against the
estimated tax for any taxable. year of the
amount determined, by the taxpayer or th%
Commissioner to be an overpayment of" the.
tax for a preceding taxable year.

.(b) Limitaton oan allbiance-(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 credit or- refund
shall be allowed, or made after the expiration.
of whichever of such.' perods expires the
later. If no return is. filed by the taxpayer,
then no credit or refund. shall. be allowed or
made after two years from the time the tax
was paid, unless before the expiration ot such
period a claim therefor is filed by the tax-
payer.

(2) Limit on amount ot credit or, ref unc.,
The amount of the credit or refund. shall not,
exceed the portion of the tax paid-

(A) If a return was filed by the taxpayer,
and the claim was filed withn wthree yeara
from the time the return was flied, during.
the three years immediately preceding the
filing of the claim.

(B) If a claim, war filed, and (i> no returnz
was filed, or (ii) if the claim was not, filed
within three years from the time the return.
was filed by the taxpayer, during the two years
Immediately preceding the filing of the
claim.

(C) If no claim was filed and the allow-
anco of credit or refund Is made within three
years from the time the return was fled by
the taxpayer, during the three years kniedt-
ately preceiling the allowance of the credit or
refund.

(D) If no claim was filed, and (i) no-return.
was filed or (i) the allowance of the credit or
refund is not made within three years from

the time.thereturn was flied bythe taxpayer,
during- the two years immediately preceding
the allowanca or the credit or refund

(a), Exceptiozs' fir tire case -of iafters. It
both the Commissioner and the- taxpayer
have, within. tue period prescribed in para-
graph. (1 for the. filing of a claim for credit
or refund,, agreed in writing under the pra-
visions of section 276.(b) to extend beyond
the period prescribed In section 27& the time,
within whic. the Commissioner may make
am assessment, the period within, which a.
claim, for credit or refund, may be filed, or
credit or refund allowed or made if no claim
is filed, shall be the period within, which. the
Commissioner may make an. assessment pur-
suant to such agreement or any extension
thereof, and six months thereafter, except
that the provisions of paragraph (I> shall
apply to any claim filed, or credit og refund
allowed or made, before the execution of such
agreement. The amount of. the credit or
refund shall not: exceed the total of the, por-
tions of tax paid. (A during the two, year
immediately preceding the execution, of such
agreement, or, it such agreement was executed
within three years from the time the return
was fiel, during the- three years immediately
precedingT the e'xecution of such agreement,
(B, after the execution of. the agreement and
before the expiration- of the period within
which the- CommLssioner might make an
assessment pursuant to' such agreement or
any extension thereof, and (C) during six
months fter the expiration of such period,
except that the provisions of paragraph (2Y
shall apply to any claim filed; or credit or re-
fund 'allowed, before the execution of the
agreement. I any portion- of: the tax IT
paid after the expiration of. the period within,
which the Commissioner might make an
assessment pursuant to such agreement, and
if no claim for credit or refund Is fled after
the time of such payment and before the end
of six months after the expiration of such
period, then credit or refund may be allowed
or made if a claim therefor is filed by the
taxpayer within six months from the time of
such pa~ment, or, If no claim is filed within
such six-month period after the payment, If
the credit or refund is allowed or made with-
in such period, but the amount of the credit
or refund shall not exceed the portion of th
tax paid during the six months Immediately
preceding the filing of the claim, or, if no-
claim was filed (and the credit or refund M
allowed after six months after the expiration
of the period within, which the Commissioner
might make anr assessment>, during the sit
months immediately preceding the allowance-
of the credit or refund.

(4) Returr cons dered -iled on fte doe.'
For the purposes of this subsection, a return
filed before the last day prescribed by law,
for the filing thereof shall be, considered as
filed on such- last day'. For the purposes of
paragraphs (2y and (3) of this subsection,
and for- the purposes of subsection (d of
this section. an advance payment of any
portion, of the tax made at the time such.
return was filed shall be considered as made
or the last day prescribed by law for the
payment of the-tax or, if the taxpayer elected
to pay the tax irt installments, an the last day
prescribed fot the payment o the first In-
stallment For the purposes, of this para-
graph, the last day prescribed. by law for
fiing the return. or paying the tax shall be
determined without regard. to any extension
of time granted the taxpayer.

. (5) Special period of- imitation -witht re-
spect to, bad debts and worthless- SeCUritfes.
If the claim for credit or refund relates to
an overpayment on account of- -

- (A) the deductibillty, by the taxpayer, un.-
der section, 23! Ck a (1), section 2a- (k) (4>,
or sectlon 204t (a), of a. debt as a, debt which
becarae worthless, orunder section 23 (g) (21
or (k) (Ij, of. aloss. from worthlessness or a.
security, or

(B) the effect that the deductibility of a
debt or-loss described, in subparagraph (A)
haa on, the application, to the taxpayer of a
carry-over or o a carry-back,

in lieu of the three-year period of limitation
prescribed In paragraph (1), the period shall
be 7 years from the date prescribed by lawt
for ling the return. for the year with respect
to. which the claim is made. In the cae of
such a claim. the amount of the credit or
refund may exceed the portion, of the ta=.
paieOlithia the period provided In paragraph.
(2 orparagraph (3), whichever Is applicable,
to- the extent ofr the amount of the overpay-
ment attributablo to tha deductibility of
items described. In, this paragraph,
•(e Eicit of ettios tot Beare. If the
Commissioner has mailed to thQ taxpayer a
notice of deficiency under section 272 (a)
and If the taxpayer files a. petition with the
Board of" Ta= Appeals [known as The Tal
Court, of the United States] within the time
prescribed in such subsc tion, no credit or
ref nd in respect of the tax for the taxable
year in respect of which the Commislsoner
haa determined tho deficiency shall be al.
lowed. or made and. no suit by- the taipayer
for the recovery, of any part of such tau 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 IA exce=
of an amount computed, In accordance with
the, decision of the Board which baa becOme
final; wid

(3) As to' any amount collected after the.
period of limitation upon, the begtnlng o
distraint- or- a proceeding in court for col-
lection has expred;.but In any such olaln
for credit or refund or In any such suit io'6
refund tha decistoft a the Board Which has
become" final, a to whether such priod, ba
expired, before tha notice of defioiency, wa
mailed, shall Pa conclusive.

,)(d) Overpayment founa by Board. If tho
Board finds that there is no deficiency and.
further flnds that the taxpayer has made an
overpayment of tax in respect of the taxable
year In respect of which the Commimlsoner
determined the deficiency, the Board shall
have, urisdiction to determine the amount of
,such overpayment and sucl amount. shall,
when. the decision, oft the Board. haa becomea
finar, be credited or refunded to the taxpayer,
No such credit orrefund shall be made of anyt
portion of the tax unless the Board deter-
mines as part of its decision (1) that tlah
-portion, wa paid (A) within tvwa years bcfore
thet filing of the claim, the mailib of the
notice of. deficiency, or tho execution of an.
agreement by both the Commissioner end the.
taxpayer pursuant to section 276. (b) to ex-
tend beyond the time prescribed In section
275 the time within which the Commissioner
maight asews the tax, whichever Is earliest,
or (B) within thro years before the filing
of the claim, the mailing oj. the notice of
deficiency, or-theexecution of the agreement,
whichever is earliest, if the claim was filed,
the notice of defLaency malled. or tho agree-
nent executed, within, three years from the
time the return was filed by the taxpayer, or
(C) after the execution of such an agree-
ment and before. the expiration of the period
vrlthixn 'htch the Comiseionex might make
an assessment pursuant to such agreement or
axy extension thereof, or (D) after the mail..
ug, of, the notice of deficiency; or (2), if

such portion vas not paid wilthin the perlod.
described In clause (1). but the nottce ofr
deficiencywas mailed within seven years tron
the time prescribed for tho filing of the
retum, or a claim dzecrib d In subsection
(b) (5) wasi fled, that such portion does not
excee& the amount of the overpayment at.
tributable to the deductibility of items dc-
scribed in subzection, (b) (5).

(e) Presumption as to date 01 paymen,
For the purposes oil thl section, any tax2
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actually deducted and withheld at the source
during any calendar year under Part II of

'Subchapter D or under Subchapter D of
Chapter 9 shall, in respect of the recipient
of the income, be deemed to have been paid
by him not earlier than the fifteenth day of
the third month following the close of his
taxable year with respect to which such

'tax is allowable as a credit under section 35
or section 466 (e). For the purposes of this
section, any amount paid as estimated tas
for any taxable year shall be deemed to have
been paid not earlier than the fifteenth day
of the third month following the close of
' ch taxable year.
S(f) Tax itheld at source. For refund ox
credit in case of withholding agent, see sec.

* tion 143 (f). For refund or credit in case ol
employer required-to deduct and withhold
tax on wages, see section 1622 (f). [Nova:
Under sec. 2 (d), Current Tax Payment Ad
1943, the amendment of section 322 (f) b5
sec. 2 (b) is effective July 1, 1943. Prior tc

-such amendment section, 322 (f) read as fol.
lows: "For refund or credit in case of with.
holding agent, see sections 143 (f) and 46(f) ."l

§ 29.322-1 Authority for abatement
credit, and refund of tax. Authority foi
the- credit and refund of any overpay.
ment of any Income tax imposed bz
bhapter I is contained in section 322.

Section 273 (j) prohibits the filing oi
blaims for abatement by taxpayers witi
respect to assessments of income tax im.
posed by chapter 1.

-29.322-2 Credit and refund adjust.
ments. Overassessments and overpay.
ments .of income taxes will be adjuste(
by means of certificates of overassess.
"ment- Credits or refunds of overpay.
ments on the basis of such certificate
of overassessment may not be allowec
or made, however, after the expiratlol
of the statutory period of -limitatioi
properly applicable unless prior to th
expiration of -such" period a claim there
for, on Form 843 has been filed by th,
taxpayer. -The claim, together with ap
propriate sulJporting evidence, must b
filed in the office of the collector for th
district in which the tax was paid. Wher
an amount of tax in excess of that prop
erly due has been paid by a withholdini
agent, the credit or refund for such ex
cess amount shall be made to the with
holding agent unless the amount of suc]
tax was actually withheld by the with
holding agent. (See section 143 (f).
As to interest in case of credits or re
funds, see section 3771, and section -17
United States Judicial Code, as amende
by section 615 of the Revenue Act o
1928 and section 808 of the Revenue Ac
of 1936.

§ 29.322-3 Claims for refund by tax
payers. Claims by the taxpayer for tb
refunding of taxes, interest, penaltie
and additions to tax erroneously or i]
legally collected shall be made on Fori
843, and should be flled-with the collec
tor of internal revenue. A separate clai
on such form shall be made for eac
taxable year or period.
. The claim-must set forth in detail an
under oath each ground upon which a re
fund is claimed,- and facts sufficient t
apprise the Commissioner of the exa(

-Vasis there6f. No refuid or credit wi
be allowed after the expiration of thI
statutory period of limitation applicab]
to the-filing bf a claim therefor- excel

upon one or more of the grounds set
forth in a claim filed 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 § 29.322-7.

If a return is filed by an individual
and a refund claim is thereafter filed
by a legal representative of the deceased,
certified copies of the letters testamen-
tary, letters of administration, or other
similar evidence must be annexed to the

. claim, to show the authority of the 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-

Y mentary, letters "of administration, or
other evidence may be required, but
should be submitted only upon the re-
ceipt of a specific request therefor. If a

- .claim is filed by a fiduciary other than
j the one by whom tile return was filed, the

-necessary documentary evidence should
- accompany the claim. The affidavit may

d be made by the agent of the person as-
- sessed, but in such a case a power of at-
- torney must accompany the claim.

Checks in payment of claims allowed
d will be drawn in the names of the per--
1 sons entitled to the money and may be
1 sent to such persons in care of an at-
e torney or agent who has filed a power
- of attorney specifically authorizing him
e to receive such checks. The Commis-
- sioner may, however, send any such check
e direct to the claimant. In. this connec-
e tion, see section 3477 of the Revised
e Statutes.
- . The Commissioner has no authority to
g refund on equitable grounds penalties or
- other amounts legally collected. As to
- claims for refund of sums recovered by
h suit, see §§ 29.322-4 to 29.322-6, inclu-
- sive.

§ 29.322-4 Claim for payment of
judgment obtained against collector.

- (a) A claim for the amount of a Judg-
ment against a collector of internal rev-
enue for the recovery of taxes, penalties,
or other sums should be made under
oath, on Form 843, and filed directly
with the Commissioner of Internal Rev-

le enue, Washington, D. C. Two certified
3, copies of the final judgment and a cer-
,- tificate of probable cause should be at-
a tached to the claim. If the payment of

court costs is claimed, an itemized bill
a of the court costs paid, receipted by the
h clerk of the court, should also accom-

pany the claim. With respect to the
d certificate of probable cause, section 989

of the Revised Statutes provides:
:0 S. Sc. 989. When a recovery I had In any

suit or proceeding against a collector or other
11 bfficer of the revenue for any act done by
Le him, or for the recovery of any money exacted
le by or paid to m and by lm paid Into the

-t, Treasury, n the'performance of his offcial

duty. and the court certifle that there was
probable cauze fcr the act done by the col-
lector or other officer, or that he acted under
the dlrection of the Secretary of the Trees.
ury. or other proper officer of the Govern-
ment, no execution shall Issue agmainst such
collector or other officer, but the amount so
recovered chall, upon final judgment, be
provided for and paid out o the proper ap-
propriation from the Treasury.

If the case was appealed, two certified
copies of the mandate of the appellate
court should also be attached to the
claim. A judgment will not be paid until
the period for appeal has expired unless
a stipulation, signed by both parties to
the suit, waiving the right to appeal, has
been filed with the clerk of the court,
and two certified copies of such waiver
are furnished to the Commissioner.

(b) If the judgment debtor shall have
already paid the- amount recovered
against him, the claim should be made
in his name, accompanied by two cer-
tified copies of the final judgment, and
an itemized bill of the court costs paid.
A-certificate of the clerk of the court
In which the Judgment was recovered (or
other satisfactory evidence), showing
that the judgment has been satisfied and
specifying the exact sum paidinits satis-
faction, should accompany the claim.'
(See further § 29.322-3.)

§ 29.322-5 Claim for payment of
judgment obtained in Unitad States di.-
trict court agahst the United States. A
claim for the payment of a judgment
rendered by a United States district
court against the United States repre-
senting taxes, penalties, or other sums
should be made under oath, on Form 843,
in duplicate, and filed directly with the
Commissioner of Internal Revenue,
Washington, D. C. TWo certified copies
of the final Judgment should be attached
to the claim. If the Judgment specifi-
cally provides for the recovery of costs,
an Itemized bill of such court costs paid,
receipted by the clerk of the court, should
also accompany the claim. If the case
was appealed, two certified copies of the
mandate of the appellate court should
also be attached to the claim. A judg-
ment will not be paid until the period for
appeal has expired unless a stipulation,
signed-by both parties to the suit, waiv-
ing the right to appeal, has been filed
with the clerk of the court, and two cer-
tified copies of such waiver are furnished
to the Comminsioner.

§29.322-6 Claim for payment of
judgment obtained in the Court of
Claims against the United States. A
claim for the payment of a judgment
rendered by the United States Court of
Claims against the United States, rep-
resenting taxes, penalties, or other sums
shoud be made under oath, on Form 843,
in duplicate, and filed directly with the
Commissioner of Internal Revenue,
Washington, D. C., accompaniedby a cer-
tificate of judgment issued by the clerk of
the court and two copies of the printed
opinion of the court, if an opinion was
rendered. A Judgment will not be paid.
until the period for appeal has expired
unless a stipulation, signed by both
parties to the suit, waiving the right
to appeal, has been filed with the

dlrk of the court, and two certified,
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copies of such waiver are furnished to
the Commissioner.
§ 29.322-7 Limitations upon the cred-

Iting and refunding -of taxes -aid--a)
General ruZe. Unless a claim for credit
or refund of an .overpayment is filed
within three years from the time the re-
turn 'was filed by the taxpayer or -ithin
two years from the time the tax 'was
paid, the Commissioner is prohibited
from allowing or making a credit or xe-
fund of income tax imposed by chapter
. for such year after both periods -have
expired. If mo return isfled by the tax-
payer, the Commissioner is prohibited
from allowingor making a credit or re-
fund of such tax after two years from
the time the tax was paid. unless 'before
the expiration of :uch. s-year period a
claim therefor is :fid. The amount of
the credit or refund in any case shall not
exceed the portion of -the tax paid:

(1) If a return -was fied by the tax-
payer, and the claim was :filed 'within
three yearsfrom the time the return was
filed, during the three Tearsimmediately
preceding the filing of the claim.

(2) If a claim was Jiled, and (i) 'no
return was filed, or WII if the claim was
not filed within three years from the
time the return was filed by the tax-
payer, during the two -ears immediately
preceding the filing of the -claim.

(3) If no E~laim was filed and the al-
lowance of credit or refund is made
'within three years from the time -the
return was filed by the taxpayer, during
the three years immediately preceding
the allowance of the credit or refund.

(4) If no claim was filed, and W0 no
return was filed or (i the allowance of
the credit or refund is not nade within
three years from the time the return was
filed by the taxpayer, during the two
years Immediately preceding the 21ow-
ance of the credit or refund.
For the purposes of this section, a re-'
turn filed before the last day prescribed
by law for the filing 1hergof, or an ad-
vance payment of any portion of the tax
made prior to :such dateshall'be consid-
ered -af iled or made on the last day pre-
scribed by law for the filing of such re-
turn or the payment of such tax. ,ff the
taxpayer elected to -pay the tax in in-
stallments, such "an advance payment
shall be considered as made on the last
day prescribed for the payment of the
first installment, but in -all cases the last
day prescribed by law for filing the re-
turn or paying the tax shall be deter-
mined without regard to any extension
of time granted the taxpayer for fiing
the return or paying the ta*. The pro-
visions of this subsection are subject to
the exceptions provided in paragraphs
(b), (c), and (d) of this section.

(b) Limitations in ease waiver' ex-
ecuted. If the Commissioner and the
taxpayer, within three years from the
time the return was filed by the taxpayer
or within two years from the time the
tax was paid, whichever period expires
the later, have agreed in writing under
the provisions of section 276 (b) to ex-
tend beyond the period prescribed in
section 275 the time 'within which the
Commissioner may make an assessment,
then the period within which a claim for

credit or refund may be filed, or a credit
or refund may be allowed -or made if no
claimis filed, isthe period-within which
-the Commissioner may make an assess-
ment pursuant to such agrement or any
.extension thereof, tand 'for six months
thereafter. The amount of thecredit or
refund in such case shall -not, however,
exceed the -sum ,of:

(1) -Theportion of the taxlpaid during
the -two -years immediately preceding the
execution of the agreement between the
Commissioner and -the taxpayer, or, If
zuch agreement was executed 'vithin
three years from the time the return
'was filed, during the three -years Jmme-
,diately -preceding the -execution of such
agreement;

'(2) The portion of the tax paid after
the execution of the agreement between
,the Commissioner -and the taxpayer and
before the expiration -of the period
'within which the Commissioner might
-make an assessment pursuant to such
agreement or any.extension thereof; and

(3) The portionof tax paid during the
six 3nonths immediately following the
expiration of the period within which
the Commissioner nightmake an assess-
ment pursuant to the agreement between
the Commissioner and the taxpayer or
any extension of such agreement.

If any portion -of the tax is paid with-
insixmonths after the expiration of the
period within 'which the Commissioner
might nake. an assessment 'pursuant to
an agreement between the Commissioner
and thetaxpayer or anyexteilgn there-
of, and if credit or refund is allowed -or
-made after such payment and before.
the end of such 6-month period, .or If
claim lor credit -or refund is filed after
such-payment and beforethe endof such
-6-month period, then the -limitations on
zuch credit or refund are those set forth
in the preceding provisions of this -sub-
zection.

'Credit or refund may 'be allowed or
.made more than six months after the
expiration of the period within which
the Commissioner might make an assess-
2nent pursuant to an agreement between
the Commissioner and the taxpayer or
any extension thereof (in cases other
than those .described in the immediately
preceding paragraph) only if such credit
or refund is allowed or made within six
months after the tax was paid or if claim

-:for such credit or refund -s filed within
six months after such payment. Insuch
case, the amount of the credit or refund
shall mot exceed the portion of the tax
paid during the six months immediately
preceding the fing of the claim -or, if no
claim was filed, the amount of the credit
or refund shall hnot exceed the.portion of
the tax paid during the-six months im-
mediatelypreceding the allowance of the
credit or refund. 'The 2-year period pro-
Tided in section 322 (b) (1) and 2) is
not applicable in any case in which the
tax was paid after the execution of such
an agreement.

If a claim for credit or refund is filed
or if credit or refund s allowed or made
before the execution of any agreement
between the Commissioner and the tax-
payer to -extend the period 'within which
the Commissioner might make an assess-
ment, the limitations on such credit or

refund shall be those specified In para-
graph (a) of this section.

The agreement referred to in this sub-
section will not be considered to have
been executed until the date it is signed
by or for the -Commissioner.

-Xc) Overpayment on account of bad
debts, -worthlc s securities, C. If the
clain for credit or refund relates to an
overpayment on account of.

(1) The deductibility by Vhe taxpayer,
-under section 23 -(1) (1), section 23
(kW (4), or section 204 4c), of a debt 'aU
a debt -which became worthless, or, un-
der section 23 (g) -(2) or (M) (2), of a
loss from the worthlessness of a secu-
ritY. or

(2) The .effect that the deductibility
of a debt or loss described in subpara-
graph () has on the application to the
taxpayer of a carry-over or of a carry-
back, -uch as the carry-over -of a capital
loss provided In section 117 (e) or the
carry-over or carry-back of a net oper-
ating loss provided in section 122 (b),
then in lieu of the 3-year period from
the date the return 'as -Med In which
the claim may be filed or credit or re-
fund allowed or made, us prescribed in
paragraph <a) of this section, the po-
riod shall be seven years from the date
prescribed by law for filing the return
(determined without regard to any ex-
tension of ftime for filing such return)
for the taxable year for which the claim
Is made or the credit or refund allowed
or made. In the case of such a claim,
the amount of the credit or refund may
exceed the portion of the tax paid within
the period provided in paragraph (a) or
(b) of this section, whichever Is applica-
ble, to the extent of the amount of the
overpayment attributable to the deducti-
bility of items described in this para-
graph. Such a credit or refund can not
exceed the sum of the following:(I) The portion, If any, of ',the tax
paid within the period provided in para.
graph (a) or (b) of this section, which-
ever is applicable, and

(ii) The amount of overpayment due
to the deductibility of Items described in
this paragraph.
The portion of an overpayment due to
Items described in this paragraph shall
be determined by treating the proper
deduction .of such items 's the first ad-
justment to be made in -computing such
overpayment.

If claim for credit or refund Is not filed
and if-credit or refund Is not allowed or
made within the 7-year ieriod described
in the preceding paragraph, then credit
or refund may be allowed or made only
If claim therefor is filed within, or if such
credit or xefund is allowed or mado
within, any period prescribed in para-
graph (a) or b) of this section, which-
ever is applicable, subject to the prov -
sions of such paragraph (a) or (b), lim-
Iting the amount of credit or refund in
the case of a claim filed or, If no claim
was filed, in the case of refund or credit
allowed or made within such applicable
period.

The provisions of section 222 4b) (5)
do not apply to an overpayment due to
the deductibility of a debt that became

_ partially worthless during the taxable
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year, but only to an overpayment due to
,the deductibility of a debt which became
entirely worthless during, such year

The provisions of this paragraph with
regard to an overpayment caused by the
deductibility of a bad debt under sec-
tion 23 (k) (1), section 23 (k) (4), or
section 204 (c) or of a loss from the
vorthlessness of a semLrity under section

23 (g) (2) or (k) (2) are likewise ap-
plicable to'an overpayment caused by the

ffect that the deductibility of -such a
bad debt or loss has on the application to
the taxpayer of a carry-over or of a
carrz'-back.I For the limitation on the allowance of
interest for an overpayment where credit
or refund is subject to the provisions of
section 322 (b) (5),see section 3771 (d).

(d) Overpayment determined by The
Tax Court. In any case where a person
having a right to file a petition with The
Tax Court of the United States with re-
spect to a deficiency in income tax im-
posed by chapter 1 Med such petition
,within the prescribed time, no credit or
refund of the tax for the year to which
the deficiency relates shall be allowed or
made, and no suit for the recovery of
any part of such tax shall be instituted
by the taxpayer, subject to the following
exceptions:
. (1) If The Tax Court finds that 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 Tax Court as to the
amount overpaid has become final (see
section 1140), the overpayment shall be
credited of refunded, but no such credit
or refund shall be made of any portion
of the tax unless The Tax Court deter-
mines as part of its decision:

(i) That such portion was paid:
(a) Within-two , years immediately

preceding the fling of a claim for credit
or refund thereof, the mailing of the
notice of deficiency, or the execution of
an agreement by both the Commissioner
and the taxpayer pursuant to section

-" 276 (b) to extend beyond the time pre-
scribed in section 275 the time within
which the Commissioner might assess the
tax, whichever event occurs first in point
of -time, or

(b) Within three years immediately
preceding the- ling of the claim, the
mailing of the notice of deficiency, or
the execution of the agreement, which-
ever event occurs first in point of time,
if the claim was filed, the notice of de-
ficiency mailed, or the agreement exe-
cuted within three years from the time
the return was filed by the taxpayer, or

(c) After the execution of such an
agreement and before the expiration of
the period within which the Commis-
.sioner might make an assessment pur-
suant to such agreement or any exten-
sion thereof, or .

(d) After the mailing of the notice of
deficiency; or

(ii) If such portion of the tax was not
paid within the period described in (I)
of this subparagraph, but the notice of
deficiency was mailed within seven years
from the time prescribed for the filing
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of the return (determined without regard
td any extension of time for filing such
return), or a claim of the type described
in paragraph (c) of this section was filed,
that such portion of the tax does not
exceed the amount of the overpayment
attributable to the deductibility of items
described in such paragraph (c). The
amount of the overpayment attributable
to the deductibility of items described in
paragraph (c) of this section shall be
determined under the provisions of that
paragraph. For the limitation on the
allowance of interest for such portion of
the overpayment, see section 3771 d).

(2) In the case of a jeopardy as.ess-
ment made under section 273, if the
amount which should have been assessed
as determined by a decision of The Tax
Court which has become final Is less than
the amount already collected, the excess
payment shall be credited or refunded
subject to a determination being made by
The Tax Court with respect to the time
of payment as stated in paragraph (d)
(1) of this section.

(3) If the amount of the deficiency de-
termined by The Tax Court (in a casa
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 maling of claim
therefor subject to a determination be-
ing made by The Tax Court with respect
to the time of payment as stated in para-
graph d) (1) of this section. (See sec-
tion 1146.)

(4)' Where the imount collected Is in
excess of the amount computed in ac-
cordance with the decision of The Tax
Court which has become final, the excess
payment shall be credited or'refunded
within the period of limitation provided
in section 322 (b).

(5) Where an amount Is collected after
the statutory period of limitation upon
the beginning of distraint or a proceeding
in court for collection has expired (see
§ 29.275-2), the taxpayer may file a
claim for refund of the amount so col-
lected within the period of limitation
provided in section 322 (O). In any such
case, the decision of The Tax Court as to
whether the statutory period upon col-
lection of the tax expired before notice
of the deficiency was mailed shbll, when
the decision becomes final, be conclusive.

§ 29.322-8 Crediting of accounts of
collectors in cases of assessments against
several persons covering same liability.
If assessments have been made against
several persons covering the same tax
liability, and payment of such liability
by one or more of such persons has been
duly certified to the Commissioner, the
Commissioner, for the purpose of tem-
porarily relieving the collector from lia-
bility under section 3950, may authorize
him to take credit temporarily with re-
spect to the assessments not specifically
paid. Such action, however, shall not
constitute an abatement and shall not
discharge the liability of the persons
concerned.

FOrIG1T PMISONTAL HOLDING COIPANIES

Szc. 331. Draai: o7 rono p=.saxarL
31=124C COUVANYr.

(a) General rule. For the purposes of this
chapter the term '*forelgn personal holding
company".means any foreign corporation If-

(1) Grow income requirement. At least 60
per centum of its gross income (as defined in
sEction 334 (a)) for the taxable year is foreign
personal holding company income as defined
in Eection 332; but if the corporation is a
foreign p-=,onal holding company with re-
Epect to any taxable year ending after Au-
guSt 2681937, then, for each subsequent tax-
able year, the minimum percentage shall be
E0 par centum in lieu of 60 per centum, until
a taxable year during the whole of which the
stoch ownership required by paragraph (2)
does not exlt, or until the expiration of three
consecutive taxable years in each of which
le= than 50 per centum. of the groz3 income

- Is foreign personal holding company ncome.
For the purposes of this paragraph there sall -
b3 included in the gross Income the amount
includible therein as a dividend by reason of
the application of section 334 (c) (2),- and

(2) Stcc7. ownership requirement. At any
time during the taxable year more than 50
per centum In value of its outstanding stock
is owned, directly or indirectly, by or for not
more than five individuals who are citizens
pr 1idents of the United States, hereinafter
called "United State3 group."

(b) Exceptons. The term 'foreign per-
conal holding company" does not include a
corporation exempt from taxation under Eec-
tlon 101.

§ 29.331-1 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
§ 29.331-2, and Cb) the stock ownership
requirement specified in § 29.331-3.
Both requirements must be satisfied and
both must be met with respect to each
taxable year.

A foreign corporation which comes
within the classification of a foreign per-
sonal holding company is not subject to
taxation either under section 102 or sec-
tion 500. The fact that a foreign cor-
poration is a, foreign personal holding
company does not relieve the corporation
from liability for the taxes imposed gen-
erally under section 231 upon foreign
corporations, since such taxes apply re-
gardless of the classification of the for-
eign corporation as a foreign personal
holding company.

§ 29.331-2 Gross income requirement.
To meet the gross income requirement, it
s necessary that either of the following

percentages of gross income of the cor-
poration for the taxable year (including
the additions to gross income provided in
section 334 Mb) as required by section
334 (c) (2)) be foreign personal holding
company income as defined in section
332:

(a) 60 percent or more; or
(b) 50 percent or more if the foreign

corporation has been classified as a for-
eign personal holding company for any
taxable year ending after August 26,
1937, unless,

(1) A taxable year has intervened
since the Last taxable year for which it
was so classified, during no part of which
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the stock ownership requirement speci-
fied in section 331 (a) (2) exists; or

(2) Three consecutive years, have in-
tervened since the-last taxable year for
which it was so classified, during each of
which its foreign personal holding com-
pany income was less than 50 perdent of
Its gross income.
"In determining whether the foreign

personal holding company income is
equal to the required percentage of the
total gross income, the determination
must not be made upon the basis of gross
receipts, since gross income is not synon-
ymous with gross receipts. For a further
discussion of what constitutes "gross in-
come," see section 22 .(a) and §§ 29.22
(a)-1 to 29.22 (a)-20, inclusive.

§ 29.331-3 Stock owznership retuire-
ment. To meet'the stock ownership re-
quirement, it is necessary that at some
time in the taxable year more than 50
perceit in value of the outstanding stock
of the foreign corporation be owned, di-
rectly or indirectly, by or for not more
than five individuals who are citizens-,or
residents of the United States, herein-
after referred to as "United' States
group." For such purpose, the owner-
ship of the stock must be determined as
provided in section 233 and §§ 29.333
(a)-1 to 29.333 (a)-7, inclusive, and
§ 29.333 (b)-1.
in the evefit of any change in the

stock outstanding during the taxable
yeatr, whether in the number of shares
or classes of stock, or whether in the
ownership thereof, the conditions exist-
ing immediately prior and subsequent to
each change must be taken into consid-
eration, since a corporation comes within
the classification if the statutory condi-
tions with respect to stock ownership are
present at any time during the taxable
year.

In determining whether the statutory
conditions with respect to stock pwner-
ship are present at any time during the
taxable year, the phrase "in value" shall,
in the light of all the circumstances, be
deemed the value of the corporate stock
outstanding at such time (not including
treasury stock). This value may be de-
termined upon the basis of the company's
net worth, earning and dividend paying
capacity, apprecftion of assets, together
with such other factors as 7have 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.

Sm- 332. FoemeN PEasoxAL nOL.O com-
PANY INCOME.

For the purposes of this chapter the term
"foreign personal holding company income"
means the portion, of the gross income deter-
mined for the purposes of section 331. (a)
(1), which consists of:

(a) Dividends, interest, royalties, an-
nuities. '

(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 commodity
which arise out of bona fide hedging trans
actions reasonably necessary to the conduct
of its business In the manner in which such
business Is customarily and usually con-
ducted by others.

(d) Estates anc trusts. Amounts Includ-
Ible in computing the net' income" of the
corporation under Supplement E; and gains
from the 'sale or other disposition of any
interest in an estate or trust.

(e) Personal servicc contracts. (1)
Amounts received under a contract under
which the corporation .is to furnish personal
services; if some person other than the cor-
poration has the rightto designate (by name
or by description) the individual who Is to
perform the services, or if the indiviaual 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 thd taxable
year 25 per centum or more in value of the
Outstanding stock of the corjoraion is
owned, directly ior indirectly, by or for the
individual who has performed, Is to perform,
or nay' be designated (by name or by de,
scription) as the one to perform,' such
sefvices,

(f) Use of corporation property by share-
holder. Amounts received as compensation
(however designated and from whomsoever
received) for the7 use of. or right to use,
property of the corporation in" any case
where, at any time during the taxable year,
25 per centlim or more ix value of the out,
standing stock of the cororation is owned,
directly or indirectly, by or for an individual
entitled to the use of the property; whether
such right Is obtained directly from the cor-
poration or by means of a sublease or other
arrangement.

(g) Bents. Rents, unless constituting 50
per centum or more of the gross income. For
the purposes of, this subsection the term
"rents" means compensation, however desig-

"nated, for the use of, or right to use, property;
but does not include umounts constituting
foreign personal holding_ company, income
under subsection (f).

§ 29.332-1 Foreign personal 'holding
company income. For thb purposes of
Supplement P (sections 331 to 340, In-
clusive) 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 § 29.331-2 which
consists of the following: ,

(a) Dividends. The -term "dividends"
Includes dividends'as defined ini section
115 (a) and amounts required to be in-
cluded in gross income under section 334
(b). See § 29.115-1.

(b) Interest. The term "interest"
means any amounts, includible in gross
income, received for the use of money
loaned.

() Royalties. The term "royalties"
includes .amounts received for the privi-
lege of using patepts, copyrights, secret
processes and formulas, good will, trade
marks, trade brands, franchises, and
other like property. It does not include
rents, or overriding royalties received by
an operating company. As used in this
paragraph the term "overriding royal-
'ties" means amounts received from the

sublessee by the operating comppny
which originally leased and developed the
natural resource property in respect of
which such overriding royalties are paid.

(d) Annuities. The term "annuities"
includes annuities only to the extent In.,
cludible In the computation of gross
Income. , (See section 22 (b) (2).)

(e) Gains ftomwthe'sale or exchange
o1 stock or securities. Theterm "gains
from the sale or exchange of stock or
securities" as-used in section 332 (b) ap-
plies to all gains (including gains from
liquidating dividends and other distribu-
tions from capital) from the sale or
exchange of stock or securities includ-
ible in gross income. The term "stock
or securities" as used in section 332
(b) includes shares or certificates of
stock, or interest in any corporation
(including any joint-stock company,
insurance company, association, or
other organization classified as a cor-
poration by the Internal Revenue Code),
certificates of interest or participation
in any profit-sharing agreement, or in
any-oil, gas, or other mineral royalty, or
lease, collateral trust certificates, voting
trust certificates, stock rights or .war-
rants, bonds, debentures, certificates ol
indebtedness, notes, car trust certificates,
'bills of exchange, and obligations issued
,by or on behalf of a Government, State,
Territory, or political subdivision there-
of. In the case of "regular dealers in
stock or securities" the term does not In-
clude gaing derived from the sale or ex-
change of stock or securities made In
the normal" course of business. The
term "regular dealers in stock or securi-
ties" as used in section 332 (b means
corporations wit~h an established place
of business regularly engaged in the pur-
chase of stock or securities and their
resale to customers, but such corpora-
tions are not dealers with respect to
stock or securlties held for speculation or
Investment.

.(f) Gains from futures tansactions in
commodities. Gains from futures trans-
actions in commodities Include gains
from futures transactions In any com-
modity on or subject to the rules of a
board of trade or commodity exchange,
but do not Include gains from cash
transactions or gains by a producer,
processor, merchant, or handler of the
commodity, which arise out of bona fido
hedging transactions reasdnably neces.
sary to the conduct of its business in the
-manner in which such business Is cus-
tonarily and usually conducted by
others. In general, foreign personal
holding company income includes gains
on futures contracts which are spectla-
tive. Futures 'contracts representing
true hedges against price fluctuations In
spot goods are not speculative transac-
tions, though not concurrent with spot
transactions. Futures contracts which
are not hedges against spot transactions
are speculative unless they are hedges
against concurrent futures or forward
sales or purchases.

(g) Income from estates and trusts.
The income from estates and trusts
which, is to be included In foreign per-
sonal holding company income consists
of the income from estates and trusts
which Is required to be Included in the
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gross income of the corporation under
-sections 161 to 169, inclusive, together
with the gains derived by the corpora-
tion from the sale or other disposition of
any interest in an estate or trust.

(h) Amounts received under personal
service contracts. Amounts includible.
iii foreign personal holding company-in-
come as amounts received under per-
sonal , service 'contracts consist of
amounts received pursuant to a contract
under which the corporation is to fur-
nish personal services, and amounts re-
ceived from a sale or other disposition of
Luch a contract, if:

(1) Some person other than the cor-
poration has the right to designate (by
name or by description) the individual
who is to perform the services, or if the
individual who is to perform the serv-
ices is designated (by name or by de-
scription in the contract); and

(2) At some time during the taxable
year 25 percent or more in value of the
outstanding stock of the corporation is
owned, directly or indirectly, by or for

-the individual who has performed, is to
-perform, or may be designated (by nanle
or by description), as the one to perform
such services. For this purpose the
stock ownership must be determined as
provided in section 333 and §§ 29,333
(a)-l to 29.333 (a)-7, inclusive, and
§ 29.333 (b)-l. I

The application of section 332 (e) may
be illustrated by the following examples:

Example (i). A, whoseprofesslon Is that
of an actor, owns all of the outstanding c-p-
ital stock of the If Corporation, a foreign
corporatioix. The If Corporation enacted
into a -ontract -with A under which A was
to perform personal -services for the person
or persons which the M Corporation might
designate, in consideration of which A was to
receive $10,000 a year from the M Corpora-
tion. The M Corporation. entered into a
contract with the 0 Corporation in which A
was designated to perform personal services
for the O 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 foreign personal
holding company income.
-Example (2). The N Corporation, a for-

eign corporation, the entire outstanding cap-
Ital stock of which is owned by four individ-
uas, is engaged in engineering. The N Cor-
poration entered into a contract with the 0
Corporation'to perform -engineering-servlces
for the-0 Corporation, in consideration of
which the 0 Corporation was to pay the N
Corporation $50,000. The individual who was
to perform- the services was not designated
(by name or by description) in the contract
and no one but the N Corporation had the

" right to designate (by name or by descrip-
tion) such individual- The $50.000 received
by the N Corporation from the 0 Corporation
does not constitute foreign personal holding
company income.
(1) Compensation for use of property.

The compensation for the use of, or the
right to use, property of the corporation
which is to be i'cluded in foreign per-
sonal holding company income consists
of amounts received as compensation
(however designate'd and from whomso-
ever received) for the use of, or the right
to use, property of the corporation in any
case in which, at any time during the
taxable year, 25 percent or more in value
of the outstanding stock of the corpora-

.tion Is owned, directly or indirectly, by
or for an individual entitled to the use
of the property, whether such right is ob-
tained directly from the corporation or
by means of a sublease or other arrange-
ment. The property may consist of a
yacht, a city residence, a country house,
or any other kind of property. See sec-
tions 331 (a) (2) and 333 and §§ 29.333
(a)-i to 29.333 Ca)-7, inclusive, and
§ 29.333 (b)-l.

Cj) Rents. The rents which arm to be
included in foreign personal holding
company income consist of compensa-
tion, however designated, Including char-
ter fees, etc., for the use of, or the right
to use, real property, or any other kind
of property, but do not include amounts
constituting foreign personal holding
company income under section 332 ()
and paragraph (i) of this section. How-
ever, rents do not constitute foreign per-
sonal holding company Income If con-
stituting 50 percent or more of the gross
income of the corporation.

SEc. 333. Src owz..sm.
(a) Constructirc ownership. For the pur-

pose of determining whether a forei-n cor-
poration is a foreign personal holding cam-
pany, nsofar as such datermination is baced
on stock ownership under cection 331 (a) (2).
section 332 (e) ,or rection 332 (f)-

(1) Storl. not owned by individual. Stock
owned, directly or Indirectly, by or for a
corporation, partnership, estate, or trust chal
be considered as being owned proportionately
by its shareholders, partner, or beneficiaries.

(2) Family and partn h1ip ownership.
An individual nhall 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 dercend-
ants.

(3) Options. If any percon ha an option
to acquire stock such stock shal ho con-
sidered as owned by such p-=on. 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 con.idered
as ar option to acquire such stock.

(4) Application of family-partnership and
option ruler. Paragraphs (2) and (3) rhall
be applied-

(A) For the purpDe of the stock owner-
ship requirement provided in scction 331
(a) (2). If, but only If, the effect In to mam
the corporation a foreign personal holding
company;

(B) For the purpose3 of scction 332 (e)
(relating to personal zervice contracts), or
of section 332 (f) (relating to the uze of
property by shareholders), if, but only If, the
effect is to make the amounts therein re-
ferred to includible under such -uhleotlon
as foreign personal holding company Income.

(5) Constructire owner ip as actual
ownership. Stock constructively owned by a
person by reason of the application of para-
graph (1) or (3) shall, for the purpaze of
applying paragraph (1) or (2), be treated as
actually owned by such pcson; but stock
constructively owned by an individual by rea-
son of the application of paragraph (2) shall
not be treated as owned by him for the pur-
pose of again applying such paragraph in
order to make another the constructive
owner of such stock.

(6) Option rule 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).

4, 1913 15151

- § 29333 Ca)-1 Stodl. ownership. For
the purpose of determining whether:

(a) A foreign corporation is a foreign
personal holding company, in so far as
such determination Is based on the stock
ownership requirements specified in ssc-
tion 331 (a) (2) and § 29.331-3,-or

(b) Amounts received under a personal
service contract or from the sale of such
a contract constitute foreign personal
holding company income in so far as such
determination Is based on the stock
ownership requirement specified in sec-
tion 332 (e) and paragraph (h) of
§ 29.332-1, or

c) Compensation for the use of prop-
erty constitutes foreign personal holding
company income in so far as such deter-
mination is based on the stock ownership
requirement specified in section 332 (W.
and paragraph (I) of § 29.332-1,
stock owned by an Individual includes
stock constructively owned by him as
provided in section 333. For such pur-
pose constructive ownership of stock
shall be determined and applied in ac-
cordance with the rules provided in sac-
tion 333 and §§ 29333 (W)-2 to 2333

a)-7, inclusive, and § 29.333 (b)-l. All
forms and clases of stock, however de-
nominated- which represent the interests
of shareholders, members, or bened-
claries in the corporation shall be taken
into cofisideration.

§ 29.333 (a)-2 Stock not owned by
indlrduaL. In determining' the owner-
ship of stock for any of the purposes set
forth in § 29.333 (a)-I, stock owned,
directly or indirectly, by or for a corpora-
tion, partnership, estate, or trust shall
be considered as being owned proportion-
ately by its shareholders, partners, or
beneficiaries. For example, if A and B,
two individuals, are the exclusive and
equal beneficiaries of a trust or estate,
and if such trust or estate owns the entire
capital stock of the M Corporation, and
if the M Corporation in turn owns the
entire capital stock of the N Corporation,
then the stock of both the M Corpora-
tion and the N Corporation shall be con-
sired as being owned equally by A and B
as the individuals owning the beneficial
interest therein. Seealso § 29.333 (a-6.
. § 29.333 (a)-3 Familyandpartnershi
owneruhip. In determining the owner-
ship of stock for any of the purposes set
forth in § 29.333 (a)-, anindividualshall
be considered as owning the stock owned,
directly or indirectly, by or for his fam-
ly or by or for his partner. For the
purposes of such detarmination the fam-
Ily 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 § 29.333 (a)-I is illustrated by the
following example:

Example. The ZI Corporation at some time
during the tax abe year bad 1.S00 shares of
outstanding stock. 459 of which were held
by varios individuals having no relationship
to one another and nonz of whom w.cre smrt-
nes. and the remaining 1,3ZO were held by
51 Shareholders as follows:
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Relationships Shares S]hares Shares Shares Shares

An Individal ............ ;. ..---......... A 100 B 20 20 1" 20 20
Hls father- ............... Al 10 UF 1. 01' 10 DB 10 ElF 10

is ............ ....... AW 10 BW" 40 OW 40 DW 40 Z1V 40
His brother. ............................... AH 10 BB 10 CD 10 D11 10 EB 10
Is son.. .............. .. -- AS 10 B9 40 CS- 40 D8 40 ES 40
His daughter byr former marriage (son's
half-sister) ------------------------..... ASHg 10 BSHS 40 CSHS 40 DSM9 40 VSHS 40

Ills brother'swire .... x -------------------- A 0W 10 BUW' 10 OBW 10 DBW 160 EDW 10
Hiswifo'stather ................. AWF 10 BWF' .10 OW 110 DWP lr EWE' 10
His wife's brother ------------ - _- .AWB 10 BWB 10Y CWB 10 DWB 10 EWB 10
His wife's brother's wife ------------------ AWBW 10 BWBW 10 OWBW 10 DWBW 10 EWUV' 110
individuals partner .. A................. AP 10 ........ ...........

By applying the statutory rule proyided in
section 333 (a) (2) five individuals own mOre
than 50 percent of the outstanding stock
as follows

A (including Al',AW, AB,AS,ASHS, AP) - i0
B (including B, BW, BR, BS, BSES)___ 160
OV (including C, CS, CWF, CVWB>- 220
DB (including D, Dl, DBW _ 200
EWB (including W, 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 stcck. Individual B represents the case
where he is still head of the group because
of the ownership of stock by his immediate
family. Indivlduals C and H represent cases.
where the individuals fall 'In groups headed
in C's cage by his wife and In D's case by his
brother because of the preponderance of
holdings on the part of relatives by marriage.
Individual E represents the case where the
preponderant holdings of others eliminate
that Individual from the group.

The method of applying the family and
partnership rule as illustrated in the
foregoing example also applies in deter-
mining the ownership of stock for the
purposes stated in (b) and (c) of
929.333 Wa-1.

§ 29.333 (a)-4 Optiong. In determin-
Ing the, ownership of stock for any of
the purposes set forth in § 29.333 (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 IVs an option on an op-
tion to acquire stb k maybe considered
as the owner of th stock.

§ 29.333 (a) -5 ,Application of-family-
partnership and option rules.- The fam-
ily and partnership rule provided in sec-
tion 333 (a) (2) and § 29.333 (a)-3 and
the option rule provided in section 333.
(a) (3) and § 29.333 (a)-4 shall be
applied:

(a) For. the purpose stated In para-
graph (a) of § 29.333 (a)-1, if, but only
If, the effect of such application is to
make. the foreign corporation a foreign
personal'holding company, or

(b) For the purpose stated in para-
graph (b) of § 29.333 (a)-,-if, but only
if, the effect of such application is to
make the amounts received under a per-
sonal service contract or from the sale of
such a contract foreign personal holding
company, income, or

(c) For the 'purpose stated in para-
graph (c) of § 29.333 (a)-I,.if, but only
If, the effect of such application is to
make the compensation for -the use of

property foreign personal holding com-
pany income.
The family and partnership rule and the
option rule must be applied independ-
ently for each of the purposes stated in
§ 2g33 (a)-. -

§ 29.333 (a) - Constructive owner-
ship as actual ownership. In determin-
ing the ownership of steck for any of the
purposes set forth in 1 29.333, (a)-i:

(a) Stock constructively owned by a
person by reason of the application of
the rule provided in sectioW333 (a) (1)
relating to stock not owned by an Indi-
vidual (see § 29.333 (W-2) shall be con-
sidered as actually owned by such per-
son for. the purpose of again applying
Such rule or of applying the family and
partnership rule provided in section 333
(a) (2) (see § 29.333 (a,)-3) in order to
make another person the constructive
owner of such stock, and

(b Stock constructively owned by a
person by reason of the application of
the option rule provided in section 333
(a) (3) (see § 29.333 (a)--4) shall be con-
sidered as actually owned by such per-
son for the purpose of applying either the
rule provided in section 333 (a) (1), re-
lating to stock not owned by an indi-
vidual,, or the family and partnership
rule provided in section 333 (a) (2) in
order to make another person the con-
structive owner of such stock, but

(c) Stock constructively owned by an
individual by reason of the application
of the family and partnership rifle pro-
vided in section 333 (a) (2) shall not be
considered as actually owned by such
individual for the. purpose of again ap-
plying such rule in order to make an-
other individual the constructive owner
of such stock.

The application of This section may be
illustrated by the following examples:

Example (1). A ig a United States citizen,
whose wife, AW, owns all of the stock of the
M Corporation, which In tur owns all the
stock of "thi 0 Corporation. The 0 Corpo-
ration in turn owns al the stock in. the P
Corporation.

Under the rule provided In section 339 (a)
(1), relating to stock not owned by an= In-
dvIldual, the stock in the P Corporation
owned by the 0 Corporation. is considered to
be, owned constructively by the M Corpora-
tion, the sole shareholder of the 0 Cor-

-poratfon, Such constructive ownership of
the ptock by the M Corporation Is consid-
ered as actual ownership for the purpose of
again applying such rule in order to make
AW, the sole shareholder of the M Corpora-
tion, the constructive owner of the stockl of
the P Corporation. Similarly, the construc-
tive ownership of the stock by AW is con-
sidered as actual ownership for the purpose
or- applying the family and partnership rule
provided in section. 333 (a) (2 in order to
make A' the constructive bwner of the stoclk'
of the P Corporation, if such application Is

necessary for any of the purposes sot forth
In 9 29.333 (a)-. But the stock thug con-
structively owned by A may not be conolc'-"
ered as actual ownership for the purpose of
again applying the family and partnership
rule in order to make another men, er of A's
family, for example A's father, the construc-
tive owner of the stock of the P Corporation.

Example (2). B is a United States citizen
who owns all the stock of the Corporation
which has an option to acquire all the stock
of the S Corporation, a foreign corporation,
owned by C, an individual, who Is not related
toR.

Under the option rule provided in section
333 (a) (3) the R Corporation may be con-
sidered as owning constructively the stock of
the S Cbrporation owned by C. Such con-
'structive ownership of the steel, by the n
Corporation is considered as actUal owner-
ship for the purpose of applying the rulO
provided inzectlon 333 (a) (I), relating to
stock not owned by an Individual, in order
to make B, the sole shareholder of the It
Corporation, the constructive owner of the
stock of the S Corporation. The stock thus
constructively owned by B by reason of the
application of the rule provided in section
333 (e) (1) likewise Is considered as actual
ownership for the purpose, if necessary, of
pplying the -family and partnership rule

provided li section 333 (a) (2), In order to
make another member of B's lamlly, for
example, B's wife, BW, the constructive owner
of the stock of the S Corporation. However,
the' family and partnership rule could not
again be applied so as to make still another
individual the constructive owner of the stock
of the S Corporation, that Is, the steel, con-
structively owned by FLW could not be con-
sidered as actually owned by her in order to
make BW's father the constructive owner of
such stock by a secona application of tho
family' and partnership rule.

§ 29.333 (a)-7 Option rule in liei of
family and partnership rule. If, In de-
termining the ownership of stock for any
of the purposes set forth in § 29,333 (a)-
I, stock may be considered as construe.
tively owned by an individual by an appli-
cation of both the family-partnership
rpe provided in section 333 (a) (2) (sca
§ 23.333 (a)-(3) and the Option rule nro-
vided in section 333 (a) (3) (see 9 29,333
(a)--4) such stock shall be considered as
owned constructively by the individual
by reason of the application of tho option
rule.

The application of this section may bo
illustrated by the following example,

Example. Two brothers, A and 'B, each own
10 percent of the stock of the M. Corpora-
tion, a foreign corporation, and A's wife,
AW, also owns 10 percent of the stock of such
corporation. AW's husband, A, has an option
to acquire the stock owned by her at any
time. It becomes necessary, for one of the
purposes stated in § 29.333 (a)-I, to doter-
mine the stock ownership of B in the M
Corporation.

If the family and partnership rule were the
only rule that applied In the case, B would
be considered, under that rule, as owning
20 percent of the stoolc of the 1%r 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 ownerhip
of such stock by A through the application
of the. family and partnership rule in his
case is not; considered as actual ownership
so as.to make B the constructive owner by a
second application of the came rule with
respect to the ownership of the stock, (See
529.3 Wa-0.,I

However, there 19 more than thO family
and partnership rule Involved In this ox-
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ample. As the holder of an option upon the
stock, A may be considered the constructive
owner of his wife's stock by the application
of the option rule and without reference to
the family relationship between A and AW.
If A Is considered as owning the ftock of hIls
wife by application of the option rule, then
under § 29.333 (a)-6, such constructive own-
ership by A is regarded as actual ownership
for the purpose of applying the family -and
partnership rule so as to make another mem-
ber of A's family, for example, B, the con-
structive owner of the stock. Hence, since
A may 'be considered as owning his wife's
stock by applying both the family-partner-
ship rule and the option rule, the provisions
of section 333 (a) (6) apply and accordingly
Amust-be considered the constructive owner
of his wife's stock under the option rule
rather than the famlly-partnership rule.
B thug becomes the constructive owner of 30
percent of the stock of the.-M Corporation,
namely, his own 10 percent, A's lOpercent,
and AW's 10 percent constructively owned
by A as the holder Of an option on the stock.

[SEC. 333. STocZ oVwEaMs .]
(b) Convertible securities. Outstanding

securities convertible into stock (whether or
not convertible during the taxable year) shall
be considered as outstanding stock-

(1) For the purpose of the stock owner-
" ship requirement provided. In section 331

(a) (2), but only if the effect of the inclu-
sion of all such securities is-to make the cor-
poration a foreign personal holding company;

(2) For the purpose of section 332 (e)
(relating to personal service contracts), but
only if the effect of the inclusion of all such
securities is to make the amounts therein
referred to includible under such subsection
as foreign personal holding company income;
and

(3) For the purpose of section 332 (f) (re-
lating to the use of property by sharehold-
ers), but only if the effect of the Inclusion of
all such securities is to make the amourits
therein referred to includible under such
subsection as foreign personal holding com-
pany income.

The requirements in paragraphs (1). (2),
and (3) that all convertible securities must
be included if any are to be included shall
be subject to the exception that, where some
of-the outstanding securities are convertible
only after a later date than in the case of
others, the class having the earlier conversion
date may be included although the others
are not included, but no convertible securi-
ties Ahall be included unless all outstanding
securities having a prior conversion date are
also included.

§ 29.333 (b)-1 Convertible securities.
Under section 333 (b), outstanding se-
curities of a foreign corporation, such as
bonds, debentures, or other corporate
obligations, convertible -into stock of the
corporation (whether or not convertible
during the taxable year) shall be con-
sidered as outstanding stock of the cor-
poration for the purpose of the stock
ownership requirement provided in sec-
tion 331 (a) (2), but only if the effect
of such consideration is to make the cor-
poration a foreign personal holding com-
pany. Such convertible securities shall
be considered as outstanding stock for
the purpose of section 332 (e), relating
to amounts received under personal serv-
ice contracts, or of section 332 f), re-
lating to compensation for the use of
properf , but only if the effect of such
consideration is to make the amounts
therein referred to includible under such
sections as foreign personal holding
company income. The consideration of
convertible securities as outstanding

stock is subject to the exception that, if
some of the outstanding securities are
convertible only after a later date than
in the case of others, the class having
the earlier conversion date may be con-
sidered as outstanding stock although
the others are not so considered, but
no convertible securities shall be con-
sidered as outstanding stock unless all
outstanding securities having a prior
conversion date are also so considered.
For example, if outstanding securities
are convertible in 1942, 1943, and 1944,
those convertible in 1942 can be properly
considered as outstanding stock without
so considering those convertible in 1943
or 1944, and those convertible in 1942
and 1943 can be properly considered as
outstanding stock without so consider-
ing those convertible in 1944. However,
the securities convertible in 1943 could
not be properly considered as outstand-
ing stock without so considering those
convertible in 1942 and the securities
convertible in 1944 could not be properly
considered as outstanding stock without
so considering those convertible in 1942
and 1943.

Sm. 334. GRoss nzcoz= oF r'oan ? =I'x2SONAL
HOLDIZIG coPLWAS.

(a) General rule. A used in this Supple-
ment with respect to a :oreign corporation
the term "gross income" means gross in-
come computed (without regard to the pro-
visions of Supplement I) as if the foreign
corporation were a domestic corporation.

(b) Additions to gross income. In the caro
of a foreign personal holding company
(whether or not a United State3 group. as
defined in section 331 (a) (2), existed with
respect to such company on, the last day of
its taxable year) which was a shareholder
in another foreign personal holding com-
pany on the day n the taxable year (whether

'beginning before, on, or after January 1.
1939) of the second company which was last
day on which a United StateO group existed
with respect to the second company, there
shall be included, as a dividend, In the gros3
income of the first company, for the taxable
year in which or with which the taxable
year of the second company ends, the amount
the first company would have received as a
dividend if on such last day there had been
distributed by the second company, and re-
ceived by the shareholders, an amount which
bears the same ratio to the undistributc d
Supplement P net Income of the second
company for its taxable year as the portion
of such taxable year up to and including
such last day bears to the entire taxable
year.

(c) Application of subsection (b). The
rule provided in subsection (b)-

(1) shall be applied in the care of a for-
elgn personal holding company for the pur-

*pose of determining its undistributed Sup-
plement P net income which, or a part of
which, is to be Included n the gro= income
of its shareholders, whether United State3
shareholders or other foreign personal hold-
Ing companies;

(2) shall be applied in the care of every
foreign corporation with respect to which a
United States group exists an come day of its
taxable year, for the purpose of determining
whether such corporation meets the gro
income requirements of section 331 (a) (1).

§ 29.334-1 Gross income in general for
purposes o1 Supplement P. For M pur-
poses of Supplement P (sections 331 to
340, inclusive) and the regulations per-
t$1ning thereto, the gross Incomle of a
fbreign corporation shall be computed as
If -the corporation were a domestic cor-

poration and without regard to the pro-
visions of Supplement I (sections 231 to
238, inclusive) and the regulations per-
taining thereto, relating to the taxca-
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
gross income thus includes the interest
on bonds, notes, and certificates of in-
debtedness of the United States, even
though owned beneficially by a foreign
corporation not engaged in trade or busi-
ness In the United States, and even
though such Interest otherwise would
come within the exemption provided for
in section 3 of the Fourth Liberty Bond
Act of July 9, 1918, as amended by sec-
tion 4 of the Victory Liberty Loan Act
of March 3, 1919.

§ 29.334-2 Additions to gross income
for pUrPoses of Supplement P. If, for
any taxable year:

(a) A foreign corporation meets the
stock ownership requirement specified in
§ 29.331-3. regardless of whatever day
In Its taxable year Is the last day on which
the required United States group exists,
and

(b) Such foreign corporation is a
shareholder in a foreign personal hold-
Ing company on any day of a taxable
year of the second company which ends
with or within the taxable year of the
first company and such day Is the last
day in the taxable year of the second
company on which the United States
-group exists with respect to the second
company,
then for the purpose of:

c) Determining whether the first
company meets the gross income require-
ment specified In § 29.331-2, so as to
come within the classifltion of a for-
eign personal holding company, and

d) Determining the undistributed
Supplement P net income of the first
company which (in the event the first
company is a foreign personal holding
company) is to be included, in whole or
in part, in the gross income of its share-
holders, whether United States share-
holders or other foreign personal holding
companies,
there shall be included as a dividend in
the gross income of the first company
for the taxable year in which or with
which the taxable year of the second
company ends, the amount the first com-
pany would have received as a dividend,
If on the last day referred to In (b) there
had been distributed by the second com-
pauny, 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 tax-
able year up to and including such last
day bears to the entire taxable year. The
foregoing 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:
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Example (I) The X Corporation is a for-
eign corporation whose stock is owned by A,
a United States citizen. The X Corporation
owns the entire stock of the Y Corporation
another foreign corporation. The taxable
year of the X Corporation is the calendar
year and the taxable year of the Y Corpora-
tion is the fiscal year ending June 30. For
the fiscal year ending June 30, 1943, more
than the required percentage of the Y Corpo-
ration's gross income consists of foreign
personal holding company income and no
part of the earnings for such year is distrib-
uted as dividends. On the basis of these
facts the Y Corporation is a foreign personal
holding company for the fiscal year nding
June 30, 1943. The X Corporation'meets- the
stock ownership requirement and constitutes
a foreign personal holding company for 1943.
if it also meets the gross ncomQ require-
ment.

For the purpose of determining whether
the X Corporation meets the gross income
requirement, the ezktire undistributed Sup-
plement P net income of the Y Corporation
for the fiscal year ending June 30, 1943, must
be included as a dividend in the gross In-
come of the X Corporation for 19A3, since-

(a) The X Corporation was a shareholder
in the Y Corporation on a day (Jnne 20, 3943)
in the taxable year of the Y Corporation end-
ing with or within the taxable year of the
X Corporation, which day was the last day
in the taxable year of the Y Corporation on
which the United States group required with
respect to the Y Corporation existed,

(b) Such last day was also the end of theY
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-to100
percent of the taxable year of the Y Corpo-
ration, and, therefore, the portion of the
undistributed Supplement 'P net Income of
the Y Corporation Inefudible In the gross
Income of Its shareholders is likewise equal
to 100 percent, and
(c) The X Corporation being the sole share-

holder of the Y Corporation must Include
such portion in its gross income for 1943,
the taxable year In which or with which the
taxable year of the Y Corporation ends.

If (after the inclusion of the presumptive
dividend in its gross income. the X Corpora-
tion is a foreign Personal holding company
for 1043, then the undistributed Supplement
P net income of the Y Corporation must also
be included as a dividend in the gross income
of the X Corporation in determlnin& Its un-
distributed Supplement P net income which
Is to be included in the gross Income of A, the
sole shareholder in the X Corporation. On
the other hand, if, after including such pre-
sumptive dividend, the X Corporation does
not constitute a foreign personal holding
company, the undistributed Supplement P
net income of the Y Corporation is not in-
cludible In the gross'income of the X Corpo-
ration.

Example (2). The X Corporation referred
to in example (1) sold the stock in the Y
Corporation to other interests on September
30, 1943, so that after that date no United
State group existed with respect to the Y
Corporation. For the fiscal year ending June
30, 1944, more than the required percentage
of the gross income of the Y Corporation con-
sists of foreign personal holding company in-
come. The net income of the Y Corporation
for such fiscal year amounts to $1,000,000. of
which $900,000 is distributed in/dividends
after September 30, 1943. The undistributed
Supplement P net income of the Y Corpora-
tion for such fiscal year amounts to $100,000.
Upon tl~e basis of these facts the Y Corpora-
tion is a foreign personal h6lding company
for the fiscal year ending June 30, 1944, since
at one time In such fiscal year, or from July
1 to and including' September 30, 1943, it
meets the stock ownership requirement, and
the gross income requirement Is also satisfied.

Ta determining whether the X Corporation
constitutes a foreign personal holding com-
pany for 1944, a portion of the undistributed
Supplement P net Income of the Y Corpora-
tion for the fiscal year ending June 30, 1944
(%i of $I00,000, or $25,000), must be included
as a dividend In the gross income of the X
Corporation, since-

<a) The X Corporation was a shareholder
In the-Y Corporation on September 30, 1943,
or on a day in the taxable year of the Y Cor-
poration ending with or within the taxable
year of the X Corporation which day was the
last day In the Y Corporation's taxable year
on which the United States group required
with respect to the Y Corporation existed.

(b) The portion of the taxable year of the
Y Corporation up to and Including such day
Is three-twefths of the entire taxable year
of the Y Corporation and, therefore, the por-
tion of the undistributed Supplement P net
income of the Y Corporation includible In
the gross incdme 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 -espect to the
Y -Corporation last existed. must include all
of such portion In its gross income for 1944,
the taxable year of the X Corporation in
which or with which the taxable year of the
Y Corporation ends.

It Is to be observed that three-welfths of
the undistributed Supplement P net income
of the Y Corporatiqn fo the entire taxable
year and not the earnings realized by the '7
Corporation up to and Including September
30. 1943, the last day on which the United
States group, with tetpect to the Y Corpora-
tion existed, mustbe Included in the gross
income of the-X Corporation.

Example (3). 'The X Corporation referred
to in example (1) sold the stock in the T
Corporation to other interests on September
30, 1943, so that after that date a different
United States group existed with'respect to
the Y Corporation. Assuming that the "
Corporation is a foreign personal holding
company for the fiscal year ending June 30,
1944, no part of, the undistributed Supple-
ment P, net income of the Y Corporation
for such fiscal year would, -in this instance,
be includible in the gross income of the X
Corporation for the year 194, In determin-
in; whether the X Corporation Is a foreign
personal holdihg c6mpany for that year.
In such case, the undistributed Supplement
P net income of the Y Corporation is in-
cludible in the gross Income of the other
foreign personal -holding companies, if any.
and of the United Staten shareholders who
are shareholders In the Y Corporation the
day after September 20, 1943, which was the
last day In the taxable year of the Y Cor-
poration on which the United States group
with respect to the Y Corporation existed. -

If, however, the X Corporation sells 90
percent of its stock in the Y Corporation and
thus is a minority shareholder in the .r
Corporation on the last day of the taxable
year of the Y Corporation dn -which the
United States group with respect to the Y
Corporation e lsts,. the portion of the uridis-
ta-buted Supplement P net income allocable
to the minority interest of the X Corpora-
tion would be Includible in the gross In-
come of the X Corporation, even though on
such last day the United States group Is not
the :-,me with respect to both corporations.

Example (4). If the Y Corporation In ex-
ample (1) owns aU of the stock of the Z Cor-
poration, another foreign -corporation, there
would be a chain of three foreign corpora-
'tions. In, such dase, assuming that the Z
Corporation is a foreign personal holding
company for a taxable year ending with or
within the taxable'year of the Y Corpora-
tion, the undistributed Supplement P net

-income of the Z Corporation would be in.
eluded. in the gross Income- of the Y Cor-

R1oration for the purpose of determining
whether the Y Corporation comes within the
classification of a foreign personal holding
company. If. after the inclusion of such
presumptive dividend, the Y Corporation Is a
foreign personal holding company, the undi.-
tribUted Supplement P net income of the Z
Corporation would be Included In the gros
income of the Y Corporation In determining
the undistributed Supplement P net Income
of, the Y Corporation which Is includible In
the gross Income of Its shareholder, the X
Corporation. The same process would be re-
peated with respect to determining -whether
the X CorporationAs a foreign personal hold-
ing company and in determining its undis-
tributed Supplement P net income. If all
three corporations are foreign personal hold-
ing companies, the undistributed Supple-
ment P net income of each would, in this
manner, be reflected as a dividend in the
gross income of A, the ultimato beneficial
shareholder of the chain.

In the event that after the inclusion of the
undistributed Supplement P net income of
the Z Corporation in the gross income of
the Y Corporation, the Y Corporation is nob
a fordign personal holding company, then
no part of the income of either .the Z Cor-
poration or the Y Corporation would be In.-
cludible in the gross income of the X Cor-
poration. In that event, whether the X Cor-
poration Is a foreign personal holding com-
pany, and Its undistributed Supplement P
net income, would be determined Inde-
pendently of the Income of the 7 Corporation
and the Z Corporation.

SE. 335. trNMST-nM = SUME NT ' NET
INCOME.

For the purposes of this chapter the term
"undistributed Supplement P -net Income"
means the Supplement P net incomo (as de-
fined in section 330) minus the amount of
the basic surtax credit provided in section
27 (b) (computed without its reduction, un-
der section 27 (b) (1), by the amount of the
credit 'provided in section 26 (6) relating to
interest on certain obligations of the United
States and Government corporations).

Sm. 336. SuorPinmr, J? N= incorar [as
amended by sees. 211 (g), 212 (c), Rev. Act
1939; sees. 135 (b), 150 (h), Rev. Act 19421,

For the purposes of this'chapter the term
,"Supplement P net Income" means the not
income with the following adjustments:

(a) Additional deductions. There shall be
allowed as deductions-

(1) Federal income, Nvar-profits, and ex-
cess-profits taxes paid or accrued during the
taxable year to the extent not allowed as
a deduction under section 23; but not In-
cluding the tax imposed by section 102, sec-
tion 600, or a section of a prior ncome-tax
law corresponding to either of such sections.

(2) In lieu of the deduction allowed by
section 23 (q), contributions or gifts pay-
ment of which is made within the talable
year to or for the use of donees described
in section 23 (q) for the purposes therein
specified, to an amount which does not exceed
15 per centum of the company's net in-
come, computed without the benefit of this
paragraph and section 23 (q), and without
the deduction of the amount disallowed Un-
der subsiction (b) of this section, and with-
out the Inclusion ti gross income ol the
amounts includible therein as dividends by
reason of the application of the provisions
of section S34 (b) (relating to the inclusion
in the gross income of a foreign personal
holding company of Its distributive share of
the undistributed Supplement P not Income
of another foreign personal holding company
in which it is a shareholder).

(b) Deductions not allowcd-(1) Taxes
and pension trusts. The dedudtions provided
In section 23 (d), relating to taxes of a share-
holder paid by the corporation, and In sec-
tion 23 (p), relating to pension trusts, shall
not be allowed,
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(2) Expenses and depreciation. The ag-
gregate of the deductions allowed under sec-
tion 23 (a), relating to expenses, and section
23 (1), relating to depreciation, which re
allocable to the operation and maintenance
of property owned or operated by the com-
pany, shall be allowed only in an amQunt
equal to the rent or other compensation re-
ceived for the use or right to use the property.
unless it Is established (under regulations
prescribed by the Commissioner with the ap-
proval of the Secretary) to the satisfaction
of the Commissioner:
. (A) That the.rent or other compensation
received was the highest obtainable, or, if
none was received, that none was obtainable;

- (B)-That the property was held in the
course of a business carried on bona fide for
profit; and

(C) Edther that there was reasonable ex-
pectation that the operation of the property
would result in a profit, or that the property
Was necessary to the conduct of the business.

(3) Net loss carry-over disallowed. The
deduction for net operating losses provided

'in section 23 (a) shall not be allowed.
(c) 1941 capital loss carry-over denied.

The net income shall be computed without
regard to section 117 (e) (2).

(d) Income nzot placed o-annual basis.
The net income shall be computed without
regard to section 47 (c).

§ 29.336-1 Supplement P net income.
The term "Supplemehlt P net inconie"
means the gross income as defined in sec-
tion 334 less the deductions provided in
section 23 (computed without regard to
the provisions of Supplement I (sections
231 to 238, inclusive)), subject to the
qualifications, limitations, and excep-
tions provided-in section 336. In the
case of a taxable year of less -than 12
months on account of a change in the
accounting period of the corporation, the
net income as so computed is not placed
on an annual basis under section 47 (c).
In addition to the qualifications, limita-
tions, and exceptions provided in sections
336 (a) and 336 (b) (1), a foreign per-
sonal holding company is subject to the
provisions of sections 336 (b) (2), 336
(b) (3), and 336 (c), in the computation
of its Supplement P net income. See-
t.ion 336 (b) (3) provides that the net
operating loss deduction provided by sec-
tion 23 (s)Lshall not be allowed. Sec-
tion 336 (c) provides the same treatment
to foreign personal holding companies
with respect to capital gains and losses

- as ordinary corporations except that no
capital loss carry-over from the last tax-
ible year -beginning in 19411s allowed.
Under section 336 (b) (2) the aggregate
of the deductions allowed undei section
23 (a), relating to expenses, and section
23 (1), relating-to depreciation, which
are allocable to the operation and main-
tenance of property owned or operated
by the company shall be allowed only in
an amount equal to the rent or other
compensation received for the use of, or
the right to use, the property, unless it is
established to the satisfaction of the
Commissioner: -

(a) That the rent or other compensa-
tion received was the highest obtainable,
or if none was received, that none was

-obtainable;
I (b) That the property was held in the
course 'of a business carried on bona fide
for profit; and

C, ) Either that there was reasonable
expectation that the operaton of the

property would result in a profit, or that
the property was necessary to the con-
duct of the business.

The burden of proof will rest upon the
taxpayer to sustain the deduction
claimed. If a United States share-
holder, In computing his distributive
share of the undistributed Supplement
P net income of a foreign personal hold-
ing company to be included in gros in-
come in his individual return (see sec-
tion 337 and § 29.337-1), claims deduc-
tions for expenses and depreciation al-
locable to the operation and mainte-
nance of property owned or operated by
the c6mpany, in an aggregate amount in
excess of the rent or other compensation
received for the use of, or the right to
use, the property, he shall attach to his
income tax return a statement setting
forth his claim for allowance of the ad-
ditional deductions together with a com-
plete statement of the facts and circum-
stances pertinent to his claim and the
arguments on which he relies. Such
statement shall set forth:

(1) A description of the property;
(2) The cost or other basis to the cor-

poration and the nature and value of
the consideration paid for the property;

(3) The name and address of the per-
son from whom acquired and the date
thereof;

(4) The name and address of the per-
son to whomleased or rented, or the per-
son permitted to use the property, and
the number of shares of stock, if any,
held by such person and the members
of his family;
• (5) The nature and gross amount of

the rent or other compensation received
for the use of, or the right to use, the
property during the taxable year and for
each of the five preceding years and the
amount of the expenses incurred with
respect to, and the depreciation sus-
tained on, the property for such years;

(6) Evidence that the rent or other
compensation was the highest obtain-
able and, if none was received, a state-
ment of the reasons therefor;
- (7) A copy of the contract, lease, or

rental agreement;
(8) The purpose for which the prop-

erty was used;
, (9) The business carried on by the cor-

poration with respect to which theprop-
erty was held and the gross income, ex-
penses, and net income derived from the
conduct of such business for the taxable
year and for each of the five preceding
years;

(10) A statement of any reasons which
existed for expectation that the opera-
tion of the property would be profitable,
or a statement of the necessity for the
use of the property in the business of the
corporation, and the reasons why the
property was acquired; and

(11) Any other information pertinent
to the taxpayer's claim.

§ 29.336-2 IllMustration ofcomputation
of supplement P net income and undis-
tributed Supplement P net income. The
method of computation of the Supple-
ment P net income and undistributea
Supplement P net income may be Illus-
trated as follows:
- E:ample. The following facts exist with

respect to the M Corporation, a foreign per-

conal holding company, for the calendar year
1942:

The grc= Income of the corporation as
defined In section 334 amounts to $300,00%
of which C35,000 represent3 Its distributive
aharo of the undistributed Supplement P
net income of another foreign parsonal hold-
Ing company In which it is a shareholder,
$200,00conslsts of dividends, 810,000 con-

stas of intercs, and the remainder ($5,000)
conslat of rent received from the principal
hareholder of the corporation for the use

of property owned by the corporation.
The expanse of the corporation amount to

C83.000, of wich $75,000 Is allocabIe to the
maititenance and operation of the property
ued by the principal shareholder and $10,000
consists af ordinary and nece-ary oce ex-
pen-e allowable as a deduction. The claim
for deduction for the expenses of, and de-
predation on, the rented property in excess
of the rent received for its use Is not estab-
lshed as provided In section 336 (b) (2).
The yearly depreciation -n the rented prop-
erty amounts to $30,000.

Federal income tax withheld at the source
on the Income of the corporation from sources
pi'thin the United States amounts to $59,125.

No gain from the'sale or bxchange of stock
or recurities is realized during the taxable
year, but losses in the amount of $10,C00 are
austalned from the sale of stock or s ecurities
which constitute capital a.sets. Such lsses.
am not alloed as a deduction In any amount -
under the provisions of sections 117 and
336 (c).

Contributions payment of which is made to
or for the uze of donees described In section
23 (q), for the -purpoza-therein specified,
amount to $15,000, of which $5,000 is de dc-
tible in computing net income under section
21.

-Dividends paid by the. corporation to its
shareholders during the taxable year amount
to $50,000.

The net income for the purposes of com-
puting the Supplement P net income of the
corporation (including the distributive share
of the undistributed Supplement P net in-
come of the other foreign personal holding
company) is $180,000, computed as follows
(a.suming for the purposs of thli e ample
only that the expenzes of, and depreciation
on, the rented property are deductible under
rectIon 23):

Income (Section 22)
Divldends $200.000
Interest- - - - - 10,C00
Rent 5,000

Gros income as defined in
rection 22.-..... 215,000

Add:
Distributive share of undistrib-

uted Supplement P net Income
of the other foreign personal
holding company (considered
as a dividend)- . - . 85,000

Gro=" Income as defined in

section. 334(... o. 23-

Deduct ions (Section 23)

300, 00 0

Espenses allocable to opera-
tion of the rented prop-
erty,-- ---... $75, 000

Depreciation of the rented
property -.... 30,000

Ordinary and necessary ex-
penres (oflce) 10, 00

Contribution3 (within the
5 percent llmitation
specified in section
23 (q) 5.C0o

120, COO

Net income for purposes of
computing Supplement P
net Income ......... 180, CO
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The Supplement. P net income anddthe un-
distributed Supplement P net income of the
corporation afe $210,87S and $l60,7s, respec-
tively, computed, as follows:

Net income for purposes of. comrn
puting Supplementr netincome_ $180,0a8.

Add. (sea section 336 (b} }"
Contributions deduptuIbe

In computing, net I-
come under section21 $ OM(Y

Excess. property expenses
and depreciation over
amount of rent rece v-
ed for usa of property
($101Y',000- ,0-- 1Gcy.000,

Deduct (see sec-
tfon 336 (a)l -

Federal, income -
taxes_ -_- $59,12& -

Contr thutio ne.
withib. the 1.
percent imita-
tion specified in
section 36 (a)(2)-- 16.c000

Net additions under section 3a6Z.- SO, 878"

Supplement, P net income - 21,875'
Lesst

Basic Surtax credit for-dlvidends
paid (see sectron 335) ------- 500, 0

Undistributed Supplement P
net income----- -- 160,875

SEc. 337. CORPORATION INCOMT TM= TO
UNrrm STATsEs snARmomms; [as amended. by
sec. 126 (g), Rev. Act 1942].

(a) Gcnerar rule. The undistributect Sup-
plement P net income- of a foreign personal
holding' company shal be included in. the
gross income of the citizens or residents
of the United States, domestic corporation.
domestic partnerships, and estates or trusts.
(other than estates or trusts the gross. in-
coma of which under this chapter includes
only income fron sources within the United
Stiktes), who are shareholders In. such for-
eign personal holding company (hereinafter
called "United States shareholders") in the-
manner and ta the extent set forth in this
Supplement.

(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 beirs- the same ratio to the
undistributed Supplement P net income
of the company for the taxable year as the
portion. of- such, taxable year up to. and in-
cluding such. last day bears, to the entire
taxable year.

(c) Credit for obligations of United States
and its instrumrntaLitie. Each United
States shareholder shall he allowed, a. credit
against net income, for the purpose: o the
tax Imposed bysection. 11. 1 14. 201 204,
207, or 362, of his proportionate share of the,
interest specified in. section 2& (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 33, (b)
(relating to the inclusion in the gross income
of a foreign personal holding company of its
distributive share of the undistributed Sup-
plement P'net income of another foreign per-
sonal holding:company in whichit is a share-

holder-. If the foreign personal holding -
company elects under section: 12 t trU&M
the premium on bonds, thainterest on which
is allowable as- a credit under section 25 (a)
(I or (21, as amortizable. for the pToses of
the preceding sentencm each United statex
shareholder'k proportionate share- of such in-
terest received by the foreign personaL hold-
ing company shall be his proportionate shae
of such. interest (determinedL without re-
garLd. to this sentence) reduced. by sM much,
of the deduction under section 2 (v), as- is
attributable to such. share.

(d) Infarmat or in return. Every United
States-shareholderwho is requiredunder sub-
section (b) to include in. his gross income,
anyamountwitlhrespecttthe undistrihuted.
Supplement P net income ot a, foreign per-
sonal holding company and, who,, on the last
day' on whllch a United, States group existed.
with, respect to the company owned. s. per
centum. or more in, value or the outstand-
ing' stock of such- company, shall set forthr
in his return in complete detail the gross,
income, deductions; and credits, net, incomer,
Supplement P net income,, and undistributed.,
Supplement P, net income of sucl company.

(4) Effectz ouz.capital account of foreign
personal holding company. An amount which
bears the same ratio to the undistributed
Supplement P net income of the foreign per-
sonal, holding company, for its taxable year
as the portion of such taxable year up to, and:
including- the Last day on: whiclh .United
States group existed with respect to the
company bears, to the, entire taxable year,,
shall, for the purpose of determining, the
effect of distribution in subsequent. taxable
years by the corporation, be considered as
paid-in surplus or as a contribution to- cap-
ital and the accumulated, earnings and profits-
as- of the close of-the taxable year shall be
correspondingly reduced. if suck amount or
any portion- thereof Is required, to- be In-
cluded, as a. dividend. directly or indirectly,
in the gross income of United. States share-
holders.

(f) Brsis of stock in hands of shareholders.
The, amount required to be included In the
gross income of w United States share-
holder under subsection (b)- shalL, f(or the
purpose of adlusting the- basin of his stock
with, respect to, which the distribution would.
have been made (if It had been made}, be
treated as having been reinvested by the
shareholder 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 de-
creased by any adjustment of such amount
in. the last determination of the sharehold-
er's tax liability, made before.the expiration.
of seven years after the date prescribed by
law- for filing, the return.

W(g Basis of stock- fi case 9f death. For
basis of stock or securities In a- foreign per-
soIal holding company acquired from, a de-_
cadent, see section. (a): (5).

. (h. Liquidatonm For amount ofgain- taken
into account on liquidation of forelgn per-
sonal holding company, sea section 115 (c).

- (i) Period. of limitation. n assessment and,
coUection. For period of limitation on assess-
ment and collection without assessment, n
case of failure to- include in gross' income
the amount properly includible therein under
subsection (b>. sea section 275 (d).

§. 29.331-1, I-ncome ofJforeign ersonar
holdcing companies taxed, fo United,
States shareholders-(a) General rule.
Supplement P (sections 331 to- 340, inclu-
sive)- does not impose a tax or, foreign
personal holding- companies. The un-
distributed Supplement F net income of
such companies, however, must be in-
cluded in the- manner and to- the extent
set forth in this section, im the gross in-
come of their "United States sharehold-

erm" that Is, the shareholders who are
icdividual citizens or residenta of the
United" States, domestic- corporations,,
domestic, partnership (see section,
379.7 aY), 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.

W1i Anrountincludiblein gross incoma.
Each United States shareholder, who was.
a shareholder ov. the day In the taxablo
year of the, foreign personal holdincL
company which was the last day on.
which a United States group (see sec-
tion 331 (a) (2) and § 29.331-3Y existed
with respect to the company, shalt in-
clude In. his gross income, as a dividend,
for the taxable year in which. or with
which the- taxable year of the company
ends, the amount he would have received
as a dividend if on such last day there:
had been distributed bY the company
and received by the. shareholders an.
amount whichbearsAthld sameratio to the
undistributed Supplement P net income
.of the company for the taxable year as
the portion of such taxable year up, to
and including. such last day bears to the
entire taxable year.

The undistributed. Supplement P net
iAcome of the foreign personal holding
company is includible only in the gross
inqome of the Unitedt States sharehold-
ers who were shareholders In the com-
pany an the Iast day of its taxable year
on which the United States group existed
-with. respect, to the company. Such
United States shareholders, accordingly,
are d'etermined by the stock holdings as
of such specified time. This rule applieS
to. every United States shareholder who
was a shareholder In the company at the,
specified time regardless of whether the
United States shareholder % Included
within. the United States group. For ex-
ample, a domestic corporation which Is
aUnited States shareholder at the spec-
fled time must return Its distributive
share in the unistributed Supplement P
net income even though the domestic
corporation cannot be included within
thelUnited Statek group since, under sec-
tion 33 (a) (1) and § 29.333 Ca)-2,. the
stock it awnsinthe foreign corporatlonis
considered as being owned proportion-
ately by its shareholders for the purpose
of determining whether the foreign cor-
poration. is a. foreign personal holding,
company. .

The United States shareholders must
Include in their gross income their di-
tributive shares ofthat proportion of the
undistributed Supplement P net Income
for the taxable year of the company
which is, equal in, ratio to that which the
portion of the taxable year up to and
including the last day on which. the
United States group with respect to. the
company existed bears to the entire tax-
able year. Thus, if the last day In the
taxable* year on which the -required
United States group existed was also the
end of the taxable year, the portion of
the taxable year up to and Including such
last day would be equal to I00 percent
and in such case. the United 'States
shareholders would be required: to return
their distributive shares In the entire
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uridistributed Supplement P net income.
But if the last day on which the required
United States group existed was Septem-
ber 30, and the taxable year was a cal-
endar year, the portion of the taxable
year up to and including such last day
would be equal to nine-twelfths and in
that case, the United States shareholders
would be required to return their distrib-
utive shares in only nine-twelfths of the
undistributed 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 divi-
dend on the last day of its taxable year
on which the required United States
group existed. Such amount is deter-

3ined, therefore, by the interest of the
United States shareholder in the for-
eign personal holding company, that is,
by the number of shares of stock owned
by the United States shareholder and
the relative rights of his class of stock, if
there are several classes of stock out-
standing. Thus, if a foreign personal
holding company has both common and
preferred stock outstanding and the pre-
ferred shareholders are entitled to a
specified dividend before any distribu-
tion may be made to the common share-
holders, then the assumed distribution of
the stated portion of-. the undistributed
Supplement P net income must first be
treated as a payment of the specified
dividend on the preferred stock before
any part may be allocated as a divi-

-dend on the common stock.
The assumed distribution of the re-

quired portion of the undistributed Sup-
plement P net income must be returned
as dividend income by the United States
shareholders for their respective taxable

,years in which or with which the tax-
able year of the foreign personal holding
company ends. For example, if the i
Corporation whose taxable year is the
calendar year is a foreign personal hold-
ing company for 1942, and if A, one of
its United States shareholders, makes
returns on a calendar year basis, while
B, another United States shareholder,
makes returns on the basis of a fiscal
year ending November 30, A must return
his assumed dividend as income for the
taxable year 1942, and B must return
his distributive share as income for the
fiscal year ending November 30, 1943.
In applying this rule, the date as of
which the United States group last
existed with respect to the company is
immaterial. Thus, in the foregoing ex-
ample, if September 30, 1942, was the
last day on which the United States
group with respect to the M Corporation
existed, B would still be required to re-
turn his assumed dividend as income for
the fiscal year ending November 30, 1943,
even though September 30,1942, the date
as of which the distribution is assumed
to have been made, does not fall within
such fiscal year.

§ 29.337-2 . Credit or obligations of
the United States. Each United States
shareholder required .to return his dis-
tributive share in the undistributed Sup-

No. 219-21

plement P net income of a foreign per-
sonal holding company for any taxable
year is allowed, for purposes of the tax
imposed by section 11, 13, 14, 201, 204,
207, or 362, a credit against his net in-
come for his proportionate share of
whatever interest on obligations of the
Unitod States or its instrumentalities
(as specified in section 25 (a) (1) and
(2)) may be included in the gross income
of the company for such taxable year,
with the exception-of any such interest
as may be so included by reason of the
application of the provisions of section
334 (b) and § 29.334-2. (For reduc-
tion of credit for such interest on ac-
count of amortizable bond premium, see
§ 20.125-9.)

For example, the M Corporation s 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 sec-
tion 25 (a) (1) and (2). In applying
the credit allowable under section 337
(c), the Unitkd States shareholders of
the M Corporation would be entitled to a
credit only for their proportionate shares
of the interest received by that company
and not for any part of the interest re-
ceived by the N Corporation, regardless
of whether the interest received by the
N Corporation is included in the gross
income of the I Corporation, as an
actual dividend or as a constructive divi-
dend under section 334 (b).

§ 29.337-3 Information in r e t u r n
The information required by section 337
(d) in the returns of certain United
States shareholders relates only to the
taxable year of a foreign personal hold-
ing company for which is computed such
corporation's undistributed Supplement
P net income, all or part of which must
be included in gross income by the
United States shareholder of whom the
information is required. The informa-
tion shall be submitted as a part of the
income tax returns required by the In-
ternal Revenue Code of such persons, in
the form of a statement attached to the
return.

§ 29.337-4 Effect on capital account
of foreign personal iwiding company and
basis of stock in hands of shareholders.
Sections 337 (e) and 337 (D-are de-
signed to prevent double taxation with
respect to the undistributed Supplement
P net income of foreign personal hold-
ing companies. The application of such
sections may be illustrated by the fol-
lowing examples:

Ezample (1). The M Corporat0a Is a for-
eln, personal holding company. Saventy-
five percent In value of Its capital stock is
owned by A, a citizen of the United Statez,
and the remainder, or 25 percent, of its
stock is owned by B, a, nonres'dent allen
Individual. For the calendar year 1942 the
MX Corporation has an undistributed Supple-
ment P net Income of 0l00,000. A i required
to include $78,000 of such Income In gro:3
Income in his return for the calendar year
1942. The $100,001' Is treated as paid-in Our-
plus or as a contribution to the capital of
the M Corporation and Its accumulated earn-
ings and prolits as of the close of the calendar
year 1942 are c9rrespondingly reduccd. If

ofter treating such $100,000 as pald-In su-
plus or as a contribution to capital, the M
Corporation has no accumulated earnings
and proflta at the ciose of 1942, and lW'for
the calendar year 1943, the M Corporation
bad no earnings and profits, but distributed

10O00, the amount Eo distributed would
bo tax-free In the hands of both A and B. If,
however, after treating the $100,OO as paid-in
surplus or as a contribution to capital, the
M Corporation had accumulated earnlngs
and profits of $100.000 at the close of 194_,
the facts otherwise being the came, the dis-
tributlo in 1943 would be taxable to A,
and the taxabUlty of such distributions to B
would depend upon the application of sec-
tion 119 (a) (2) (B). relating to the treat-
ment of dividends from a foreign corporation
as Income from Eources within or without the
United States.

Example (2). Ia example (l) assume the
basis of A's stoc to be $300,000. If A In-
clude3 In gro-.s Income in his return for the
calendar Tear 1942, $75,000 as a constructive
dividend from the Ll Corporation, the basis
of his stcck would be C375,000. After the
875,000 L ditdbuted by the M Corporation
tax-free the basis of A's stock, assinugu no
other changes, would again be $300,0G0. if
A failed to include the 675,00 In gross In-
come In his rehrn as required by the Ia-
ternal Revenue Code and his failure was not
discovered until after the 7-year period of
limitations had expired. the application of
the rule would not increase the basis of A's
stock. The subsequent tax-free disLributi=
of $75,000 would reduce his basis to $225.000,
thu3 tending to compensate for his failure to
Include the amount of $75,000 In his gross
Income. If the undistributed Supplement P
net Income of the M Corporation is read-
justed within the statutory period of limita-
tionw, thus Increasing or decreasing the
amount A would have to Include in his gr
income, proper adjustment is required to be
made to the basis of A's stock on account of
such readjustment.

S . W83. INrOasIroa ON rauss LIT oFrraums
AND arsxCrO2S. -

(a) Monthly raurn. On the fiftienth day
of each month each individual who on such
day is an oMcer or a director of a foreign
corporation which, with r6spect to its tax-
able year preceding the taxable year (whether
be.Inning on. before, or after January 1,
1039) In which such month ccur, was a
forelgn po-conal holding company, shall file
with the Commissoner a return setting forth
with respcct to the preceding calendar month
the name and address of each shareholder.
the class and numb2r of shares held by each,
together with any changes In stcckholdingp
during such period, the name and address of
any holder of securities convertible Into stock
of such corporation, and such other informa-
tion with respect to the stock and securities
of the corporation as the Commissioner with
the approval of the Secretary shall by regu-
lations prescribed as necesary for carrying
out the provisions of this titie. The Commis-
stoner, with the approval of the Segretary,
may by rcgulations prescribe, as the period
with re:pect 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 peocd. and shall be fled
by the individuals who on such day are oi-
cars and directors of the corporation.

(b) Annual returns. On the sixt!eth day
after the close of the taxable yea of a for-
eign parconal holding company each indl-
vidual who on such ixtleth day is an offcer
or director of the corporation shal file with
the Commisloner a return setting forth-

(1) In complete detail the gross Income,
deductions and credits, net income, Supple-
nent P not income, and undistributed Sup-

plement P net income of such foreign per-
sonal holding company for such taxable year;
and
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(2) The same information with respect
to such taxable year as is required in sub-
section (a); except that if all the required
returns with respect to such year have been
filed under subsection (a) no information
under this paragraph need be set forth in the
return filed under this subsection.

§ 29.338-1 Information returns by of-,
ficers and directors of certain foreign
corporat-'ons-(a) Requirement for filing
returns-(l) General. Under section 338
(a), on the 15th day of each nfonth each
individual who on such day is an officer
or a director of a foreign corporation
Which, with respect, to its taxable year
preceding the taxable year in which such
month occurs, was a foreign personal
holdifig company, is required to file with
the Commissioner a monthly information
return as provided in section 338 Ca) 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 it9 taxable year distributed to its
shareholders 90 percent or more of its
Supplement P net income, as defined in
section 336, or which has no such net
Income for such taxable year, the follow-
Ing periods are preScribed with respect to
,Which information returns on Form 957
shall be filed during the following year:

The return for the last month of the
preceding taxable year shall be filed on
the 15th day of the first month follow-
ng the close of such taxable year. Sub-

sequent returns shall be filed for each
6-month period following the close of
such taxable year and shall be filed
on the 15th day of the first month fol-
lowing such period. If, any change in
the stock- holdings or in the holdings of
securities convertible into stock of the
corporation occurs during such periods
or if a resolution or plan (including
any amendments thereof or supplements
thereto) for the dissolution of the cor-
poration or for the liquidation of the

jwhole 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 resoliftion or plan is adopted. In
any case under this paragraph where
the date for filing a monthly return coin-
cides with the date for filing the return
for a 6-month period only the return
for the 6-month period need be filed.

(3) Returns jointly made. If two or
more officers or directors of a foreign
corporation are required to file informa-
tion returns for any period under section
338 (a) and this section, any two or more
of such officers or directors may, in lieu
of filing separate returns for such period,
Jointly execute and file one return.\

(b) Form of return. The return under
section 338 (a) and this section shall be
made on Form 957, copies of which, upon
request, may be procured from any col-
lector. Each officer or director shbuld
carefully prepare his return so as to set
forth fully and clearly the information
called for therein and by the applicable
regulations. Returns which have not
been so prepared will not be considered
as meeting the requirements of the In-
ternal Revenue Code.

(c) Contents of return. The return
shall, In accordance with the provisions
of this section and the Instructions on
the form, set forth with respect to -the
preceding period the following In-
formation:

(1) Name and address of corporation;
(2). Kind of business In which the cor-

poration is engaged;
(3) Date of incorporation;
(4) The country under the laws of

'which the corporation is incorporated;
(5) Number of shares and par value

of common stock of the corporation out-
standing as of the beginning and end
of the period;

t6) Number of shares and par value of
preferred stock of the corporation out-
standing as of the beginning- and end of
the period, the rate of dividend on such
stock and whether such dividend is cu-
mulative or noncumulative;

(7) A description of the convertible se-
curities issued by the corporation, in-.
cluding a statement of the face value of,
and rate of interest on, such securities;

(8) The name and address of each
shareholder, the. class and number of
shares held by each, together with any
changes in stock holdings during such
period;

(9) The name and address of each
holder of securities convertible into stock
of the corporation, the class, number,
and face value of the securities held by
each, tdgether 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 res ect of
.the dissolutioi of the corporation'or the
liquidation of the whole or any part of
-its capital stock; and

(11) Such other information as may be
required by the return form.

If a person is required to file a return
under section 338 (a) and this section
with respect to more than one foreign
-corporation, a separate return must be
filed with respect to each foreign corpo-
.ration.

( Cd) Verification of returns. All returns
required by section 338 (a) and this'sec-
tion shall be verified under oath or af-
firmation in the same manner as pre-
sciibed in § 29.51-4. *

(e) Penalties. For criminal penalties
for failure to file the returns required by
section 338 (a) and this section, see sec-
tion 340.

§ 29.338-2 Annual information re-
turns by officers and directors of certain
foreign corporations-(a) Requirement
for filing returns-(1) General. Under
sectiozi 338 (b), on the sixtieth day after
the close of the taxable year of a foreign
personal holding company each indi-
vidual who on such sixtieth day is an
officer or director of the corporation shall
file with the Commissioner an annual
information return as provided in sec-
tion 338 (b) and this section.

(2) Returns jointly made. If two or
more officers or directors of a foreign
corporation are required to file annual
Information returns under section 338
Sb) and this section for any taxable year

'of the corporation, any two or more of

such officers or directors may In lieu of
filing separate annual returns for such
taxable year, jointly execute and file one
annual return.

(b) Form of return. The return under
section 338 (b) and this section shall be
made on Form 958, copies of which, upon
request, may be procured from any col-
lector. 'Each officer or director should
carefully prepare his return so as to'set
forth fully and clearly the information
called for therein and by the applicable
regulations. Returns which have ,not
been so prepared will not be considered
as meeting the requirements of the In-
ternal Revenue Code.

(c) Contents of return. The return
shall, in accordance with the provisions
of this section and the instructions on
the form, set forth with respect to the
taxable year of the foreign personal
holding company the following informa-
tion:

(1) The gross Income, deductions and
credits, net income, Supplement P net
income, and undistributed Supplement P
net income of the foreign personal hold-
ing company for such taxable year, in
complete detail;

(21 The same Information with re-
spect to such taxable year which Is re-
quired by'section 338 (a) and § 29.338-1
,(c), except that if all the required to-
.turns with respect to such year have
,been filed under section 338 '(a) and
§ 29.338-1, no information under section
338 (b) (2) and this paragraph need be
set forth in such annual return; and

(3) Such other Information as may
.be requited by the return form.

(d) Verification of returns. All re.
.turns requied by section 338 (b) and
.this section shall be verified under oath
or affirmation In the same manner as
prescribed in § 29.51-4,

(e) Penalties. For criminal penalties
.for failure to file the returns required
.by section 338 (b) and this section, see
section 340.

§ 29.338-3 Time and place of filing re-
-turns. Returns required by section 33B
and H 29.338-1 and 29.338-2 shall be
filed with the Commissioner of Internal
Revenue, Washington, D. C., attention
Income Tax Unit, Records Division, and
will be considered filed within the time
or times required by law If, within such
time or times, such returns are made and
placed in the mails In due course, prop-
erly addressed and postage paid, pro-
vided they are actually received In the-
office of the Commissioner of Internal
Revenue, Washington, D. C., even though
received after such time or times,

SEc. 339. INFORMATION RETURNS BY SIIARI0-
HOLDERS.

(a) Monthly returns. On the fifteenth
day of each month each United States share-
holder, by or for whom S0 per contum or
more In value of the outstanding atock of a
foreign corporation is owned directly or in-
directly (including In the case of an Individ-
ual, stock owned by the members of his
family as defined in section 333 (a) (2)), If
such foreign corporation with respect to its
taxable year preceding the taxable year
(whether beginning on, before, or after Jan-
'nary 1, 1939) In which such month occurs
was a foreign personal holding company,
.shall file with the Commissioner a return
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setting forth with respect to the preceding
calendar month the name and address of each
sharehdlder, the class and number of shares
held by each, together with any changes in
stockholdings during such period, the name
and address of any holder of securities con-
vertible into stock of such corporation, and
such other information with respect to the
stock and securities of the-corporation as the
Commissioner with the approval of the Sec-
retary 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 prescribe,
as the period with respect to which returns
shall be filed, a longer period than a month.
In such case the return shall be due on the
fifteenth day of the succeeding period, and
slall be filed by the persons who on such day
are United States shareholders.

(b) Annual returns. On the sixtieth day
after the close of the taxable year of a for-
eign personal holding company each United
States shareholder by or for whom on such
sixtieth day -50 per centum or more In value
of the outstanding stock of such company is
owned directly or indirectly (including in
the case of an individual, stock owned' by
members of his family as defined in section
333 (a) (2)), shall file with the Commissioner
a return setting forth the same Information
with respebt to such taxable year as s re-
.quired 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 subsec-
tion.

§ 29.339-1 Information returns by
shlareholders of certain foreign corpora--
tions-(a) Requirement for filing re-
turns-(1) General. On the 15th day
of each month each United States share-
holder, by or for whom BO percent or
more in value of the outstanding stock
of a foreign corporation is owned, di-
rectly or indirectly (including, in the
case of an individual, stock owned by
members of his family, as defined in sec-
tion 333 (a) (2)), if such foreign corpo-
ration with respect to its taxable year
preceding the taxable year in which such
month occurs was a foreign personal
holding company, shall file with the
Commissioner an information return as

.provided in section 339 (a) and this
section.

(2) Returns for a period exceeding one
month. In the case of a foreign per-
sonal holding company which before the
close of its taxable year distributed to its
shareholders 90 percent or more of its
Supplement P net income, or which has
no such net income for such taxable year,
the periods with respect to which infor-
mation returns under section 339 (a)
shall be filed shall be the same as the
periods prescribed in § 29.338-1 (a) (2).

(3) Duplicate returns, If a share-
holder in a foreign corporation files, as
an officer or director in such corpora-
tion, the returns required by section 338
(a) and § 29.338-1, such returns shall be
considered as returns filed under section
339 (a).

- (b) Form of return. The return un-
der section 339 (a) and this section shall
be made on Form 957, copies of which,
upon request, may be procured from any
collector. 6 Each shareholder should
carefully prepare his return so as to set
forth -fully and clearly the information
called for therein and by the applicable
regulations. Returns which have not

been so prepared will not be considered
as meeting the requirements of the In-
ternal Revenue Code.

(c) Contents of return. 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
Itection 338 (a) and § 29.338-1 (c).

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) Veriffcation of returns. All re-
turns required by section 339 (a) and
this section shall be verified under oath
or affirmation in the same manner as
prescribed in § 29.51-4.

(e) Penalties. For criminal penalties
for failure to file the returns required
by section 339 (a) and this section, see
section 340.

§ 29.339-2 Annual informatlom re-
turns by sharefolders of certain fordgn
corporationzs-(a) Requirement for filing
returns--(l) General. Under section
339 (b), on the sixtieth day after the
close of thectaxable year of a foreign per-
sonal holding company, each United
States shareholder, by or for whom on
such sixtieth day 50 percent or more in
value of the outstanding stock of the
company is owned, directly or indirectly
(including in the case of an individual,
stock owned by members of his family
as defined in section 333 (a) (2)), shall

le with the Commissioner an informa-
tion return as provided in section 339
(b) and this section.

(2) Duplicate returns. If a share-
holder in a foreign corporation files, as
an officer or director in such corpora-
tion, the returns required by section
338 (b) and § 29.338-2,such returns shall
be considered as returns filed under sec-
tion 339 (b).

(b) Form of return. The return un-
der section 339 (b) and this section shall
be made on Form 957, copies of which,
upon request, may be procured from any
collector. Each shareholder should
carefully prepare his return so as to set
forth fully and clearly the information
called for therein and by the applicable
regulations. Returns which have not
been so prepared will not be considered
as meeting the requirements of the In-
ternal Revenue Code.

(c) Contents of return. The return
shall, in accordance with the provisions
of this section and the instructions on
the form, set forth with respect to the
taxable year of the foreign personal
holding company the same information
which is required under section 339 (a),
§ 29.338-1 (c), and § 29.339-1 (C), ex-
cept that if all the required returns with
respect to such year have been filed un-
der section 339 (a) and § 29.339-1, no
return under section 339 (b) and this
section is required.

If a person is required to file an annual
return under section 339 (b) and this
section with respect to more than one
foreign personal holding company, a sep-
arate return must be filed with respect

to each foreign personal holding com-c
pany.

(d) Verification of returns. All re.
turns required by section 339 (b) and
this section shall be verified under oath
or affirmation in the same manner as
prescribed in § 29.51:-4.

(e) Penalties. For criminal penalties
for failure to file the returns required by
section 339 (b) and this section, see sec-
tion 340.

§ 29.339-3 Time and place of filing
returns. Returns required by section
339 and §§ 29.339-1 and 29.339-2 sballbe
filed with the Commissioner of Internal
Revenue, Washington, D. C., attention
Income Tax Unit, Records Division, and
will be considered filed within the time
or times required by law if, within such
time or times, 'such returns are made
and placed in the malls in due course,
properly addressed and postage paid,
provided-they are actually received in
the office of the Commissioner of Inter-
nal Revenue, Washington, D. C, even
though received after such time or times.

S=. 340. P=IALms.
Any pemron required under section 333 or

339 to file a return, or to supplY any informa-
tion, who willfully falls to file such retrn,
or cupply such information, at the time or
times required by law or regulations, s. l,
in lieu of the panalties provided in saction
145 (a) fo such offen , be guilty of a mis-
demeanor and, upon conviction thereof, be
fined not more than 2,6100, or Imprisoned
for not more than one year, or both.

nEGUL&= rsVrsrr CO.IPANIES

Sm 361. Dzmnmo [as amended by sec.
170 (a), Rev. Act 19421.

(a) in general. For the purposes of this
chapter, the term "regulated investment
company" means, any domestie corporation
(whether chartered or created as an Invest-
ment trust, or otherwise), other than a per-
renal holding company as defined n section
E01. whIch at all timer during the taxable
year I- registered under the Investment Com-
pany Act' of 1940 (54 Stat. "789, 15 U. S. C.,
1940 cd, reca. E0 a-1 to ED b-2), or that Act,
as amended, either as a manazement rem-
pany or as a unit Investment trust, or which
is a common trust fund or sinil'ar fund ex-
cluded by section 3 (c) (3) of such Act
from the definition of "investment company'
and I, not included In the definition of "com-
mon trust fund" by section 169.

(b) Limitations. Desplte the provisions of
subcectlon (a), a corporation sball not be
cnsldered a rcgulated Investment ccmpany
for any taxable year unlesz-

(1) At least 80 per centum of its gross In-
come Is derived from dividends, Interest, and
gain from the sale or other di.csition of
stock or securities; and

(2) Les than 30 per centum of its gross
income Is derived from the sale or other dis-
porsition of stock or securities held for less
than three months; and

(3) At the doze of each quarter pf the
taxable year (A) at least 50 per centum of
the value of its total asmets Is represented
by cash and cash Items (including receiv-
ables). Government securities, securities of
other regulated ifivestment companies, and
other securities for the purposes of this
caleulatlon limited In respect of any one
isuer to an amountnot greater In value thn
6 par centun of the-value of the total assets
of the taxpayer and to not more than 10
per centum of the outstanding voting seu-
ritie of such issuer, and (B) not more tha
25 par centum of the value of its total assets
13 invested in the securities (other than Gov-
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ernment securities or the securities of other
regulated investment companies) of any one
issuer, or of two or more issuers which the
taxpayer controls and which are determined,
under regulations prescribed by the Commis-
sioner with the approval of the Secretary,
to be engaged in the same or similar trades
or businesses or related trades or businesses.
For the purposes of clause (B), in ascertaining
the value of the taxpayer's investment in
the securitfes of an issuer, there shall be in-
cluded its proper proportion of the invest-
ment of any other corporation, a member of
a controlled group, in the securities of such
issuer, as determined under regulations pre-
scribdd by the Commissioner and approved
by the Secretary. The term "controls", as
used In this paragraph, means the owner-
ship in a corporation *of 20 per centum or
more of the total combined voting power
of all classes of stock entitled to vote. The
term "controlled group", as used in this
paragraph, means one or more chains of .cor-
porations connected through stock ownership

ith the taxpayer if (i) 20 per centum or
more of the total combined voting power of
all classes of stock entitled to vote of each
of the corporations (except the taxpayer) is
owned directly by one or more of the other
corporations, and (ii) the taxpayer owns di-
rectly 20 per centum or more of the total
combined voting power of all classes of stock
entitled to vote, of at least one, of the other
corporations. The term "value" as used in
this paragraph means, with respect-to se-
curities (other than those of majority-owned
subsidiaries for which market quotations are
readily available, the market value of such
securities, and with respect to other securities
and assets, fair value as determined in good
faith by the board of directors, except that
In the case of securities of majority-owned
subsidiaries which are investment companies
such fair value shall not exceed market value
or asset value, whichever is higher. All other.
terms used in the preceding provisions of this
paragraph shall have the same meaning as
Whcr used in the Investment Company Act
of 1940, or that Act as amended. A corpora-
tion which meets the foregoing requirements
of this paragraph at the close of any quarter
shall not lose its status as a regulated invest-
ment company because of a discrepancy dur-
ing a subsequent quarter between the value
of its various investments and such require-
ments unless such discrepancy exists imme-
diately after the acquisition of any security
or .ther property and is wholly or partly the
result of such acquisition. A corporation
which does not meet such requirements at
the close of any quarter by reason of a dis-
crepancy existing immediately after the ac-
quisition of any security or other property
which Is wholly or partly the result of such
acquisition during such quarter shall not lose
its status for such quarter as a regulated in-
vestment company if such discrepancy is
eliminated within .thirty days after the close
of such quarter and in such cases it shall be
considered to have met such requirements
at the, close of such quarter for the pur-
poses of applying the preceding sentence.
A corporation which meets such require-
ments at the close of its first full quarter
after the date of the enactment of the Rev-
enuse Act of 1942, or eliminates any dis-
crepancy between the value of Its investments
anl such requirements existing at the close -
of such quarter within thirty days there-
after, shall be deemed -to have met such re-
quirements at all previous times; and

(4) It files with its return for the taxable
year an election to be a regulated Investment
company, or has made such election for a
previous taxable year which began after De-
cember 31, 1941.

§ 29.361-1 Definition of a reguZated
investment company - (a) Limitations
upon source of income. Section 361 (b)
(1) and (2) provides that at least 90 per-

cent of the corporation's gross income
for the taxable year shall be derived from
dividends, interest, and gains from the
sale or 6ther disposition of stock or se-
curities, and less than 30 percent of the,
corporation's gross income shall have
been derived from the sale or other dis-
position of stock or securities held for
less than three months. As to the defi-
nition of the term "corporation", see sec-
tion 3797 (a) (3). In determining the
percentage of the corporation's gross in-
come which has been derived from such
sources, a ldss from the sale or other dis-
position of stock. or securities does not
enter into the computation. A deter-
mination of the period for which stock
or securities have been held shall be
governed by the provisions of section
117 (h) in so far as applicable.

(b) Limitations requiring diversifica-"
tion of investments. Section 361 (b) (3),
with respect to diversification of invest-
ments, requires, in clause (A), that at the
close of 'each quarter of the taxable year
at least 50 _percent of the value of the
total assets of the corporation be repre-
sented by cash and cash items (including
receivables), Government securities, se-
curities of other regulated investment
companies, and other securities. For
the purpose of this calculation, invest-
ments in securities other than Govern-
ment securities or securities of other reg-
ulated investment companies shall be
limited in respect of any one issuer to an
amount not greater than 5 percent of
the value of the total assets of the corpo-
ration and to not more than 10 percent of
the outstanding voting securities of such
issuer. Assuming that at least 50 per-
cent of the value of the total assets of the
corporation- satisfies these requirements,
and that the limiting provisions of clause
(B) are not violated, the corporation will
satisfy the requirements of section 361
(b) (3), notwithstanding that the re-
maining assets do not satisfy the diversi-
fication requirements of clause (A). For
example, a corporation may own all the
stock of another corporation, provided 'it
otherwise meets the requirements of
clauses (A) and (B).

Clause (B) prohibits the investment at
the close of each quarter of the taxable
year of-more than 25 percent of the value
of the total assets of the corporation (in-
cluding the 50 percent or more mentioned
in clause (A)) in the securities (other
than Government securities or the se-
curities of other regulated investment
companies) of any one issuer, or of two
or more issuers, which the corporation
controls and which are engaged in the
same or similar trades or businesses or
related trades or businesses, including
such issuers that are merely a part of a
unit contributing to the completion and
sale of a product or the rendering of a
particular service. Two or more issuers
are not considered as being in the same
or similar tradds or businesses merely
because they are engaged in the broad
field of manufacturing or of any other
general classification of industry, but
issuers shall be construed to be engaged
in the same or' similar trades or busi-
nesses if they are engaged in a distinct
branch of business, trade, or manufac-
ture in which they render the same kind

of service or produce or deal In-the same
kind of product, and such service or
products fulfill the same economic need.
If two or more Issuers produce more than
one product or render more than one
type of service, then the chief product or
service of each shall be the basis for de-
termining whether they are In the same
trade or business. The term "controls,"
"controlled group," and "value"- are de-
fined for the purposes of this paragraph
in section 361 (b) (3). All other terms
used In this section have the same mean-
ing as when used In the Investment Com-
pany Act of 1940, or that Act as amended.
In determining the value of the Invest-
ment company's investment In the secur-
ities of any one Issuer, there shall be
included its proper proportion of the
investment of any other corporation, a
member of a controlled group, In the
securities of such Issuer. With respect
to the effect which certain discrepancies
between the value of its various invest-
ments and the requiremdnts of section
361 (b) (3) or the elimination of such
discrepancies will have on the status of
a company as a regulated Investment
company for the purposes of these sec-
tions, see section 361 (b) (3). A com-
pany claiming to be a regulated Invest-
ment company shall keep sufficient rec-
ords as to Investments so as to be able
to show that it has complied with the
provisions of section 361 (b) (3) during
the taxable year. Such records shall be
kept at all times available for Inspection
by any authorized officer or employee of
the Bureau of Internal Revenue, and
shall be retained as long as the contents
thereof may become material In the ad-
ministration of any internal-revenue
law.

The requirements as to diversification
under section 361 (b) (3) are Illustrated
by the following examples:
Example (1). Investment Company W at,

the close of its first quarter of the taxable
year has its assets invested as followa 6 per-
cent in cash, 10 percent in Government se-
curities, 20 percent in the securities of regu-
lated investment companies as defined in
section 361, 10 percent in the securities of
Corporation A. 15 percent in Corporation 3,
20 percent in Corporation 0, and the balance#
20 percent, in the securities of Various corpo-
rations, not exceeding 5 percent of its asset
in any one company. Investment Company
W owns 15 percent of the voting stock of
Corporation C and less than 10 percent of
the voting stock of the other corporations,
except that it owns all of the voting stoel of
Corporations A and B. None of the corpo-
rations is a member of a controlled group.
Investment Company W meets the require-
ments at the end of its first quarter under
section 361 (b) -(3). It complies with clause
(A) since It has 55 percent of its assets in-
vested as provided in clause (A). It com-
plies with clause (B) since it does not have
more than 25 percent of its assets invested
in the securities of any one issuer, or of
two or more issuers which it controls.

Example (2). Investment Company V at
the close of a particular quarter of the taxa-
ble year has its assets invested as follows:
10 percent in cash, 35 percent in Government
securities, 7 percent in the securities of Cor-
poration A, 12 percent in Corporation B, 15
percent in Corporation C,(and'ai percent In
Corporation D. Investment Company V fails
to meet the requirements of clause (A) of
section 361 (b) (3) since its assets Invested
in Corporations A, B, C, and D exceed in
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each case 5 percent of the value of the total
assets of the company at the close of the par-
ticular quarter.

Example (3). Investment Company X at
the close of the particular quarter of the
taxable year has Its assets invested as fol-
lows: 20 percent in cash and Government
securities, 5 percent in Corporation A, 10
percent in Corporation B, 25 percent in Cor-
poration C, and the other 40 percent in the
securities of miscellaneous corporations, not
exceeding 5 percent in any one issuer. In-
vestment Company X owns less than 10 per-
cent of the voting power of all of the corpo-
rations, except it owns more than 20 per-
cent of the voting power of Corporations B
and C. Corporation B manufhctures radios
and Corporation C acts as its distributor and
also distributes radios for other companies.
Investment Company X falls to meet the re-
quirements of section 361 (b) (3) since it
has 35 percent of its assets invested in the
securities of two Issuers which It controls
and which are engaged in related trades or

t businesses.

Exaiple (4). Investment Company Y at
the close of the particular quarter has 15 per-
cent of its assets invested in cash and Gov-
ernment -securities, 30 percent in Corpora-
tion X, a regulated investment company, 10
percent in Corporation A, 20 percent in Cor-
poration B, and the remaining 25 percent In
various corporations'in none of which is
more than 5 percent of its assets invested.
Corporation Khas 20 percent of its assets In-
vested in Corporation I, and Corporation L
has 40 percent of its assets invested in Cor-
poration B. Corporation A also has 30 per-
cent of its assets invested in Corporation B,
and owns more than 20 percent of the voting
power in Corporation B. Investment Com-
pany Y owns more than 20 percent of the
voting power of Corporations A and M. Cor-
poration E: owns more than 20 percent of the
voting power of Corporation L, and Corpora-
tion L owns more than 20 percent of the voting
power of Corporation B. Investment Com-
pany Y Is disqualified under clause (B) since
snore than 25 percent of its assets Is consid-
ered invested in Corporation B as shown by
the following calculation:

Percentage of assets invested directly in
Porporation B, 20.

Percentage invested through the controlled
group, Y-K-L-B, 2.4, determined as follows:

40 percent of 20 percent of 30 peicent=2.4.
Percentage invested in the controlled group.

Y-A-B, 3. determined by taking S0 percent of
10 percent.

Total percentage of assets of Investment
Company Y invested in Corporation B, 25.4.

Example (5). Investment Company Z at
the close of Its first full quarter after October
21, 1942 (the date of enactment of the Reve-

-nue Act of 1942) meets the requirements of
section 361 (b) (3) andhs 20 percent of its
assets invested in Corporation A. Later dur-
ing the taxable year it makes distributions
to its shareholders and because of such dis-
tributions it finds at the close of the taxable
year that it has more than 25 percent of Its
remaining assets invested in Corporation A.
Investment Company Z does not lose Its status
as a regulated investment company because
of such distributions.

c) Requirements as to election. Even
if an investment company satisfies the
other requirements of section 361 for the
taxable year, it will not be considered a
regulated investment company for suchyear within the meaning of Supplement
Q unless it elects to be a regulated in-
vestment company for such taxable year,
or has made such an election for a previ-
ous taxable year. The election shall be
made by the taxpayer by computing in-
come as a regulated investment company
in its return for the first taxable year to

which It desires the election to be ap-
plicable, No other method of making
such election is permitted. An election
once made is irrevocable for the current
taxable year and all succeeding taxable
years.

Smc. 362. TAx Orr naxmcn zllz37=
co-.wAzXs [as amended by ,e=s. 209, 211 (h),
Rev. Act 1939; sec. 3 (d), Rev. Act 1940; crc.
101 (c), 2d Rev. Act 1940; £Ec. 103 (e), Rev.
Act 1941; sec. 170 (a), Rev. Act 19421.

(a) Earnings and profits. The earnings
and profits of a regulated investment com-
pany for any taxable year beginning after
December 31, 1941 (but not Its accumulated
earnings and profits) rhall nQt be reduced
by any amount which Is not allowable as a
deduction In computing Its net income for
such taxable year.

(b) Mctlo of tazatfon of companic a d
shareholders. In *he cose of a regulated In-
vestment company which distributes during
the taxable year to Its shareholders as taxable
Slividends other than capital gLan dividend
an amount not less than 90 per centum of
Its net income for the taxable ycar computed
without regard to net long-term and net
short-term capitol gains, and compllcs for
such year with all rules and regulations pre-
scribed by the Commiasloner, with the ap-
proval of the Secretory, for the purpcse of
ascertaining the actual ownerrhip of Its out-
standing stock:

(1) Its Supplement Q net incamexshall be
-its adjusteg net Income (computed by ex-

cluding the excess, If any, of the net long-
'term capitol gain over tho net short-term
capital loss., and without the net operating
loss deduction provided In cection 23 (c))
minus the basfc surtax crcdlt (excluding
capital gain dividends) computed under c-
tion 27 (b) without the oppllcatlca of para-
graphs (2) and (3). For the purples of this
paragraph, the net income shall be computed
without regard to cection 47 (c).

(2) Its Supplement Q mrtax net income
'shall be Its net income (computed by ex-
cluding the excess, It any, of the net long-
term capital gain over the net short-term
capi'al loss, and without the net operating
lcss deduction provided in section 23 (s))
minus the dividends (other than capital gain
d'ldends) paid during the taxible year In-
creased by the consent dividend- credit pro-
vided by section 28. For the purp=e of this
p-.ragraph and paragraph (5) the amount of
dividends paid shall be computed In the sme
manner as provided In subsections (d). (c),
(f), (g), (h), and (1) of rectIon 27 for the
purpose of the basic surtax credit provided
in section 27. For the purposes of this para-
graph the net income shall be computed
without regard to section 47 (c).

(3) There shall be levied, colleLd, and
paid for each taxable year upon it; Supple-
ment Q net income a tax equal to 2- ker
ceatum of the amount thereof.

(4) There shall be levied, collected, and
paid for each taxable year upon its Supple-
men' Q surtax net income a tax cquaI to 16
per centum of the amount thercof.

(5) There shall be levied, collected, and
paid fore each taxable year a tax of 25 per
centum of the exces, if any, of the net
long-term capital gain over the sum of the
net short-term capital loca and the amount
of capitol gain dividend, paid during the
year.

(6) A capitol gain dividend shall be treated
by the shareholders as gains from the sale or
exchange of capital asat- held for more than
6 months.

(7) A capital gain dividend mean any divi-
dend or part thereof which is des3nated by
the company as a capital cain dividend In a
written notice mniled to its shareholders at
any time prior to the expiration of thirty days
after close of Its taxable year. It the aggre-
gate amount so designated with re:pcct to a

taxable year of the company is greater than
the exce s of the net long-term capital gain
over the net short-term capital Io-_-of the
taxable year, the portion of each dL--tdbu-
tion which shall be a capital gain didnd=
shall be only that proportion of the amount
so decIgnated which such excess of the net
long-term capital gain over the net short-
term capital Ics bears to the aggregate
amount co designated.

§ 29.362-1 Earnings and profits of a
regulated investment company. In the
determination of the earnings and profits
of a regulated investment company, such
earnings and profits shall not be reduced
by any amount which Is not allowable as
a deduction in computing its net income
for such taxable year. S_e section 362
(a). Thus, If a corporation would have
had earnings and profits of $500,000 for
the taxable year except for the fact that
It had a net capital loss of $100,0090,
which amount was not deductible'in de-
termining its net income, Its earnings
and profits for that year if it is a regu-
lated investment company would be
$500,000. However, in determining its
accumulated earnings and profits as of
the beginning of the fullowing taxable
year, the earnings and profits for the
previous year to be considered in such
computation would amount to $400,000
assuming that there had been no distri-
bution from such earnings and profits.
For the purpose of the earning sand-
profits concept, it is immaterial whether
during the taxable year a regulated in-
vestment company is taxable under Sup-
plement Q.

§29.362-2 Method of taxation of reg-
ulated investment companies. If a reg-
ulated investment company distributes
during the taxable year to its sharehold-
ers as taxable dividends other than cap-
Ital gain dividends an amount not IEss
than 90 percent of its net income for
the taxable year computed without re-
gard to net long-term and net short-
term capital gains, and complies for such
year with the provisions of § 29.362-3
(relating to records required to be kept
for the purpose of ascertaining the ac-
tual ovnersp of Its outstanding steck),
it is taxable upon its Supplement Q net
income (as defined in section 362 (b) (1)
at the rate of 21 percent of the amount
thereof, upon its Supplement Q surtax
net income (as defined in section 362
(b) (2)) at the rate of 16 percent of the
amount thereof, and upon the excess of
any net long-term capital gain over the
sum of the net short-term capital loss
and the amount of capital gain dividends
(as defined in section 362 (b) (7)) paid
during the year, at the rate of 25 percent
of such excess. If a regulated invest-
ment company does not in a,particular
year distribute as taxable dividends,
other than capital gain dividends, to its
stockholders at least 90 percent of its
net income computed without regard to
net long-term and net shirt-term capital
gains, It will, in spite of being cksified
as a regulated investment company, be
taxed in that year as an ordinary cor-
poration (that Is, It will be entitled to
the dividends received credit, but vl
not be entitled to the basic surtax credit).
The term "taxable dividends" means div-
Idends (as defined in section 115 zfter
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the application of section 362 Ca)) which
are taxable in the hands of such share-
holders as are subject to taxation under
chapter 1. A taxable dividend Is not dis-
tributed to its shareholders during the
taxable year within the meaning of sec-
tion 362 (b), unless the dividend is re-
ceived by the shareholders during the
taxable year of the company. See
§ 29.27 (b)-2, relating to when dividends
are considered paid. Due to the provi-
sions in section 362 (a) with respect to
the concept of earnings and profits of a
regulated investment company, even
though such a company has no accumu-
lated earnings and profits if it makes dis-
tributions during the taxable year of an
amount equal to its net income for that
year, regardless of the amount of losses
which.are not deductible against such
net income, it will be allowed a basic sur-
tax credit equal to its net income, and
thus not be liable for any income tax for
the taxable year provided it otherwise
satisfies the requirements of Supplement
Q. The terms "Supplement Q fiet in-
come," "Sipplement Q surtax net in-
come," and "capital gain dividend" are
defined in section 362 (b) (1), (2), and
(7), respectively.

§ 29.362-3 Records to be kept for
purpose of determining whether a cor-
poration claiming to be a regulated in-
vestment company is a personal holding
company. Every regulated investment
company shall maintain in the collec-
tion district in which it is required to
file its income tax return permanent rec-
ords showing the information relative to
the actual vwners of its stock contained
In the written statements required by
these regulations to be demanded from
the shareholders. The term "actual
owner of stock," as used in these regula-
tions, includes the person who is 're-
quired to include in gross income in his
return the dividends received on the
stock. Such records shall be kept at all
times available for inspection, by any
authorized officer or employee of the
Bureau of Internal Revenue, and shall
be retained as long as the contents there-
of may become material in the admin-
istration of any internal-revenue law.
For the purpose of determining whether
a domestic corporation claiming to be a
regulated investment company is a per-
sonal holding company as defined in
section 501, the permanent records of
the company shall show the maximum
number of shares of the corporation '(in-
cluding the number and face value of
securities convertible into stock of the
corporation) to be considered as actually
or constructively owned-by each of the
actual owners of any of its stock at any
time during the last half of the cor-
poration's taxable year, as provided in
section 503. Statements giving such in-
formation shall be demanded not later
than 30 days after the close of the cor-
poration's taxable year or the approval
of these regulations, whichever is later,
as follows:

(a) In the case of a corporation having
2,000 or more record owners of its stock
on-any dividend record date, from each
record holder of 5 percent or more of its
stock; or

(b) In the case of a corporation having
less than 2,00Q and more than 200 record
owners of its stock, on any dividend rec-
ord date, from each record holder of 1
percent or more of its stock; or

(c) In the case of a corporation having
200 or' less record owners of its stock, on
any dividend record date, from each rec-
ord holder of one-half of 1 percent or
more of its stock.

§ 29.362-4 Additional information re-
quired in returns of shareholders. Any
person who fails or refuses to comply
with the demand of a regulated invest-
ment company for the written state-
ments which § 29.362-3 requires the com-
pany to demand from its shareholders
shall.submit as a part of the income tax
return required by the Internal Revenue
Code of such person a statement show-
ing, to the best of his knowledge and
belief:

(a) The 'number of shares actually
owned by him at any and all times Our-
ing the period for which the return is
filed in any company claiming to be a
regulated investment company; -

(b) The dates of acquisition of any
such stock during such period and the
names and addresses of persons from
whom it was acquired;

c) The dates of disposiiton of any
such stock during such period and the.
names and addresses of the transferees
thereof;

(d) The names and addresses of the
members of his family (as defined'in sec-
tion 503 (a) (2)); the names and ad-
dresses of his partners, if any, in any
partnership; and the maximum number
of shares, if any, actually owned by each
in any corporation claiming to be a reg-
ulated investment company, at any time
during the last half of the taxable year
of such company;

(e) The names and-addresses of any
corporation, partnership, association, or
trust in which he had a beneficial inter-
est to the extent of at least 10 percent
at any time during the period- for which
such return is made, and the number of
shares of any corporation claiming to
be a regulated investment company ac-
tually owned by each;

(f) The maximum number of shares
(including the number and face value of
securities convertible into stock of the
corporation) in any domestic corpora-
tion claiming to be a regulated invest-
ment company to be considered as con-
structively owned by such individual at
any time during the last half of the cor-
poration's taxable year, as provided in
section 503 and §§ 29.503 (a)-1 to 29.503
(a)-7, inclusive, and § 29.503 b)-1; and

(g) The amount and date of receipt of
. each dividend received during such

period from every corporation claiming
to be a regulated investment company.

When making demand for the written
statements required of each shareholder
under these regulations, the c6mpany
shall inform each of the shareholders
of his duty to submit as a part of his
income tax return the statements which
are required by this section if he fails
or refuses to comply with such demand.
A list of the persons failing or refusing
to comply in whole or in part with a

company's demand shall be maintained
as a part of its records required by these
regulations. A company which falls to
keep such records to show the 'actual
ownership of its outstanding stock as are
required by these regulations, or which
may be required from time to time by
any rule or regulation prescribed by the
Commissioner, with the approval of the
Secretary, for such purpose, shall not be
taxable as a regulated InVestment com-
pany.

Nothing in these regulations shall be
construed to relieve regulated Investment
companies or their shareholders from
the duty of filing Information returns re-
quired by regulations prescribed under
sections 147 and .148.

§ 29.362-5 Method of taxation of
shareholders of regulated investment
companies. Shareholders who receive
capital gain dividends from a regulated
investment company distributed during
a taxable year of the regulated Invest-
ment company for which it Is taxable
under section 362 (b) shall treat such
dividends as gains from the sale or ex-
change of capital assets held for more
.than six months. A capital'gain divi-
dend is defined in section 362 (b) (7)
as any dividend or part thereof which Is
designated by -a regulated Investment
company as a capital gain dividend In a
written notice mailed to its shareholders
at any time prior to the expiration of
30 days after the close of Its taxable year.
If the aggregate amount So designated
with respect to the taxable year Is greater
than the excess of the net long-term
capital gain over the net short-term
capital loss of the taxable year, the por-
tion of each distribution which shall be
a capital gain dividend shall be only that
proportion of the amount so designated
which such excess of the net long-term
capital gain over the net short-term cap-
ital loss bears to the aggregate amount
so desigpated. Thus, If a regulated In-
vestment company making its return on
the calendar year basis advised Its share-
holders by written notice mailed Decem-
ber 30, 1942, that of a distribution of
$500,000 made December 15, 1942, $200,-
000 constituted a capital gain dividend,
amounting to $2 per share, and It was
later discovered that an error had been
made in determining the excess of the
net long-term capital gain over the net
short-term capital loss of the taxable
year and that instead of such excess be-
ing $200,000 It was $100,000, then Instead
of each shareholder having received a
capital gain dividend of $2 per share he
would have received a capital gain divi"
dend of $1 per share. ,
EXCHANGES AND DISTRIBUTIONS IN OBEDIENCe!

TO ORDERS OF SECUnIriES AND EXCIIANal-
COMMISSION

SEC. 371. NO1PeCoGNmON OF GAIN On LOSs
[as amended by see. 171 (a) (b) (g), ev.

Act 1942].
(a) Exchanges of stock or securities only.

'No gain or loss shall be recognized to the
transferor if stock or securities In a corpora-
tion which is a registered holding company
or a majority-owned subsidiary company aro

,transferred to such corporation or to an as-
sociate company thereof which is a registered
holding company or a majority-owned sub-
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sidiary company solely In exchange for stock
or securities (other than stock or securities
which are nonexempt property), and the ex-
change is made by the transferee corporation
In obedience to an order of the Securities and
Exchange Commission. -

(b) Exchanges and sales of property by
corporations- No gain shall be recognized
to a transferor corporation which is a regis-
tered holding ompany or an associate com-
pany of a registered holding company, if
such corporation, in obedience to an order
of the Securities and Exchange Commission
transfers property In exchange for property,
and such order recites that such exchange
by the transferor corporation l necessary or
appropriate to the integration or simplifica-
tion of the holding company system of which-
the tran-err- corporation is a member. If
any such property so received Is nonexempt
prcperty, gain shah be recognized unless such

* non xempt property or an amount equal to
the fair market value of such property at
the time of the tiansfer is, within 21 months
of the transfer, under regulations prescribed
by the Commissioner with the approval of
the Secretary, and in accordance with an
order of the Securities and Exchange Com'
mission, expended for property other than
nonexempt property or Is invested as a con-
tribution to the capital or as paid-in sarplus,
of another corporation, and such order recites
that such expenditure or investment by the
transferor corporation is necessary or ap-
propriate to the integration or rimplificatlon
of the holding company system of which the
transferor corporation is a, member. If the
fair market value of such nonexempt prop-
erty at the time of the transfer exceeds the
amount expended and the amount invested,
as required in the second sentence of this
paragraph, the gain, if any, to the extent of
such excess, shall be recognized. Any gain,
to the extent that it cannot be applied In
reduction of basis under section 372 (a) (2)
shal be recognized. For the purposes of
this subsection, a distribution In cancellation
or redemption (except a distribution having
the effect of a dividend) of the whole or'a
part of the transferor's own stock (not ac-
quired on the transfer} and a payment in
complete or partial retirement or cancellation
of securities representing indebtedness of
the transferor or a complete or partial re-
tirement, or cancellation of such securities
which is a part of the consideration for the
transfer, shalh be considered an .expenditure

for property other than nonexempt property.
and if, on the transfer, a liability, of the
transferor is assunmed, or property of the
transferor is transferred subject to a liability,
the amount of such liability shall be con-
sidered to be an expenditure by the trans-
feror for property other than nonexempt
property. This subsection shall not apply
unless the transferor corporation consents,
at such time and in such manner as the
Commissioner, with the approval of the Sec-
retary, may by regulations prescribe, to the
regulations prescribed under section 372 (a)
(2) in effect at the time of ling its return
for the taxable year in which the transfer

[Nors: Prior to its amendment by sec. 171
(a), Rev. Act 1942, section-371 (b) read as
follows: "Exchanges of Property for Proprty
by Corporatfons. No gain or loss shal be
recognized to a transferor corporation which
is a. registered holding company or an associ-
ate company of a registered. holding com-
pany, if such corporation, in obedience to
an order of the Securities and Exchange Com-
mission transfers property solely in exchange
for property (other than nonexempt prop-
ertyl, and such order recites that such ex-
l ange by the transferor corporation is nec-

essary or appropriate to the integration or
simplification of the holding-company sys-
tem of which the transferor corporation is a
member."]

(c) Distribution o1 stock or securities only.
If there Is distributed, In ob-dlence to an'
order of the Securities and Exchange Core-
mission, to a shareholder in a corporation
which is a registered holding company or a
majority-owned subsidiary company. stcck
or securities (other than atcci or securitles
which are nonexempt property), without the
surrender by such shareholder of stock or
securities in such corporation, no gain to tho
distributee from the receipt of the stock or
securities so distributed ahall be recognized.

(d) Transfers within syster group. (1)
No gain or lom shall be recognized to a cor-
poration which is a member of a system
group (A) If such corporation transfem prop-
erty to another corporation which is a mem-
ber of the same systeif-group In excha4ge for
other property, and the exchange by each
corporation Is made in obedience to an order
of the Securities and Exchange Commli-on,
or (B) If there Is distributed to such car-
poration as a shareholder in a corporation
which is a member of the came system group,
property, without the surrender by Cuch
shareholder of stock or securities In the cor-
poration making the distribution, and the
distribution Is made and received in obdl-
ence to an order of the Securltic3 and Ex-
change Commission. If an exchange by or a
distribution to a corporation with respect to
which no gain or lo- is reco.nised under any
of th provisions of this paragraph may also
be coasidered to be within the provlslo;s of
subsection (a). (b), or (c). then the Provi-
slons of this paragraph only shall apply.

(2) If the property rceived upon an ex-
change which is within any of the provisions
of paragraph (I) of this sub-section conLts
in whole or in part of stock or s.curitice
issued by the corporation from which such
property was received, arid If in cedlence
to an order of the Securities and Exchauge
Commission such stock or securltle (other
than stock which Is not preferred as to both
dividends and assets) are cold and the pro-
ceeds derived therefrom are applied In Whole
or In part in the retirement or cancellation
of stock or of securites of the recipient cor-
poration outstanding at the time of such
exchange, no gain or loss hall be recognized
to the recipient corporation upon the sale

'of the stock or scurities with respect to
which such order was made;, except that If
any part of the proceeds derived from the
sale of such stock or cecurltl3 Is not so
applied, or If the amount of such proceeds
is in excess of the flair market value of such
stock or securitics at the time of such ex-
change, the gain, If any, shall ba recognised,
but in an amount not in excess of the pro-
ceeds which are not co applied, or in an
amount not mor than the amount by which
the proceeds derived from such sale exceed
such fair market value, whichevr is the
greater.

(e) zcang cs not solely in L'ind. (1) If
an exchange (not within any of the provi-
sions of subsection (d)l would be within the
provisions of subsection (a) If it rere not
for the fact that property received in ex-
change consists not only of property per-
mitted by such sub=ction to be received
without the recognition of gain or loss, but
also of other property or money, then the
gain, if any, to the recipient shall be rec -
nized, but in an amount not in esc Ls of the
sum of such money and the fair marle-t value
of such other property, and the los, If any,
to the recipient shall not be rccognized.

(2) If an exchange Is within the provisions
of paragraph (1) of this subsection and if It
4ncludes a distribution which has the effect
of the distribution of a taxable dividend,
then there shall ho taxed as a dividend to
each-distributee such an amount of the gain
recognized under such paragraph (1) aG Is
not in excezs of his ratable share of the un-
distributed earnings and profits of the cor-

IClosing parenthesis evidently intended.

poratIon accumulated after February 23,1913.
The remainder, if any, of the gain recognized
under such paragraph (1) shal be taxed as
a gain from the exchange of property.

(f) Application of section. The provisions
of this sect shall not apply to an ex-
change, expenditure, investment, distribu-
tion, or sale unless (1) the order of the S2-
curitIes and Exchange Commission in obedi-
ence to which such excha ge, expenditure,
investment, distribution, or sale wa made
recites that such emcheage, expenditure, in-
veatmcnt, distribution, or sale is necesary
or appropriate to effectuate the proristans
of sectlon 11 (b) of the Public Utility Hold-
ing Company Act of 1935.49 Stat. 820 (U. S. C,
title 15. cec. 79k (b)), (2) such order speciffes
and itemize the stock and securities and
other property which are ordered to be ac-
quired, transferred, received, or sod upon
such exchange, acquisition, expenditur-e, dis-
tributon, or sale, and. in the care of an
investment, the Investment to be made, and
(3) of such exchange, acquisition, emundi-
ture, Investment, diltribution or sale was
made In obedience to such order, and was
completed within the time prescribed there-
for.

(g) ZMon-applicatiozz of other provisfaons.
If an exchange or distribution made in
obadience to an order of the Securities and
Exchange Commisson Is within any of the
provisions of this s-cton and may also be
considered to be within any of the provisions
of section 112 (other than the provisions of
paragraph (8) of sub-ection (b)), then the
provisions of this section only shall apply.

§ 29.371-0 Terms used. The follow-
ing terms are defined in section 373 and
when used in this section and §§ 29.371-1
to 29.373-1, inclusive, shall have the
meanings therein assigned to them: "Or-
der of the Securities andExchange Com-
mission"; "registered holding company";
"holding-company system"; "1hsociate
company"; "majority-owned subsidiary
company"; "system group"; "nonexempt
property"; and "stock or securities"
Any other term used in this section and
§§ 29.371-1 to 29.373-1, Inclusive, which
is defined in the Internal Revenue Code,
shall be given the respective definition
contained in the Code.

§ 29.371-1 Purpose and scope of er-
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 includd in gross income (s.e
sections 22 (a) and 115). Exceptions to
the general rule are provided in section
112, one of which is that made by section
112 (b) (8) with respect to exchanges,
sales, and distributions specifically de-
Ecribed in section 371. Section 371 pro-
vIdes the extent to which gain or loss Is
not to be recognized on an exchange or
sale, or thereceipt of a distribution, made
in obedience to an order of the Securities
and Exchange Commission, which is is-
sued to effectuate the provisions of sec-
tion 11 (b) of the Public Utility Holding
Company Act of 1935. Section f!5 (e)
provides that a distribution in liquidation
of a corporation shall be treated as an
exchange, and such a distribution is to
be zo treated under the provisions of
Supplement R (sections 371 to 373, inclu-
sive). The order of the Securities and
Exchange Commission must be one re-
quiring or approving action which the
Commison finds to be necessary or ap-
propriate to effect a simplification or
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geographical Integration of a particular
public utility holding-company system.
For specific requirements with respect to
an order of the Securities and Exchange
Commission, see section 371 f).

The requirements for nonrecognition
of gain or loss as provided in section
371 are precisely stated with respect to
the following four general types of
transactions:

(a) The exchange that is provided for
In section 371 (a), in which stock or se-
curities in.a registered holding ompany
or a majority-o~ned subsidiary company
are exchanged for stock or securities.

(b) The exchange that isprovided for.
In section 371 (b), in which a registered
holding conipany or an associate com-
pany of a registered holding company
exchanges property for property.

(c) 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.
In (d) The transfer that Is pro lded for
In section 371 (d), in which a corpora-
tion i#hicti is a member of a system group
transfers property to another member of
the same system group.

Certain rules with respect to the re-
ceipt of nonexempt property on an ex-
change described in section 371 (a) are
prescribed in section 371 (e).

These new exceptions to the general
rule are to be strictly construed as in

-the case of the other exceptions in sec-
-tion 112. Unless both the purpose and
.the specific requirements of Supplement
1 (sections 371 to 373, inclusive) are
clearly met, the recognition' of gain or
loss upon the exchange, sale, or distri-
bution will not be postponed under Sup-
plement R. Moreover, even though a
taxable transaution occurs in connec-
tion or snimultane-usly with a realization

,of gain or loss to which nonrecognition
Is accorded, nevertheless, as under the
various provisions of section 112, non-
recognition will not be accorded to such
taxable transaction. In other words, the
provisions of section 371 do not extefid
In any case to gain or loss other than
that realized from and directly attrib-
utable to a disposition of property as
such, or the receipt of a corporate dis-;
tribution as such, in an exchange, sale,
or distribution specifically described in
section 371.

The application of the provisions of
•Supplement R (sections 371 to 373, inclu-
sive) is intended to result only in post-
poning the recognition of gain or loss
until a disposition of property is made
which is not covered by such provisions,
and, in the case of an exchange or sale
subject to the provisions of section 371
(b), li the reduction of basis of certain
property. The provisions of section 372
with respect to the continuation of basis
and the reduction in basis are designed
to effect these results. Although the
time of recognition may be shifted, there
must be a true reflection of income in all
cases, and it is intended that the pro-
.visions of Supplement R shall not be con-
strued or applied in such a way as to
defeat this purpose.

§ 29.371-2 Exchanges of stock'or se-
curities solely for stock or securities.
The exchange, without the recognition of
gain or loss, that is provided for in sec-
tion 371 (a) must be one in which stock
or securities in a corporation which is
a registered holding company or a ma-
jority-owned subsidiary company are ex-
changed solely for stock or securities
other than stock or securities which con-
stitute, nonexempt property. An ex-
change is not within the provisions of.
section 371 (a), unless the stock or se-
curities transferred and those received
are stock or securities as defined by sec-
tion 373 (f). The stock or securities
which may be received without the rec-
ognition of gain or loss are not limited to
stock or securities in the corporation
from which they are received. An ex-
change within the provisions of section
371 (a) may be a transaction between the
holder of stock or securities and the cor-
poration which issued the stock or se-
curities. Also the exchange may be
made by a holder of stock or, securities
with an associate company (I. e., a corpo-
ration in the same holdinig-company sys-
tem With the issuing corporation) which
is a registered holding company or a.
majority-owned subsidiary company.
In either case, the nonrecognition pro-
visions of section 371 (a) apply only to
the holder of the stock or securities.
However, the transferee corporation
must be acting in obedience to an order
of the Securities and Exchange Commis-
sion directed to such corporation, if no
gain or loss is to be recognized to the
holder of the stock or securities who
makes jthe exchange with such corpora-
tion. 'See also section 371 (b), in case
the holder of the stock or securities is a
registered, holding company or an asso-
ciate company of a registered holding
company. An exchange is not within the
provisions of section 371 (a) if it is within
the provisions of-section 371 .(d), relating
to transfers within a system group. For
further limitations, see section 371 (f).

§ 29.371-3 Exchanges of property for
.roperty by corporations-(a) Applica-
tion of section 371 (b). Section 371 (b)

* applies only to the transfers specified
therein with respect to which section
371 (d) is inapplicable, and deals only
with such transfers if gain is realized
upon the sale or other disposition effected
by such transfers. If loss is realized the
subsection is inapplicable and the ap-
plication of other provisions of the Code
must be determined. (See section 371
(g).) If s-Action 371 (b is applicable, the
provisions of section 112 (other than the
provisions of paragraph 8 of subsection
(b)) are inapplicable, and the conditions
under, and the extent to which, the real-
ized gain is not recognized are set fort3
in paragraphs (b), (c), (d), and (e) of
this section.

(b) Nonrecognition of gain; no non-
exempt proceeds. No gain is recognized
to a transferor corporation upon the

•sale or other disposition of property
transferred by such transferor corpora-
tion in'exchange solely for property other
than nonexempt property, as defined in

.section 373 (e), but only if all of the
following requirements' are satisfied: -

(1) The transferor corporation is, un-
der the definition In section 373 (b), a
registered holding company or an as-
sociate company of a registered holding
company;

(2) Such transfer Is In obedience to
an order of the Securitles'and Exchange
Commission (as defined in section 373
(a)) and such order satisfies the require-
ments of section 371 (f) ;

(3) The transferor corporation has
filed the required consent to the regula-
tions under section 372 (a) (2) (see
subsection (f) of this section); and

(4) The'entire amount of the gain, as
determined under section 111, can be
applied in reduction of basis under sec-
tion 372 (a) (2).

(c) Nonrecognition of gain; nonexempt
proceeds. If the transaction would be
within the provisions of paragraph (b)
of this section if It were not for the fact
that the prpperty received in exchange
consists in whole or in part of nonexempt
property (as defined in section 373 (e))
then no gain Is recognized if such non-
exempt property, or an amount equal to
the fair market value of such nonexempt
property at the time of the transfer,

(1) Is expended, within the required
24-month period for property other than
nonexempt property; or

(2) Is Invested within the required
24-month period as a contribution to the
capital, or as paid-In surplus, of another
corporation;
but only if the expenditure or 'Invest-
ment is made
• (3) In accordance with an order of the

Securities and Exchange Commission
(as defined in section 373 (a)) which
satisfies the requirements of section
371 (f) and which recites that such ex-
penditure or Investment by the trans-
feror corporation Is necessary or appro-
priate to the Integration or simplification
of the holding-company system of which

- the transferor corporation Is a member;
and

(4) The required consent, waiver, and
bond have been executed and filed. See
paragraphs (f) and (g) of this section.

The following, for the purposes of this
paragraph and paragraph (d) of this

-section, are treated as expenditures for
'property other than nonexempt prop-
erty:

(1) A distribution In cancellation or
redemption (except a distribution having
the effect of a dividend) of the whole or
a part of the transferor's own stock (not
acquired on the transfer);

(I) A payment In complete or partial
retirement or cancellation of securities
representing Indebtedness of the trans-
feror or a complete or partial retire-
ment or cancellation of such securities
which is a part of the consideration for
the transfer; and

(III) If, on the transfer, a liability of
the transferor is assumed, or property of
the transferor Is transferred* subJect to
a liability, the amount of such liability.

(d) Recognition o gain in part; insuf-
ficient expenditure or investment in caso
of -nonexempt proceeds. If-the transac-
tion would be within the provisions of
paragraph (c) of this section If It were
not for the fact that the amount ex-
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pended or invested Is less than the fair
market value of the nonexempt property
received in exchange, then the gain, if
any, is-recognized, but inan amount not
in excess of the amount by which the fair
market value of such nonexempt prop-
erty at the time of the transfer exceeds
the amount so expended and invested.

, (e) Recognition of gain in part; inabil-
it.y to reduce basis. "If the transaction
would be within the provisions of para-
graph (b) or (c) of this section if it were
not for the fact that an amountof gain
cannot be applied in reduction of basis
under section 372 (a) (2), then the gain,
if any, is recognized, but in an amount
not in excess of the amount which can-
not be so applied in reduction of basis. If
the transaction would be within the pro-
visions of paragraph (d) of this section,
If it were not for the fact that an amount
of gain cannot be applied in reduction of
basis under section 372 (a) (2), then the
gain, if any, is- recognized blt in an
amount not in excess of the aggregate
of:
(1) The amount of gain which would be

recognized under paragraph Cd) if there
were no inability to reduce basis under
section 372 (a) (2); and

(2; The amount of gain which cannot
be applied in reduction of basis under
section 372 (a) (2).
(f) Consent to regulations under sec-

tion 372 Ca) (2). To be entitled to the
benefits of the provisions of section 371
(b), a corporation must file with its re-
turn for the taxable year in which the
transfer occurred a consent to have the
basis of its property adjusted under sec-
tion 372 (a) (2) (see §29.372-2, in ac-
.cordance with the provisions of the regu-
lations in effectat the time of ling of
the return for the taxable year in which
the transfer occurs. Such consent shall
be made in duplicateon Form 982A in ac-
cordance with these regulations and the
instructions on the-form or issued there-
with.
(g) Requirements with respect to ex-

penditure or investment. If the full
amount of the expenditure or investment
required for the application of para-
graph (c) of this section has not been
made by the close of the taxable year in
which such transfer occurred, the tax-
pdyer shall file with the return for such
year an application for the benefit of the
24-month period for expenditure and in-
vestment, reciting the nature and time
of th@ proposed expenditure or invest-
ment. When requested by the Commis-
sioner, the taxpayer shall execute and
file (at-such time and in such form) such
waiver of the statute of limitations with
respect to the assessment of deficiencies
(for the taxable year of'the transfer and
for all succeeding .taxable years in any
of which falls any part of the period be-
ginning with the date of the transfer and
ending 24 .months thereafter) as the
Commissioner may'specify, and such
bond with such surety as the Commis-
sioner may require in an amount not in

-excess of double the estimated maximum
income and excess profits taxes which
would be payable if the cbrporation does
not make the required expenditure or
investment within the required 24-
month period.

No. 219-22

§ 29.371-4 Distribution -olely of stoc7;
or securities. If, without any surrender
of his stock or securities as defined In
section 373 f), a shareholder in a cor-
poratin which is a registered holding
company or a aJorlty-owned sub-
sidiary company receives stock or securl-
ties in such corporation or owned by
such corporation; no gain to the share-
holder will be recognized with respect
to the stock or securities received by
such shareholder which do not consti-
tute nonexempt property, if the distribu-
tion to such shareholder is made by the
distributing corporation In obedience to
an order of the Securities and Exchange
Commission directed to such corpora-
tion. A distribution Is not within the
provisions of section 371 c) If It Is within-
the provisions of section 371 Cd), re-
lating to transfers within a system
group. A.distrlbution is also not within
the provisions of section 371 c) if It In-
volves a surrender by the' shareholder
of stock or securities or a transfer by
the shareholder of property in exchange
for the stock or securities received by
the shareholder. Vor further limita-
tions, see section 371 Wf.

§ 29.371-5 Transfers within System
group. The nonrecognitlon of gain or
loss provided for in section 371 Cd) 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 mem-
bers of the same system group. The term
"system group" is defined In section
373 Cd).

Section 371 id) (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-
poration which is a member of the same
system group, without the surrender by
such shareholder of stock or securities
in the distributing corporation.

As stated In § 29.371-1, nonrecognition
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 s specifically
a c c or d e d. Therefore, nonrecognition
will not be accorded to any gain or loss
realized from the discharge, or the re-
moval of the burden, of the pecuniary
obligations of a member of a system
group, even though such obligations are
acquired upon a transfer or distribution
specifically described in section 371 Cd)
(1) ; but the fact that the acquisition of
such obligations was upon a transfer or
distribution specifically described In sec-
tion 371 (d) (1) will, because' of the
basis provisions of section 372 Cd), affect
the cost to the member of such discharge
or its equivalent. Thus, section 371 Cd)
(1) does not provide for the nonrecog-
nition of any gain or loss realized from
the discharge of the indebtedness of a
member of a system group as the result
of the acquisition in exchange, sale, or

distribution of Its own bonds, notes, or
other evidences of indebtedness which
were acquired by another member of the
same system group for a consideration
less or more than the issuing price
thereof (with proper adjustments for
amortization of premiums or discounts).

Example. Suppose that the A Corpora-
tIon and the B Corporation are both mem-
bers of the came system group; that the A
Corporation holds at a cost of $30O a bond
ksued by the B Corporation at par, $1,000;
and that the A Corporation and'M -e B Cor-
poration enter into an exchange subject to
the provlsions of section 371" (d) (1) in
willch the $1,000 bond of the B Corporation
Is tran ferred from the A Corporation to the
B Corporation. The $00 basis reflecting the
co5t to the A Corporation which would hasv
been the b-i available to the B Carporation
if the property transferred to it had been
romething other than its own securities
(me § 29.372-5) Vll, In this type of trans-
action, reflect the cost to the B CorporatIon
of effecting a retirement of its own $1,000
bond. The 0100 gain of the B Corporation
reflected in the retirement wl 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 distribution
are acting in obedience to-an order of the
Securities and Exchange Commission.
If an exchange or distribution is within
the provisions of section 371 d) (1) and
also may be considered to be within some
other provision of section 371, it shal be
considered that only the provisions of
section 371 Cd) (1) apply and that the
nonrecognition of gain or loss upon such
exchange or distribution is by virtue of
that section.

§ 29.371-6 Sale of stock, or securities
received upon exchange by mebers of
system group. Sectionr 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
securities may, under certain specifically
described circumstances, be sold to a
party not a member of the system group,
without the recognition of gain or loss
to the selling corporation. The non-
recognition of gain or loss is limited, in
the case of stock, to a sale of stock which
is preferred as to both dividends and as-
sets. The stock or securities must have
been received upon an exchange with

Sre-spect to which section 371 Cd) (1) oper-
ated to prevent recognition of gain or
lozs to any party to the exchafige. Non-

- recognition of gain or loss upon the sale
of such stock or securities is permitted
only If the proceeds derived from the
sale are applied in retirement or cancel-
lation of stock or securities of the selling
corporation which were outstanding at
the time the exchange was made. It is
also essential to nonrecognition of gain
or loss upon the sale that both the sale
of the stock or securities and the applica-
tion of the proceeds derived therefrom
be made in obedience to an order of the
Securities and Exchange Commis-ion. If
any part of the proceeds derived from the
sale is not applied In making the required
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retirement or cancellation of stock or
securities and if the sale is otherwise
within the provisions of section 371 (d)
(2), the gain resulting from the sale shall
be recognized, but in an amount not in
excess of the proceeds which are not so
applied. In any event, if the proceeds de-
rived from the sale of the stock or securi-
ties exceed the fair market value of such
stock or securities at the time of the ex--
change through which they were ac-
quired by the selling corporation, the
gain resulting from the sale is to be
recognized to the extent of such excess.
Section 37. d) (2) does not provide for
the nonrecognition of any gain resulting
from the retirement of bonds, notes, or
other evidences of indebtedness for a
consideration less than the issuing price
thereof. Also, that section does not pro-
vide fot the nonrecognition of gain or loss
upon the sale of any stock or securities
received upon a distribution or otherwise
than upon an exchange.

Example. The X Corporation and the Y
Corporation, both of which make their in-
come tax returns on a calendar year basis,
are members of the same system group. As
part of an exchange in which section 371 (d)
(1) is applicable the Y Crporation on June
1, 1942, issues to the X Corporation 1,000
shares of class A stock, preferred as td both
dividends and assets. The fair mdrket value
of such stock at the time of issuance is
$90,000 and its basis to the X Corporation
is $75,000. On December 1, 1942, in obedi-
ence to anappropriate order of the Secur-
ities and Exchange Commission, the X Cor-
poration sells all of such stock to the pub-
lic for $100,000 and'applies $95,000 of thIs
amount to the retirement of its own bonds,
which were outstanding on June 1, 1942. The
remaining $5,000 is not used to retire any of
the X Corporation's stock or securties. Of
the total gain of $25,000 realized on the dis-
position of the Y Corporation stock only
$10,000 is recognized, being the difference
between the fair market value of the stock
when acquired and the amount for which
It was sold, since such amount is greater
than, the portion ($5,000) of the ppoceeds not
applied to the retirement of the X Corpora-
tion's stock or securities.

If in the above example the stock acquired,
by the X Corporation had not been stock of
the Y Corporation issued to the X Corpora-
tion or if it had been stock not preferred as
to both dividends and assets, the full amount
of the gain ($25,000) realized upon its dis-
position would have been recognized, re-
gardless of what was done with the proceeds.

§ 29.371-7 Exchanges in which money
or other nonexempt property is received.
Under section 371 (e) (1), if in any ex-
change (notwithin any of the provisions
of section 371 (d)) in which stock or
securities in a corporation which, is a
registered holding company or a major-
ity-owned subsidiary are exchanged for
stock or securities as provided for in sec-
tion 371 (a), there is received by the tax-
payer money or other nonexempt prop-
erty (in addition to property permitted
to be received without iecognition of
gain), then:
(a) The gain, if any, to the taxpayer

Is to be recognized in an amount not in
excess of the sum of the money and the
fair market value of the other nonex-
empt property, but

(b) The loss, if any, to the taxpayer
from such an exchange is not to be recog-
nized to any extent.

If money or other nonexempt property
is received from a corporation in an ex-
change described in this section and if
the distribution of such money or other
nonexempt property by or on behalf of
such corporation has the effect of the
distribution of a taxable dividend, then,
as provided in section 371 (a) (2), there
shall be taxed to eachadistributee (1) as
a dividend, such an amount of the gain
recognized on the exchange as is' not in
excess of the distributee's ratable share
of the undistributed earnings and profits
of the corporation accumulated after
February 28, 1913, and (2) the remainder
of the gain so recognized shall be taxed
as a gain from the exchange of property.

§ 29.371-8 Requirements with respect
to order of securities and exchange com-
mission. The term "order of the Secu-
rities and Exchange Commission" is de-
fined in section 373 (a). In addition to
the requirements specified in ihat defini-
tion, sectioi 371 (f) provides that the
provisions of section 371 shall not apply
to an exchange, expenditure, investment,
distribution, or sale unless each of the
following requirements is met:

(a) The order of the Securities and
Exchange Commission must recite that
the exchange, expenditure, investment,
distribution, or sale is necessary or ap-
propriate to effectuate the provisions of
section 11 (b) of the Public Utility Hold-
ing Company Act of 1935.

(b) The order shall specify and itemize
the stocks and securities and other prop-
erty (including money) which are or-
dered to be acquired, transferred, re-
ceived, or sold upon such exchange, ac-
quisition, expenditure, distribution, or
sale, and, in the case of an investment,
the investment to be made, so as clearly
to identify such propelty.

(c) The exchange acquisition, expend-
iture, investment, distribution, or sale
shall be made in obedience to such order

-and shall be completed within the time
prescribed in such order.
These requirements were not designed
merely to simplify the administration of
the provisions of section 371, and they
are not to be considered as pertaining
only to administrative matters. Each
one of the three requirements is of the
essence, and must. be met if gain or loss
is not to be recognized upon the transac-
tion.

§ 29.371-9 Nonapplication of other.
provisions of the Internal Rlvenue Code.
The effect of section 371 (g) is that an
exchange, sale, or distribution which is
within section 371 shall, with respect to
the nonrecognition of gain or loss and
the determination of basis, be governed
only by Supplement R (sections 371 to
373, inclusive) ,,the purpose being to pre-
vent overlapping of the provisions of
such supplement and other provisions of
the Internal Revenue Code. In other
words, if by 'virtue of section 371 any
portion of a Person's gain'or loss on any
particular exchange, sale, or distribution
is not to be recognized; then the gain
or loss of such person shall be nonrecog-
nized only to the extent provided in sec-
tion 371, regardless of what the result
might have been under section 112 if

Supplement R had not been enacted:
and similarly, the basis in the hands of
such person of the property received by
him in such transaction shall be the
basis provided by section 372, regardless
of what the basis of such property might
have been under section 113 if Supple-
ment R had not been enacted. On the
other hand, if section 371 does not pro-
vide for the nonrecognition of any por-
tion of a person's gain or loss (whether
or not such person is another party to
the same transaction referred to above),
then the gain or loss of such person shall
be recognized or nonrecognized to the
extent provided for by other provisions
of the Code as if Supplement R had not
been enacted; and similarly, the basis
in his hands of the property received by
him in such transaction shall be the basis
provided by other provisions of the Code
as if Supplement R had not been
enacted.

1§ 29.371-10 Records to be kept and,
information to be filed with returns, (a)
Every holder of stock or securities who
receives stock or securities and other
property (including money) upon an ex-
change shall, if the exchange is made

'with a corporation acting in obedience
to an order of the Securities 4nd Ex-
change Commission, file as a part of his
Income tax return for the taxable year
In which the exchange takes place a
complete statement of all facts pertinent
to the nonrecognition of gain or loss
upon such exchange, including:

(1) A clear description of the stock or
secdrities transferred In the exchange,
together with a statement of the cost or
other basis of such stock or securities.

(2) The name and address of the cor-
poration from which the stoqk or securi-
ties were received In the exchange. *c

(3) A statement of the amount of
stock or securities and other property
(including money) received from the ex-
change. The amount of each kind of
stock or securities and 'other property
received shall be set forth upon the basis
of the fair market value thereof at the
date of the exchange.

(b) Each corporation which is a party
to an exchange made in obedience to an
order of the Securities and Exchango
Commission directed to such corpora-
tion shall file as a part of its income tax
return for its taxable year In which the
exchange takes place a complete state-
ment of all facts pertinent to the non-
recognition of gain or loss upon such
,exchange, including:

(11 A copy of the order of the Securi-
ties and Exchange Commission directed
to such corporation, in obedience to
which the exchange was made.

(2) A certified copy of the corporate
resolution authorizing the exchange.

(3) A clear descrilition 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 transferrdd in the ex-
change, and, if any of such stock or se-
curities were acquired by the corporation
In obedience to an order of the Securities
and Exchange Commission, a copy of
such order.
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(5) The name and address of all per-
sons to whom any property was trans-
ferred in the exchange.

-(6).If any property transferred in the
exchange was transferred to another cor-
poration, a copy of any order of the Se-
curities and Exchange Commission di-
rected to the other corporation, in obe-
dience to which the exchange was made
by such other corporation.

(7) if the corporation transfers any
nonexempt property, the amount of the
undistributedearnings and profits of the
corporation accumulated after February
28,-1913, to the time of the exchange.

(8) A statement of the amount of
stock or securities and other property
(including money) received upon the ex-
change, including a statement of all dis-
tributions or other disposition made
thereof. The amount of each kind of
stock, or securities and other property
receiveil shall be stated on the bdsis of
the fair market value thereof at the date
of the exchange.

(9) A statement showing as to each
'class of its stock the number of shares
and percentage owned by any other cor-
poration, the voting rights and voting
power, and the preference (if any) as to
both dividends and assets.

(10) 'The term "exchange" shall, wher-
ever occurring.in this subsection (other
than this paragraph), be read as "ex-
change, expenditure, or investment."

(c) Each shareholder who receives
stock or securities or other property (In-
cluding money) upon z distribution made
by a corporation in obedience to an order
of the Securities and Exchange Com
mission shall file as a part of his income
tax return for the taxable year in which
such distribution is received a complete
statement of all facts pertinent to the
nonrecognition of gain upon such distri-
bution, including:

(1) The name and address of the cor-
poration from which the distribution is
received.

(2) A statement of the amount of
stock or securities or other property re--
ceived upon the -distribution, including
(in case the shareholder is a corpora-
tion) a statement of all distributions or
other disposition made of such stock or
securities or other property by the
shareholder. The amount of each class
of stock or securities and each kind of
property shall be stated on the basis of
the fair market valu& thereof at the date
of the distribution.

(3) If the shareholder is a corpora-
tion, a statement showing--as to each
class of its stock the number of shares
and percentage owned by a registered
holding company or a majority-owned
subsidiary company of a registered hold-
ing company, the votingrights and vot-
ing power, and the preference (if any)
as to both dividends and assets.

(d) Every corporation making a dis-
tribution in obedience to an order of the
Securities and Exchange Commission
shall file as a part of its income tax
return for its taxable year in which the
distribution is made a complete state-

-ment of all facts pertinent to the non-
recognition of gain to the distributee
upon such distribution including:

(1) A copy of the order of the Securl-
ties and Exchange ComraIon, In obe-
dience to which the distribution was
made.

(2) A certified copy of the corporate
resolution authorizing the distribution.

(3) A statement of the amount of
stock orsecurities or other property (in-
cluding money) distributed to each
shareholder. The amount of each kind
of stock or securities or other property
shall be'stated on the basis of the fair
market value thereof at the date of the
distribution.

(4) The date of acquisition of the
stock or securities distributed, and, If
any of such stock or securities were ac-
quired by the distributing corporation
in obedience to an order of the Securi-
ties and Exchange Commission, a copy
of such order.

(5) The amount of the undistributed
earnings and profits of the corporation
accumulated after February 28, 1913, to
the time of the distribution.

(6) A statement showing as to each
class of its stock the number of shares
and -ercentage owned by any other cor-
poration, the voting rights and voting
power, and the preference (if any) as to
both dividends and a.sets.

(e) Each corporation which is a mem-
ber of a system group and which in
obedience to an order of the Securities
and Exchange Commision sells stock
or securities received upon an exchange
-(made in obedience to an order of the
Securities and Exchange Conkmi on)
and applies the proceeds derived there-
from in retirement or cancellation of its
own stock or securities shall file as a part
of. its income tax return for the taxable
year in hvhIch the sale is made a com-
plete statement of all facts pertaining
to the nonrecognition of gain or lozs
upon such sale, including:

(1) A copy of the order of the Secu-
rities and Exchange Commlsion in
obedienc to which the sale was made.
(2)'A copy of the order of the Securi-.

ties and Exchange Commim on 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 ble 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 state-
ment of the fair market value of such
stock or securities at the date of acquisi-
tion, and a copy of all orders of the Se-
curities and Exchange Commission in
obedience to which such stock or securi-
ties were acquired.

(6) The amount of the proceeds de-
rived from such sale.
(7) The portion of the proceeds of such

sale which was applied in retirement or
cancellation of its stock or securitles, to-
gether with a statement showing how
long such stock or securities rere out-

standing prior to retirement or cancella-
tion.

(8) The Lssulng price of its stock or
securities which were retired or can-
celed.

(W) Permanent records in substantial
form nbnsl bekeptby every taxpayerwho
participates in an exchange or distribu-
tion madein obedience to an order of the
Securities and Exchange Commisson,
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
lom from a subsequent disposition of
such stock or securitiqs and other prop-
erty received on the exchange or distri-
bution.

S--. 372. Bern rcaz- G~enA aNr oz
toss [as amended by szc 171 (c), Rev. Act
19421.

(a) Elchagas gs~eerall-(1) Exchanrge~s
subfcct to the prorisions of section 371 (a).
If the property vms acquired upon an en-
change subject to the provi-ions of sction
371 (a) or (e), the basis shall be the same
az in the c=3 of the property exchanged, de-
creaced In the amount of any money received
by the taxpayer and increased in the amount
of gain or decre--ed in the amdunt of loss to
the taxpayer that was recognized upon such
exchange under the law applicable to the
year In which the exchange e made. If the
prop~rty so acquired consisted in part of the
typa of proparty permitted by section 371 (a)
to be received 7ithout the recognition of
gain or lo=, and in part of nonexempt prop-
erty, the basis provided in this subsection
shall b alocated between the properties
(other than money) received, and for the
purpae of the allocation there shall be as-
agacd to such nonexempt property (other
than money) an amount equivalent to its
fair marl:et value at the date of the exchange.
This subzect on shall not apply to property
acquired by a corporation by the k-suance of
Its stock or mcurities as the consderation in
rhole or in part for the transfer of the prop-
erty to It.

(2) Exrchanges subject to the provisions of
sectfon 371 (b). The gain not recognized
upon a transfer by reason of section 71 (b)
shall be applied to reduce the basis for de-
termlning gain or los on sale or exchange
of the following categories of property in the
hand- of the transferor Immediately after the
trancfer, and property acquired within 2.1
months after such transfer by an expendi-
ture or nv--etment to whIch section 371 (b)
relates on account of the acquisition of which
gain Is not recognized under such subsection,
in the following order:

(1) Property of a character subject'to the
allowanco for depreciation under section
23 (1);

(2) Property (not described in perampbh
(1)) with respect to which a deduction for
amortization l allowable under sectian
23 (t);

(3) Property with respezlct to which a de-
duction for depletion is allowable under sc-
tion 23 (m) bua not allowable under section
114 (b) (2), (3), or (4);

(4) Stock and securities of corpoations not
mcmbers of the system group of which the
transferor Is a member (other than stock or-
ccurlties of a corporation of which the trans-
feror is a subsidiary);

(5) Securities (other than stock) of corpo-
rations which are members of the syst
group of which the transferor is a member
(other than securities of the trausferar or
of a corporation of which the transferor is
a subzidiary);
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(6) Stock of corporations which are mem-
bers of the system group of which the trans-.
feror is a member (other than stock of the
transferor or of a corporation of which the
transferor is a subsidiary);

(7) All other remaining property of the
transferor (other than stock or securities of
the transferor or of a corporation of which
the transferor is a subsidiary).

The manner and amount of the reduction to
be applied to particular property within any
of the categories described in paragraphs (1)
to (7), inclusive, shall be determined under
regulations prescribed by the Commissioner
with the approval of the Secretary. [NoTs:
Prior to its amendment by sec. 171 (c), Rev.
Act 1942, section 372 (a) read as follows: "(a)
Exchanges generally. If the property was
acquired upon an exchange subject to the
provisions of section 371 (a), (b), or (e), the
basis shall be the same as in the case of the
property exchanged, decreased in the amount
of any money received by the taxpayer and
increased in the amount of gain or decreased
in the amount of loss to the taxpayer that
was recognized upon such exchange under
the law applicable to the year in which the
exchange was made. If the, property so ac-

- quired consisted in part of the type of prop-
erty permitted by section 371 (a) or (b) to be
received without the recognition of gain or
loss, and in part of nonexempt property, the
basis provided in this subsection shall be al-
located 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 subsec-
tion shall not apply to property acquired by
a corporation by the issuance of its stock or
securities as the consideration in whole or
in part for the transfer of the property to
it."]

(b) Transfers to corporations. If, in con-
nection with a transfer subject to the provi-
sions of section 371 (a), (b), or (e), the prop-
erty 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 prop-
erty (including cases where part of the con-
sideration for the transfer of such property
to the corporation consisted of property or
money in addition to such stock or securi-
ties), then the basis shall be the same as it
would be in the hands of the transferor, in-
creased in the amount of gain or decreased
in the amount of loss recognized to the trans-
feror upon such transfer under the law appli-
cable 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
section 371 (c), then the basis in the case of
the stock in respect of which the distribution
was made shall be apportioned, under rules
and regulations prescribed by the Commis-
sioner with the approval of the Secretary,
between such stock and the stock or securi-
ties distributed.

(d) Transfers within system group. If the
property was acquired by a'corporation which
is a member of a system grotip upon a transfer
or distribution described, in section 371
(d) (1), then the basis shall be the same
as it would be in the hands of the trans-
feror; except that if such property is stock
or securities issued by the corporation from
which such stock or securities were received
and they were Issued (1) as the sole consid-
eration for the property transferred to such
corporation, then the basis of such stock or
securities shall be either (A) the same as
in the case of the property transferred there-
for, 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 con-
sideration 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 market
value of such stock or securities at the time
of their receipt bears to the 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, which-
ever is the lower.

§ 29.372-0 Basis for determining gain
or loss. Section 113 (a) (17) provides
that if property is-acquired in a taxable
year beginning before January 1, 1942, in
any manner described in section 372,
prior to its amendment by the Revenue'
Act of 1942, the basis shall be that pro-
videdjn such section, prior to its amend-
ment by such Act, with respect to such
property. If the property was acquired
in a taxable year beginning after Decem-
ber 31, 1941, in any manner described in
section 372 (other than subsection (a)
(2)) after its amendment by such Act, the
basis shall be that prescribed in such
section (after its amendment by such
Act) with respect to such property. Sec-
tion 372 therefore expands section 113
(a) in order to make adequate provisions
with respect to the basis of property ac-
quired in a transfer made in obedience
to an order of the Securities and E*-
change Commission in connection with
which *the recognition of gain or loss is
prohibited by the provisions of section
112 (b) (8) and section 371 with respect
to the whole or any part of the property
received. In general and except as pro-
vided in § 29.372-2, it Is intended that
the basis for determining gain or loss
pertaining to the property prior to its
transfer, as well as the basis for deter-
mining the amount of depreciation or
depletion deductible and the amount of
earnings or profits available for distri-
bution, shall continue notwithstanding
.the nontaxable conversion of the asset
in form or its change in ownership. The
continuance of the basis may be reflected
In a shift thereof from one asset to
another in the hands of the same owner,
or in its transfer.with the property from
one owner into the hands of another.
See also § 29.371-1.
-- § 29.372-1 'Basis of property acquired

upon exchanges under section 371 (a),
371 (b) (prior to amendment by the Rev-
enue Act of. 1942), or 371 (e). In the
case of an exchange of stock or securities
for stock or securities as described in
section 371 (a), or an exchange of prop-
erty for property as described in section
371 (b), prior to its amendment by the
Revenue Act of 1942 ,and in a taxable year
beginning prior to January 1, 1942, if no
part of the gain or loss upon such ex-
change was recognized under section 371,
the basis 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 descfibed in section 371 (a), or in an
exchange of property for property as
described in section 371 (b), prior to its
amendment by the Revenue Act of 1942
and in a taxable year beginning prior to
January 1, 1942, gain to .the taxpayer
was recognized4 ,nder 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 received and In-
creased by the amount of gain recognized
upon the exchange, If, upon such ex-
change, there were received by the tax-
payer money and other nonexempt prop-
erty (not permitted to be received
without the recognition of gain), and
gain from the transaction was recog-
nized under section 371 (e), the basis
(adjusted to the date of- the exchange)
of the property transferred by the tax-
payer, decreased by the amount of money
received and Increased by the amount of
gain recognized, must be apportioned to
and is the basis of the properties (other
than money) received on the exchange.
For the purpose of the allocation of such
basis to the properties received, there
must be assigned to the nonexempt prop-
erty "(other than moneyl ani 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), prior to its
amendment by the Revenue Act of 1942
and in a taxable year. beginning prior
to January 1, 1942, although the tax-
payer receives money or other nonex-
empt property from the transaction,
However, the basis of the property
(other than money) received by the tax-
payer Is the basl (adjusted to the date
of the exchange) of the property trans-
ferred; decreased by the amount of
money received. This basis must be ap-
portioned to the properties received, and
for this purpose there must be allocated
to the nonexempt property (other than
money) an amount of such basis equiva-
lent to the fair market value of such
nonexempt property at the date of the,
exchange.

Section 372 (a) does not apply in as-
certaining the basis of property acquired
by a corporation by the Issuance of Its
stock or securities as the consideration
in whole or In part for the transfer of
the property to it. For the rule In such
cases, see section 372 (b).

§ 29.372-2 Reduction of basis of prop-
erty by reason of gain not recognized
unaer section 371 (b)-(a) Introductorl
In addition to the adjustments provided
In section 113 (b), and the sections of
these regulations relating thereto, which
are required to be made with respect to
the cost or other basis of property, sec-
tion 372 (a) (2) provides that a further

- adjustment shall be made In any case
in which there shall have been a non-
recognition of gain under section 371
(b), realized In a taxable year beginning
after December 31, 1941. Such further
adjustment shall be made with respect
to the basis of the property In the hands
of the transferor Immediately after the
transfer and of the property acquired
within 24 months after such transfer by
an expenditure or Investment to which
section 371 (b) relates, and on account
of which expenditure or investment gain
is not recognized. If the property is In
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the hands of the transferor immediately
after the transfer, the time of reduction
is the day of the transfer' in all other
cases the time of reduction is the date
of acquisition. The effect of applying
an amount in reduction of basis of prop-
erty under such subsection is to reduce
by such amount the basis for determin-
ing gain upon sale or other disposition,
the basis for determining loss upon sale
or other disposition, the basis for depre-
ciation and for depletion, and any other
amount which the Internal Revenue
Code prescribes shall be the same as any
of such bases. For the purposes of the
application of an amount in reduction
of basis under such subsection, property
is not considered as having a basis capa-
ble of reduction if:

(1) It is money, or
(2) If its adjusted basis for determin-

ing gain at the time the reduction is to
be made is zero, or becomes zero at any
time in the application of such subsec-
tion. I

(b) General rule. Section 372 (a) (2)"
sets forth seven categories of property,
the basis of which for determining gain
or loss shall be reduced in the order
stated.

The first category consists jf all prop-
erty of a character subject to the allow-
ance for depreciation under section 23
a) which is either in the hands of the
transferor immediately after the trans-
fer, or is acquired within 24 months after
-such transfer by an expenditure or in-
vestment resulting in the nonrecognition
in whole or in part of gain, under section
371 (b). If any of the property in such
category has a basis capable of reduc-

.tion, the reduction must first be made
,before applying an amount in reduction
of the basis of any property in the second
or in a succeeding category, to each of
which in turn a similar rule is applied.

In the application of the rule to each
category, the amount of the gain not
recognized shall be applied to reduce the
cost or other basis of all the property in
the category as follows: The cost or other
basis (at the time immediately after the
transfer or, if the property is not then
held but is thereafter acquired, at the
time of such dcquisition) of each unit
of property in the first category shall
be decreased (but the amount of the de-
crease shall not be more than the amount
of the adjusted basis at such time for
determining gain, determined without
regard to this section) in an amount
equal tosuch proportion of the unrecog-
nized gain as the adjusted basis (for
determining gain, d'termined without
regard to this section) at such time of
each unit of property of the taxpayer in
that category bears to the aggregate of
the adjusted basis (for determining gain,
computed without regard to this section)
at such time of all the property of the
taxpayer in that category. When such
adjusted basis of the property in the
first category has been thus reduced to
zero, a similar rule shall be applied, with
respect to the portion of such gain which
is unabsorbed in such reduction of the
basis of the property in such category, in
reducing the basis of the property in the
second category. A similar rule with
-respect to the remaining unabsorbed gain

shall be applied in reducing the basis
of the property in the next succeeding
category.

(c) Special cases. With the consent
of the Commissioner, the taxpayer may,
however, have the basis of the various
units of property within a particular
category specified in section 372 (a) (2)
adjusted in a manner different from the
general rule set forth in paragraph (b) -
of this section. Variations from such
general rule may, for example, involve
adjusting the basis of only certain units
of the taxpayer's property within a given
category. A request for variations from
the general rule should be filed by the
taxpayer with its return for the taxable
:year in which the transfer of property
has occurred.

Agreement between the taxpayer and
the Commissioner as to any variations
from such general rule shall be effective
only if incorporated in a closing agree-
ment entered into under the provisions
of section 3760. If no such agreement Is
entered into by the taxpayer and the
Commissioner, then the consent filed on

,Form 982A shall (except as provided in
the next sentence) be deemed to be a
consent to the application of such gen-
eral rule, and such general rule shall
apply in the determination of the basis
of the taxpayer's property. If, however,
the taxpayer specifically states on such
form that it does not consent to the
application of the general rule, then, in
the absence of a closing agreement, the
document filed shall not be deemed a
consent within the meaning of the last
sentence of section 371 (b).

§ 29.372-3 Basis of Property acquired
by corporation under section 371 (a),
371 (b), or 371 (e) as contribution of
capital or surplus, or in consideration
for its own stock or securities. If, in
connection with an exchange of stock
or securities for stock or Eecurlties as
described In section 371 (a), or an ex-
'change of property for property as de-
scribed in section 371 (b), or an ex-
change as described in section 371 (e),
property is acquired by a corporation by
the issuance of Its stock or securities, the
basis of such property shall b- deter-
mined under section 372 b). If the
corporation issued its stock or securities
as part or sole consideration for the
property acquired, the basis of the prop-
erty in the hands of the acquiring cor-
poration is the basis (adjusted to the
date of the exchange) which the prop-

.erty would have had in the hands of

.the transferor if the transfer had not
been made, increased in the amount of
gain or decreased in the amount of loss
-recognized under section 371 to the
transferor upon the transfer. If any
property is acquired by a corporation
from a shareholder as paid-in surplus,
or from any person as a contribution
to capital, the basis of the property to
the corporation is the basis (adjusted
to the date of acquisition) of the prop-
erty in the hands of the transferor.

§ 29.372-4 Basis of stock or securities
acquired by sharelholdir upon tax-free
'distribution under section 371 (c). Un-
der section 372 (c), if there was distrib-
uted to a shareholder In a corporation

which is a registered holding company
or a majority-ovned 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 appor-
tioned between such stock and the steck
or securities so distributed to the share-
holder. The basis of the old shares and
the stock or securities received upon the
distribution shall be determined in ac-
cordance with the following rules:

(a) If the stock or securities received
upon the distribution consist solely of
stock in the distributing corporation and
the stock received is all of substantially
the same character and pref~rence as
the stock in respect of which the dis-
tribution is made, the basis of each share
will be the quotient of the cost or other
basis of the old shares of stock divided
by the total number of the old and the
new, shares.

(b) If the stock or securities received
upon the distribution are in whole or in
part stock in a corporation other than
the distributing corporation, or are in
whole or in part stock of a character or
preference materially different from the
stock in respect of which the distribution
i- made, or if the distribution consist- in
whole or in part of securities other than
stock, the cost or other basis of the stock
in respect of which the distribution is
made shall be apportioned between such
stock and the stock or securities dis-
tributed in proportion, as nearly as may
be, to the respective values of each class
of stock or security, old and new, at the
time of such distribution, and the basis
of each share of stock or unit of security
will be the quotient of the cost or other
basis of the class of stock or security to
which such share or unit belongs, divided
by the number of shares or units in the
class. Within the meaning of the fore-
going provisions stocks or securities in
one corporation are different in class
from stoc:s or securities in another cor-
poration, and, in general, any material
difference in character or preference or
terms sufficient to distinguish one stcck
or security from another st'cl or security
so that different values may properly be
assigned thereto, will constitute a dif-
ference in class. As to the basis of stock
or securities distributed by one member
of a system group to another member
of the same system group, see section
372 d).

§ 29.372-5 Basis of property acquired
under section 371 (d) in transactions
between corporations of the same sys-
tem group. If property was acquired by
a corporation which is a member of a
system group, from a corporation vwich
is a member of the same system group,
upon a transfer or distribution described
in section 371 Cd) (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
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cases in which the consideration for the
property acquired consist's of stock or
securities, money, and other property,
or any of them, but it is contemplated
that an ultimate true reflection of in-
come will be obtained in all cases, not-
withstanding any peculiarities in form
which the various transactions may as-
sume. See the example in § 29.371-

An exception to this general rule is
provided for in case the property ac-
quired consists of'stocks or securities is-
sued by the corporation from which such
stock or securities were received. If such
stock or securities were the sole consider-
ation for the property transferred to the
corporation issuing such stock or securi-
ties, then the basis of the stock or se-
curities shall be (1) the same as the basis
(adjusted to the time of the transfer)
of the property transferred for such
stock or securities, or (2) the fair mar-
ket value of such stock or securities at
the time of their receipt, whichever is
the lower. If such stock or securities
constituted only part consideration for
the property transferred to the corpora-
tion issuing such stock or securities, then
the basis shall be an amount which bears
the same ratio to the basis of the prop-
erty transferred as the fair market value
of such stock or securities on their re-
ceipt bears to the total fair market value
of the entire consideration received, ex-
cept that the fair market value of such-
stock or securities at the time of their
receipt shall be the basis therefor, if
such value is lower than such amount.

Example. Suppose fthe A Corporation has
property with an adjusted basis of $600,000
and in an exchange in which section 371 (d)
(1) is applicable, transfers such property
to the B Corporation in exchange for a 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,-
000 and an adjusted basis in the hands of the
B Corporation of $300,000, and (3) stoclf or
securities issued by the B Corporation with
a par value and fair market value as of the
date of their receipt in the amount of $500,-
000. The basis to the B Corporation of the
property received by it is $600,000, which is
the adjusted basis of such property in the
hands of the A Corporation. -The basis to
the A Corporation of the assets (other than
cash) received by it is as follows: Tangible
property, $300,000, the adjusted basis of such
property to the B Corporation, the former
owner; stock or securities issued by the B
Corporation, $300,000, an amount equal to
600,000/1,00O000ths- of $600,0C0.,

Suppose that the property of the A Cor-
poratio0n transferred to the B Corporation
had an adjusted basis of $1,100,000 instead
of $600,000, and that-ell other factors in the
Illustration in the preceding paragraph re-
main the same. In such case the basis to
the A Corporation of the stock or securities
in the B Corporation is $500,090, which was
the fair market value of such stock Or securi-
ties at the time of their receipt by the A
Corporation, and not the amount established
as 500,000/1,000,O00ths of $1,100,000, or $550,-
000.

Sc. 373. DE urNoxs [as amended by sec.
221 (a), Rev. Act 1939, sec. 117 (a), Rev. Act
1941; sec. 171 (d) (e) (f), Rev. Act 1942].

As used in this supplement-
(a) The term "order of the Securities and

Exchange Commission" means an order is-
sued after May 28, 1938, by the Securities
and Exchange Commission which requires,-
authorizes, permits, or approves transactions

described in such order to effectuate the pro-
visions of section 11 (b) of the Public Utility
Holding Company Act of 1935, 49 Stat. 820
(US.C., title 15, sec. 79k (b)), which has
become.or becomes final in accordance with
law.

(b) The terms "registered holding com-
pany", "holding-company system", and "as-
sociate company" shall have the meanings
assigned to them by section 2 of the Public
Utility Holding Company Act of 1935, 49 Stat.
804 (U.S.C., Supp. II, title 15, § 79 (b), (c).

(c) The term "majority-owned subsidiary
company" of a registered holding company
means a corporation, stock of whicli, repre-
'senting in the aggregate more than 50 per
centum of the total combined voting power
of all classes of stock of such corporation
entitled to vote (not including stock which
is entitled to vote only upon default or non-
payment of dividends or other special cir-
cumstarces) .is owned wholly by such reg-
istered holding compank, or partly by such
registered holding company and partly by
one or more majority-owned subsidiary com-
panies tliereof, or by one or more majority-
owned subsidiary companies of such registered
holding company.

(d) The term "system group" means one
or more chains of corporations connected
through stock ownership -with a common
parent corporation If-

(1) At least 90 per centum of each class
of the stock (other than stock which is pre-
ferred as to both dividends and assets) of
each of the corporations (except the common
parent corporation) is owned directly by one
or more of the other corporations; and

(2) The common parent corporation owns
directly at least 90 per centum of each class
of the stock (other than stock which is pre-
ferred as to both dividends and assets) of at
least one of the other corporations; and

(3) Each of the corporations is either a
registered holding company or a majority-
owned subsidiary company.

(e) The term "nonexempt property"
means-

(1) Any consideration in the form of evi-
dences of indebtedness owed by the trans-
feror or a cancellation or assumption of debts
or other liabilities of the transferor (includ-
ing a continuance of encumbrances-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 bf 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 acquired
from a registered holding company or an
aslociate company of a registered holding
company which acquired such stock or.secu-
rities after February 28, 1938, unless such
stock or securities (other than obligations*
described as nonexempt property in para-
graph (1), (2), or (3)) were acquired in obedi-
ence to an order of the Securities and Ex-
change Commission or were acquired with--
the authorization or approval of the Securi-
ties and Exchange Comnmission under any
section of the Public Utility Holding Coxn-
pany Act of 1935, 49 Stat.'820 (US.C., title
15, sec. 79k (b));

(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 terin 'stock or securities" means
shares of.stock in any corporation, certificates
of stock or intereqt in any corporation, notes,
bonds, debentures, end evidences of indebt-
edness (including any evidence of an in-
terest in or right to subscribe to or purchase
any of the foregoing).

§ 29.373-1 Definitions-(a) "Order of
the Securities and Exchange Commis-
sion." An oider of the Securities and
Exchange Commission as defined In sec-
tion 373 (a) must be issued after May
28, 1938 (the date of the enactment of
the Revenue Act of 1938), and must be
Issued under the authority of section
11 (b) or 11 (e) of the Public Utility
Holding Company Act of 1935 to effec-
tuate the provisions of section 11 (b) of
such Act. In all cases the order must
become or have become final In accord-
ance with law; I. e., it must be valid, out-
standing, and not subject to further
appeal. See further sectionm 373 (a)
and 371'(f). Section 11 (b) of the Pub-
MIl Utility Holding Company Act of 1935
provides:

(b) It shall be the duty of the Commission,
ds soon as practicable after January 1, 1038:
-, (1) To require by order, after notice and
opportunity for hearing, that each registered
holding company, and each subsidiary com-

.pany thereof, shall take such action as the
Commission shall find necessary to limit the
operations of the holding-company system
of which such company is a part to a single
integrated public-utility system, and to such
other businesses as are reasonably Incidental,
or economically necessary or appropriate to
the operations of such integrated public-
utility system: Provided, houWever, That the
Commission shall permit a registered holding
company to continue to control one or more
additional integrated public-utility systems,
If, after notice and opportunity for hearing,
it finds that-
, (A) Each of such additional systems can-
not be operated as an Independent system
without the loss of substantial economics
which cari be secured by the retention of
control by such holding company of such
system;

(B) All of such additional systems are
located It one State, or in adjoining States,
or in a contiguous foreign country; and

(C) The continued combination of such
systems under the control of such holding
,company is not so large (considering the
state of the art and the area or region af-
fected) as to impair the advantages of local-
ized management, efficient operation, or the
effectiveness or regulation.
The Commission may permit as reasonably
incidental, or economically necessary or np-
propriate to the operations of one or more
Intergrated public-utility systems the re-
tention of an Interest in any business (other
than the business of a public-utility cow-
pany as such) which the Commission shall
find necessary or appropriate In the publie
intefest or for the protection of investors or.
consumers and not detrimental to the proper
functioning of such system or systems.

(2) To require by order, after notice and
opportunity for hearing, that eaSh regis-
tereC" holding company, and each subsidiary
company thereof, shall take such steps as
the Commission shall find necessary to en-
sure that the corporate structure or con-
tinued existence of any company in the
holding-company system does not unduly
or unnecessarily complicate the structure,
or unfairly or inequitably distribute voting
power among security holders, of such hol4..
Ing-company system. In carrying out the
provisions of this paragraph the Commis-
sion shall require each registered holding
company (and any company in the same
holding-company system with such holding'
company) to take such .action as the Com-
mission shall find necessary In order that
such holding company shall cease to boea
holding company with respect to each of
Its subsidiary companies which itself has a
subsidiary company which is a holding corn-
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pany. Except for the purpose of fairly and
equitably distributing voting power among
the sscurity holders of such company, noth-
ing in this paragraph shall authorize the
Commission to require any change in the
corporate structure or existence of any com-
pany .vhicfi is not a holding company, or of
any company whose principal business is
that of a public-utility company.

The Commission may by order revok or
modify any order previously made under
this subsection, if, ater notice and oppor-
tunity for hearing, it finds that the condi-
tions upon which the order was predicated
do not exist. Any order made unter this sub-
section shall be subject to judicial review as
provided in section 24.

Section 11 (e) of the Public Utility
Holding Company Act of 1935 provides:

(e) In accordance with such rules and
regulations or order as the Commission may
deem necessary or appropriate in the public
interest or for the protection of investors
or consumers, any registered holding com-
pany or any subsidiary company of a regis-
tered holding company -may,, at any time
after January 1, 1936. submit a plan to the
Commission for the divestment of control.
securities, or other assets, or for other ac-
tion by such company or any'subsidiary com-
pany thereof for the purpose of enabling
such company or any subsidiary company
thereof to comply with the provisions of sub-
section (b). If,'after notice and oppOrtun-
ity for hearing, the Commission shall find
such plan, as submitted or as modified, nec-
essary to effectuate the provisions of subsec-
tion (b) and fair and equitable to the per-
sons affected by such plan, the Commission
shall make an order approving such plan; and
the Commission, at the request .of the com-
pany, may apply to a court, in accordance
with the provisions of subsection (f) of sec-
tion 18, to enforce anid carry out the terms
and provisions of such plan. If, upon any
such application, the court, after notice and
oppdrtunity for hearing, shall approve such
plan as fair and equitable and as appro-
priate to effectuate the provisions of section
11, the court as a court of equity may. to such
extent as it deems necessary for the purpose
of carrying out the terms and provisions of
such plan, take exclusive jurisdiction and
possession of the company or companies and
the assets thereof, wherever located; and the
court shall have jurisdiction to appoint a
trustee, and the court may constitute and
appoint the Commission as sole trustee, to
hold or administer, under the direction of
the court and in accordance with the plan
theretofore approved by the court and the
Commission, the assets so possessed.

(b) "Registered holding company,"
"holding-company system," and "asso-
ciate company." 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 be deemed to be registered
upon receipt by the Securities and Ex-
change Commission of such notification
of registration. The term "registered
holding company" as used in these regu-
lations means a holding company whose
notiflcation of registration has been so

received and whose registration is still
in effect under section 5 of the Public
Utility Holding Company Act of 1935.
Under section 2 (a) (7) of the Public
-Utility Holding Company Act of 1935,
a corporation Is a holding company (un-
less it is declared not to be such by the
Securities and Exchange Commission),
if such corporation directly or indirectly
owns, controls, or holds with power to
vote 10 percent or more of the outstand-
ing voting securities of a public-utility
company (1. e., an electric utility com-
pany or a gas utility company as defined
by ruch Act) or of any other holding
company. A corporation Is also a hold-
ing company if the Securities and Ex-
change Commission determines, after
notice and opportunity for hearing, that
such corporation directly or indirectly
exercises (either alone or pursuant to
an arrangement or understanding with
one or more other per-ons) such a con-
trolling influence over the management
or policies of any public-utility company
ML e., an electric utility company or a
gas utility company, as defined by such
Act) or holding company as to make it
necessary or appropriate In the public
interest or for the protection of investors
or consumers that stch corporation be
subject to the obligations, duties, and
liabilities imposed upon holding com-
panies by the Public Utility Holding
Company Act of 1935. An electric utility
company is defined by section 2 (a) (3)
of the Public Utility Holding Company
Act of 1935 to mean a company which
owns or operates facilities used for the
generation, transmission, or distribution
of electrical energy for sale, other than
sale to tenants or employees of the com-
pany operating such facilities for their
own use and not for resale; and a gas
utility company is defined by section 2
(a) (4) of such Act to mean a company
which owns or opbrates facilities used
for the distribution at retail (other than
distribution only In enclosed portable
containers, or distribution to tenants or
employees of the company operating
such facilities for their own use and not
for resale) of natural or manufactured
gas for heat, light, or power. However,
under certain conditions the Securities
and Exchange Commission may declare
a company not to be an electric utility
company or r gas utility company, as the
case may be, in which event the com-
pany, shall not be considered an elec-
tric utility company or a gas utility
company.

The term "holding-company system"
has the meaning assigned to it by section
2 (a) (9) of the Public Utility Holding
Company Act-of 1935. and hence means
any holding company, together with all
its subsidiary companies (I. e., subsidiary
companies within the meaning of section
2 (a) (8) of such Act, which in general
include all companies 10 percent of whose
outstanding voting securities is owned di-
rectly or indirectly by such holding com-
pany) and all mutual service companies
of which such holding company or any
subsidiary company thereof is a member

company. The term "mutual service
company" means a company approved as
a mutual service company under section
13 of the Public Utility Holding Company
Act of 1935. The term "member com-

.pany" 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
Company Act of 1935, and hence an as-
sociate company of a company is any
company in the same holding-company
system with such company.

(c) "1Mafority-owned subsidiary com-
pany." The term "majority-owned sub-
sidiary company" is defined in section
373 (c). Direct ownership by a registered
holding company of more than 59 per-
cent of the specified stock-of another
corporation is not necessary to constitute
such corporation a majority-owned sub-
sidiary company. To illustrate, if the B
Corporation, a registered holding com-
pany, owns 51 percent of the common
stock of the A Corporation and 31 percent
of the common stock of the B Corpora-
tion, andthe A Corporation owns 20 per-
cent of the common stock of the B Cor-
poration (the common stock in each case
being the only stock entitled to vote),
both the A Corporation and the B Cor-
poration are majority-owned subsidiary
companies.

(d "System group" The term "sys-
tem group" is defined in section 373 (d)
to mean one or more chains of corpora-
tions connected through stock owner-
ship with a common parent corporation,
if at least 90 percent of each class of stock
(other than stock preferred as to both
dividends and assets) of each of the cor-
porations (except the common parent
corporation) is owned directly by one
or more of the ther corporations and
the common parent corporation owns di-
rectly at least 90 percent of each class
of such stock of at least one of the other
corporations; but no corporation is a
member of a system group if it is not
either a registered holding company or
a majority-owned subsidiary company.
It is to be observed that while the type
of stock which must be at least 90 per-
cent owned for the purpose of this defi-
nition U. e., stock not preferred as to
both dividends and assets) maybe differ-
ent from the voting stock which must
be more than 50 percent owned for the
purpose of the definition of a majority-
owned subsidiary company under section
373 (c), yet as a general rule both types
of ownership tests must be met under
section 373 (d), since a corporation, in
order to be a member of a system group,
must also be a registered holding com-
pany or a majority-owned subsidiary
company.
(e) "Nonexempt property." The term

"nonexempt property" is defined by sec-
tion 373 (e) to include:
(1) The amount of any consideration

in the form of a cancellation or assump-
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tion of debts or other liabilities (includ-
ing a continuance of encumbrances sub-
ject to which the property was trans-
ferred and including the amount of any'
consideration in the form of evidences
of Indebtedness owned by the transferor).
To illustrate, if in obedience to an order
of the Securities and Exchange Commis-
sion the X Corporation, a rgistered
holding" company, transfers property to
the Y Corporation In exchange for prop-
erty (not nonexempt property) with a
fair market value of $500,000, the X Cpr-
poration receives $100,000 of nonexempt
property, if for example:

(i) The Y Corporation cancels $100,000
of indebtedness owed to it by the X Cor-
poration;

(ii) The Y Corporation assumes an in-
debtedness of $100,000 owed by the X
Corporation to another company, the
A Corporation; or

(Iii) The Y Corporation takes over the
property conveyed to it by the X Cor-"
poration subject to a mortgage of $100,- -
000.

(2) Short-term obligations (including
notes, drafts, bills of exchange, and
bankers' acceptances) having a maturity
at the time of issuance of not exceeding
24 months,,exclusive of days of grace.

(3) Securities issued or guaranteed as
to principal or interest by a government
or subdivision thereof (including those
issued by a corporation which is an in-.
strumentality of a government of sub-
division thereof).

(4) Stock or securities which are ac-
quired from a registered holding com-
pany which acquired such stock or secur-
ities after February 28, 1938, or an asso-
ciate company of a registered holding
company which acquired such stock or
securities after February 28, 1938, unless
such stock or securities were acquired in
obedience to an order of the Securities
and Exchange Commission (as defined
in section 373 (a), as amended) or were
acquired with the authorization or ap-
proval of the Securities and Exchange
Commission under any section of the
Public Utility Holding Company Act of
1935, and are not nonexempt property
within the meaning of section 373 (e)
(1), (2), or (3).

(5) Money, and the right to-receive
money not evidenced by a security other
than an obligation described as non-
exempt property in section 373 (e) (2)
or (3). The term "the right to receive
money" includes, imong other items, ac-
counts receivable, claims for damages,
and rights to refunds of taxes.

(f) ."Stock or securities." The term
"stock or securities" is defined in section
373 (f) for the purposes of sections 371
to 373, inclusive. As therein defined the
term inclides voting trust certificates
and stock rights or warrants.
TAX OF SHAREHOLDERS OF PERSONAL SERVICE

CORPORATIONS /

SEc. 391. APPLiCABIrrT" or suPPLnENT [as
added by sec. 802, 2d Rev. Act 1940].

If a personal service corporation (as de-
fined in section 725) Is exempt under such

section for any taxable year from the excess
profits tax imposed by such subchapter, the
provisions of this Supplement shall be ap-
plicable with respect to each shareholder of
such corporation who was a shareholder in
such corporation on the last day of such
taxable year of the corporation.

§ 29.391-1 Applicability of Supple-
ment S. If a personal service corpora-
tion (as defined in section 725 and the
regulations thereunder) elects not to be
subject to the excess profits tax for any
taxable year, then Supplement S (sec-
tions 391 to 396, inclusive) shall be ap-
plicable with respect to each person who
was a shareholder of such corporation at
the close'of the taxable year of the cor-
poration. (See section 725 (b).)

SEc. 392. UNr nsiniSuBE SUPPLEENT S xEt
nico~M [as added by sec. 502, 2d Rev. Act
1940]. .

For the purposes of this chapter, the term
"undistributed Supplement S net income"
means -the Supplement S net income (as
defined in section 393) minus the amount
of the dividends paid during the taxable
year. For the purposes of this section the
amount of dividendspaid shall be computed
in the same manner as provided in subsec-
tions (d) (e), (f), (g), (h), and (i).of sec-
tion 27 for the purpose of the basic surtax
credit provided in section 27:

§ 29.392-1 Undistributed Supplement
S net income. The term "undistributed
Supplement S net income" means Sup-
plement S net income (as defined in sec-
tion 393) minus the amount of dividends
paid by the corporation during the tax-
able year. Fof the method of computing
dividends paid, see subsections (d), (e),
(f), (gl, (h), and (I) of secti0"n-27 and
the regulations thereunder.

SE. 393. SulP= EEisT S Nr INComE [as
added by sec. 502, 2d Rev. Act 1940, and as
amended by sec. 135 (b), Rev. Act 1942].

For the purposes of this chapter "Supple-
ment S net income" means the net Income,-
except that there shall be allowed as addi-
tional deductions-

(a) The Federal income tax payable under
this chapter for the taxable year; and

(b) In lieu of the deduction allowed by
section 23 (q), contributions or gifts, 'pay-
ment of which is made within the taxable
year, to or for the use-of donees described
in section 23 (q) for the purposes therein
specified, to an amount which does not ex-
ceed 15 per centumof the corporation's net
income, computed without the benefit of this
subsection and section 23 (q). For the pur-
poses of this sectign, the net income shall
be computed without regard' to section
47 (c).

§ 29.393-1 Supplement S net income.
The term "Supplement S net income"
means the net income as defined in sec-
tion 21, but computed without the de-
duction allowed under section 23 (q),
minus the sum of the following:

(a) The Federal incomtax payable
under chapter 1 for the taxable year;
and

(b) The amount of contributions or
gifts made to or for'the use of donees
described in section 23 (q) for the pur-
poses therein specified, to an amount
which does not exceed 15 percent of the
net income of the corporation computed

withogt the benefit of sections 23 (q) and
393 (b).
In the case of a taxable year of less than
12 months on account of a change in the
accounting period of the corporation, the
corporate net income, as defined In sec-
tion 21, is computed on the basis of the
period-included In the taxable year, and
Is not placed on an annual basis under
the provisions of section 47 (c).
"The deductions allowed under section

393 for contributions or gifts made to or
for the use of donees described In section
23 (q) are In "lieu of deductions other-
wise allowable under section 23 (q) and
are allowable only for the taxable year
In which such contributions or gifts are
actually pail, regardless of when pledged
and regardless of the method of account-
ing employed by the corporation In keep-
Ing its books and records.

The provisions of the last two para-
graphs of § 29.23 (o)-1 relating to (1)
the statement in returns of the name
and address of each organization to
which a contribution or gift Was made
and the amount and the. approximate
date of the actual payment of the con-
tribution or gift, (2) the substantiation
of the claims for deductions when re-
quired by the Commissioner, and (3) the
basis for 'calculation of the amount of
a contribution or gift which Is other than
money, are equally applicable to claims
for deductions of amounts of contribu-
tions or gifts by corporations under sec-
tion 393. *

The method of computing Supplement
S net Income may be illustrated by the
following example:

Example. The X Corporation, a personal
service corporation, has for the calendar year
1942 a net income, as computed under chap-
ter 1, of $190,000. The Federal Income tax
payable under chapter 1.- for that year
amounts to $45,600. Contributions or gifts
payment of which is made during the taxable
year to or for the use of donees described in
section 23 (q) for the purposes therein specl-
fled amount to $35,000. The Supplement S
net income Bf the corporation is $124,400,
computed as follows:
Net income under chapter 1 ........ $100, 000
Add: Contributions deductible in

computing net income under sec-
tion 21 ----------------------- 10,000

Net income computed without the
benefit of any deduction for con-
tributions -------------------- 200,000

Less: Federal Income tax.. $45, 600
Contributions deductible

undqr section 393 (b)
(15 percent of
$200,000) ------------- 30, 000

'76, G0D

Supplement S net income --------- 124400
Sm. 394. Coa'OaATxoN INCOM11 TAED TO

snARE-HoLDas [as added by sec. 502, 2d Rev.
Act 1940, and as amended by sec. 120 (11),
Rev. Act 1942).

(a) General rule. The undistributed Sup-
plement S net income of a personal servlco
corporation shall be Included In the gross
income of the shareholders in the manner
and to the extent set forth in this Supple-
ment.
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(b) Amount included in gross income.

Each shareholder mho, on the last day of
che taxable year of the corporation, was a
shareholder in such corporation shall in-
clude in his gross income, as a dividend, for
the taxable year in which or with which the
taxable year of the corporation ends, the
amount he would have received as a dividend
if on sudh last day there had been dis-
tributed by the corporation, and received by
the shareholders, an Amount equal to the
undistributed Supplement S net Income of
the corporation for its taxable year.

(c) Credit for obligations of the United
States and its instrumentalities. Each such
shareholder shall be allowed a credit against
net income for the purposes of the tax Im-
posed by section 11, 13, 14, 201. 204, 207. or
362, of his proportionate share of the interest
specified in section 25 (a)- (1) or (2) which Is
included in the gross income of the, corpora-
tion. F'or any taxable year of the 'corpora-
tion beginning after December 31, 1941, each
such shareholder's proportionate share of
such interest received by the corporation
shall be his proportionate share of such in-
terest (determined without regard to this
sentence) reduced by so much of the de-
duction under section 23 (v) as is attributa-
ble to such share.

,(d) Effect on capital account of personal
serVice corporation. An amount equal to the
undistributed Supplement S net income of
the personal service corporation for its taxa-
ble year shall be considered as paid in as of
the close of such taxable year as paid-in
surplus or as a contribution to capital, and
the accumulated- earnings and profits as of
the close of such taxable year shall be ear-
respondingly reduced, if such amount or any
portion thereof is required to be included as
a dividend in the gross income of the hare-
holders.

(e) Basis of stock in hands of shareholders.
The amount required to be included in the
gross income of the shareholder under sub-
section (b) shall, for the purpose of adjust-
ing the basis of his stock with respect to
which the distribution would have been made
(if it had been made), be treated as having
been reinvested by the shareholder as a con-
tribution 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 pre-
scribed by law for filing the return.

(f) Period of limitation on assesssment and
collection. For period of limitation on as-
sessment and collection without assessment,
in the case of failure to include a gross in-
come the amount properly ncludible therein
under subsection (b), see section 275 (d).

§ 29.394-1 Taxability of shareholders.
If, by reason of an election under section
725, a personal service corporation is ex-
empt for any taxable year from the ex-
cess profits tax imposed under subehap-
ter E of chapter 2, the undistributed
Supplement S not income of the corpora-
tion shall be treated as a dividend re-
ceived by those who, at the close of the
taxable year, of the corporation, were the
shareholders of the corporation and as
such w~uld have been entitled to receive
such income as a dividend had it been
distributed at that time. Each such
shareholder for his taxable year in

- which or with which the taxable year of

the corporation ends, shall include In his
gross income his proportionate sl are of
such undistributed Supplement S net
income as though such proportionate
share had been received as a dividend
on the last day of the taxable year of the
corporation. Such amount is to be de-
termined by reference to the Interest of
the shareholder in the corporation, that
is, by reference to the number of shares
of stock owned and the relative rights of
each class of stock if there are several
classes of stock outstanding. Thus, If a
personal service corporation'has both
common and preferred stock outstand-
ing and the preferred shareholders are
entitled to a specified dividend before any
distribution may be made to the holders
of the common stock, then the assumed
distribution of the undistributed Sup-
plement S net income must first be
treated as a payment of the specified
dividend on the preferred stock before
any part may be allocated as a dividend
on the common stock.

§ 29.394-2 Credit for interest on obli-
gations of the United States and its in-
strumentalities. Each shareholder of a-
personal service corporation who as of
the last day of the taxable year of the
corporation Is required to include in his
gross income his proportionate share of
the undistributed Supplement S net In-
tfome of the corporation -hall, for the
purposes of the tax imposed by section 11
(normal income tax), section 13 (tax on
corporations in general), section 14 (tax
on special classes of corporations), sec-
tion 201 (tax on life insurance compa-
nies), section 204 (tax on insurance com-
panies other than life or mutual), section
207 (tax on mutual insurance companies
other than life), or section 362 (tax on
mutual investment companies), be al-
lowed a Credit against net income of his
proportionate share of the interest spect-
fled in section 25 (a) (1), interest on
United States obligations or section 25

- (a) (2), interest on obligations of instru-
- mentalities of the United States, which

is included in the gross income of the cor-
poration. (For reduction of credit for
such interest on account of amortizable
bond premium, see § 29.125-9.)

§ 29.394-3 Effect on capital account of
personal service corporation. If the un-
distributed Supplement S net income of
a personal service corporation, or any
portion thereof, for any taxable year is
required to be included In the gross In-
come of the shareholders, such undis-
tributed Supplement S net income shall,
for income tax and excess profits tax pur-
poses, be treated as paid-In surplus or as
a contribution to capital, paid In as of
the close of such taxable year and the
accumulated earnings and profits of the
corporation shall be correspondingly
reduced.

§ 29.394-4 Basis of stock in hands of
shareholders. Ifa shareholder of a per-
sonal service corporation is required to
include in his gross income his propor-

tionate part of the undistributed Supple-
ment S net income of the corporation,
the amount so included shall, for the
purpose of adjusting the basis of his stock-
with respect to such proportionate part,
be treated as a distribution actually made
by the corporation and as a reinvestment
In the corporation by the shareholder.
It shall, however, be so treated only to
the extent to which such amount is in-
cluded in the return of the shareholder,
increased or decreased by any adjust-
ment of such amount'n the last deter-
mination of the tax liability of the share-
holdtr made before the expiration of
seven years after the date prescribed by
law for the filing of his return.

Szc. 393. Zro:.n=,MT AM nmnrmurxz
A:o rc a0, r coPoA -n 0;s [as added by sec.
602. 2d Rev. Act 19401.

In the case of a shareholder taxable under
rection 211 (a) or 231 (a), his distributive
share of the undistributed Supplement S net
income of the corporation Tequired to be in-
cluded in the groes income shall be consid-
ered as a dividend received by him from
tources within the United States.

SxC. 3s6. SHA OZZr'S TAX PAr Lr coZ-
wos-rsoz [as added by sec. 502, 2d Rev. Act
19401.

If a personal service corporation is exempt
for any taxable year under section 725 from
excezs profits tay, It shall, at the time of filing
Its return, pay to the collector an amount
cqual to the amount that would be required
by erctlon 143 (b) or section 144 to be de-
ducted and withheld by the corporation if
any amount required by thiS Supplement to
be included in the gross income of the share-
holder had been, on the last day of the tax-
able year of the corporation paid to the
uharcholder in cash as a dividend. Sucah
amount shall be collected and paid in tha
ame manner as the amount of tax due in

exce-s of that shoen by the taxpayer upon
a return in the case of a mathematical error
appearing on the face of the return.

§ 29.396-1 Tax of certain shareholders
paid by the corporation. Since a share-
holder's proportionate share of the un-
distributed Supplement S net income of
a corporation electing not to be subject
to the excess profits tax is taxable to such
shareholder, the corporation is required,
at the time of filing its income tax return
under chapter 1, to pay to the collector
an amount equal to the amount that
would be required by section 143 (W,) or
section 144 to be deducted and withheld
by the corporation had its undistributed
Supplement S net income been actually
paid in cash to its shareholders as a
dividend on the last day of its taxable
year.

nLDIVmxUSrs V= Gross IriCO=In FO [
cxnM- SOUROrCES OF $3,000 OR LESS

Szc. 40D. Ia Cxn'orzr o7 TAx [a- added by
cec. 102 (a), Rev. Act 1941, and as amended
by c-c. 104 (a), Rev. Act 19421.

In lieu of the tax Imposed under sections
11 and 12, an individual who makes his re-
turn on the cash basis may elect, for each
taxable year, to pay the tax shown in the
following table if his gros income from such
taxable year Is 03,000 or les and consists
wholly of one or more of the following:
Salary. wages. compcnsaticn for personal
cervices, dividends, intereA, or annuities:

No. 219-23

15173

HeinOnline -- 8 Fed. Reg. 15173 1943



15174 FEDERAL REGISTER, Thursday, November 4, 1943

The tax ihaU be- The tax shall be--

(1) Married (1) Married
person whose person whogo

A spouse has no apouse has no
If gross ino'me Is over- But not Single person Msrrled.per. gross income If gross income is over- But not Single person Married per- groSs Income

over- (not head of 'son making or (2) Married over- (not head of son making or (2) Married
a family) separate person making a family) separato person making

return joint return return joint return
or (3) Head or (3) Head
orfamy of family

0 ---------------------- $525 " $0 0 0 $1,750 ------------------ $1,775 $210 - $101 $77
$525 -------------------- 550 1 0 0 $1,775 ------------------ 1,800 214 195 81
$550 -------------------- 575 4 0 0 $1,800 ------------------ 1,825 218 19 85
$576 .-------------------- 600 6 0 0 $1,825 ----------------- 1,850 223 20. 0
$00 ...----------------- 625 11 0 0 *$1,850 ---------------- 1,875 227 208 04
S625 ----------------- --- 650 15 0 0 $1,875 ----------------- 1,000 231 212 03
$650 -------------------- 675 20 3 0 $1,900 .................. 1, 925 236 217 103
$75 --------------------- 700 24 0 0 $1,925 ------------------ 1,50 210 22 107
$700 ------------------- 725 28 0 0 $1,050 ----------------- 1,975 214 225 111
$725 -------------------- 750 33 14 0 $1,975 ..........----- 2, o00 219 230 110
$750 -------------------- 775 37 18 0 $2,000 ------------------ 025 213 34 120
$775 -------------------- 800 41 22 0 $2,025 ---------------- 2,050 257 2U5 121
$800 --------------------- 825 46 27 0 $2,050 ------------------- 2,075 282 213 129
&q25 -------------------- 850 50 31 0 $2,075 ------------------ 2,100 20 247 133

..------------------- 875 5 35 0 $2,100 ---------- -------- 2,125 270 251 137
$875 --------------------- 00 59 40 0 $2,125 ------------------ 2,150 275 256, 142
$ 0 ------------------ 925 63 44 0 52,150 ----- ------------ 2, 175 279 260 140
025..------------------- 950 67 48 0 $2,175 ------------------ 2,200 233 -21 100
950 -------------------- 975 71 52 0 $2,200 ---------------- 2,225 238 209 155

$075 -------------------- 1,000 76 87 0 $2,225 ------------------ 2,250 202 273 169
$1,800------------------ - 1,025 s0 01 0 $2,250---------------- A,275 200 277 10Q
$1,025 ------------------ 1,050 84 65 0 $2,275 ------------------ 2,300 301 252 1c

1,010 .----------------- ,075 89 70 0 $2,300-. ---------------- 2,325 305 280 172
1,075 ----------------- 1,100 03 74 , 0 $2,325 -------------- 2, 350 302 290 170

$1,100 ------------------ 1,125 97 - 78 0 $2,350 ------------------ 2,375 314 295 181
$1,125 ------------------ 1,150 1202 "83 0 $2,375 ------------------ 2,400 318 200 189
$1,100------------------1,175 100 87 0 $2,400 ------------------ 2,425 322 303 180
S r175 --------------- - -1,200 110 91 0 $2,425 ------------------ 2,40 327 308 191
$1,200 ------------------ 1,225 115 06 0 $2,450 ......--------------- 2,475 331 312 10o
$1,225 ------------------ 1,250 119 100 0 $2,475 ------------------ 2,500 335 310 202
$1,250 ------------------ 1,275 123 104 0 $2,00 ------------------ 2,525 340 321 207

,275 ------------------ 1,300 125 109 i $2,525 ------------------ 2,550 344 325 1 211
300 ------------------ ,325 132 113 4 $2,50 ------------------ 2,575 348, 329 215
1325 ------------------ 1,350 136 117 7 $2,575 ------------------ coo2,0 353 3a2

1,10 ------------------ 1,375 141 122 10 $2,600 ------------------ 2,25 357. 338 221
$1,375 ------------------ 1,400 145 125 14 $2,625 ------------------ 2, 50 361 342 223
$1,400 ------------------ 1,425 149 130 17 $2 , 60 --- : ------------- 2,675 30 847 23
$1,425 ------------------ 1,450 154 135 21 $2,675 ------------------ 2, 7 371 351 237
$1,450 ------------------ 1,475 - 158 139 25 $2,700 ------------------ 2,725 376 355 241
$1,475 ------------------ 1,00 102 143 29 $2,725 ------------------ 2,750 381 359 24t
$1,50 --------- -------- 1, 525 167 148 34 $2,750 ----------------- 2,775 380 O4 25
$,525 ------------------ 1,550 171 152 38 $2,775 ---------------- 2, 800 391 3CD 234
$ ,55 .------------------ 1,575 175 156 42 $2,800 ------- ---------- 2,825 396 374 253
$1575 ----------------- - 1,600 180 161 47 $2,825 ------------------ 2, 850 401 379 203
$1,00 ------------------ 1,625 184 165 51 $2,850 ----------- ..... -2,875 406 384 267

1,625- ---------------- - 1,650 188 159 '55 $2,875 ------------------ 2,900 411 389 271
$0... ..---------------- 1,675 193 174 60 $2,900 ------------------- 2,925 416 394 270$,075-------------------1,700 197 178 64 $2,295 -----------.. 2,050 421 39 20
70 ------------------ 1,725 201 182 6S $,00------------------ 2,75 42G 404 261

$1,725 ------------------ 1,750 206 187 73 $2,975 --------------- 3,000 431 400 280

In applying the above schedule to determine the tax of a taxpayer with one or more dependents there shall be substracted from hs gross income $=85 for each such dependent,

§ 29.400-1 Scope and application of
Supplement T. For the calendar year
1942 and subsequent calendar years, in
lieu of the tax imposed under sections 11
and 12, an individual who makes his re-
turn on a cash basis may elect to pay the
tax imposed under section 400, if his
gross income does not exceed $3,000, and
if his gross income consists wholly of one
or more of the following: Salary, wages,
compensation for personal services, divi-
dends, interest, or annuities. For the
purposes of the $3,000 limitation, the
amount of an individual's gross income
shall be determined without subtracting
any amount on account of such individ-
ual's dependents., For example, A, a
single person who is not the head of a
family, has a gross income, consisting of
salary, of $3,200 for 1942. He has two de-
pendents. For the purpose of the $3,000
limitation, his gross income is $3,200, not,
$2,430 ($3,200 minus $770), and conse-
quently he may not compute his tax un-
der Supplement T (sections 400 to 404,
inclusive). Ah individual deriving any
other kind of income, such as income
from the conduct of a business or from
'a trust of which he is a beneficiary, or
gains from the sale or exchange of prop-

erty, may not compute his tax under Sup-
plement T. If an individual derives in-
come from a partnership-of which he is
a member or from a trust of which he i§
a beneficiary, and the partnership or
trust previously derived the income dis-
tributed to him from, for example, inter-
est, he will be considered to have received
income from a partnership or trust,
rather than from interest, land conse-
quently will not be entitled to compute
his tax under Supplement T.

A husband and wife living together on
July 1 of the taxable year may file
separate, returns on Form 1040A, if the
gross income of each is from the pre-
scribed sources and does not exceed
$3,000, or they may file a single joint re-
turn on such form if their combined
gross income is from. the prescribed
sources and does not exceed $3,000. A
maried person living with husband-or
wife at any time during the calendar
year may not comphte the tax under
Supplement T if the other spouse makes
an income tax return without regard to
such Supplement (see § 29.404-1).,

If an individual dies before the close-
'of the calendar year, his tax may not
be determined under Supplement T.

Nor may the tax of the surviving spouse
of an individual who has gross incomo
and who dies before the close of the
calendar year be determined under
Supplement T. (See sections 404 and
47 (g).)

In order to determine the amount of
his tax an Individual merely ascertains
the amount of 'his gross income, sub-
tracts $385 for each dependent for whom
a credit Is alowable and refers to tho
amended schedule set forth in section
400 to find the amount of his tax. If tho
taxpayer is the head of a family only by
reason pf his having ono ur more
dependents, he may subtract'from his
gross income $385 for all except one of
such dependents (see example (4) In
§ 29.401-1). If the taxpayer Is a single
person who is not the head of a family,
his tax Is set forth in the thitd column
of the amended schedule. If the tax-
payer is a married person making a
separate return (but not Including a
taxpayer whose spouse makes a return
without regard to Supplement T), tho
tax Is set forth in the fourth column of
the amended schedule. If the taxpayer
is (1) a married person whose spouse
has no gross income, (2) a married
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person making a joint return, or (3)
'the head of a family, the tax is set forth
in the fifth column of the amended
schedule. Under the amended schedule
no'tax is imposed upon a single person
whose gross income (less credit for de-
pendents) does not exceed $525, or upon
a married person making a separate

-return whose gross income less credit for
dependents) does not exceed $650, or
upon (1) a married person -whose spouse
has no gross income, (2) a married
person making a joint return, or (3)
the head of a family, whose gross income
(less credit for dependents) does not
exceed $1,275.

SEC. 401. RuLEs FOR APPLIC=-OX OF SEC'Mol
400 [as added by sec. 102 (a), Rev. Act 1941,
and as amended by sec. 104 (b), Rev. Act
1942].

For the purposes of this supplement-
(a) 'Definitions. (1) "Married.p e r son"

means a married person living with husband
or wife on July 1 of the taxable year.

(2) "Dependent" means a person (other
than husband or wife) dependent upon and
receiving his chief support from the tax-
payer on July I of the taxable year If on such
date such dependent person Is under elghteen
years of age, or is incapable of self-support be-
cause mentally or physically defective, ex-
cluding as a dependent, in the case of a
head of a family, one who would.be excluded
under section 25 (b) (2) (B). A payment to
a wife which is includible under section
22 (k) 'or section 171 in the gross income of
such wife shall not be considered a payment
by her husband for the support of any
dependent.

(b) Married and not living wit&. husband
or wife. An individual not a head of a family
and not living with husband or wife on July
1 of the taxable year shall be treated as a
single person.

§ 29.401-1 Rules for application of
schedule in section 400. Forthe calendar
year 1942 -and subsequent calendar years,
the determination of whether a tax-
payer is a single person, a married per-
son, or the head of a family, or whether
he has a dependent, is to be made as of
July 1 of such taxpayer's taxable year.

Example (1). For the calendar year 1942,
A, an unmarried person has a gross Income of
$2,832 derived wholly from salary and inter-
est. During the first five months of 1942,
A's status is that of head of a family, but
on July 1, 1942, his status Is that of a single
person not the head of a family. To deter-
mine 'the tax imposed upon him for the
calendar year-1942 under section 400, A re-
fers to column 3 of the schedule (applicable
to a single person who is not the head of a
family) and finds-that the tax imposed upon
a taxpayer whose gross income falls within
the bracket running from $2,825 to $2,850 is
$401. Since $2,832 is within this bracket, A's
tax is $401.

Example (2). For the calendar year 1942,
B has a gross income of $2,312, derived wholly
from salary and dividends, and C, his wife,

* has gross income of $671, derived wholly from
wages and an annuity. On July 1, 1942, they
are living together and B Is supporting two
dependent children, both of whom are un-
der the age of 18. B and C file separate re-
turns under Supplement T. To determine
his tax for the calendar year 1942, B sub-

-tracts $770 from $2,312, refers to column 4
of the schedule (applicable to married per-
son making separate return), and finds that
the tax imposed upon a taxpayer whose gross
income falls within the bracket running
from $1,525 to $1,550 Is $152. Since $1,542
($2,312 "minus $770) Is within this bracket,
B's tax is $152. To determine her tax for

such year, C refers to column 4 of the heebd-
ule (applicable" to married person making
separate return) and finds that the tax Im-
posed upon a taxpayer whe:a gross income
falls within the bracket running from $050
to $675 is $3. Since r071 is within this
bracket, C's tax Is 03. Under such facts, If
B and C file a joint return under Supplement
T, their combined gross Income is $2,33.
To determine their tax, they subtract $770
and refer to columnS of the cedulo (ap-
plieable to married person making joint re-
turn) and find that the tax impozed upon a
taxpayer whore gross Income falls within the
bracket running from $2,200 to $2212 . 3155.
Since $2.213 ($2.933 minus $770) is within
this bracket, the combined tax of B and C Is
$155.

Example (3). For the calendar year 1942,
D has a gross Income of $1,8[0, derived wholly
from wages. He was married on Aprll 1,
1942, and he and his wife were living to-
gether on July 1, 1942. He has no de-
pendants. -His wife, who has no gross Income
in 1942, dies on Dacember 1, 1042. To deter-
mine his tax for the calendar year 1942, D
refers to column 5 of the schedule (applica-
ble to a married person whose spouse has no
gross Income), and finds that the tax Imposed
upon a taxpayer whose gross income falls
within the bracket running from 01,.80 to
$1,875 Is 094. Since $1,8C0 Is within this
bracket, D's tax is 94.

Example (4). For the calendar year 1942,
E has a grozs Income of *2,365. His Wife,
who has no grozs income in 1942, die on

Mfay 15, 1942, and on July 1, 1942, he is sup-
porting and maintaining a home for two de-
pendent chldren both of whom are under
the age of 18. Since E would not occupy
the status of head of a family except for
the fact that he maintains a home for such
children, no amount may be subtracted from
gross income on account of one of such chil-
dren. To determine his tax for the calendar
year 1942, E subtracts only C385 and rfers
to column 5 of the schcdule (applicable to
head of family) and finds that the tax n the
case of a taxpayer whose gross income falls
In the bracket running from $2,575 to C2,00
is $220. Since $2,580 ($2,905 minus C35) is
within this bracket, B's tax Is =-220. If the
wife had had grcs Income, the tax of neither
spouse could be determined under Supple-
ment T.

Payments to a wife in the nature of,
or in lieu of, alimony which are includ-
ible in her gross income under sections
(22) (k) and 171 m,1y not be considered
as a payment by her husband for the
support of any dependent (for definition
of husband and wife for purposes of this
sentence, see section 3797 (a) (17)).

SEc. 402. Msanv oF ELEnTIo: [as added
by sec. 102 (a), Rev. Act 1941].

The election referred to in rection 40D
shall be considered to have ben made If the
taxpayer files the return prccrlbed for this
Supplement and such election shall be Ir-
revocable. If the taxpayer for any taxable
year has filed a return computing his tax
without regard to this Supplement, he may
not thereafter elect for such year to compute
his tax undei this Supplement.

§ 29.402-1 Manner of election to com-
pute tax under Supplement T. A tax-
,payer elects to compute his income tax"
under Supplement T (sections 400 to 404,
inclusive) by filing a return of his gross
income on ForlIl 1040A, the form pre-
scribed for this Supplement If a hus-
band and wife both make such an elec-
tion, they may file a joint return report-
ing their aggregate gross Income or they
may file separate returns reporting their
respective gross incomes. If they file

separate returns, the tax of each shall
be computed by reference to the fourth
column of the schedule set forth in sec-
tion 400.
* An election under Supplement T once

made for the taxable year may not be
revoked by an amended return or other-
wise, but a new election is allowed for
each subsequent taxable year. If for any
taxable year the taxpayer makes a return
uithout regard to Supplement T, he may
not thereafter elect to have his tax com-
puted under such supplement for that
taxable year.

Szc. 403. C=1 Achn.ST TAX NOT ALZLr
[as added by sec. 102 (a), Rev. Act 19411.

Section 31 (relating to foreign tax credit)
and cection 32 (relating to credit for taxes
withheld at source) shall not apply with
eapect to the tax imposed by this Supplement.

SEc. 404. C an TAxPAYTs z [as
added by cec. 102 (a), Rev. Act 1941, and as
amended by cec. 104 (c), Rev. Act 19421.

This supplement shall not apply tb a non-
resident allen Individual, to an estate or
truat, to.an Individual filing a return for a
period of le3 than twelve months or for any
taxable year other than a calendar year, or
to a married Individual married and living
With husband or wife at any time during
the taxable year whose spouse files return
and computes tax without regard to this
supplement.

§ 29A04-1 Taxpayer to whom Sup-
plement T is inapplicable. The following
taxpayers are not entitled to file a re-
turn and pay tax under Supplement T:

(a) A nonresident alien individual;
(b) An estate or trust;
() An individual who files a return

for a period of less than 12 months or
for any taxable year other than a calen-
dar year; or

d) An Individual who is married and
living with husband or wife at any time
during the calendar year and whose
spouse files an income tax return for
such year without regard to Sup-
plement T.

ADmxzxuxZ OF TAX ron LumExS OF' Ar-n
FORCES UPON 07L

SGc. 421. ArATmzT Os' TAx roa
o, Az-m ro.cm vrozr nz= [as added by
rec. 8, Current Tax Payment Act 19431.

In the case of any Individual who dies on
or after December 7, 1941, while In active
cervice as a member of the military or naval
forces of the United States or of any of the
other United Nations and prior to the ter-
mination of the present war as proclaimed by
the President, the tax imposed by this chapter
shall not apply with respect, to the taxable
year In which falls the date of his death, and
the tax under this chapter and under the
carre-panding title of each prior revenue lar
for preceding taxable years which is unpaid at
the data of his death (including interest, ad-
ditions to the tax, and additional amounts)
shall not ba azzezeed, and If assessed the
a=essment shall be abated, and If collected
shall be credited or refunded as an overpay-
ment.

[Subparts D, E, F, and G will appear
in the issue for Friday, November 5,
1943.1

[STALl ROBERT E. HINEGAIr,
Commissioner of Internal Revenue.

Approved: October 26, 1943.
JoMn L SUurv Un,

Acting Secretary of the Treasury.
IF. R. Doc. 43-17453; Filed, October 2$, 1943;

9:43 a.m.]
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Regulations

TITLE 6-GRICULTURAL CREDIT'
'Chapter III-War Food Administration

(Farm Security)
SEfdapier A-Adminlsmflon

PART 300--GEnEA
APPLICABILITY OF ORDERS TO EXPENDITURE

OF FU'DS UNDER ACT OF 1944

By virtue -of and pursuant to the au-
thority vested in me by the Department
of Agriculture Appropriation Act, 1944,
approved July- 12, 1943 (Public Law 129,
78th Congress), I hereby order and
direct,

§ 300.10 Making applicable to the ex-
penditure of funds made available by the
items entitled "Farm Tenancy" and
"Loans, Grants and Rural Rehabilita-
tion" Contained in the Department of
Agrficutufe Appropriation Act; 1944, cer-
tain orders, rules, regulations, and dele-
gations of authority issued under author-
ity of the Department of Agriculture
Appropriation Act, 1943. (a) That the
expenditure of funds, appropriated,
authorized or administered by or pur-
suant to the items of said'act entitled
'%oans, Grants and Rural Rehabilita-
tion" and 'Farm Tenancy" and the ad-
ministration of all activities conducted
with such funds, shall, subject to the
limitations expressed in said act, be in
accordance with the orders, rules, regu-
lations, and delegations of authority
heretofore issued and in effect on the
date of issuance hereof relating to the
expenditure of funds appropriated or
authorized tb the Department of Agri-'
culture by or pursuant to the Depart-
-ment of Agriculture Appropriation Act,
1943, to the extent that such orders,
rules, regulations, and delegations of
authority are consistent with the provi-
sions of the Department of Agriculture
Appropriation Act, 1944.

(b) That no loans, grants, or other
expenditures shall be made from the
funds appropriated or authorized by the
Department of Agriculture Appropria-
tion Act, 1944, under the item "Loans,
Grants and Rural Rehabilitation" except
such as are shown: clearly by the facts
to be necessary for the production of
agricultural commodities.

() That any redelegations of author-
ityin effect on the date of this order shall
continue in effect subject to any 'towers
*heretofore granted to revoke such re-
delegations and subject further to the
limitations in the Department of Agri-
culture Appropriation Act, 1944, and in
this memorandum, with respect to use
of funds appropriated and authorized by
that act.

(d) That whenever any authority
heretofore granted by the Secretary in
connection with any program limited the
amount of money which might be ex-
pended thereunder, such limit shall be
deemed applicable to the total amount to
be expended under such authorization
for such program out of funds appropri-
ated by prior acts and funds appropri-
ated by or advanced pursuant to the
Department of Agriculture Appropria-
tion Act, 1944.

(e) The foregoing rules and regula-
tions shall be effective as of July 1, 1943,
and remain In effect until my further
order.
(Pub. Law No. 129, 78th Cong.; EO.
9322, 8 F.R. 3807, as amended by E.O.
9334, 8 FR. 5423)

'Issuedthis 3d day of November 1943.
MAnvUT Jouns,

War Food Administrator.
Approved: November 3, 1943.

CLr.U. R. WIcKu=u,
Secretary of Agriculture.

[P.R. Do. 43-17835; Filed, N~ove ber 4, 1943;
11:46 a. n.]

TITLE 7-AGRICULTURE

Chapter VII-War Food Administration
(Sugar Determinations)

PART 802-Suana D-rrEnst0u:m s
LOUI5IAIA SUGAMCAITE FOR SUGAn, 1043 COP

Novmxn 3, 1943.
Pursuant to the provisions of section

301 (d) of the Sugar Act of 1937, as
amended, and Executive Order No. 9322,
issued Mach 26, 1943, as amended by
Executive Order 9334, issued April 19,
1943, the following determination is
hereby issued:

(Continued on nest p ge)
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TITLE 26-INTERNAL REVENUE

Chapter I-Bureau of Internal Revenue
Subehapter A-Income and Excess-Profits Taxes

iRegulations-11a
PART 29--INcosM TAx; YEARS BEGIUmINa

AFTER DECEMBER 31, 1941
NOTE: The table of contents and Sub-

parts A and B appeared in the issue for
Wednesday, November 3, 1943. Subpart
C appeared in the issue for Thursday,
November 4, 1943.
SUBPAT-D-VIcToRy TAX ON INDIVIDUALS

RATE AND COMPUTATION OF TAX
Sm. 450. ImaosiTrox OF TiX las added by

sec. 172 (a), Rev. Act 1942].
There shall be levied, collected, and paid

for each" taxable year beginning aoter De-
cember 31, ,1942, a victory tax of 5 per cen-
turn upon the victory tax net income of every
individual (other than a nonresident alien
subject to the tax Imposed by section 211(a)).

§ 29.450-1 Victory tax on in dividuals.
For taxable years beginning after De-
cember 31, 1942, and before the day fol-
lowing the date of cessation of hostilities
in the present war (determined as pro-
vided in section 475 (b)) there is im-
posed, in addition to the normal tax and
the surtax, upon every individual (other
than a nonresident alien whose tax lia-
bility is determined under section 211
(a)) a victory tax at the rate of 5 per-
cent (subject to the limitations provided
in section 456) upon the amount of the
taxpayer's victory tax net income. As
to what constitutes victory tax net in-
come, see § 29.451-1.

SEc. 451. ViTroRY TAX Nmr nscoan [as added
by sec. 172 (a), Rev. Act 1942].

(a) Definition. The term "victory tax net
income" in the case of any taxable year
-means (except as provided in subsection (c))
the gross income for such year (not including
gain from the sale or exchange of capital
assets as oefined in section 117, or interest
allowed Jas a credit against net Income under
section 25 (a) (1) and (2), or amounts re-
ceived as compensation for injury or sickness
which are included in gross income by rea-
son of the exception contained in section 22
"(b) (5) minus the sum of the following de-
ductions:

(1) Expenses. The expenses allowable as
a deduction by section 23 (a) (1) and (2).

(2) Interest. Interest allowable as a de-
duction by section 23 (b), If the indebtedness

Ji respect of which such interest is allowed
was incurred In carrying on any trade or
'business, or was incurred for the produc-
tion or collection of income, or for the man-
agement, conservation, or maintenance of
property held for the production of income.

(3) Taxes. Amounts allowable as a deduc-
tion by section 23 (c), to the extent such
amounts are paid or incurred In connection
with the carrying on of a trade or, business,
or In connection with property used in the
trade or business, or.n connection with prop-
erty held for the production of income.

(41 Losses. Losses (other than losses from
the sale or exchange of capital assets) allow-
able as a dedttction Under section 23 (e) (1),
subject to the limitation provided in section
23 (h).

(5) Bad debts. The amount allowable by
section 23 (k) (1).

(6) Depreciation. The amount allowable
by section 23 (1).

(7) Depletion. The amount allowable by
* section.23 (in) and (n).

(8) Pension trusts. The amount allovblo
by section 23 (p).

(9) Aet operating loss. The net operating
loss deduction allowable by cction 23 (a).

(10) Amdrtizaton, The amount allowablo
by section 23 (t).

(11) Alimony. The amount allowable by
-zecton 23 (uy.

(12) Special deduction. The amount al-
lowable by Eection 120.

(13) .EXstat s and trusts. In the cazD of an
estate or trust, the amount allowabl by sub-
&ection (a) of section 162 In addition to the
amounts allowable by subsections (b) and (c)
of such section.

(b) Items not dcductible. The deductions
allowable by subsection (a) shall be subject
to the limitations contained In rectlon 24 and
Supplement J and, in the cwe ot nonrident
aliens subject to the victory tax shall be
subject to the limitations contained in Sup-
plement H.

(o) Supple ent T taxpayer. If for any
taxable year a taxpayer makes his return
and pays his tax under Supplement T, the
term "victory tax net income" means the
gross income for such year.

(d) Basis for determining loss. The basis
for determining the amount of deduction for
losses sustained, to 'be allowed under para-
graph (4) of sulrzection (a), and for Bad
debts, to be allowed under paragmph (6) of
subsection (a), shall be the adjusted barta
provided In section 113 (b) for determining
the loss fromn the sale or other dipoition of
property.

Ce) Rule applicable to particip:nts in a
common trust fund. In the care of a par-
ticipant in a common trust fund, he rhall
n respect of the common trust fund income

include In computing his victory tax not
income, whether or not distributcd and
whether or not distributable, only his pro-
portionate sharo of the ordinary net income
or the ordinary net loss of the common trust
fund, computed as provided In sction 169
(d).

(f) Rule applicable to partners. In the ca-e
of an individual carrying on buslnc= In
partnership, he shall In respect of the part-
nership income include In computing his
victory tax net income, whether or not dis-
tribution is made to him, only his di-tributive
share of the ordinary net income or the or-
dinary net Ios of the partnership, computed
us provided In section 183 (b).

§ 29.451-1 Gross income for victory
tax purposes-(a) Citizens or residents of
the United States. For the purposes of
the determination of victory tax net in-
come, there are excluded from gross in-
come: (1) Gain from the sale or exchange
of capital assets as defined In section 117;
(2) interest upon obligations oi the
United States and obligations of corpo-
rations organized under Act of Congress
which are instrumentalities of the
United States, If such interest is allow-
able as a credit against net income un-
der the provisions of section 25 (a) (1)
and (2); and (3) amounts received as
compensation for injury or sickness
which are included In gross income by
reason of the exception contained in sec-
tion 22 (b) (5). As to what constitutes
interest allowable as a credit against net
income, see § 29.22 (b) (4)-4.

A participant in a common trust fund
shall, in respect of his share of the in-
come of'the common trust fund, include
in gross income for the purpose of the
determination of his victory tax net In-
come only his proportionate share of the
ordinary net income or the ordinary net
loss of the common trust fund computed
as provided in section 169 (d). As to

computation of net income of partici-
pants In a common trust fund, see
§ 29.169-2.

A member of a joartnersbip shall, in re-
spect of his share of the income of the
partnership, include In gross income for
the purpose of the determination of his
victory tar net income, only his distribu-
tive share (whether distributed or not)
of the ordinary net income or the or-
dinary net loss of the partnership, com-
puted as provided in section 183 (b).
As to computation of partnership in-
come, see §29.183-1.
, (b) Nonresident alien subject to vic-
tory tax. Nonresident aliens falling into
the following classes are subjectto the
victory tax: (1) Such aliens (other than
residents of Canadal not engaged in
trade or business within the United
States but deriving during the taxable
year more than $15,400 gross amount of
dividends, interest, and other fixed or de-
terminable annual or periodical income
from sources within the United States;
and (2) such aliens who at any time dur-
Ing the taxable year are engaged in trade
or business within the United States.
Nonresident aliens not engaged in trade
or business within the United States and
deriving during the taxable year not in
excess of $15,400 gross amount of divi-
dends, interest, and other fixed or deter-
minable annual or periodical income
from sources within the United States,
and such nonresident aliens who are
residents of Canada (regardless of the
amount of their fixed or determinable
annual or periodical income from sources
within the United States), are not sub-
ject to the victory tax. In the case of a
n6resldent alien subject to the victory
tax, the gross income adjusted as indi-
cated In section 451 (a) means only
gross income from sources within the
United States. As to what constitutes
gross income from sources within the
United States in such cases, see sections
119 and 212 (a), and §§ 29212-1,
29.212-2, and 29.211-7.

(c) United States citizens entitled to
benefits of section 251. In the case of
United States citizens entitled to the
benefits of section 251, gross income for
the purposes of the victory tax means
only gross income from sources within
the United States plus all amounts re-
ceived by such citizens within the United
States whether derived from sources
within or without the United States, the
sum of such amounts being reduced by
the Items, if any, excluded from gross in-
come under paragraph (a) of this
section. See § 29.251-1.

§ 29.451-2 Victory tax net income-
(a) Citizen or resident of the United
States. The term "iictory tax net in-
come" in the case of a citizen or resident
of the United States means gross income,
adjusted as described -in § 29.451-1 (a),
lezs the deductions provided in the case
of individuals under section 23 relating
to deductions from gross income, sub-
Ject, however, to the qualifications,
limitations, and exceptions with respect
to such deductions provided in section
451 and this section. The deductions,
therefore, from gross income (as defined
In § 29.451-1 (a) allowable for the pur-
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poses of the determination of victory
tax net income are those set forth in
section 23 and the regulations there-
under, subject, however, to the follow-
ing qualifications, limitations, and
exceptions:

(1) Interest. The deduction generally
allowable for interest under the pro-
visions of section 23 (b) is allowable for
the purposes of the victory tax if, and
only if, the indebtedness with respect to
which such interest is allowed was
Incurred:

(I) In carrying on any trade or
business;

(iI) For the production or collection
of Income; or

(lii) For the management, conserva-
tion, or maintenance of property held
for the production of income.
Hence, for example, interest upon in-
debtedness representing a. mortgage
upon the home of the taxpayer is not
deductible for the purposes of the victory
tax. Interest upon indebtedness in-
curred incident to the acquisition of
property held for investment, even
though it actually produces no income
during the taxable year, is nevertheless
deductible. For the treatment of.
Interest as a deduction from gross in-
come generally, see section 23 (b) and
the regulations thereunder.

(2) Taxes. The deduction generally
allowable for taxes paid or incurred
under the provisions of section 23 (c)
Is allowable for the purposes ofthe
victory tax If, and only if, paid or in-
curred:

(I) In connection with the carrying on
of a trade or business;

(ii) In connection with property used
In the trade or business; or

(ill) In connection with property held
for the production of income.
Hence, for example, taxes paid- by the
taxpayer with respect to ownership of
his home are not deductible for this pur-
pose. Likewise, automobile license fees
are not deductible for victory tax pur-
poses except-in the case of automobiles
used in connection with the carrying on
of a trade or business. Taxes are not,
deductible which are paid or incurred
by reason of ownership of property held
by the taxpayer primarily as a sport,
hobby, or recreation. The deduction for
retail sales taxes provided in section 23
(c) (3) is not applicable for victory tax
purposes. Income, war profits, or excess
profits taxes paid to a foreign country
or to a possession of the United States
are not deductible if the taxpayer chooses
to take to any extent for such taxable
year the benefits of section 131 relating
to the credit for foreign taxes even
though no credit is allowed for such taxes
against the victory tax. Such taxes are
deductible for victory tax purposes only,
when deducted for income tax purposes
under the provisions of section 23 (c)
and then only if they qualify under the
limitations prescribed in this paragraph.
See section 23 (c) (1) (C) and § 29.23
(c)-1. Yor the treatment of taxes as
a deduction from gr6ss income generally,
see section 23 (c) and the regulations
thereunder.

(3) Losses. Only losses allowable as a
deduction under section 23 (e) (1) be-
cause incurred in trade or business are
deductible. Wagering losses so incurred
are allowable only to the extent of gains
from such transactions. Losses from the
sale or exchange of capital assets includ-
ing losses from worthless securities gov-
ered by section 28 (k) (2), even though
sustained in trade or- business, are not
deductible. "The basis for determining
the amount of allowable losses sustained
for the purposes of the victory tax Is
the adjusted basis for determining the
loss from the sale or other disposition
of the property. For treatment of such
losses generally, see sections 23 (e) (1),
23 (i), 113 (b), and the regulations there-
under.

(4) Bad debts. Only bad debts de-
ductible under section 23 (k) (1) are al-
lowable for victory tax purposes. Non-
business bad debts as defined in section
23 (k) (4) are not deductible nor is any
deduction permitted on account of a
worthless debt evidenced by a security as
defined in section 23 (k) (3) and allow-
able for income tax purposes to the ex-
tent permitted by section 23 (k) (2). For
treatment of bad debts generally, see
section 23 (k) and the regulations there-
under.

(5) Contributions. The deduction for
charitable and other contributions al-
lowed generally under the provisions of
section 23 (o) is not allowable for the
determination of the victory tax net in-
come except, however, that in the case
of any individual who qualifies under the
provisions of section 120, the deduction
for contributions is allowable under sec-
tion 23 (o) without regard to the per-
centage limitation contained therein.
See § 29.120-1. In the case of estates or
trusts, however, the deductions provided
in section 162 (a) with respect to contri-
butions as well as those in section 162 (b)
and (c) with respect to distributions by
the estate or trust are allowable. See
section 162 and § 29.162-1.

(6) Specific unallowable items. The
following items allowable generally as
deductions from gross income for the
purposes of normal tax and surtax are
not allowable for the purposes of deter-
mining victory tax net income:

(i) The deduction for amortization of
bond premium provided in section 125;

(ii) The deductions allowed estates,
etc., on account of decedent's deductions
provided in section 23 (w);

(ill) The deduction for medical, den-
tal, etc., expenses provided in section
23 (x);

(iv) The deduction for certain amounts
paid to cooperative apartment corpora-
tions provided in section 23 (z).

(7) Items not deductible generally. In
additioin to the deductions generally al-
lowable under chapter 1 but diallowed.
for the purposes of the determination of
the victory tax net income as set forth
in subparagraphs (1) to (6), inclusive,

xthere are also disallowed for the purposes
of the determination of the victory tax
net income those additional items dis-
allowed generally under the provisions
of section 24. See §§ 29.24-1 to 29.24-7,
inclusive.

(b) Nonresident aliens. In addition to
the qualifications, limitations, and ex-
ceptions contained In subparagraphs (1)
to (7), Inclusive, of paragraph (a) of
this section, the general rules with re-
spect to deductions for the purposes of
the normal tax and the surtax in the
case of nonresident aliens are likewise
applicable to such aliens for the purposes
of the victory tax. Such deductions are
allowable only if and to the extent that
they are connected with Income from
sources within the United States, See
section 213 and § 29.213-1.

(c) United States citizen entitled to
benefits of section 251. In addition to
the qualifications, limitations, and ex-
ceptions contained In paragraphs (a)
(1) to (a) (7), inclusive, of this section,

-the general rules with respect to deduc-
tions for the purposes of the normal tax
and the surtax in the case of a citizen
of the United States entitled to the bene-
fits of section 251 are also likewise appli-
cable in the case of such citizens for the
purposes of the victory tax. Such deduc-
tions are allowable only if and to the ex-
tent that they are connected with Income
from sources within the United States.
See section 251 (e) (1) and § 29.251-5.

d) Supplement T taxpayer. If for any
taxable year an individual citizen or resi-
dent of the United States makes his re-
turn and pays his tax under Supplement
T, (sections 400 to 404, Inclusive), relat-
ing.to individuals with gross income from
certain sources of $3,000 or less, then the
victory tax net income means gross In-
come for such year and the provisions
of section 451 and of this section relating
to deductions from gross income have
no application to such case.

SEc. 452. SPECmC E Nnox [as added by
sec. 172 (a), Rev. Act. 1942].

In the case of every individual there shall
be allowed as a credit against the victory tax
net income a specific exemption of $624. In
the case of a husband and wife filing a joint
return under section 51 (b), if the victory tax
net income of one spouse Is less than $024,
the aggregate specific exemption of both
spouses shall be limited to $624 plus the Vic-
tory tax net Income of such spouse.

§ 29.452-1 Specific exemption, For
the purposes of computing the victory
,tax, there is allowed against the victory
tax net income but one credit, namely,
a specific exemption of $624, The
credits, therefore, provided in section 25
with respect to normal tax or surtax, or
both, have no application for the pur-
poses of the victory tax. Except as other-
wise provided in the case of a husband
and wife making a joint return, the full
exemption of $624 is allowable to each
taxpayer regardless of dependents or the
personal status of the taxpayer. In the
case of a return for a fractional part of
a year, as, for instance, the return for
a decedent, the $624 exemption is not re-
quired to be prorated but is allowable in
full. In the case of husband and wife
making separate returns for the taxable
year, each is entitled to a specific exemp-
tion of $624. In the case of husband
and wife making a joint return for the
taxable year, if the victory tax net in-
come of one spouse is less than $6Z4,
the aggregate specific exemption of both
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spouses amounts to $624 plus the
victory tax net income of such spouse.
Thus, if A and his wife B make a
joint return for the year 1943---and B
has victory tax net inpome of $300, the
total specific exemption for both spouses
in such case is $924. In any such case in
which a specific exemption of more than
$624 is claimed, the facts with respect to
the victory tax net income of the re-
spective spouses shall be set forth in an
appropriate schedule attached to the re-
turn. The principles applicable for the
determination of net income of the re-
spective spouses for normal tax and sur-
tax purposes are likewise applicable with
respect to what constitutes victory tax
net income of the respective spouses,
subject, however , to the qualifications,
limitations, and exceptions provided in
section 451. See section 22 and the reg-
ulations thereunder.

SEC. 453. CRED AGAINST vCTOrY TAX [as
added by sec. 172 (a), Rev.-Act. 1942].

(a) Allowance of credit. There shall be al-
lowed as a credit against the victory tax for
each taxable year:

(1) The amount paid by the taxpayer dur-
ing the taxable year as premiums on life In-
surance, in force on September 1, 1942, upon
his own life, or upon the life of, his spouse,

- or upon the life of any dependent of the tax:
payer specified in section 25 (b) (2) (A); and
the amount paidduring the taxable year as
premiums on life insurance which Is a re-
newal or conversion of such life insurance
in force on September 1, 1942, to the extent
that such premiums do not exceed the pre-
miums payable on such life insurance in
force on September 1, 1942.

(2) The amount Sy which -the smallest
amount of indebtedness of the taxpayer out-
standing at any time during the period be-
gining September 1, 1942, and ending with
the close of the preceding taxable year, ex-
ceeds the amount of Indebtedness of the tax-
payer outstanding at the close of the taxable
year.

(3) The amount by which the amount of
obligations of the United States owned by
the taxpayer on the last day of the taxable
year exceeds the greater of (A) the amount
of such obligations owned by the taxpayer on
December 31, 1942, or (B) the highest amount
of such obligations owned by the taxpayer on
the las day of any preceding taxable year
ending after December 31, 1942. As used In
this paragraph (I). the term "owned by the.
taxpayer" shall include the amount of the
obligations owned solely by the taxpayer and
one-half of the amount of the obligations
owned jointly by the taxpayer with one other
persona but shall not include guch obligations
acquired by the taxpayer by gift, or In-
heritance, or otherwise than by purchase; (II)
the term "obligations of th6 United States"
medni such abligations of the United States
as the Secretary may by regulations prescribe,
and as are purchased *in such manner and
under such terms and conditions as hq may
specify; and (i) the term "amount of obliga-
tions of the United States" means the amount
paid for such obligations.

(b) Limitation on credit. The amount of
such credit for. the taxable year shall not
exceed the amount of the post war credit or
refund allowed by section 454 for such taxable
year.

§ 29.453-1 Credit against victory tax-
(a) General Section 453 permits a tax-
payer subject to the victory tax to apply,
as a credit against such tax for each tax-
able year all or a portion of the following
items (but in an amount not in excess in
any event of the post war credit or refund

allowed by section 454 for such taxable
year) :

(1) Premiums paid by the taxpayer on
life insurance;

(2) Reduction in ndebtedness of the
taxpayer;

(3) Increase in taxpayer's holdings of
certain United States obligations.
The credit provided In section 453 does
not reduce the amount of the victory
tax to be withheld at the source as pro-
vided in section 466. Such credit is ap-
plied against the amount of the victory
tax as shown by the taxpayer's victory
tax return. The taxpayer is not required-
to avail himself of such credit. In such
event he will be entitled to the post war
credit or refund with respect to such tax-
able year provided in section 454.

(b) Special items of the credit-()
Premiums paid by taxpayer on life in-
surance. In order to secure credit for
life insurance premiums paid by the tax-
payer during the taxable year, there paust
be in force on September 1, 1942, life
insurance upon the taxpayer's own life
or upon the life of his spouse or upon
the life of any dependent of the taxpayer
as specifled in section 25 (b) (2). The
amount of the post war credit or refund
which may be applied as a credit against
the victory tax for the taxable year by
reason of payment of insurance premi-
ums is the amount paid by the taxpayer
during the taxable year as premiums
upon such life insurance. If any such
life insurance so in force on September 1,
1942, is renewed or converted after such
date, the credit includes premiums paid
with respect to such renewcd or con-
verted life insurance but the credit there-
for can not exceed the amount of the
annual premiums payable on such Insur-
ance in force on September 1. 1942. In
computing the amount of the credit un-
der section 453 (a) (1), no account is to
be taken of any life insurance policy
taken out after September 1, 1942, and
not representing renewal or conversion
of a life insurance policy in force on such
date. In computing the amount of pre-
miums paid by the taxpayer under sec-
tion 453 (a) (1), there shall be deducted
from the gross amount of premiums
paid during the taxable year the amount
of dividends received during such taxable
year which represents return of premi-
ums.

(2) Reduction in indebtedness of the
taxpayer. The amount of the post war
credit or refund which may be applied
as a credit against the victory tax for the
taxable year by reason of reduction, if
any, in the indebtedness of the taxpayer
is the excess of the smalles amount of
such indebtedness outstanding at any
time during the period beginning with
September 1, 1942, and ending with the
close of the taxable year preceding the
year for which the tax s being computed,
over the amount of such indebtedness
outstanding at the close of the taxable
year. As used in section 453 (a) (2), the
term "Indebtedness" means all indebted-
ness for which the taxpayer Is liable,
whether secured or unsecured and
whether or not evidenced by writing. It
does not inolude a mere contingent or

cecondary liability. However, if and
when a contingent liability for the pay-
ment of money becomes absolute, it is
includible as indebtedness. The term in-
cludes indebtedness assumed by the tax-
payer even though such indebtedness is
evidenced so far as the taxpayer is con-
cerned, only by a contract with the per-
son whose indebtedness has been- as-
sumed. An assumption of indebtedness
includes, in addition to the customary
forms of assumption, the acquisition of
property subject to indebtedness. In
order for any indebtedness to beincluded
within the term, it must be bona fide.

The application of section 453 (a) (2)
may be illustrated by the following
example:
Erample. A had outstanding as of Sep-

tember 1, 1942, a mortgage upon his home
In the amount of $5CGo which had been re-
duced to 4.0SCO as of Dcember 31, 1942, and
to C4,250 on December 31,1943. In such case
the potential credit a.ainst the victory tax
by resoen of reduction of Indebtedne -_ -
04,500 minu 84,230, or =0. but such latter
amount I- subject to the limitation that it-
can not in any event exceed the amount of
pOSt War credit or refund provided in section
454.

(3) Increase in holdings of JUnited
States obligations. The amount of the
post war credit or refund available to
the taxpayer as a credit against the vic-
tory tax for the taxable year by reason of
increase in his holdings of United States
obligations is measured by the excess of
the amount of such obligatibns owned by
the taxpayer as of the close of the last
day of the taxable year over whichever of
the following amounts is the greater:
(I) the amount of such obligations ow ned
by the taxpayer as of the close of the cal-
endar year 1942, or (i) the largest
amount of such obligations owned by the
taxpayer as of the close of the last day
of any preceding taxable year ending
after December 31, 1942.

As used in section 453 (a) (3), the term
"owned by the taxpayer" includes only
such obligations as have been -cquired
by the taxpayer by purchase and does
not include obligations acquired by gift
or inheritance. Obligations acquired by
purchase include obligations acquired by
the taxpayer under such circumstances
that their acquisition results inthe recog-
nition of income to him. For purposes
of the victory tax credit, if an obligation
Is registered in the names of two persons
as co-owners, each shall, in the absence
of evidence to the contrary, be presumed
to be a purchaser and shall be entitled
to the credit to the extent of one-half of
the purchase price thereof. If, however,
'the entire purchase price is contributed
by one co-owner, he may, if he so elects
at the time of Mlng his first return under
the victory tax subsequent to the pur-
chase of the obligation, be considered to
be the sole owner, in which case he shall
be entitled to a credit to the full extent
of the purchase price and no credit shall
be allowed to the other co-owner. For
the purposes of section 453 (a) (3), a
United States savings bond registered,
for example, in the name of A, payable
on death to B, Is not owned jointly but
s owned solely by A. The term "obliga-
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lions of the United States" for the pur-
poses of the credit means only United
States savings bonds, Series E, F, and G,
which are purchased in such manner and
under such terms and conditions as the
Secretary may by regulations prescribe,
subject, however, to the right of the
Secretary by regulations at any time to
restrict, amplify, or extend the class or
classes of United States obligations with
respect to which the taxpayer may be
entitled to a credit under the provisions
of section 453 (a) (3) and the manner,
terms, and conditions under which ob-
ligations may be purchased. See Treas-
ury Department Circular No. 704, ap-
proved December 29, 1942. The date as
of which the bond is issued (month and
year, as entered on the face panel, but
not In the dating stamp of the issuing
agent) shall be held to be the date of ac-
quistion. The term "'amount of obliga-
tions" as used in section 453 (a) (3)
means the amount paid for the obliga-
tions and not the par value thereof and
does not include the interest, if any,
accrued thereon.

The application of section 453 (a) (3),
may be illustrated by the following ex-
ample:

Example. A and his wife B file a joint re-
turn for the calendar year 1943. On De-
cember 31, 1942, A owned a United States sav-
Ings bond, erles E, of a part value of $500
for which he and his wife had previously paid
the amount of $375, the bond being regis-
tered In the name of A or his wife B. Dur-
ing 1943 A and B purchased additional bonds
of a par value of $200 of the same series of
United States savings bonds for which they
paid $150, such bonds being registered in the
same manner as the bond previously pur-
chased. They also acquired by inheritance a
similar bond in the denomination of $1,000.
The three bonds were held'as of t1he close
of the calendar year 1943. Since the $1,000
bond'had been acquired by inheritance, such
obligation has no effect upon the credit
against the victory tax. Since A and B file
a joint return, they are entitled to a credit
under section 453 (a) (3) of $150, the differ-
ence between $525 (the amount owned at the
end of 1943) and $375 (the amount owned as
of December 31,,1942), subject to the limita-
tion that such credit can not in any event
exceed the amount of the post war credit
or refund allowed by. section 454. If A and'B
file separate returns, each would be entitledi
to a credit of $75, subject to the limitations
prescribed under section 454.

For theapplication as a credit against
the victory tax (adjusted for the credit
allowed by section 453) of the'tax with-
held at the source under section 466, see
§ 29.466-5.

SEc. 454. PosT wAn cRErr OR REsuND OF
vICToRY TAX [as added by see. 172, (a), Rev.
Act 1942].

(a) Allowance of credit. As soon as prac-
ticable after date of cessation of hostilities
In the present war (as defined in section 475
(b)), the following amount of the victory tax
paid for each taxable year beginning after
December 31, 1942, shall be credited against
any income tax or lnstallimnt thereof then
due from the taxpayer, and any balance shall
be refunded immediately to the taxpayer:

(1) In the case of a single person 'or a
married person not living with husband or
wife, 25 per centum of the victory tax or
$500, whichever Is the lesser.

(2) In the case of the head of a family,
40 per centum of the victory tax or $1,000,
whichever Is the lesser. Inthe case of a
married person living with husband or wife

where separate returns are. filed by each
spouse, 40 per centum of the victory tax or
$500, whichever is the lesser. In the case
of a married person living with husband or
wife where a separate return is filed by one
spouse and no return is filed by the other
spouse, or in the case of a husband and wife
filing a joint return under section 51 (b),
only one such credit shall be allowed and'
such credit shall not exceed 40 per pentum
of the victory tax or $1,000, whichever is the
lesser.

(3) For each dependent specffied in sec-
-tion 25. (b), excluding as a dependent, in the
case of a head of a family, one who would be
excluded under section 25 (b) (2) (B), 2 per
centum of the victory tax or $100, whichever
is the lesser.

(b) Change'of status. If for any taxable
year the status of the taxpayer (other than a
taxpayer who makes his return any pays his)
tax under Supplement T) with respect to
his marital relationship or with respect to
his dependents, changed during the taxable
year, the amount of the credit or refund
provided by this section for such taxable
year shall be apportioned, under rules and
regulations prescribed by the 'Commissioner
with the approval of the Secretary, in ac-
cordance with the number of months before
and after such change. For the purpose of
such apportionment a fractional part of a
month shall be disregarded unless it amounts.
to more than half a month in.-which case it
shall be considered as a month.

(c) Status of Supplement T taxpayer. If
for any taxable year a taxpayer makes his,
return and pays his tax under Supplement
T, for the purpose of the credit or refund
provided by this section, his status fTr such
year with respect to his marital relationship
or with respect to his dependents shall be
determined in accordance with the provi-
sions of section 401.

(d) Period of limitation. No -post war
credit or refund of any part of the victory
tax provided in this section shall be allowed
or made after 7 years -from the date of
cessation of hostilities in the present war.
unless claim for credit or refund Is filed be-
fore the expiration of such date. No Interest
shall be allowed on such credits or refunds.

(e) Limitation of credit. The post war
credit or refund allowed by this section shall
be reduced by the amount of any credit
allowed under section 453.

§ 29.454-1 Post war credit or refund-
(a) General. Section 454 provides that,
as soon as practicable after the cessa-
tion of hostilities in the present war (as
defined in section 475 (b)), there shall
be credited or-refunded to the taxpayer
certain designated amounts represent-
ing portions of the victory tax paid
for taxable years beginning after Decem-
ber 31, 1942, but not in excess of certain
percentages of the amount of the vic-
tory tax, such percentages being condi-
tioned upon the marital status of the tax-
payer and the number of his dependents

* during the year or years for which such
victory tax was imposed. Such post war
credit or refund applies even though
there has been no previous allowance
for any taxable year of the annual vic-
tory tax credit provided under section
453. However, the amount of the post
war credit or refund is reduced by the ag-
gregate amount of the annual victory tax
credit pre~tlously allowed. See section
454 (e). Such post war credit or re-
fund, to the extent it is not reduced by
the amount of the annual credit previ-
ously claimed and allowed, shall be cred-
ited after the cessation of hostilities in
the present war against any income tax

or installment thereof then due from the
taxpayer and any balance shall be re-
funded immediately to the taxpayer. See
section 454 (d) and §.29.454-3.

(b) Limitations on amount o post
war credit or rehInd. The post war
credit or refund provided in section 454
is subject to the following limitations:

(1) Single person or married person
not living with husband or wife, 25 per-
cent of the amount of the victory tax, or
$500, whichever Is the lesser.

(2) Married person living with hus.
band or wife where separate returns are
filed by each spouse. 40 percent of the
victory tax, or $500, whichever is the
lesser.

(3) Head of a family. 40 percent of
the victory tax, or $1,000, whichever is
the lesser.

(4) Married person living with hus-
,band or wile where separate return Is
filed by one spouse gnd no return is filed
by the other spouse. 40 percent of the
amount of the victory tax, or $1,000,
whichever i the lesser.

(5) Married person living with hus-
band or wife where Joint return Is filed.
40 percent of the amount of the victory
tax, or $1,000, whichever is the lesser.. If the taxpayer has one or more de-
pendents for whom a credit would be al-
lowable under section 25 (b) (2), the
limitations prescribed in subparagraphs
(1) to (5), inclusive, shall, for each
such dependent, be Increased by the ad-
dition of 2 percent to the percentage
limitation and $100 to the dollar limita-
tion. For example, In the circumstances
described in subparagraph (1) if a tax-
payer has one dependent, the limita-
tions prescribed would 'be Increased to
27 percent of the victory tax, or $600,
whichever is the lesser. In the circum-
stances described In subparagraph (3)
if -the taxpayer has three dependents,
but the credit for one of such dependents
is disallowed by reason of the provisions
of sectidn 25 (b) (2) (B), the percentage
limitations would be Increased by 2 per-
cent for each of two dependents and the
dollar limitation by $100 for each of two
dependents. Consequently, the limita-
tion on the credit for victory tax pur-
poses would be 44 percent of thevlctory
tax, or $1,200, whichever is the lesser.

As to what constitutes dependency
under section 25, see § 29.25-6.

In the application of the provisions of
section 454, if a taxpayer files his return
for any taxable year under Supplement
T (sections 400 to 404, Inclusive), his
status for such taxable year as to his
marital relationship and with respect to
hi dependents, for the. purpose of the
post war credit or refund, shall be de-
termined in accordance with the special
rules prescribed in section 401. See
§§ 29.401-1 and 29.454-2.

The following examples illustrate the
computation of the post-war credit or
refund and the operation of the limita-
tions with respect thereto in cases in-
volving joint and separate returns of
husband and wife:

Ex mple (1). For 1043 a husband and
wife with two dependents file a joint return
and have a victory tax net Income (after
specific exemption) of $60,000.
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Victory tax (5 percent oi $60,000) __ $3,000
Post war refund:

44 percent of victory tax-. $1,320
-or

81,000 plus 8200 ---------- 1,200
whichever is the lesser ........--- 1,200

Example (2). For 1943 a husband and
wife with two dependents (supported by the
husband) file separate returns. The husband
has a victory tax net income (after specific
exemption) of $40,000 and the wife has a
victory tax net income (after specific exemp-

-tion) of $20,000.

Computation for husband:
Victory tax (5 percent of $40,000)__ $2, 000
Limitation:

44 percent of victory tax.. $880
or

$500 plus $200 ------------ 700
whichever s the lesser --------. 700

Computation for wife:
Victory tax (5 percent of 820,000).. 1,000
Limitation:

.40 percent of victory tax-. 400
or

500 -------------------- 500
whichever s the lesser -------- 400

Recapitulation:
Credit or refund of husband ..------ 700
Credit or refund of wife --------- 400

1,100

In the application of section 454 (a) to
a nonresident alien subject to the victory
tax, the provisions of section 214. relat-
ing to exemption and credits in the case
of such taxpayer, shall be applicable and
hence the additional credit for depend-
ents provided in section 454 (a) (3) is
allowed only if such taxpayer is a resi-
dent of a contiguous country.

§ 29.454-2 Post war credit or refund
-where status changes during the taxable
.ear-(a) General. If the slatus of the
taxpayer (other than a taxpayer who
makes his return and pays his tax under
Supplement T) with respect to his mari-
tal relationship or with respect to his
dependents changes during the taxable
year, the amount of the post war credit or
refind under section 454 and § 29.454-1
shall be apportioned according to the
number of months during which the tax-
payer occupied each status. For the
purposes of the apportionment, a frac-
tional part of a month shall be disre-
garded unless it amounts to more than
one-alf of a month in which case it
shall be considered as a month. In gen-
eral, the post war credit or refund In
the case of any taxpayer whose status as'
set forth above changed during the tax-
abl6 year will be the sum of the amounts
apportioned* to the respdctive periods
during which each status was occupied.
If married persons file a joint return for
a taxable year in which a change in the
marital status has occurred, then, for the
purpose of computing the credit or re-
fund applicable to that portion of such
taxable year preceding the change of
stdtus, one-half of the joint victory tax
shall be attributed to each spouse. These
principles may be illustrated by the fol-
lowing examples:

Exmeple (1). A and B were married on
August 10, 1943, each having the status of
a single person prior to such date. They
have no dependents. They had a combined
victory tax net income (before the specific

No. 2204-2

exemption) of W.248. The victory tax not
income of each Is In excess of $624. They
file a joint return for 1943. The post war
credit.or refund In such G_. e is computed as
follows:
Victory tax for 1943 on basis of joint

return (5 percent of $24,000
(625248 minus 81948))---- $1,200

Post war credit or refund:

Seven months January to July, IncluiAvo
A. Limitation on post war credit

or refund ( J2X(25 percent of
0600) or Ji2 of U00).

Post war credit or refund equals.... 087.0
(The figure of $87.50 applim

since It is le than jJ2 of
e600.)

B. Limitation on post =r credit
or refund (11X2(25 percent of
$600 or 3ie of $600).

Post war credit or refund equaLs 87. ED
(The figure of M88.60 applie

since it is less than U2 of
C500.)

Five months August to December, Incluclve
Limitation on post war credit

or refund (q12X(40 percent of
$1o200) or 12 of 01.00).

Post war credit or refund --..... 200.00
(The figure of 0200 applies since

It is less than is of 01,000.)
Recapitulation-Post war credit or refund

Apportioned to A, --0- - - ---- 887.60
Apportioned to 67.-. 8.60
Apportioned to A and B jointly.- 200.00

Total for A and B..------- 375.00

Example (2). A, a widower having to de-
pendent children under 18 years of agoe, mar-
ried B on July 1, 1943. They filed a joint
return for the calendar year 1943 chowing
victory tax net Income of 61,248 (before the
application of the specflo exemption) and
a victory tax of 03,000. The victory tax net
Income of each exceeded the EpecIfic exemp-
tion of 8624. The post war credit or refund
in such cae is computed as follovm:

First half of year

A. LimItation on post w ar credit
or refund (,S < (42 percent of
$1.600) or IS of 01,100).

Post war credit or refund---- 0315. 00
(This figure appl1es since it Is

lezs than IS of 81.100.)
B. Limitation on post war credit

or refund (IX (25 percent of
01,500) or Is of 8500).

Post war credit or refund.....- 167.6E9
(This figure applies sines it Is

lezs than ,S of C,500.)
Second half of year

Llmlitatlo, on post war credit or
refund (I of (44 percent of
$3,000) or J of 01=00).

Post war credit or refund - M.... 0.00
(This figure hpplIe3 since it is

less than 3 ot (44 percent of
$3,000).)

Recapitulaton-Post war credit or refund

Apportioned to A.. 315.00
Apportioned to .. 187.6o
Apportioned to A and B jointly.-- 6000

Total ---- , 102. G0

(b) Status of Supplement T taxpayer.
In-the case of a taxpayer making his re-
turn and paying his tax under Supple-
ment T (sections 400 to 404, inclusive),
relating to the optional tax on individuals
with gross income from certain sources
of $3,000 or less, the status of such tax-

payer shall be determined by the appll-
cation of the following rules:

(1) His status both with respect to
marital relationship and with respect
to dependdnts Is to be determined as of
July 1 of each taxable year.

(2) If such taxpayer is not the head
of a family and is Dot living with hus-
band or wife or is unmarried as of July
1 of the taxable year, he shall be treated
as a single person, even though in fact
he may become the head of a family
or be married during the taxable year
subsequent to July 1.

If, for example, A and his wife B are
not living together on July 1, 1943, and
for the calendar year 1943 they elect to
pay the tax under Supplement T, theZ
are considered as single persons for in-
come and victory tax purposes and hence
each must file a separate return. In such
case, the limitation on thepost war credit
or refund Is determined under section
454 (a) (1) and shall in each case be
25 percent of the victory tax or $50D,
whichever is the lesser. However, in-the
case of a husband and wife living to-
gether on July 1, 1943, they may elect
to file either joint or separate returns
under Supplement T. If they elect to
file separate returns, the limitation pro-
vided in section 454 (a) (2) applicable
generally in the case of husband and
wife filing separate returns is here like-
wise applicable and hence the post war
credit qr refund (without regard to de-
pendents) cannot, in the case of each
spouse, exceed 40 percent of the victory
tax or $500, whichever is the lesser. If
such husband and wife elect to file a
joint return, the limitation on the post
war credit or refund provided in section
454 (a) (2) applicable generally in re- 0

spect of husband and- wife filing a Joint
return is here applicable and such credit
(without regard to dependents) cannot
exceed 40 percent of the victory tax or
$1,000, whichever is the lesser.

Payments made by the husband to the
wife of an amount which is includible
In her gross income by reason of section
22 (k) and section 171 shall not be con-
sidered as payment by the husband for
the support of any dependent.

§29.454-3 Period of limitation for
raLing post Iar credit or refund. The
post war credit or refund provided in
section 454, to the extent such credit or
refund Is not abplied under section 453
as a credit against the victory tax, can-
not be made after seven years from the
date of cessation of hostilities in the pres-
eat war (as that term is defined in section
475 (b)) unless claim for credit or re-
fund thereof is filed with the collector
of Internal revenue before the expiration
of such 7-year period. No interest is al--
lowable upon such credits or refunds of
the victory, tax. For the manner of
filing claims for refund or credit gen-
erally, see § 29.322-3.

ae 455. Eru-xas [as added by see. 172
(a), Rev. Act II.

(a) Individual return. -Every Individual
having a gross Income In exces of $62! for
the taxable year, shall make, under regula-
tions prescribed by the Commissoner with
the approval of the Secretary, a return, irlach
shall contain or he verified by a written
.declaration that it is made under the pen-
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alties of perjury, stating specifically the items
of his gross income and the deductions and
credits allowed under this subchapter.

(b) Fiduciary returns. Every fiduciary (ex-
cept a receiver appointed by .authority of
law in possession of part only of the prop-
erty of an individual) shall make, under
regulations prescribed by the Commissioner
with the approval of the Secretary, a return
under oath, for any individual, estate, or trust
for which he acts, if the gross income of such
Individual, estate, or trust is in excess of 624
for the taxable year, stating specifically the
items of gross income and the deductions and
credits allowed under this subchapter. 'The
provisions of section 142 (b) shall he appli-
cable with respect to any return required to
be made under this subsection.

§ 29.455-1 Returns-(a) Individuals.
For taxable years beginning after De-
cember 31, 1942, there shall be made a
victory tax return by each citizen of the
United States whether residing within
or without the United States, by every
individual residing within the United
States though not a citizen thereof, by
every nonresident alien individual (other
than a nonresident alien individual sub-
ject to the tax imposed by section 211
(a)), whether or not such citizen or
resident or nonresident alien individual
is the head of a family or has depend-
ents, if such citizen, resident or alien
has a gross income (computed without
regard to the exclusion from gross in-
come provided in section 451 (a)) for the
taxable year in excess of $624. In the
case of nonresident alien individuals,.
such gross income means only gross in-
come from sources within the United
States.

If a return is required for normal tax
and surtax purposes or, in the alterna-
tive, for the purposes of the tax under
Supplement T (sections 400 to 404, in-
clusive), the return for victory tax pur-
poses shall be made a part of such re-
turn. If, under the limitations con-
tained in section 51 (a), the gross income
of the taxpayer is insufficient to require
a return for normal tax and surtax pur-
poses, a return for victory tax purposes
shall, nevertheless, be made in any case
in which the gross income for the tax-
able year exceeds $624. If, for example,
A has gross income for the taxable year
of $850 and his wife B has gross income
for the taxable year of $150, no return is
required for normal tax and surtax pur-
poses. However, since the gross income
of A exceeds $624, a return is required
for victory tax purposes. In such case A
may file a separate return or A and B
may under the provisions of section
51 (b) elect to make a joint return. See
§ 29.51-1 (b). In the case of a married
person living with husband or wife if
each spouse has more than $624 gross in-
come for the taxable year, each must
make a return unless they elect to make
a joint return. If. one such, spouse has
more than $624 gross income for the tax-
able year and the other spouse has less
than $624 gross income for the taxable
year, the spouse having more than $624
gross Income may file a separate ieturn
or the spouses may elect to make a joint
return for the taxable year.

In the case of a husband and wife
living together, the election to make a
joint return authorized under the provi-
sions of section 51 (b) must be exer-

cised with respect to the tax imposed un-
der chapter 1 considered as a whole and
not with respect to the several parts of
such tax considered separately. Hence,
a husband and wife living together may
not elect to make separate returns for the
purpose of the tax imposed by sec tns 11
and 12 or Supplement T and a joint re-
turn for the purpose of the victory tax.
Likewise, such husband and wife may not
elect to make peparate returns for the
purpose of the victory tax and joint re-
turns for the purpose of the other parts
of the tax imposed by chapter 1.

The status of a taxpayer making his re-
turn and paying his tax under Supple-
ment T is determined under the provi-
sions of section 401. Under those pro-
visions a married person not the head
of a family and not living with husband
or wife on July 1 of the taxable year is
treated as a single' person. Hence, if
married persons not living together on
July 1 of the taxable year elect to pay
the tax under Supplement T, each spouse
is required to make a separate return.
If such husband and wife are married
and living together on July 1 of the tax-
able year, they may make either joint or
separate returns under Supplement T.
As to the making of returns generally, see
section .51 and § 29.51-1. As to exclu-
sions from gross income and the deduc-
tions therefrom for the purposes of the
victory tax, see section 451 and § 29A51-1.
As to credits against the victory tax, see
section 453 and § 29.453-1.

(b) Fiduciaries. For taxable years be-
ginning after December 31, 1942, every
fiduciary and at least one of two or more
joint fiduciaries must make a return for
the purposes of the victory tax for any
individual, estate, or trust for which he
acts if the gross income (computed with-
out regard to the exclusi6ns from gross
income provided in section'451 (a)) of
such individual, estate, or trust is in ex-
cess of $624 fo the taxable year. The
return for victory tax purposes shall be
made a part of the ieturn of the estate
or trust for normal tax and surtax pur-
poses, if such return is required. The
provisions of section 142 (a) and 142 (b)
as well as section 455 (b) are applicable
with. respect to the return required for
victory tax purposes. For form to be
used in making the return under sec-
tion 142 and section 455 (b), see
§ 29.142-1.

SEC. 456. LiMrrATi0N. ON TAX [as added by
sec. 172 (a), Rev. Act 1942].

The tax Imposed by section 450 (victory
tax), computed without regard to the credits
provided in sections 453, 454, and 466 (e),
shall not exceed the excess of 90 per centum
of the net inconse of the taxpayer for the
taxable year over the tax imposed by sec-
tions 11 (normal tax) and 12 (surtax), com-
puted without regard to-the credit's provIdeUd
in sections 31, 32, and 466 (e).

§ 29.456-1. Limitation on amount of
the victory tax. The amount of the
victory tax, computed before the appli-
cation thereto of any credit for the post
war credit or refund or for the portion of
the victory tax withheld at the source,
cannot exceed an amount representing
the excess of 90 percent of the taxpayer's
net income for the taxable year over the
sum of the normal tax and the-surtax

imposed for such taxable year by sec-
tions 11 and 12, respectively, -computed
before the application against such
normal tax and surtax of (a) the credit
for foreign income tax, (b) the credit
for tax withheld at the source under sec-
tion 143, and (c) the credit for victory
tax withheld at the source under section
466. The application of this limitation
may be illustrated by the following
example:

Example. A, a married person having no
dependents, has, for the calendar year 1043,
a gross income of $2,000,000 and deductions
(not allowable in computing victory tax net
income) for interest, taxes, and contributions
amounting to $200,000. His earned net in-
come is $20,060. His wife had no gross in-
come. His normal tax and surtax liability Is
computed as follows:

Gross income ---------------- $2, 000, O00
Less:

Deductions ------------------- 200, 000

Net fncome ------------------- 1, 800, 0O0
Less:

Personal exemption ------------ $1, 200

Surtax net income ------------- 1,798,800

.Less:
Earned income credit (maxl-

mum) ---------------------- 1,400

Normal tax net income --------- 1, 701, 400
Normal tax at 6 percent on

$1,797,400 --------- ----------- 107, 844
Surtax on 81,798,800 ------------ 1,450, 160

Total normal tax and surtax.. 1,558,000

The normal tax and surtax equal 80.60 per-
cent of the net income. The 5 percent
victory tax, If computed without any limi-
tation on such tax, will amount to $099,968,80.
Thus, the total normal tax, surtax, and vic-
tory tax would amount to $1,657,968.80,
which wouq equal 92.11 percent of tho not
Income. Therefore, the limitation will apply
and the victory tax will he reduced to $62,000,
making a total tax of $1,620,000, or 90 per-
cent of the net income.

COLLECTION OF TAX AT SOURCE ON WA0ES
Szc. 465. DxInnTbous [as-added by see. 172

(a), Rev. Act 1942].
As used In this part '-
(a) Payroll 'period. The term "pay-roll

period" means a period for which a pay-
ment of wages Is ordinarily made to the
employee by his employer.

(b) Wages. The terms "wages" means all
remuneration (other than fees paid to a
public official) for services performed by an
employee for his employer, including the
cash value of all remuneration paid In any
medium other than cash; except that such
term shall not include remuneration paid (1)
for services performed as a member of the
military or naval forces of the United States,
other than pensions and retired pay, (2)
for agricultural labor (as defined In section
1426 (h)), (3) for domestic service in a
private home, local college club, or local
chapter of a college fraternity or sorority,
(4) for casual labor not in the course, of the
employer's trade or business, (5) for serv-
ices as an employee of a nonresident alien
Individual, foreign partnership, or foreign
corporation, if such individual, partnership,
or corporation Is not engaged In trade or
business in the United States, (6) for serv-
ices as an employee of a foreign government
or any wholly owned instrumentality thereof,
or (7) for services performed as an employee

'This part comprises sections 465 to 470,
Inclusive.
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whle outside the United States (as defined
in section 3797 (a) (9)), unless the major
part of the services performed during the
calendar year by such employee for his em-
ployer are performed within the United
States.

(c) Withholdfng agent. The term "with-
holding agent" means any person required
to withhold, collect, and pay the tax under
section 466.

<d) Employee. The term "employee" In-
cludes an officer, employee, or elected official
of the United States, a State, Terrltory, or
any political surldivIsion thereof, or the Dis-
trict of Columbia, or any agency or Instru-
mentality of any one or more of the fore-
going. The term "employee" also Includes an
officer of'a gorporation.

(e) Employer. The term "employer" In-
cludes any person for vhom an Indlvidual
performs any service, of whatever nature, as
the employee of such person.

§ 29.465-0 introductory. Sictions 465

to 470, inclusive, provide for collection of
tax at the source on wages. The regula-
tions prescribed thereunder relate to the
operation and effect of the provisions
dealing with collection at the source and
have no application in the determination
of questions relating to the incidence or
computation of the victory tax imposed
under section 450. Hence, the fact that
income of certain specified classes of in-
dividuals or income derived from cer-
tain specified sources is excluded from
the definition of wages for the lourpose of
collection of tax at the source is not de-
terminative of the question whether or
not such income is subject to the victory
tax. As to persons subject to the victory
tax and the computation of victory tax
net income, see H5 29.451-1 and 29.451-2.

§ 29.465-- Pay-roll period. The term
"pay-roll period" means the period for
which a payment of wages is ordinarily
made to an employee by- his employer.
If the periods for which payments of
wages are made to an employee -by his
employer are of uniform duration, each
such period constitutes a pay-roll -pe-
riod. If, however, the periods occasion-
ally vary in duration, the pay-roll period
is the period for which a payment of
wages is ordinarily made to the employee
by his employer, even though that period
does not coincide with the actual period
,for which a particular payment of wages
is made" For example, if an employer
ordinarily pays a particular employee for
each calendar week at the end of the
week, but the employee receives a pay-
ment in the middle of the week for the
portion of the week already elapsed and
receives the remainder it the end of the
week, the pay-roll period is still the cal-
endar week; or if, instead, that employee
issent on a trip by his employer and re-
ceives at the end of the week a single
wage payment for three weekts' services,
the pay-roll period is still the calendar
week.

§ 29.465-2 Wages-(a) In general.
The term "wages" means all remunera-
tions for services performed by an em-
ployee for his employer unless specifically
excepted under section 465 (b) or sec-
tion 466 (g). (See §§ 29.465-3 and
29.466-6.)

The name by-which the remuneration
for services is designated is immaterial.
Thus, salaries, fees, bonuses, commissions

on sales or on insurance premiums, pen-
sions, and retired pay are wages within
the meaning of the statute If paid as com-
pensation for services performed by the
employee for his employer.

The basis upon which the remunera-
tion is paid is lnmaterlal In determining
whether the- remuneration constitutes
wages. Thus It may be paid on the basis
of piecework, or a percentage of profits;
and may be paid hourly, daily, weekly,
monthly, or annually.

The medium in which the remunera-
tion is paid is also immaterial. It may
be paid in cash or in something other
than cash, as, for example, stocks, bonds,
or other forms of property.. Remunera-
tion paid In items other than cash shall
be computed on the basis of the fair mar-
ket value of such lt.ms at the time of
payment.

Ordinarily, facilities or privileges (such
as entertainment, medical services, or
so-called "courtesy" discounts on pur-
chases), furnished or offered by an em-
ployer to his employees generally, are not
considered as remuneration for services
if such facilities or privileges are of rel-
atively small value and are offered' or
furnished by the employer merely as a
means of promoting thehealth, good will,
contentment, or effliclency of his em-
ployees.

Tips or gratuities paid directly to an
employee by a customer of an employer,
and not accounted for by the employee to
the employer, are not subject to with-
holding.

Remuneration for services, unless such
remuneration is specifically excepted by
the statute, constitutes wages even
though at the time paid the relationship
of employer and employee no longer ex-
ists between the person in whose employ
the services were performed and the in-
dividual who performed them.

Example. A Is employed by B during tho
month of January 19-3 and Is enUtled to
receive remuneration of $100 for the cervice
performed for B, the employer, during tho
month. A leaves the employ of B at the clnoo
of buslnezs on January3 i,1943. On February
15, 1943 (when A Is no longer an employco
of B), B pays A a remuneration of 010D which
was earned for the rervIces performd In Jan-
uary. The $100 Is wages within the mesninZ
of the statute.

(b) Pensions and retircd pay. Pen-
sions and retired pay are wages within
the meaning of the statute. However,
amounts receivable by an employee upon
retirement which are taxed as annuities
under the provisions of section 22 (b) (2)
and distributions under an employees'
trust taxable, because of the provisions
of section 165 (b), as gain from the sale
or exchange of a capital asset do not con-
stitute wages subject to withholding. So:
called pensions awarded by one to whom
no services have been rendered are mere
gifts or gratuities and do not constitute
wages.
(c) Traveling and other expenses.

Amounts paid or reimbursements made
to employees specifically for traveling or
other expenses incurred In the business
of the employer are not subject to with-
holding.
(d) Vacation allowances. Amounts of

so-called "vacation allowances" paid to

an employee constitutewages. Thus, the
salary of an employee on vacation, paid
notwithstanding his absence from work,
constitutes wages.
(e) Dismissal payments. Any pay-

ments made by an employer to an em-
ployee on account of dismissal, that is,
involuntary separation from the service
of the employer, constitute wages regard-
less of whether the employer is legally
bound by contract, statute, or otherwise,
to make such payments.

() Deductions by employer from
trages of employee. The amount of any
tax which is required by law to be de-
ductedbythe employer from the wages of
an employee is considered to be a part of
the employee's wages and is deemed to
be paid to the employee as wages at the
time the deduction is made. Other
amounts deducted from the wages of an
employee by an employer also constitute
wages paid to the employee at the time
of the deduction. It is immaterial that
the Internal Revenue Code, or any Act
of Congress, or the law of any State, re-
quires or permits such deductions and the
payment of the amounts thereof to the
United States, a State, a Territory, or the
District of Columbia, or anypolitical sub-
division of any one or more of the fore-
going.
(g) Payment by an employer of em-

ployee's tax, or employees contributions
under a State law. The term "wages"
includes the amount of any payment
made by an employer on behalf of an
employee (without deduction from the
remuneration of, or other reimburse-
ments from, the employee) of any pay-
ment required from an employee under
a State unemployment compensationlaw,
or of any tax Imposed upon the employee
by any taxing authority, including the
taxes imposed by sections 1400 and 1500.

§ 29.465-3 Exclusions froms wage.-
(a) Fees paid to a public official. Au-
thorized fees paid to public ofcials, such
as notaries public, clerks of courts,
sheriffs, etc., for services rendered in the
performance of their official duties are
excepted from the definition of the term
"wages" and hence are not subject to
withholding. However, salaries paid
such ofilcials by the Government, or
Government agency or instrumentality,
are subject to withholding.

(b) Compensation of military and
naral forces. Remuneration paid for
services performed as a member of the
military or naval forces of the United
States is excepted from the definition of
the term "wages." For the purpose of
the exceptioli, the military and naval
forces of the United States include (but
are not necessarily limited to) the Army,
the Navy, the Marine Corps, the Coast
Guard, the Army Nurse Corps, Female,
the Navy Nurse Corps, Female, the
Women's Army Auxilary Corps or the
Women's Army Corps, the Women's Re-
serve Branch of the Naval Reserve, the
Women's Reserve Branch of the Coast
Guard Reserve, and the Marine Corps
Women's Reserve.
(W Remuneration paid for agricu-

tural labor-(l) In general. The term
"wages" does not include remuneration
for services which constitute agricul-
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tural labor as defined in section 1426
(h) of the Internal Revenue Code. The
term "agricultural labor" as so defined
includes 'services of a character de-
scribed in subparagraphs (2), (3), (4),
and (5) of this paragraph.

In general, however, the term "agri-
cultural labor" does not include services
performed in connection with-forestry,
lumbering, or landscaping.'

(2) -Services described in section 142.6,
(W) (1). Remuneration paid for serv-
ices performed on a farm by an em-
ployee of any person in connection with
any of the following activities is ex-
cepted as remuneration for agricultural
labor:

(I) The cultivation of the spil;
(i) The .raising, shearing, feeding,

caring for, training, or management of'
live stock, bees, poultry, fur-bearing ani-
mals, or wildlife; or

(ill) The raising or harvesting of any
other agricultural or horticultural com-
modity.

The term "farm" as used in this and
succeeding paragraphs of this-subsec-
tion includes stock, dairy, poultry, fruit,
fur-bearing animal, and truck farms,
plantations, ranches, nurseries, ranges,
orchards, and such greenhouses and
other similar structures as are used pri-
marily for the raising of agricultural
or horticultural commodities. Green-
houses and other similar structures used
primarily for other purposes (for ex-
ample, display, storage, and fabrication
of wreaths, corsages, and bouquets), do-
not constitute "farms."#

(3) Services described in section 1426
(h) (2). The remuneration paid for the
following services performed by an em-
ployee in the employ of the owner or
tenant or other operator of one or more
farms is excepted as remuneration for
agricultural labor, provided the major
part of such services is performed on a
farm:

(i) Services performed in: connection
with the operation, management, con-
servation, improvement, or maintenance
of any of such farms or its tools or
equipment; or

(i) Services performed in salvaging
timber, or clearing land of brush and
other debris, left by a hurricane.

The services described in -(I) above
may include, for example, services per-
formed by carpenters, painters, me-
chanics, farm supervisors, irrigation
engineers, bookkeepers, and other
skilled or semiskilled workers, which
contribute in any way to the conduct of
the farm or farms, as sitch, operated by
the person employing them, as distin-
guished from any other enterprise in
which such person may be engaged.

Since the services described in this
subparagraph (3) -must be performed
in the employ of the owner or tenant
or other operator of the farm, the ex-
ception does not extend to remuneration
paid for services performed by employees
of a commercial painting concern, for
example, which contracts with a farmer
to renovate his farm properties.

(4) Services described in, section
1426 (i) (3). Remuneration paid for
services performed by an employee in.
the employ of any person in connection

with any of the following operations is
excepted as remuneration for agri-
cultural .labor without regard to the
place where such services are per-
formed:

(i) The ginnixig of cotton;
(i) The hatching of poultry;
(iii) The raising or -harvesting of

mushrooms;
(iv) The operation or maintenance of

ditches, canals, reservoirs, or waterways
used exclusively for supplying or
storing water for farming purposes;

(v) The production or harvesting of
maple sap or the processing of maple sap
into maple sirup or maple sugar (but not
the subsequent blending or other pro-
cessing of such sirup or sugar with other
products); or

(vi) 'The production or harvesting of
crude gum (oleorisin) from a living tree
or the processing of such crude gum into
gumspirits of turpentine and gum rosin,
provided such processing is carried on
by the original producer of such crude
gum.

(5) Services described in section
1426 (h) (4). (1) Remuneration paid
fir services performed by an employee
in the employ of a farmer or a farmers'
cooperative organization or group in the
handling, planting, drying, packing,
packaging, processing, freezing, grading,
storing, or delivering to storage or to
market or to a carrier for transportation
to market, of any agricultural or horti-
cultural commodity, other 'than fruits
and vegetables (see subdivision (i)
below), produced by such farmer or
farmer-members of such organization or
group of farmers is excepted, provided
such services are performed as an
incident to ordinary farming operations.

Generally services are performed "as
an incident to ordinary farming opera-
tions" within the meaning of this sub-.
paragraph (5) if they are services of the
character ordinarily performed by the
employees of a farmer or of a farmers'
cooperative organization or group as a
prerequisite to the marketing, in its un-
manufactured state, of any agricultural
or horticultural commodity produced by
such farmer or by the members of such
farmers' organization or group. Serv-
ices performed by employees of such
farmer or farmers' organization or group
in the handling, planting, drying, pack-
ing, packaging, processing, freezing,
grading, storing, or delivering to storage
or to market or to a carrier fo? trans-
portation to market, of commodities pro-
duced by persons other than such farmer
or members of such farmers' organiza-
tion or group are not performed "as an
incident to ordinary farming operations."

(ii) Remuneration paid for services
performed by an employee in the em-
ploy of any person in .the handling,
planting, drying, packing, packaging,'
processing, freezing, grading, storing, or
delivering to storage or to market or to
a carrier for transportation to market,
of fruits and vegetables, whether or not
of a perishable nature, is excepted as
remuneration for agricultural labor, pro-
vided such services are performed as an
incident to the preparation of such fruits
and vegetables for market. For example,

If services In the sorting, grading, or stor-
ing of fruits, or in the cleaning of beans,
are performed as an Incident to their
preparation for market, remuneration
paid for such services may 'be excepted
whether the services are performed in
the employ'of a farmer, a farmers' co-
operative, or a commercial handler of
such commodities.
. (ill) The services described in subdivi-
sions (i) and (fW), above, do not include
services performed in connection with
commercial canning or commercial
freezing, or in connection with any com-
modity after its delivery to a terminal
market for distribution for consumption.
Moreover, since the services described in
such subdivisions must be rendered in
the actual handling, planting, drying,
packing, packaging, processing, freez-
ing, grading, storing, or delivering to
storage or to market or to a carrier for
transportation to market, of the com-
modity, such services do not, for ex-
ample, include services performed as
stenographers, bookkeepers, clerks, and
other office employees, even though such
services may be in connection with such
activities. However, to the extent that
the services of such Individuals are per-
formed in the employ of the owner or
tenant or other operator of a farm and
are rendered in major part on a farm,
they may be within the provisions of sub-
paragraph (3) of this paragraph.

(d) Remuneration paid for domestio
service. Remuneration paid for services
of a household nature performed by an
employee in or about the private home of
the person by whom he is employed, or
performed in or about the clubrooms or
house of a local college club or local
chapter of a college fraternity or sorority
by which he is employed, Is excepted
from the term "wages."

A private home is the fixed place of
abode of an Individual or family.

A local college club or local chapter
of a college fraternity,or sorority does
not include an alumni club or chapter.

If the home is utilized primarily for
the purpose of supplying board or lodg-
Ing to the public as a business enterprise,
It ceases to be a private home and the
remuneration paid for services performed
therein is not excepted. Likewise, if the
clubrooms or house of a local college clib
or local chapter of a college fraternity
or sorority is used primarly for such pur-
pose, the remuneration paid for services
performed therein is not within the ex-
ception.

In general, services of a household na-
ture in or about a private hone include
services rendered by cooks, maids, but-
lers, valets, laundresses, furnacemen,
gardeners, footmen, grooms, and chauf-
feurs of automobiles for family use. In
general, services of a household nature
in or about the clubrooms or house of
a local college club or local chapter of a
college fraternity or sorority Include
services rendered by cooks, maids, but-
lers, laundresses, furnacemen, waiters,
and houseinothers.

The remuneration paid for the services
above enumerated Is not within the ex-
ception if performed In or about rooming
or lodging houses, boarding houses, clubs
(except local college clubs), hotels, hos-
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pitals, eleemosynary institutions, or
commercial offices or establishments.

Remuneration paid for services per-
formed as a private secretary, even
though performed in the employer's
home, is not within the exception.

(e) Remuneration for casual laboi not
in the course of employer's trade or
business. The term "casual labor" in-
cludes labor which is occasional, inci-
dental, of irregular.

The expression "not in the course of
the employer's trade, or business" in-
cludes labor that does not promote or
advance the trade or businessof the em-

- ployer.
-Thus remuneration paid' for labor

which is occasional, incidental, or irregu-
lar, and does not promote or advance the
-employer's trade or busfness, is excepted.

Example. A's business is that of operating
a sawmill. He employs B, a carpenter, at an
hourly wage to repair his home. B works
irregularly and spends the greater part of
two days In completing the work. Since B's

* labor is casual and is not In the course of
- A's trade or business, the remuneration paid

for such services Is excepted.

The remuneration paid for casual la-
bor, that is, labor which is occasional,
incidental, or irregular, but which is in
the course of the employer's trade or
business, does not come within the above
-exception.

Ezample (1). C's business Is that of oper-
ating e sawmill. He employs D for two hours,
at an hourly wage, to remove sawdust from
his mill. D's labor is casual since it is occa-
sional, incidental, or irregular, but it Is in
the course of C's trade or business and the
remuneration paid for such labor is not
excepted.

Example (2). E is engaged In the business
of' operating a department store. He em-
ploys additional clerks for short periods.

/ While the services of the clerks may be casual,
they are in the course of the employer's trade
or business and. therefore, the remuneration
paid for such services is not excepted.

Remuneration paid for casual labor
performed for a corporation does not
come within this exception.

(f) Compensaiion paid by nonresident
alien. indieiidual, foreign partnership,. or
foreign corporation. Remuneration paid
for services performed- as an employee
of a nohresident alien individual, foreign
partnfership, or foreign corporation, if
such individual, partnership, or corpora-
tion is not engaged in trade or business
-In the United States, is excepted. The
exception has no application if the em-
ployer paying such remuneration is en-
gaged in trade or business In the United
States. Whether or not a nonresident
alien individual, foreign partnership, or
foreign corporationis engaged in trade or
business within the United States de-
pends upon the particular facts of each
case and will be determined in accord-
ance with the rules applicable under sec-
tions 211, 219, and 231 for income tax
purposes generally.

Forjpurposes of this exception, the citi-
menship or residence of th6 employee or
the place where the services are per-
formed is immaterial.

(g) Compensation paid by foreign gov-
ernment or wholly-owned instrumental-
ity. thereof. Remuneration paid for
services performed as an employee of a

foreign government or wholly-owned in-
strumentality thereof is excepted. The
exception includes not only remuneration
paid for services performed by ambassa-
dors, ministers, and other diplomatic of--
ficers and employees but also remunera-
tion paid for services performed as a
consular or other officer or employee of a
foreign government, or as a diplomatic
representative of such a government.

The citizenship or residence of the em-
ployee and the place where the services
are performed are Immaterial for pur-
poses of the exception.

(h) Remuneration for serrices per-
formed outside the United States. The
remuneration paid by an employer for
services performed outside the United
States does not constitute wages and
hence is not subject to withholding un-
less the major part of the services per-
formed by the employee for such em-
ployer during the calendar year Is per-
formed within the United States. The
term "United States" Includes the several
States, the Territories of Alaska and Ha-
waii, and the District of Columbia.

The exception relates only to the re-
muneration paid for the services per-
formed outside the United States reg,rd-
less of whether the major part of the
services performed for such employer
during the calendar year is performed
within or without the United States.
Thus, if an employee performs services
outside the United States for more than
six months of the calendar year, the re-
muneration paid for such services does
not constitute wages and hence is not
subject to withholding, but the remuner-.
ation paid for servides performed within
the Unifed States for such employer dur-
ing the remainder of the calendar year
constitutes wages and Is subject to with-
holding.

If, however. an employee Is absent from
the United States on business of his
employer for less than six months of the
calendar year and performs services for
such employer within the United States
during the remainder of the calendar
-year, the entire amount of the remunera-
tion paid for services performed during
the calendar year constitutes wages and
is subject to withholding.

However, it is recognized that in the
case of an employee performing, outside
the United States, services of indefinite
duration, it may be impossible for the
employer to determine whether the ma-
jor portion of the employee's services
during the calendar year will be per-
formed within the United States or out-
side the United States. In such case
it may be presumed that such perform-
ance will continue throughout the cal-
endar year and the liability of the em-
ployer to withhold tax on the compen-
sation paid for such services performed
outside the United States will be deter-
mined in the light, of such presumption.
Thus, if an employee undertakes for his
employer the performance of services
abroad of indefinite duration, or for a.
term extending beyond the end of the
calendar year, and such employee has
not already within the calendar year,
performed services within thi United
States for a length of time which would
constitute, in any circumstances, the

major part of the year's services for such
employer, no tax is required to be with-
held on the compensation paid for serv-
ices performed by such employee out-
side the United States.

Example (1). A haa been regularly em-
ployed by B. and is cent abroad under such
conditions that It is not po--ible to know
when he will return: (a) If A goes abroad
on January 1, no tax Is required to be with-
held on compensation paid to A for services
performed abroad, but on the tompensation
paid for srvices performed after his return
to the United Stltes tax should be withheld.
(b) If A gca.a abroad on June 29. the same
rulIe are applicable. No tax is required to be
withheld on the compensation for services
performed abroad but on compensation for
cervices performed after his return to. the
United States tax should be vthheld. (c)
U A gcco abroad on August 1. tax should be
,withheld on the compensation paid A for all
cervices performed during the calendar -year
since under no circumstances could the major
part of the services performed during such
year ba performed outside the United States.

Example (2). A begins his employment
with B on July 1, and on September 1 is -ant
abroad under the'clrcumstances de-cribed in
cxample (1). No tax is required to be with-
held on the compensation paid A for the
cervices performed abroad.

Example (3). A begins his employment
with B on July 1, and on November I is sent
abroad under the circumstances described in
example (1). Tax is required to be withheld
on the compencation paid A for the services
performed abroad, as well as an compensation
paid for service -performed within the United
Statez, for the reosona cat forth in exampIe
(1) (c).

The presumption that employees per-
forming services of Indefinite duration
outside the United States will continue
to perform such services throughout the
calendar year does not apply In the case
of employees sent abroad during the year
on business missions of limited duration
when there is reasonable expectation that
the employee can and will return at such
time that the majqr portion of his serv-
Ices for the employer for that calendar
year will be performed within the United
States.

§ 29.465-4 Withholding agent. Any
person required to withhold, collect, and
pay the tax ireposed by section 466 is a
withholding agent. Under section 467
(a). the tax required to be withheld shall
be collectediby the person having control
of the payment of wages. In the case of
private employers, the employer is the
withholding agent. In situations where
neither the wage payment nor the funds
from which payment is made is subject
to the control of the employer, the per-
son having such control is the withhold-
ing agent. For example, where wages
such as pensions or retired pay are
paid through the medium of a trust over
which the employer has no control, the
trustee is the withholding agent. With
respect to public employees, the with-
holding agent is by presumption the head
officer of particular offices approving and
scheduling pay rolls for payment, or,
where some other form of administrative
procedure for the payment of wages is in
effect, the officer exercising control
through such procedurd.

§ 29.465-5 Employee. The trm "em-
•ployee" includes every individual per-
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forming services If the relationship be-
tween him and the person for whom he
performs such services is the legal re-
lationship of employer and employee.
The term specifically includes officers and
employees, whether elected or appointed,
of the United States, a State, Territory,
or any political subdivision thereof, or
the District of Columbia, or any agency
or instrumentality of any one or more
of the foregoing.

Generally the relationship of employer
and employee exists when the person for
whom services are performed has the -

right to control and direct the individual
who performs the services, not only as "
to the result to be accomplished by the
work but also as to the details and means
by which that result is accomplished.
That is, an employee is subject to the
will and control of the employer not only "
as to what-shall be done but how it shall
be done. In this connection, it is not.
necessary that the employer actually di-
rect or control the manner in which the
services are performed; it is sufficient if
he has the right to do so. The right to -

discharge is also an important. factor
Indicating that the person possessing
that right is an employer. Other factors
characteristic -of an employer, but not
necessarily present in every case, are the
furnishing of tools and the furnshing
of a place to -work, to the individual who
performs the services. In general, if an
Individual is subject to the control or
direction of another merely as to the re-
sult to be accomplished by the work and "
not as to the means and methods for
accomplishing the result, he is an inde-
pendent contractor. An individual per-4 -
forming services as an independent con-
tractor is not as to such services an
employee.

Generally, physicians, lawyers, den-
tists, veterinarians, contractors, sub-
contractors, public stenographers, auc-
tioneers, and others who follow an inde-
pendent trade, business, or profession, in
which they offer their services to the
public, are independent contractors and
not employees.

Whether the 'relationship of employer
and employee exists will in doubtful
cases be determined upon an examina-
tion of the particular facts of each case.

If the relationship of employef and
employee exists, the designation or de-
scription of the relationship by the
parties as anything other than that of -
employer and employee is immaterial.
Thus, if such relationship exists, it is of
no consequence that the employee is des-
ignated as a partner, coadventurer,
agent, or independent contractor.
- The measurement, method, or desig-

nation of compensation is also imma-
terial, if the relationship of employer and
employee in fact exists.

No distinction is made between classes
or grades of employees. Thus, superin-.
tendents, managers, and other superior
employees are employees. An officer of
a corporation is an employee of the cor-
poratiofi but a director as such is not
A director may be an employee of the

corporation, however, If he performs
services for the corporation other than
those required by attendance at and par-
ticipation in meetings of the board of
directors.

Although an individual may be an em-
ployee. under the statute, his services
may be of such a nature, or performed
under such circumstances, that the re-
muneration paid for such services does
not constitute wages within the meaning
of section 465 (b). (See § 29.465-3.)

§ 29.465-6 Employer. The term "em-
ployer" includes any person for whom
an individual performs any service, of
whatever nature, as the employee of such
person. An employer may be an indi-
vidual, a corporation, a partnership, a
trust, an estate, a joint-stock company,
an association, or a syndicate, group,
pool, joint venture, or other unincorpo-
rated organization, group, or entity. A
trust or estate, rather than the. fiduciary
acting for or on behalf of the trust or
estate, is generally the employer.

The term "employer" embraces not
only individuals and organizations en-
gaged in trade or business, but organi-
zations exempt from income tax, such as
r~ligious and charitable organizations,
educational Institutions, clubs, social or-
ganizations and societies, as well as the
governments of the United States, the
States, Territorities, and the District of
Columbia, including their agencies, in-
strumentalities, and political subdivi-
sions.

Although a person may be an e.miloyer
under the statute, services performed in
his employ may-be of such a nature, or
performed under' such -circumstances,
that the remuneration paid 'for such
services does not constitute wages within
the meaning of section 465 (b). (See
§ 29.465-3.)

SEc. 466. TAX CO&iECI'ED AT SOUSCE [as
added by see. 172 (a), Rev. Act 1942].,

(a) Requirement of withholding. There
shall be withheld, collected, and paid upon
all wages of every person, to the-extent that
such wages are includible In gross income,
a tax equal to 5 per centum of the excess of
each payment of such wages over the with-
holding deduction allowable under this part.l
This subsection and subsection (c) shall not
be applicable In any case provided for in
section 143, except in the case of wages paid
to -residents of a contiguous country who
enter and leave the United States at frequent
intervals. ,

(b) Withholding deduction. (I) In com-f
puting the tax required to be withheld under
subsection (a), there shall be allowed as a
deduction against the wages paid for each
pay-roll period an amount determined in
accordance with the following schedule:

Wthholding
Pay-roll period " deduction i

Weekly -----.---------------------- $12
Biweekly --------------------------- "24
Semimonthly ------ ; --------------- 26'
Monthly --------------------- 52
Quarterly ------------------- 156
Semiannually ------.-------------- 812
Annually --------------- ----- 624)
1 This part comprises sections 465 to 470,

Inclusive,

(2) If a pay-roll period in respect of any
wages is less than one week, the excess of
the aggregate of the wages paid during each
calendar week over the deduction allowed
by this subsection for a weekly pay-roll
period shall be used In computing the tax
required to be withheld.

(3) If a pay-roll period In respect of any
wages, or any other period with respect to
which wages are paid, Is not otherwise
specifically provided for in this subsection,
the deduction allowable against each pay-
ment of such wages shall be the deduction
allowable in the case of an annual pay-roU
period divided by 365 and multiplied by the
number of days in such period, Including
Sundays and holidays.

(4) In any case in which wages are paid
by an employer without regard to any pay-
roll period or other period, the deduotion
allowable against each payment of such
wages shall be the deduction allowable in
the case of an annual pay-roll period divided
by 36U and multiplied by the number of
days (including Sundays and holidays)
which have elapsed since the date of the last
payment of such wages by such employer
during the calendar year, or the date of com-
mencement of employment with such em-
ployer during such year, or January 1 of such
year, whichever is the later.

(5) :re deduction allowable under this
subsection in respect of any individual ;or
any calendar year shall not exceed the total
deduction which would have been allowable
under paragraph (1) If the the only pay-roll
period of such individual had been an annual
pay-roll period.

(e) Wage bracket withholding. (1) At
the election of the employer, if his pay-roll
period with respect to an employee Is
weekly, biweekly, semimonthly, or monthly,
there shall be withheldo collected, and paid
upon the wages of such employee a tax do-
termslled in accordance with the following
tables, which shall be in lieu of the tax te
quired to be withheld under subsection (a)

For weekly pperiod

11 the But
rogem uotst us

'Ir ever-over- oo-

$12 $18
16 20
20 24
24 28
28 32
32 8
38 40
40 60
50 60
60 70
70 s0
90 100

100 110

110 120
120 130
130 140
140 150110 160
160 170
170 180
10 160
190 200
200...

ay-roll

The
amount
of tax to
be with.
hold shall

-bo-

$0.10
.30
.50
.70

.:go
1.10
1.30
1.60
2.10
2.60
3.10
3.60
4.10
4.60
5.10
5.60
6.10
6.60
7.10
7.60
8.10
8.60
9.10

(1)

Por bi~vcekly pay.roll
period

The
,I the But amount
wages aut of tax to

are over- be with.
over-- hold shall

$24 $10 to.10
30 40 ,t
40 t0 1.00
&0 60 1.,0
60 70 2.00
70 s0 2.50
s0 160 3.30

10 120 4.30
120 140 6,30
140 160 0.30
160 180 7.10
180 200 8.30
200 220 0.30
220 240 10,30
240 260 11,30
260 290 12.30
290 300 13,30
zo0 320 14, 0
320 340 1I0
340 360 10,3
360 d50 17.30
380 400 18,30
400 420 10,30
420 440 20. 0
440 460 21. 10
460 4 0 22.30
480 50 23.10
0 ......... (

1 $9.40 plus 57 of the excess over $260.
$23.80 plus 5', of the excess over $,00.
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Tor seazlmontbly pay-roll Tr ont y ay-rou
period iod

The The
Zithe Butnot 1 amountVage Bto of taxo h Butmot of taxto
wages over be with- Vma.s over be 'with-
M5e oy h held shall are0ver held shall

1 be- be-

28 430 $0.10 M3 2a 6.8
s0 .40 .40 60 s0 .to
40 0 .s0 80 100 L9
80 60 L40 100 120 2.90
,G0 10 LW9 120 140 3.90
70 SO 240 140 160 Leo0
80 100 120 160 200 0.40

200 120 4.20 .200 240 8.40
.20 140 Z.20 240 20 10.40

140 160 6.20 2o 12 12-40
160 ISO 7.20 120 260 14.40
180 200 &20 30 400 1.40
200 220 9.20 400 440 3.40
220 -240 10. 20 440 480 20.40
240 260 11. 20 480 20 22.40
200 280 12.20 620 86 24:40
280 So 13.20 560 6o 26.40
3 00 320 14,20 t00 640 23.40
320 240 1.20 60 80 : 20.40

34 60 16.20 68 -220 32.40
250 17.20 420 760 24.40
380 400 18. 20 760 80 20.40
400 420 19.20 B00 40 8. 40
420 '40 20.20 840 6 40.40
-40 46D 21.20 8SO M20 42.40
460 480 22.20 0 060 44.40
-480 Bo00 20 060 1,000 46.40

=$21.70plus5%oftheexcessover$500.

'847.0 plus.%ofthe excess over$1,009.

(d) Tax paid by recipient. If any tax re-
quired under This part I to be 'withheld and
collected is paid by the recipient of the in-
come, It-shall not be re-collected from the
'ithholding agent; but such payment Ahal
In no case relieve the withholding agent Irom
liability for interest or additions to the tax
otherwise applicable in respect of the tax im-
posed by this chapter.

(e) Credit for tax withAel at source. The
tax withheld and collected under this part'
:shall not be allowed as a deduction either to
the withholding agent or to the recipient of
the income In c6mputing net In~ome; but
the amount of the tax so withheld and col-
lected shall be allowed as a credit against the
tax imposed by this chapter upon the recipi-
ent of the Income. Such credit shall be al-
lowed first against the victory tax Imposed
-by section 450 (adjusted for the credit al-
lowed by section 453) and the excess of such
credit, if any, over the victory tax, so ad-
justed. shall be allowed against the tax im-
posed by sections 11 and 12 or section 400,as
the case any be.

if) Refunds. Where there has been an
overpayment of tax under this part. any re-
fund or credit made under the provisions of
section 22 shall be made to the recipient of
the Income; but, In any case in which such
tax was not so withheld by the withholding
agent, such refund or credit shall be made

. to the withholding agent.
(g) included and excluded zriges. If the

remuneration paid by an employer to an em-
ployee for services performed during one-
half or more of any .pay-roll period consti-
tates wages, all the remuneration paid by
such employer to such employee for such
period shall be deemed to be wages; but if
the remuneration paid by an employer to an
employee for services performed during more
than one-half of any such pay-roll period
does not constitute wages, thel none of the
remuneration paid by such employer to such
employee for such period shall be deemed to
be wages.

'This part comprises -sections 465 tO 470,
inclusive.

i 29.466-1 Rqauirement of withholrd-
Ing-(a) In general. Subject to certain
'Prescribed conditions, section 460 pro-
vides, at the election of the employer,
alternativa methods for computing the
tax with respect to wages includible in
gross income: (1) A tax equal to 5 per-
cent of the excess of each payment of
such wages over the withholding deduc-
tion (hereinafter referredto as withhold-
Ing exemption) allowable under section
466 (b), or (2) a tax determined in ac-
cordance with the tables provided in cec-
tion 466 (c). See § 29.466 (c). The tax
is applicable to all wages actually or
constructively paid on or after January
1,1943, regardless of the period for which
paid or the method of accounting fol-
l6wed by the employee in computing his
Income for tax purposes, and is collected
by deducting the amount thereof from
such wages as and when so paid.

Ezample (1). Employer X has a ceml-
;nonthly pay-roll period ending on the
10th and 25th days of the month. The
Nmges earned during such periods are cu,-
tomarlly paid on the ISth mad 30th days of
the month, respectively. Tho ogc3 erarned
during the semimonthly period ending on
January 10, 1943, and paid on January 15,
1943, are subject to withholding when paid.

Examplc (2). Employer Y has a wcely
pay-roll period based on the calendar week
and the wages earned during each calendar
week are customarily paid on Wednecday of
the succeeding week. The wages earn=d dur-
ing the 'weelz ending January 2, 1043, end
paid on Wedne-day, January 6, 193, ae Lub-
Ject to withholding when paid.

Wages are constructively paid within
the meaning of this section -when they
are credited tod the account of or iet °

Apart for an employee so that they may
be drawn upon by him at any time al-
though not then actually reduced to po-
session. To constitute payment in such
a case, the wages must be credited or set
apart to the employee without any sub-
stantial limitation or restriction as to the
time or manner of payment or condition
upon which payment is to be made, and
must be made available to him so that
they may be drawn upon at any time, and
their payment brought within his con-
trol and disposition.

(b) lWages includiblc in gross income.
Under the provisions of section 466, wages
are subject to withholding only if and to
the extent Ilicludble in gross income.
The term "includible in gross income" as
it relates to wages from which the tax is
required to be deducted and withheld re-
fers only to the taxability of the income.

-Thus, if an item of wages constitutes
grow- income under the provisions of sec-
tion 22, it Is ncludible in gross Income
within the meaning of this section and
is subject to withholding. The fact that
such wages may be includible in, gross
income for a taxable year other than
that in which paid is Immaterial. For
instance, in the case of a taxpayer on the
accrual basis, wages actually or con-
structively paid in 1944 but includible in
the recipients gross income for 1943 are

'subject to withholding in 1944. Likewise,
the fact that wages may be includible in
the gross income of a taxpayer other

than the wage earner is immaterial. For
Instance, a Part of the wages earned by
a taxpayer domiciled in a community
property State may be includible for tax
purposes in the gross income of his
spouse. Nevertheless, the entire amount
paid to the wage earner should be taken
into account in computing the amount of
the tax to be withheld at source- o
(c) Nonresident aZiens. Nonresident

alien individuals are not subject to with-
holding under the victory tax provisions,
except that such nonresident aliens who
are residents of Canada or Mexico and
who enter and leave the United States at
frequent Intervals are subject to the vic-
tory tax withholding provisions upon
wages paid for services performed within
the United States.

-§ 29.466-2 Withholding ezemption-
(a) I n generaL In computingthe amount
of the tax to be withheld from wage
payments, a withholding exemption is
allowable against the wages paid by each
employer for each pay-roll period based
upon an annual exemption of $624 pro-
rated in accordance with the length
of the particular pay-roll period. Under

-the schedule provided in section 466 (b)
(1), the amount of the exemption is as
follows:

Withholding
Pay-roll period: exemption

Weely --- AMt
Ssnmonthly_ _ 26. O

Lonthly 52.00
Quarterly ....... 1.00
Scmiannally__ 312.C0
Annually. - 624 CO

The amount of the exemption in respect
of the wages paid a particular employee
Is determined by reference to such em-
ployee's pay-roll period and without re-
gard to the time the employee is actually
engaged in the performance of services
during such period.

Example (1). Employer X 1ha a seml-
monthly pay-roll pericd. An employee whose
wages are determined on an hourly rate basis
works 20 hours and earns'24 during the pay-
roll perld. The amount of the withholding
exemption allowable In rempect; of such wages
1, *26.

Example (2). Employer Y has a weekly
pay-roll period. An employee paid at the
rate of 610 per day vorked two days and
resigned. The amount of the withholding
exemption allowable in respect of such vages
paid uch employee for the weekly period
U6192.

(b) Paj-rol period less than one wee:.
If the pay-roll period is less than one
week, as in the case where employees
are paid dally,.the amount of tax with-
held will be based upon the excess of
the aggregate of the wages paid during
the period of a calendar week over the
exemption which would be allowed for a
weekly pay-roll period. For instance, if
an employee is paid daily at the rate of
$5 per day, no tax shall be withheld
with respect to the wages paid for the
first two days of employment in the week.
The wages paid for the third day will
be subject to wvtll olding on $3, the ex-
cess of the total wages for three days
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($15) over the weekly exemption ($12Y.- are less than $26, the difference between holding exemption allowable with re-
Subsequent wage payments during the such wages and the $26 exemption allow- spect to the aggregate wages of $425 is
same calendar week would be subject *able with respect to such pay-roll period $52.
to withholding at the rate of 5 percent may not be carrIedl forward to the subse- § 29.466-3 Wage bracket wlthholdlng.
on the entire amount of each payment. quent pay-roll period. h use oft e brovked inhsectin

During the following and subsequent ( (f) Bonuses and commissions. If an 466 () Is optional with the employer.
weeks, the same procedure would apply. employee's remuneration for each pay- An employer may elebt to use the wage
In the case of temporary or extra em- roll period consists of wages computed at bracket tables for determining the
ployees, if wages are paid at intervals a specified rate plus additional wages in amount of the tax to be withheld in the
of lass than one week, the withholding the form of bonuses or commissions, the case of any one or more of his employees
exemption with respect to wages paid -aggregate of the wages paid for each provided only that such employees are
during any calendar week may be corn- such period shall be considered as a paid on a weekly, biweekly, semimonthly,
puted in accordance with the provisions single wage payment and only one with- or monthly basis. For example, an em-
of this subsection. As used herein, the holding exemption shall be allowed with ployer may elect to use the optional
term "calendar week" means a period respect to such wages, method in case of.one group of employees
of seven consecutive days beginning with i Example (1). A Is employed as a salesman on a particular pay roll and at the same
Sunday and ending with Saturday. at a monthly salary of $100 plus commissions time may use the exact 5 percent method

. (c) Other pay-roll periods. If the on sales made during the month. A with- provided in section 466 (a) In the case
pay-roll period is greater than one week, holding exemption of $52 is allowable against Of another group of employees on a di-
and is a period not covered by the sched- the aggregate wages, consisting of salary and

ule set forth in section 466 (b), or if commissions, considered as a single wage ferent pay roll.

wages are paid for a period of more than payment. In order to determine the amount of
one week whi6h does not constitute a Eample (2). B is employed as a mechanic the tax to be withheld with respect to

at a specified rate per hour plus a bonus any wage payment, the'employer merely
pay-roll period, the withholding exemp- on production in excess of a fixed standard, refers to the table applicable to the par-
tion allowable with respect to each such Under the employer's pay-roll practice, wages ticular pay-roll period. For example, an
payment of wages is determined by di- are paid weekly and each wage payment employee's earnings for a weekly pay-
viding the annual withholding exemp- consists of the -wages for the current week
tion of $624 by 365 ($1.71) and multi- computed at the regular rate plus the produc- roll period amount to $35. By refperene
plying by the number of days in the tion bonuses earned during the preceding to the table applicable to a weekly pay-
period, including Sundays and holidays, week. A withholding exeinption of $12 is al- roll period, it will be found that the $35
Thus, the withholding exemption allow- lowable against each such wage payment. wage payment falls within the wagebracket from $32 to $36 and the amount
able for a pay-roll period of 10 days is If an employee's compensation consists of the tfx to be withheld shown opposite
$17.10. of wages paid with respect to a particular such bracket Is $1.10.

(d) Wages paid without regar to any pay-roll period and in addition thereto If an employer elects in'the case of
period. In the case of wages paid with- bonuses or commissions paid with respect any employee to determine the tax under
out regard to any particular period, as, to a different period or without regard to the wage bracket tables and such em-
for instance, commissions paid to a sales- any particular period, the amount of the ployee Is paid in addition to his regular
man upon completion of a sale, the with- vithholding exemption allowable with re- wages extra compensation in the form of
holding exemption is measured by the spect to such wage payments shall, at bonuses, commissions, etc.j no withhold-
number of days elapsed since the date of the option of the -employer, be deter- ing exemption under section 466 (b) is
the last payment of wages to such em- mined in accordance with either of the allowable for the purpose of computing
ployee by such employer during the following methods: the amount of the tax to be withheld
calendar year, or the date on which em- (1) The amount of the withholding ex- upon such additional compensation, In
ployment with such employer began- emption allowable with respect to the any such case, the amount of the tax to
during the calendar year, or January 1 regular wage payment and the amount be withheld shall be determined in ac-
of such calendar year, whichever is the allowable with respect to the bonuses or cordance with the following rules:
later. commissions may be determined inde-

Example. On April 1, 1943, A, an indvId- pendently under the rules applicable to (a) if the employee's compensation
Ual, was employed by the X Real Estate Co. each. Thus, if a person receiyes a weekly reac payrl pero consitoah
to sell real estate on a commission basis, salary for a 26-week period and at the wages, the aggregate of the wages paid
commissions to be paid only upon consum- end of such'period receives a bonus paid for each pay-roll period shall be con-
mation of sales. On May 20, 1943, A re- with respect to the 6-month period, a sidered as a single wage payment for the
ceived a commission of $300.' Again, on -withholding exemption of $12 is allow- ofe deteriingl thge papprtoprithe
June 15, 1943, A received a commission of able in respect to each weekly wage pay- purpose 6f determining the appropriate
$400. The amount of the withholding ex- wage bracket and the amount of the tax
emption allowable in respect of the com- ment, or an aggregate' of $312 for the to be withheld under the table. For
mission paid on May 20 is ($1.71X 50) $85.50; 26-week period, and a withholding ex- example, a salesman employed at a
and the withholding exemption allowable emptionlof $312 is allowable with respect monthly salary of $100plus commissions
with respect to the commission paid on June to the bonus paid for the 6-month pe- on sala ring each m o e
15 is ($1.71X26) $44,46. riod. Since the aggregate of the with- on sales made during each month re-

(e) Maximum withoiding exemption, holding exemptions all6wable with re- tion to his regular salary, commissions
Under section 466 (b) (5) the total with- spect to the weekly wage and the bonus amounting to $160. By reference to the
holding exemption allowable to any in- equals the maximum allowance of $624 table applicable to a monthly pay-roll
dividual with respect to wages received for the calendar year in the case of such pe appl be fo thatnthe $260
from any one employer during a calen- individual, no withholding exemption is weod, t fals wthn the wae
dar year shall not exceed the amount allowable with respect to any further bage payment falls within the wagewags pidto uch em loy e b te sme bracket from $240 to $280 and the
which would have been allowable if such wages paid to such'employee by the same amount of the tax to be withheld shown
individual had had an annual pay-roll employer during the calendar year; or opposite such bracket Is $10.40.
period. Thus, the maximum amount of (2) The withholding exemption may (b) If the employee's compensation
the exemption allowable with respect tO be determined as if the aggregate of the

additional wages and the regular wages cotisists of wages paid with respect to a
wages paid to an employee by any one constituted a single wage payment for particular pay-roll period and additional
employer during a calendar year is $624. the regular pay-roll period. For ex- wages in the form of bonuses, commis-

If the amount of the exemption allow- ; ample, an employee is paid a monthly sions, etc., paid with respect to a dif-
able with respect to wages paid for any
period of one week or more exceeds the salary of $50 plus a bonus and commie - ferent period or without regard to any
amount of wages paid with respect to sions determined at the end of each 3- particular period, the amount of the tax
such period, the unused portion of the month period. The bbnus and commis- to be withheld may, at the option of the
exemption allowable with respect to such sion for a particular 3-month period employer, be determined by either of the
period may not be carried over to a sub- amount to $375 which together with his following methods: (1) The amount of
sequent period. Thus, if an employee's regular monthly salary of $50 make a the tax to be withheld on the regular
wages for a semimonthly pay-roll period total of $425. The mount of the with. wages shall be'determined under the ap-
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propriate wage table, and the amount of
the .tax to be withheld on the additional
wages shall be 5 percent of each such
wage payment, or (2) the aggregate of
the additional wages and the regular
wages shall be- considered as a single
wage payment and the amount of the tax
to be withheld shall be determined under
the table applicable to the regular pay-
r61 period. For example, an employee
Is paid a weekly salary of $65 plus a bonus
determined at the end of each 3-month
period. For a particular 3-month period,
the employee is paid a bonus of $115.
Under the method provided in (1), the
amount of the tax to be withheld on
the weekly wages as shown on the
table provided for a weekly pay-roll
period is $2.60, and the amount of the
tax to be withheld on the bonus is 5
percent of $115, or $5.75. Under the
method provided in (2), the amount
of tiie tax -to be withheld on the aggre-
gate wage payment of $180 under the
tablt applicable to a weekly pay-roll
period is $8.10.. If, in the case of an employee, the wage
bracket tables for determining the
amount of the tax to be withheld are
used for only a portion of the calendar
year, and the exact 5 percent method is
used for the balance of the calendar year,
the maximum withholding exemption al-
lowdble with respect to the wages paid
by-suc. employer to such employee ditr-
'ing the portion of the calendar _year fol-
lowing such change shall not exceed an
amount equal to the product of the with-
holding exemption applicable with re-
spect to such'employee's pay-roll period
multiplied by the number of such periods
in the remaining portion of the calendar
jtear.

Example. In the case of certain employees
having a weekly pay-roll period ending on
Thursday of each week, an employer used the
wage bracket tables for determining the tax
to be withheld during the first quarter of
'the calendar year 1943. For "hQ pay-roll

,period ending on Thursday, April 1, 1943, and
for subsequent pay-roll periods during the
calendar* year 1943, the employer used the
exact 5 percent method for computing the
amouit of the tax to be withheld. The naxi-
mum amount qf the 'withholding exemption
allowable with respect to the. wages paid
each employee during the balance of the
calendar year is $12 (the withholding exemp-
tion applicable to a weekly pay-roll period)
multiplied by 40 (the number of weekly pay-
roll periods remaining in the calendar year),
or $480.

§ 29.466-4 Tax paid by recipient. Sec-
tion 466 (d) provides that if the'tax re-
quired to be withheld, collected, and paid
by the withholding 'agent is paid by the
recipient of the income, it shall not be
re-collected from the withholding agent.
Such payment does not, however, o er-
ate to relieve the withholding agent from
liability for interest or additions to the
tax imposed for failure to withhold, colk
lect, and pay, the tax within the time
prescribed by law or regulations made
in pursuance of law. Interest and addi-
tions to the tax shall be computed from
the-date prescribed in section 468 for the
making of the return and payment of the
tE4x by the withholding agent to the date
of payment of the tax by the recipient of
the income. In general, for interest andadditions to tax for failure to make re-

turn or pay the tax within the time pre-
scribed by law, see sections 291 to 299,
inclusive. For minimum addition to tax
fQr failure to- make return within the
time prescribed by law, see section
470 (c).

§ 29.46&-5 Return of income and credit
for tax withheld at source. The entire
amount of the wages from which the tax
Is withheld shal be Included in gross In-
come in the return required to be made
by the recipient of the income without
deductions for such tax. The tax with-
held at source, however, is allowable as
a credit against the victory tax imposed
upon the recipient of the Incbme and any
excess thereof over the amount of the
victory tax is allowable as a credit
against the tax imposed by sections 11
and 12 or the tax imposed by section 400,
as the case may be. Any excess of the
tax withheld at source over the aggre-
gate of the tax imposed by chapter 1
shall be refunded to the recipient of the
income. If the tax has actually been
withheld and collected at the source, re-
fund shall be made to the recipient of
the income even though such tax has not
been paid over to the Government by the
withholding agent. See section 322. For
the purpose of the credit, the recipient
of the income Is the person subject to the
tax imposed under chapter 1 upon the
wages from which the tax was withheld.
For instance, If a husband and wife
domiciled in a community property State
make separate returns, each reporting
for income tax purposes one-half of the
wages received by the husband, each
spouse is- entitled to one-half of the
credit allowable for the tax withheld at
source with respect to such wages.

Example. A and B are married and living
together and have two dependent children
throughout the calendar ycar 1943. Their
joint return for 1943 dlclosze normal tax of
$1,075.02, surtax of C6,605.33O and victory tax
(before allowance at the credit provided in
section 453) of 6993.80. A credit under the
provisions of section 453 is claimed on ac-
count of premiums paid In the amount of
$628 on life insurance In force on Eeptember
1, 1942, and the purchace of war raving3
bonds during the calendar year 1943 at a
cost of $1,200. The victory tax withheld at
the source from the vages of A amounts to

A968.90. The tax liability of A and B for
the calendar year 1943 Is shown as followa:
Victory tax (gross) -993. ED
Credit claimed under section 453

(not to exceed post war credit)
1. Premiums paid on life

insurance 628.03
2. Purchase of war bonds- 1,200.00

!Total ........ 1, 828. CDO
Post war credit:

44 percent of e993 0, or
$1.200, whichever Is the

l~r...... .. $437.2

Credit allowable under rection 453. $437.27

Victory tax (net) ....... 556.83
Less: Credit for tax withheld at
soure. -- -98.80

Excess credit (allowable againmt
other income tax)------ 412.27

Income tax:
Normal tox..... 1,075.02
Surtax .0, 0C05. 33

Total- ------------------ 7, 60.35

r 5, 1913 15217

Loss: Balance of credit far tax
withheld at source--- - $412.27

income tax payable 7,263. 03

§ 29.466-6 Included and excluded
tcages. If a portion of the remunera-
tion paid by an employer to his em-
ployee for services performed during a
pay-roll period constitutes wages, and
the remainder does not constitute wages,
all the remuneration paid the employee
for services performed during such pe-
riod shall for purposes of withholding-
be treated alike, that is, either all in-
cluded as wages or all excluded. The
time during which the employee per-
forms services, the remuneration for
which under section 465 (b) constitutes
wages, and the time during which he
performs services, the remuneration for
which under such section does not con-
stitute wages, determine whether all the
remuneration for services performed
during the pay-roll period shall be
deemed to be included or excluded.

If one-half or more of the employee's
time in the employ of a particular per-
son in a pay-roll period is spent in per-
forming services the remuneration for
which constitutes wages, then all the
wages paid the employee for services
performed in that pay-roll piiod shall
be deemed to be wages.

If less than one-ialf of the employee's
time In the employ of a particular par-
sop in a pay-roll period is spent in per-
forming services the remuneration for
which constitutes wages, then none of
the wages paid the employee for services
performed in that pay-roll period shall
be deemed to be wages.

Example (1). Employe A Is employed by
B who operates a farm and a store. The re-
muneration paid A for services on the farm is
excepted as remuneration for agricultural
labor, and the remuneration for services per-
formed in the store constitutes wages. Em-
ployee A Is paid on a monthly basis. During
a particular month, A works 120 hours on the
farm and E0 hours In the store. None of the
remuneration paid A for services performed
during the month Is deemed to be wmages.
since the remuneration paid for I.ss than
one-half of the services performed during the
month constitutes wages.

During another month A works 75 hours
on the farm and 120 hour In the store. All
of the remuneration paid A for services per-
formed during the month Is deemed to be
wages since the remuneration paid for one
half or more of the services performed during
the month constitutes wages.

Example (2). Employee C Is employed as
a maid by D, a physicia, whose home and
ofice are located In the same building. The
remuneration paid C for services In the home
Is excepted rz remuneration for domestic
service, and the remuneration paid for her
services in the office constitutes wages. C
Is paid on a weekly basis. Dzu-ing particular
weeh 0 works 20 hours In the home and 20
boura In the office. All of the remuneration
paid 0 for services performed during that
wee& is deemed-to be wages, since the re-
muneration. paid for one-half or more of the
cervices performed during the week consti-
tutes wager.

During annother week C works 22 hours in
the home and 15 hours in the ofce. None.
of the remuneration paid C for services per-
formed during that week is deemed to be
w-age, since the remuneration paid for more
than one-half of the services performed dur-
Ing the weeL does not constitute wages.
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The rules set forth in this section do 4

not apply with respect to any remunera-
tion paid for services performed by an
employee for his employer if the periods
for which remuneration is paid by the
employer vary to the extent that there
Is no period which constitutes a pay-roll
period within the meaning of section 465
(a). In such a case withholding is re-
quired with respect to that portion of
such remuneration which constitutes
wages.

SEC. 467. WrHHOLDINO AGENT [as added
by sec. 172 (a), Rev. Act 1942].

(a) Collection of tax. The tax required to
be withheld by section 466 shall be collected
by the person having control of the payment
of such wages by deducting such amount
from such wages as and when paid. As used
in this subsection, the term "person" in-
cludes officers and employees of the United
States, or of a State, Territory, or any politi-
cal subdivision thereof, or of the District
of Columbia,, or, any agency or instrumental-.
Ity of any one or more of the foregoing.

(b) Indemnification of withholding agent.
Every ,person required to withhold and col-
lect any tax under this part shall be liable
for the payment of such tax, and shall not
be liable to any person for the amount of
any such payment.

(c) Adjustments. If more or less than the
qorrect amount of tax is withheld or paid
for any quarter in any calendar year, proper
adjustmehts, with respect both to the tax
withheld or the tax paid, may be made in
any subsequent quarter of such calendar
year, without interest, in such manner and
at such times as may be prescribed by regu-
lations made by the Commissioner, with the
approval of the Secretary.

§ 29.467-1 Collection of and liability
for tax. Under the provisions of section
467, the withholding agent is required to
collect the tax by deducting the amount
thereof from the employee's wages as
and when paid, either actually or con-
structively. The- withholding agent is
required to collect the tax notwithstand-
ing the wages are paid in something
other than money, (for example, wages
paid in stock or bonds; see § 29.465-2)
and to pay the tax to the collector in
money. If wages are paid in property
other than money, necessary arrange-
ments should be made between the em-
ployer and employee to insure that the
amount of the tax is available for pay-
ment to the collector.

Every person required to withhold and
collect the tax under section 466 from
the wages of an employee is liable for the
payment of such tax whether or not it is
collectedofrom the employee:- If, for ex-
ample, an employer deducts less than the
correct amount of tax, or if he fails to
deduct any part of the tax, he is never-
theless liable for the correct ambunt of
the tax. See, however, section 466 (d),
relieving the withholding agenit from
liability for the tax if such tax has been
paid by the recipient of the income. The
amount of any tax withheld and collected
by a withholding agent is a special fund
In trust for the United States (see sec-
tion 3661.

Except as otherwise exloressly indi-
cated or manifestly inconsistent there-
with all provisions of law, including
statutes of limitations, applicable with
respect to the assessment and collection

and refund or credit of the taxes imposed
by chapter 1 are applicable to the tax
required to be collected at" the source.

The withholding agent is relieved of
liability to any other person for the
amount of any tax withheld and paid
to the collector pursuant to the provi-
sions of section 466.

§ 29.467-2 Quarterly adjustments-
(a) In general. Iffor any quarter of the
calendar year, more or less than the cor-
rect amount of the tax is withheld, or
more or less than the correct amount of
the tax is paid to the collector, proper
adjustment, without interest, may be
made in any subsequent quarter of the
same calendar year. No adjustment,
however, under the provisions of this
section shall be made in respect of-any
quarter after the mailing of a statutory
notice of deficiency under the provisions
of section 272, the makingl of a jeopardy
assessment under the provisions of sec-
tion 273, or the filing of a claim for re-
fund under the provisions of section 322,
in respect of such quarter. Every return
on which an adjustment for a preceding
quarter is reported must have securely
attached as a part thereof a statement,
in duplicate, explaining the adjustment,
and designating the quarterly return
period in which the error occurred. If
an adjustment of an overcollection of tax
which the withholding agent has repaid
to an employee is reported on a return,
such statement shall include the fact
that such tax was tepaid to the employee.

(b) Less than correct amount of tax
withheld. If none, or less than the cor-
rect amount, of the tax is deducted from
any wage payment and the error is as-
certained prior to the making of the re-
turn on Form V-1 for the quarter in
which such wages are paid, the with-
holding agent shall nevertheless report
on such return and pay to the collector
the correct amount of the tax required
to be withheld. If the error is not ascer-
tained until after the making of the re-
turn on Form V-1 for the quarter in
which such wages are paid, the under-
collection may be corrected by an ad-
justment on the return for any subse-
quent quarter of the same calendar year,
subject; however, to the limitations noted
in paragraph a). The amount of any
undercollection adjusted in accordance
with this subseetlon shall be paid tothe
collector, without interest, at the time
prescribed for payment of the tax for
the quarter in which such adjustment
is made. If an adjustment is made pur-
suant to this subsection but the amount
thereof is not paid when due, interest
thereafter accrues. See section 294.

If none, or less than the correct
amount, of the tax is withheld from any
wage payment, the withholding agent
may correct the error by deducting the
amount of the undercollection from re-
muneration of the employee, if any, un-
der his control after he ascertains the er-
ror. Such deduction may be made even
though- the remuneration, for any rea-
son, does not constitute wages. The ob-
ligation of an employee tothe withhold-
ing agent with respect to an undercollec-
tion of tax from the employee's wages
not subsequently corrected'by a deduc-

tion made as prescribed herein Is a mat-
ter for settlement between the employee
and the withholding agent. In this con-
nection, see section 466 (d) relieving the
withholding agent from liability for col-
lection of the tax If such tax has been
paid by the employee or other recipient of
the wages.
(c) More than correct amount o? tax

withheld. If, In any quarter, more than
the correct amount of tax Is deducted
from any wage payment, the overcollec-
tion may be repaid to the employee In,,
any quarter of the same calendar year.
If the amount of the overcollection Is re-
paid, the withholding agent shall ob-
tain and keep as part of his records the
written receipt of the employee showing
the date and amount of the repayment.

If an overcollectign In any quarter is
repaid and receipted for by the employee
prior to the time the return on Form V-1
for such quarter Is filed with the collector,
the amount of such overcollection shall
not be included in the return for such,
quarter.

Subject to the limitations provided In
paragraph (a) of this section, If an overm
collection in any quarter Is repaid and re-
celpteh1 for by the employee after the

-time the return on Form V-1 for such
quarter Is fied and the tax Is paid to the
collector, the overcollection may be cor-
rected by an'adjustment on the return
for any subsbquent quarter of the same
calendar year.

Every overcollection not repaid and re-
ceipted for by the employee asprovided
In this subsection must be reported and
paid to the collector with the return on
Form V-1 for the quarter In which the
overcollection Is made.

SEc. 468. RETURN AND PAYMENT BY WITH-
HOLDING AGENT [as added by see. 172 (a), Rev,
Act 1942]:

In lieu of the time prescribed in sectiond
53 and 56 for the return and payment of tho
tax imposed y this chapter, every person
required to withhold and collect any tax un-
der section 466 shall make a return and pay
such tax on or before the last day of the
month following the close of each quarter
of each calendar year. Every such person
shall include with the final return for the
calendar year a duplicate copy of each receipt
required to be furnished under section 409,
Every such person shall also keep such rec-
ords and render under oath such statements
with respect to the tax so withheld and col-
lected as may be required ubnder regulations
prescribed by the 'Commissioner, with the
approval of the Secretary.

§ 29.468-1 Return and payment by
withholding agent. Every person re-
quired to withhold and collect any tax
under section 466 shalf make a return
and pay such tax on or before the last day
of the month following the close of each
of the quarters ending March 31, June 30,
September 30, and December 31. Such
return Is to be made on Form V-i, Re-
turn of Victory Tax Withheld, and must
be filed with the collector of Internal
revenue for the district in which Is lo-
cated the principal place of business or
office of the employer, or If he has no
principal place of business or office, then
In the district in which is located his
legal residence. There shall be Included
with the return filed for the fourth quar-
ter of the calendar year, or with the
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employer's final return, if filed at an
earlier date, a duplicate of each State-
ment of Victory Tax Withheld (Form
V-2) (see § 29.469-1), together with Rec-
onciliation of Quarterly Returns of Vic-
tory Tax Withheld with Statements of
Victory Tax Withheld (Form V-3). In
the case of a large number of duplicate

. statements (Form V-2), they may be for-
warded to the collector in a separate
package, properly identified by reference
to the return (Form V-1). In such case
Form V-3 should accompany the dup-
licate statements (Form V-2). Employ-
ers witlahnumerous establishments or pay
rolls should assemble the duplicate state-
ments by establishment or by pay roll.

Every person required to withhold,
collect, and pay any tax under section
466 shall keep such records as will indi-
cate the persons employed during the
year, paymexits to whom are subject to
withholding, the periods of-employment,
and the amounts and dates of payment
-to such persons. Such records shall be
kept at all times available for inspection
by internal-revenue officers, and shall be
retained so long as the contents thereof
may become material in the administra-
tion of any internal-revenue law.

The return must be signed and swdrn
to by the employer or other person re-
quired to withhold, collect, and pay the
tax. The return may be sworn to be-
fore any person authorized by law to
administer oaths for general purposes,
or without charge, before. any collector
of internal revenue or deputy collector.

If the person required to withhold,
collect, and pay the tax under section
466 is a corporation, the return shall be
made in the name of the corporation
and shall be sworn to by the president,
vice president, or other principal officer.

With respect to any tax required to
be withheld under section 466 by a
fiduciary, the return shall be made in
the name of the individual, estate, or
trust for which such fiduciary acts, and
shall be sworn to by such-fiduciary. For
returns made by one of two or more joint
fiduciaries, see section 142 (b).

The last return on Form V-1 for any
employeg required to withhold, collect,
any pay any tax under section 466 who
ceased to pay wages shall be marked
'"Final return" by such employer. Such
final return shall be filed with the col-
lector on or before the thirtieth day
after the date on which the final pay-
ment of wages is made for services per-
formed for such ,employer, and shall
plainly show the period covered and also
the date of the last payment of wages.
There shall be executed as part of each
final return a statement, in duplicate,
giving the address at which the records
required by this section will be kept,
the name of the person keeping such.
records and, if the business has been
sold or otherwise transferred to another
person, the name and address of such
person and the date' on which such sale
or other transfer took effect. If no such
sale or transfer occurred or the em-
ployer does not know the name of the
person to whom the business was sold
or transferred, that fact should be in-
eluded in the statement. An employer
who has only temp6rarily ceased to pay

wages, including an employer engaged
in seasonal activities, sbll continue to
file returns, but shall enter on the face
of any return on which no tax is re-
quired to be reported a statement
showing the date of the last payment of
wages and the date when he expects to
resume paying wages.

S=. 469. Ercrr [as added by Ec. 172
(a), Rev. Act 1942].

(a) Wages. Every employer required to
withhold and collect a tax In respect of the
wages of an employee shall furnish to each
such employee In respect of his employment
during the calendar year. on or before Janu-
ary 31 of the succeeding year, or, If his em-
ployment Is terminated before the close of
such calendar year, on the day on v.hich the
last payment of wavge is made, a written
statement showing the period covered by the
statement, the wage paid by the employer
to such employee during such period, and the
amount of the tax withheld and collected
under this part Iin re:pect of such wages.

(b) Acgulations. The statements required
to be furnmhed by this cection shall be In
lieu of the return required to be furnishcd
-by the employer with re-spect to his employee
under section 147 and shal be furnkhed at
such other times, shall contain such other
information, and shall be In such form as
the Commis-oner, with the approval of the
Secretary, may by regulations prescrib. -

(c) E tenson of time. The Commis-ioner,
under such regulations as he may prescribe
with the approval of the Secretary, may grant

.to any employer a reasonable extenslon of
time (not In exces of 20 days) with r---pct
to the statements required to ha furnshed
to employees on the day on uhich the la t
payment of wages is made.

§ 29.469-1- Receipts for tax withlheld at
source on wages-(a) In general Every
employer or other person required to
withhold and collect a tax under section
466 shall furnish to each employee in re-
spect of his employment during the cal-
endar year a written statement on Form
V-2, showing the period covered, the
wages paid to the employee-during such
period, and the amount of tax withheld.
The Form V-2 shall show a)! remunera-
tion actually or constructively paid to the
employee durh the calendar year
whether or not constituting wages and

-whether or not tax has been withheld
therefrom. Statements prepared In sub-
stantially like form'and size, but in no
case larger than 8 by 3% inches, will be
acceptable. This statement shall be fur-
nished to the employee on or before Jan-
uary 31 of the succeeding calendar year,
or, if his employment'is terminated be-
fore the close of such calendar year, on
the day on which the last payment of
wages is made. Statements of Victory
Tax Withheld (Form V-2) shall be pre-
pared In duplicate, the original of which
shall be furnished to the employee as
prescribed. The dupllcate statements
shall be transmitted to the collector with
Form V-1 for the fourth quarter of the
calendar year and Form V-3.

For wages, salaries, or other remunera-
tion paid in.1943 and subsequent years,
the statement on Form V-2 shall take the
place of Form 1099, Information Return.

(b) Extension of time in case of termf-
nation of employment. An extension of
time, not exceeding 30 days, within which

'This part comprLes sections 465 to 470,
inclusive.

to furnish the statement required by sec-
tion 469 (a) is granted any employer with
respect to any employee whose employ-
ment Is terminated during the calendar
year. In the case of intermittent or
interrupted employment where there is
reasonable expectation on the .part of
both employer and employee of further
employment, there is no requirement that
a statement be immediately furnished
the employee; but when such expecta-
tion ceases to exist, the statement must
be furnished within 30 days from that
time.

Sm. 470. Przznrn [as added by sec. 172
(a), Rev. Act 19421.

(a) Penaltfie for fraudulent recapt or fail-
ure to furnfh receipt. In lieu of any other
penalty provided by law (except the penalty
provided by subsection (b) of- this section),
any person required under the provisions of
cectlon 463 to furnish a receipt in respect of
'tax withheld pursuant to this part" who
wilfully furnishes a false or fraudulent re-
ceipt, or who wilfully falls to furnish a receipt
In the manner, at the time, and showin- the
information required under section 4E9, or
regulations prescried thereunder, salnl for
each ouch failure, upon conviction thereof,
be fined not more than $1.0, or imprisoned
for not more than one year, or both.

(b) Additional penalty. In addition to the
penalty provided by subsection (a) of this
sectlon, any person required under the pro-
vLions of secton 469 to furnish. a receipt in
respect of taxwithheld prsusa to this part
who wi1lfully furnishes a false or fradulent;
receipt, or who wilfully fails to furnish a
receipt in the manner, at the time, and show-
lng the lnformation required under section
469, or reaulations prescribed thereunder,
nhall for each such failure be subject to a
civil panalty, of not more than $50.

(c). Failure of w-itoldi o g agent to fie
return. In -6 of any failure to make and -
file return required by this part,' within the
time prescribed by law or prescribed by the
Comnmi-oner in pursuance of law, unle s itis
shown that such failure Is due tQ reasonable
caufa and not due to vilful neglect, the addl-
tion to the tax provided for n section 291
sall not be less than $5.

§ 29A70-1 Penalties -- (a) Fraudulent
receipt or failure to furnish receipt. Sec-
tion 470 imposes criminal and civil pen-
alties for the willful failure to furnish a
receipt in the manner, at the time, and
showing the information required under
section 469 or regulations prescribed
thereunder or for willfully furnishing a
false or fraudulent receipt. Thecrim-
inal penalty is a fine of not more than
$1,000 or imprisonment for not more
than one year, or both, and the civil pen-
alty is a fine of not more than $50 for
each such violation. Such penalties are
in lieu of any other penalties provided by
law rezpecting the failure to furnisn a
receipt or the furnishing of a false or
fraudulent receipt.

(b) Addition to tax for failure to ftle
return. In case of any failure to make
and file a return required by section 463
within the time prescribed by law, unless
failure to file the return within the pr&-
scribed time is shown to the sdtisfaction
of the Commissioner to be due to reason-
able cause and not to willful neglect, the
addition to the tax provided by section
291 shall not be less than $5. For inter-
-st and additions to tax for failure to

make return or pay tax within the time
prescribed by law, see generally sections
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291 to 299, Inclusive; for criminal pen-
alties, see section 145 and § 29.145-1. -

EXPIRATION DATE AND DEFINITIONS

SEC. 45. DErINrrIoNs [as added by sec.
172 (a), Rev. Act 1942].

(a) Net income. When used in this title,
where not otherwise distinctly expressed or
manife'tly incompatible with the intent
tliereof, the term "net income" shall be con-
strued to mean "victory tax net income" for
the purposes of this subchapter.

(b) Date of cessation of hostilities in the
present war. As used in this subehapter, the
term "date of cessation of hostilities in the
present war" means the date on which, hos-
tilities in the present war between the United
States and the governments of Germany,
Japan, and Italy cease, as fixed by proclama-
tion of the President or by concurrfent reso-
lution of the two Houses of Congress, which-
ever date Is earlier, or in case the hostilities
between the United States and such govern-
ments do not cease at the same time, such
date as may be so fixed as an appropriate date
for the purposes of this subchapter.

§ 29.475-1 Definitions-a) Net in-
come as victory tax net income. The
term "net income" as used throughout
the Internal Revenue Code, where not
otherwise distinctly expressed or mani-
festly incompatible with the Intent
thereof, shall be construed to mean
"victory tax net income" for the purposes
of the victory tax.

(b) Date of cessation of hostilities in
the present war. The term "date. of ces-
sation of hostilities in the present war"
means the date on which hostilities in
the present war between 'the United
States and the Governments of Germany,
Japan, and Italy cease, as fixed by proc-
lamation of the President or concurrent
resolution of both Houses of Coigress,
whichever date is earlier, or, In case the
hostilities between the United States and
such Governments do not cease at the
same time, such date as may be fixed
by proclamation of the President or by
concurrent resolution of both Houses
of Congress as an appropriate date for
the purposes of the victory tax.

ScC. 476. ExPIATION DATE [as added by see.
172 (a), Rev. Act 1942, and amended by see.
2 (c), Current Tax Payment Act 1943].

The tax Imposed by Part I of this sub-
chapter shall not apply with respect to any
taxable year commencing after the date of
cessation of hostilities in the present war.
The tax imposed by Part I 1 

of such sub-
chapjpr shall not apply with respect to any
wages paid after June 30, 1943, unless paid
during the calendar year 1943' with respect
to a payroll period beginning on or before
such date. [NoTE. Under sec. 2 (d), Cur-
rent Tax Payment Act 1943, the amendment
by sec. 2 (c) -hereof Is effective July 1, 1943.
Prior to such amendment, section 476 read
as follows: "The taxes imposed by this sub-
chapter shall not apply with respiect to any
taxable year commencing after the date of
cessation of hostilities in the present war."]

SUBPART E---PERSONAL HOLDING CODTANIES

SEC. 500. SURTAX ON PERSONAL HOLDING COaM-
PANIES [as amended by sec. 203, Rev. Act 1940;
sec. 110 (a), Rev. Act 1941; sec. 181, Rev. Act
1942].

There shall be levied, collected, jand paid,
for each taxable year beginning after Decem-
ber 31, 1938, upon the undistributed subchap-

Part I comprlses sections 450 to 456, Inclu-
sive. Part I comprises sections 465 to -470,
inclusive.

ter A net Income of every personal holding
company (in addition to the taxes imposed
by chapter 1) a surtax equal to the sum of
the.following:

(1) 75 per centum of the amount thereof
not in excess of $2,000; plus

(2) 85 per centum of the amount thereof
in excess of $2,000.

[NOTE: Under sec. 101, Rev. Act 1942, the
rates of tax specified in this section are ap-
plicable only with respect to taxable years
beginning after December 31, 1941.]

§ 29.500-1 Surtax on personal holding
companies. Section 500 imposes (in ad-
dition to the taxes imposed by hapter 1)
a graduated income tax or surtax upon
corporations classified as personal hold-
ing companies and, under the circum-
stances specified in section 501 (c), upon
an affiliated group of railroad -corpora-
tions. Corporations so classified are ex-
empt from the surtax on corporations
impioperly accumulating surplus im-
posed'by section 102, but are not exempt
from the other taxes imposed by chapter
1. Unlike the surtax imposed by sec-
tion 102, the surtax imposed by section
500 applies to all personal holding com-
panies defined as such in section 501
and § 29.501-1, regardless of whether or
not they were formed or availed of to ac-
cumulate earnings or profits for the pur-
pose of avoiding surtax upon sharehold--
ers. The surtax imposed by section 500
Is 75 percent of the amount of the un-
distributed subchapter A-net Income not
in excess of $2,000, and 85 percent of the
amount of the undistributed subchapter
A net income in excess of $2,000. For
the alternative tax where the net long-
term gain for any taxable year exceeds
the net short-term capital loss, see sec-
tion 117 (c) and the regulations there-
under.

A foreign corporation, whether resi-
dent or nonresident, which is classified
as a pers6nal holding company under
section 501- (not including a foreign per-
sonalflolding company as defined in sec-
tIon 331) is subject to the tax imposed
by section 500 with respect to its in-
come from sources within the United
States even though such income Is not
fixed or determinable annual or periodb-
cal income specified in section 231 (a).
(See section 119.)" The term "personal
holding company," as used in subchap-
ter' A of chapter 2, does not include a
foreign corporation if (1) its gross in-
come from sources within the United
States for the period specified in section
119 (a) (2) (B) is less than 50 percent
of its total gross income from all sources
'and (2) all of its stock outstanding dur-
ing the last half of the taxable year is
owned by nonresident alien individuals,

'whether directly or indirectly through
other foreign corporations.

SEc. 50L DEFINITIONS OF PERSONAL HOLD-
ING COMPANY [as amended by secs. 182 (a),.
183, Rev. Act. 1942.]

(a) General rule. For the purposes of this
subchapter and chapter 1, the term "per-
sonal holding company" means any corpo-
ration if-

(1) Gross income requirement. At least
80 per centum of its gross income for the
taxable year is personal holding *company
income as defined in section 502; but if the
corporation Is a personal holding company
with respect to any taxable year beginning

after December 31, 1936, then, for each sub-
sequent -taxable. year, the minimum per-
centage shall be 70 per centum in lieu of 80
per centum, until a taxable year during the
whole of the last half of which the stocl own-
ership required by paragraph (2) does not
exist, or until the expiration of three con-
secutive taxable years in each of which less
than 70 per centum of the gross Income Is
personal holding company Income, antil

(2) Stock ownership requirement. At any
time during the last half of the taxable year
more than'50 per centum In value of its out-
standing stock Is owned, directly or Indi-
rectly, by or for not more than five Indi-
viduals.

(b) Exceptions. The term "personal hold-
ing company" does not Include-

(1) A corporation exempt from taxation
under section 101.

(2) A bank as defined in section .104,
(3) A life Insurance company.
(4) A surety company.
(5) A foreign personal holding company

as defined in section 331.
(6) A licensed personal finance company

under State supervision, at least 80 per
centum of the gross income of which Is lawful
interest received from Individuals each of
whose Indebtedness to such company did not
at any time during the taxable year exceed
$300 in principal amount, If such interest
Is not payable In advance or compounded
and is computed only on unpaid balances,

(7) A loan or investment corporation, a
substantial pa# of the business of which
consists of receiving funds not subject to
check and evidenced by Installment or fully
paid certificates of indebtedness or invest-
men, and making loans and discounts, and
the loans to a person who ,Is a shareholder
in such corporation during such taxable.
year by or foe who& 10 per centum or more
in value of its outstanding stock Is owned
directly or indirectly (including In the case
.of an individual, stock owned by the mem-
bers of his family as defined in section 803
(a) (2)) outstanding at any time during such

-year do not exceed $5,000 In principal amount,
[NOTE: See. 182 (b), Rev. Act, 1942, provides
that the amendment of sec. 501 (b), Internal
Revenue Code, by sec. 182 (a), Rqv. Act 1042,
shall be applicable "to taxable years begin-

"ning after December 31, 1041, except that
if a taxpayer, within the time and In the
manner and subject to such regulations as
the Commissioner with the approval of the
Secretary prescribes, elects to have such
amendments apply retroactively to all tax-
able years of the taxpayer beginning after
December 31, 1938, and not beginning after
December 31, 1941, such amendments shall
be applicable to such taxable years."]

(c) Corporations making consolidated re-
turns. If the common parent corporation
of an affiliated group of corporations making
a consolidated return under the provisions
of section 141 satisfies the stock ownership
requirement provided In section 501 (a) (2),
and the income of such affiliated group, de-
termined as provided In section 141, satisfies
the gross income requirement provided In
section 501 (a) (1), such affiliated group shall
be subject to the surtax imposed by this
subchapter. The preceding sentence shall
apply only if the common parent corporation
Is a common parent of an affiliated group of
railroad corporations which would be eligible
to file consolidated returns under section 141
prior to its amendment by the Revenue Act
of 1942.

§ 29.501-1 Definition of personal hold-
ing company. A personal holding com-
pany Is any corporation (other than 6
corporation specified in section 501 (b))
which for the taxable year meets (a) the
gross income requirement specified in
§ 29.501-2, and (b) the stock ownership,
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requirement specified in § 29.501-3. Both
requirements must be satisfied and both
must be met with respect to each tax-
able year.

A loan or investment corporation, as
defined in section 501 (b) (7), Is not tax-
able as a personal holding company; If,
for any prior taxable year (or years) be-
ginning after December 31, 1938, and be-
fore January 1, 1942, such a corporation
classifies as a personal holding company
under section 501 (a), it is not subject
to the surtax imposed by section 500 for
such taxable year (or years) if It elects,
within one year after October 21, 1942,
not to be so taxed. The election can be
made only by the filing of a notice in
writing with the Commissioner of Inter-
nal Revenue, Washington, D. C., atten-
tion Income Tax Unit, within such 1-year
period, requesting that the exemption
granted by section 501 (b) be applied to
such prior taxable year (or years) with
respect to which the corporation was
otherwise subject to surtax as a personal
holding company.

§ 29.501-2 Gross income requirement.
,To meet the gross income requirement,
it is necessary that either of the follow-
ing percentages of gross income of the
corporation for the taxable year be per-
sonal holding company income as defined
in section 502:

(a) 80 percent or more; or
(b) 70 percent or more if the'corpora-

tion has been classified as a personal
-holding company for any taxable year
beginning after December 31, 1936,
unless:

(1) A taxable 'year has intervened
since the last taxable year for which it
was so classified, during no part of the
last half of which the stock ownership
requirement 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 In-
come 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 in-
come, 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 §§ 29.22
(a)-1 to 29.22 (a)-20, inclusive.

§ 29.501-3 Stook 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 see-
tion 503 and §§ 29.503 (a)-l to. 29.503
'(a)-7, inclusive, and § 29.503 (b)-1.

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
consideration.

In determining whether the statutory
conditions with respect to stock owner-
ship are present at any time during the
last half of the taxable year, the phrase
"in value" shall, in the light of all of the
circumstances, be deemed the value of
the corporate stock outstanding at such
time (not including treasury stock).
This value may be determined upon the
basis of the company's net worth, earn-
ing and dividend paying capqcity, ap-
preciation of assets, together with guch
other factors as have a bearing upon the
value of the stock. If the value of the
stock is greatly at variance with that re-
flected by the corporate books, the evi-
dence of such Value should be filed with
the return. In any case where there are
two or more classes of stock outstanding,
the total valte of all the stock should be
allocated among the different classes ac-
cording to the relative value of each
class therein.

The rules stated in the last two pre-
cedig paragraphs are equally appli-
cable in determining the stock owner-
ship requirement specified in section 502
(e), relating to personal service con-
tracts, and in section 502 (f), relating to,
the use of corporation property by a

-shareholder. The stock ownership re-
: quirement specified In these sections re-

lates, however, to the stock outstanding
.at any time during the entire taxable
year and not merely during the last half
thereof. -

Szv. 802. Pmzozsr. noxnn~a cozn'Azn n.-

For the purpo:es of this subchapter the
term "personal holding company Income"
means the portion of the gross Income which
consists of:

(a) Dividends, nterest (other than In-
terest constituting rent as defined In sub-
section (g)). royalties (other than mineral,
oil, or gas royalties), annuities.
(b) Stock and securitite transactions. Ex-

cept In the case of regular dealers in stock
.or securities, gains from the clo or exchange
of stock or recurities.

(a) Commodities transactions. Gains from
futures transactions In any commodity on
or subject to the rules of a board of trade or
commodity exchange. This subscctlon shall
not apply to gains by a producer, procc=or,
merchant, or handier of the commodity
which arise out of bona fide hedging trans-
actions reasonably necesary to the conduct
of its businezs In the manner in which such
business Is customarily and usually con-
ducted by others.

(d) Estates and trusts. Amounts Includ-
ible in computing the net Income of the cor-
poration under Supplement E of chapter 1;
and gains from the calo or other dlsposition
of any interest n an estate or trust.
(e) Personal sorvfic contracts. (1)

Amounts received under a contract under
which the corporation Is to furish personal
services; if some person other than the corpo-
ration has the right to designate (by name or
by description) the Individual who Is to per-
form the services, or if the individual who Is
to perform the cervices Is desIgnated (6jy
name or by description) In the contract; and

o (2) amounts received from the sale or other
disposition of such a contract. This sub ec-
tion shal apply with respect to amounts re-
ceived for services under a particular con-
tract only If at some time during the taxable
year 25 per centum or more In value of the
*outstanding stock of the corporation Is

owc. directly or indirectly, by or for the
Individual who has performed, is to perform,
or may b designated (by name or by de-
ription) as the one to perform, such

rervicez.
(f) Use of corporation property by share-

holder. Amounts received as compensation
(however designated and from whomsoever
received) for the uze of. or right to use,
property of the corporation In any case whare,
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 ndividual entitled
to the u.e of the property; whether such
right Is obtained directly from the corp(5ration
or by mean of a sublease or other arrange-
mant.

(g) Rents. Rents, unless constituting ED
per centum or more of the groz3 income. For
the purposes of this subzection, the term
"rents" means compensation, however desig-
iated. for the Use of. or right to use, property,

and the Interest on debts owed to the corpora-
tion, to the extent such debts represent the
price for which real propart held primarily
for Eale to customers In the ordinary course
of Its trade or business was sold or exchanged
by the corporation; but does not include
amounts constituting personal holding com-
pany Income under subection (f).

(h) Mineral, oil, or gs rwoatfe. Lilneral,
oil, or gas royalties, unles (1) constituting
60 par centum or more of the gross income,
ead (2) the deductions allowabls under sec-
tion 23 (a) (relating to expenses) other than
compenzation for personal services rendered
by shareholders, constitute 15 per centum.
or more of the gross income.

§ 29.502-1 Personal holding company
income. The term "personal holding
company income" means the portion of
the gross income which consists of the
following:

Ca) Dividends. The term "dividends"
includes dividends as defined in section
115 (a), and amounts required to be in-
cluded in gross income under section 337
(M). See § 29.115-1.
S) Interest (other than interest con-
stituting rent). The term "InterestIR

means any amounts, includible in gross
Income, received for the use of money
loaned except that it does -not include
interest constituting rent (see para-
graph (j) of this section.

(c) Royalties (other than mineral, oil,
or gas royalties). The term "royalties"
includes amounts received 'for the
privilege of using patents, copyrigh,
secret processes and formulas, good will,
trade marks, trade brands, franchises,
and other like property. It does not in-
clude rents, or overriding royalties re-
ceived by an operating company. As
used n this paragraph the term "over-
riding toyaltles means amounts re-
ceived from the sublessee by the oper-
ating company which orginally leased
and developed the natural resource
property in respect of which such over-
riding royalties are paid.

(d) Annuities. The term "annuities"
includes annuities only to the extent in-
cludible in the computation of gross
income. (See section 22 (b) (2).)

(e) Gains from the safe or exchange
of stock or securities. The term "gains
from the sale or" exchange of stdck or
securities" as used in section 502 (b) ap-
plies to all gains (including gains from
liquidating dividends and other distribu-
tions from capital) from the sale or ex-
change of stock or securities includible
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in gross income. The term "stock or
securities" as used in section 502 (b) in-

,eludes shares or certificates of stock, or
interest in any corporation (including
any joint-stock company, insurance
company, association, or other organiza-
tion classified as a corporation by the
Internal Revenue Code), certificates
of interest or participation in any profit-
sharing agreement, or in any oil, gas, or
other mineral royalty, or lease, collateral
trust certificates, voting trust certifi-
cates, stock rights or warrants, bonds,
debentures, 'certificates of indebtedness,
notes, car trust certificates, Bills of ex-
change, obligations issued by or on be-
half of a Government, State, Territory,
or political subdivision thereof. In the
case of "regular dealers in stock or
securities" the term does not include
gains derived from the sale or exchange
of stock or securities made in the normal
course of business. The term "regular
dealer in stock or securities" means cor-
poratiofis with an established place of
business regularly engaged in the pur--
chase of stock or securities and their
resale to customers, but such corpora-
tions are not dealers with respect to
stock or securities held for speculation
or investment.

(f) Gains from futures transactions
in commodities. Gains from - futures
transactions in commodities include
gains from futures transactions in any
commodity on or subject to the rules
bf a board of trade or commodity ex-
change, but do not include gains from
cash transactions or gains by a pro-
ducer, processor, merchant, or handier
of the commodity, which arise out of
bona fide hedging transactions reason-
ably necessary to the conduct of its
business in the manner in which such
business is customarily and usually con-
dudted 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 trans-
actions, though not concurrent with spot
transactions. Futures contracts which
are not hedges against spot transac-
tions are speculative unless they are
hedges against concurrent futures or
forward sales or purchases.

(g) Income from estates and trusts.
The income from estates and trusts
which is to be 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 in-
terest in an estate or trust.

(h) Amounts received under personal
service contracts. Amounts includible
in personal holding company income as
amounts received under personal serv-
ice contracts consist of amounts received
pursuant to a contract under which the
corporation is to -furish personal serv-
ices, and amounts received from a sale
or bther disposition of such a contract
if: -

(1) Some person other than the cor-
poration has the right to designate .(by
name or by description) the individual
who is to perform the services, or if the
individual who is to perform the services
is designated (by name or by descrip-
tion) in the contract; and

(2) At some time during the taxable
year 25 percent or-more in value of the
outstanding stock of the corporation is
owned, directly or indirectly, by or for
the individual who-has performed, is to
perform, or may be designated (by name
or by description) as the one to perform,
such services. For this purpose the
stock-ownership must be determined as
-provided in section 503 and §§ 29.503
(a)-1 to 29.503 (a)-7, inclusive, § 29.503
(b)-1, and the last paragraph of
§ 29.501-3.

The application of section502 (a) may
be illustrated by the following examples:

Example (1). A, whose profession is that
of an actor, owns all of the outstanding
capital stock of the Mi Corporation. The Mi
Corporatidn entered nto a contract with A
under which A was to perform personal serv-
ices for the person or persons whom the i
Corporation might designate, in considera-
tion of which A was to receive $10,000 a year
from the Mi Corporation. The M Corpora-
tioii entered into a contract with the 0
Corporation in which A was designated to
perform personal services for the 0 9orpo-
ration in consideration of which the 0
Corporation was to pay the M Corporation
$500,000 a year. The $5000O0 received by the
I Corporation from the 0 Corporation con-
stitutes personal holding company Income.

Example (2). The N Corporation, the en-
tire outstanding capital stock of which is
owned by four individuals, is engaged in
engineering.- The N Corporation entered
Into a contract with the 0 Corporation to
perform engineering services for the 0 Corpo-
ration, in consideration of which the 0
Corporation was to pay the X Corporation
$50,000. The individual who was to perform

" the services was not designated (by name or
by description) in the contract and no one
but the N Corporation had the right to desig-
nate (by name or by description) such n-
dividual. The $50,000 received by the N
Corporation fromh the 0 Corporation does not
constitute personal'holding company income.

(I) Compensation for use of property.
The compensation for the use of, or the
right to use, property of the corporation
which is to be inclidded in personal hold-
ing company income donsists of amounts.
,received as compensation (however des-
Ignated and from whomsoever received)
for the use of, or the right to use, prop-
erty of the corporation in any case In
which, -at any time during the taxable
year, 25 percent or more In value of
the outstanding stock of the corporation
Is owned, directly or indirectly, by or for
an individual entitled to the use of the
property, whether such right Is obtained
directly from the corporation or by
means of a sublease or:other arrange-
ment. The property may consist of a
yachta city residence, a country house,
'or any other kind of property. See sec-
tion 503 and §§ 29.503 (a)-1 to 29.503
(a)-7, inclusive, § 29.503 (b)-l, and the
last pargaraph of § 29.501-3.

() Rents (including interest consti-
tuting rent). The rents which are to be
Included in personal holding company

income consist of compensation, how-
ever designated, including charter fees,
etc., for the use of, or the right to use,
real property, or any other kind of prop-
erty and the interest on debts owed to the
corporation, to the extent such debts rep-
resent 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 50$ (W and para-
graph (i) of this section. However,
rents do not constitute personal holding
'company income If constituting 50 per-
cent or more of the gross Income of the
corporation.

(k) Mineral, oil; or gas royalties. The
Income from mineral, oil, or gas royalties
is to be included as personal holding com-
pany income, unless (1) the aggregate
amount of such royalties constitutes 50
percent or more of the gross income of
the corporation for the taxable year and
(2) 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 per-
cent 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 overrld-
ing royalties, received from any interest
in mineral, oil, or gas properties. The
term "mineral" includes the minerals
specified'n § 29.23 (m)-1 (d). As used,
in this paragraph the term "overriding
royalties" means amounts rqcelved 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.

SEC. 503. STocx ownrnsu'.
-(a) Oonstructivs ownership. For the pur-

pose of determining whether a corporation Is
a personal holding company, insofar as such
determination is based on stock ownership
under section 601 (a) A2), section 602 (o),
or section 502'(f)-

(1) Stock not owned by individual, Stool,
owned, directly or indirectly, by or for a cor-
poration, partnership, estate, or trust shall bo
considered as being owned proportionately by
its shareholders, partners, or beneficiaries.

(2) Family and partnersipownerhip. An
individual shall be considered as owning the
stock owned, directly or indirectly, by or for

Shi's 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 orhalf blood),
spouse, ancestors, and lineal descendants.

(3) Options. If any person has an option
to acquire stock such stock shali be consid-
ered as owned by such.-Mrson. For the pur-
poses of this paragraph an option to acquire
such" an option, and each one of a series of
such options, shall be considered as an, option.
to acquire such stock.

(4) Application of family-partnership and
option rules. Paragraphs (2) and (3) shall
be applied-

(A) For the purposes of the stock'owner-
ship requirement provided in section 601 (a)
(2), if, but only if, the effect is to nako the
corporation a personaLholdlng company;

(B) For the purposes of section 802 (o)
(relating to personal service contracts), or of
section 502 (f) (relating to the use of prop-
erty by shareholders), if, but only if, the
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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 stdck construc-
tively owned by an Andividual 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).

§ 29.509 (a)-l Stock ownership. For
the purpose of determining whether:

a) A corporation is a personal hold-
ing company, in so far as such determina-
tion is based-on the stock ownership re-
quirement specified in section 501 (a) (2)
and § 29.501-3, 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 (h) of § 29.502-1, or

(c) Compensation for the use of prop-
erty constitutes personal holding com-
pany income in so far as such determi-
nation is based on the stock ownership
requirement specified in section 502 (f
and paragraph (i) of § 29.502-1,
stock owned by, an individual includes
stock constructively owned by him as
provided in section 503. For such pur-
pose constructive ownership of stock
shall be determined and applied In ac-
cordance with the rules provided'in sec-
tion 503 and §§ 29.503 (a)-2 to 29.503
(a)-7, inclusive, and § 29.503 b)-L. All
forms and classes of stock, however de-
nominated, which represents the inter-
estp of shareholders, members, -or bene-
ficiaries in the corporation shall be taken
into consideration.

§ 29.503 (a)-2 Stock not owned by in-
dividual. In determining the ownership
of stock for any of the purposes set forth

- in § 29.503 (a)-1, stock owned, directly or'
indirectly, by or for a corporation, part-
nership, estate, or trust shall be consid-
ered as being owned proportionately by
its shareholders, partners, or benefici-
aries. For example, if A and B, two in-
dividuals, are the exclusive and equal
beneficiaries of a trust or estate, and if
such trust or estate owns the entire cap-
ital stock of the M Corporation, and if
th M Corporation in turn owns the en-
tire capital stock of the N Corporation,
then the stock of both the M Corporation
and the N Corporation shall be con-
sidered as being owned equally by A and
B as the individuals owning the bene-
ficial interest therein. See also § 29.503
(a)-6.

§ 29.503 (a)-3 Family and partner-
ship ownership. In determining the own-
ership of stock for any of the purposes seb
forth in § 29.503 (a) -1, an individual shall
be considered as owning the stock owned,
directly or indirectly, by or for his family

or by or for his partner. For the pur-
poses of such determination the family
of an individual includes only his broth-
ers and sisters (whether by the whole
or half blood), spouse, ancestors, and
lineal descendants.

The applicatidn of the family and part-
nership rule In determining the owner-
ship of stock for the purpose set forth

in § 29.503 (a)-1 (a) is illustrated by the
following example:

Example. The MI Corporation at some time
during the last half of the taxable year had
1.00 share3 of outstanding rtock, 450 of
which were held by various individuals having
no relationship to one another and none of
whom were partners., and the reraining .3O
were held by 51 shareholders as follows:

Rlluon r sha SI M S1 I shares Sh.s

An A ie B MC 20 D 0 E 20
Hlisfnthcr ................. AP 19 BF 10 CF 19 DF 10 EL' 13
Rliswife ...................... .... ... AW 10 B W 4O CW 40 DW 4DEW 4
Hisbrothcr ................ .. AB 10 BU 10 CB 10 DB 10 EB 13
llsson. ............... AS 10 BS 40 CS 40 DS 40 Es 43
His daughter by foermcr marrIzo ( c1's

-l-.-st-r) . ................ ASHS 10 B I9 43 CSHS 40 DSHS 4 ESHS 43
Ils brother's wifo ..... A.W 10 BBW 10 CBW 10 DBW.- 10 EBW 10
His wife's father .................. AWL' 10 BWP 10 CWF 110 DWF 10 EWF 13
Hils wife's brothr ............... .. .AWB 10 BWB 10 CWB 10 DWB 10 EWE 10
His wife's brothcer'sw .......... AWBW 10 BWBM 10 CV7BW 10 DWBW 10 EWBW I10
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 outstanding stock as
follows:
A (including AP, AW. AD, AS, ASKS. AP) - IGO
B (including BF, BW, BB, BS, BSHES).__ 10
CW (including Co CS, CW'P, CWB)-... 220
DB (including D, DL, DBW) 200
EWB (including EW, EWF, EVBW) .... 170

Total, or more than 50 percent-.... 010
Individual A represents the obvious cae
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. Inffividual B repre:ents the
case where he is still head of the group be-
cause of the ownership of stock by his Im-
mediate family. Individuals C and D repre-
sent cases where the individuals fall In group3
headed In C's case by hi wife end In D's
case by his brother becuce of the prepon-
derance of holdings on the part of relatives
by marriage. Individual E repre:senta the
case where the preponderant holdings- of
others ellminate that individual from the
group.

The method of applying the family and
partnership rule as illustrated in the
foregoing example also applies in deter-
mining the ownership of stock for the
purposes stated in § 29.503 (a)-1 (a) and
(b).

§ 29.503 (a)-4 Options. In determin-
ing the ownership of stock for any of the
purposes set forth In § 29.503 (a)-l, If
any person has an option to acquire
stock, such stock may be considered as
owned by such person. The term "op-
tion" as used in this section includes an
option to acquire such an option and
each one of a series of such options, so
that the person who has an option on an
option to acquire stock may be considered,
as the owner of the stock.

§ 29.503 (a)-5 Application of family-
partnership and option rules. The fain-
fly afd partnership rule provided In sec-
tion 503 (a) (2) and § 29.503 (a)-3 and
the option rule provided in section
503 (a) (3) and § 29.503 (a)-4 shall be
applied:

(a) For the purpose stated in § 29.503
(a)-1 (a), if, but only if, the effect of
such application Is tB make the corpora-
tion a personal holding company, or

(b) For the purpose stated in § 29.503
(a)-1 (b), if, but only if, the effect of

such application is to make the amounts
received under a personal service con-
tract or from the sale of such a contract
personal holding company income, or

c) For the purpose stated in § 29.503
a)-1 (c), if, but only if, the effect of

such application is to make the compen-
sation for the use of the property per-
sonal holding company income.

The family and partuership rule and the
option rule must be applied independ-
ently for each of the purposes stated in
§ 29.503 (a)-l.

§ 29.503 (a)-6 'Constructive ownership
as actual ownership. In determining the
ownership of stock for any ot the pur-
poses set forth In § 29.503 (a)-l:

(a) Stock constructively owned by a
person by reason of the application of
the rule provided in section 503 (a) (1),
relating to stock not owned by an individ-
ual (6ee § 29.503 (a)-2) shall be consid-
ered 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 § 29.503 (a)-3) in order ta 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 § 29.503 (a)-4) shall be
considered as actually owned by such
person for the purpose of applying either
the rule provided in section 503 (a) (1),
relating to stock not owned by an individ-
ual, or the family and partnership rule
provided in section 503 (a) (2) in order
to make another person the constructive
owner of such stock, but

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 21 Corporation, which In turn
o=ns all the atock of the 0 Corporation.
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The 0 Corporation in turn owns all the stock
of the P Corporation.

Under the rule provided In section 503
(a) (1), relating to stock not owned by an
individual, the stock in the P Corporation
owned by the 0 Corporation is considered to
be owned constructively by the'M Corpora-
tion, the sole shareholder of the 0 Corpora-
tion. Such constructive, ownership of the
stock of the M Corporation is considered as
actual ownership for the purpose of again
applying such rule in order to make AW, the
Sole shareholder of the M Corporation, the
constructive owner of the stock of the P Cor-
poration. Similarly, the constructive owner-
ship of the. stock by AW is considered as
actual ownership for the purpose of apply-
ing the family and partnership rule provided
in section 503 (a) (2) in order to make A
the constructive owner of the stock of the P
Corporation, if such application is necessary
for any of the purposes set forth In § 29.503
(a)-. But the stock thus constructively
owned by A may not be considered as actual
ownership for the purpose of again applying
the family and partnership rule in order to
make another member of A's family, for
example, A's father, the cdnstructive owner
of the stock of the P Corporation.

Example (2). B, an individual, owns all
the stock of the R Corporation which has an
option to acquire all the stock of the S Cor-
poration, owned by C, an individual, who is
not related to B.

Under the option rule provided in section
503 (a) (3) the 1 Corporation may be con-
sidered as owning constructively the stock of
the S Corporation owned by C. Such con-
structive ownership of the stock by the R
Corporation is considered as actual owner-
ship for the purpose of applying the rule
provided in section 503 (a) (1), relating to
stock not owned by an individual; in order
to make 'B, the sole shareholder of the R
Corporation, the constructive owner of the
stock of the S Corporation. The stock thus
constructively owned by B by reason of thd
application of the rule provided n section
503 (a) (1) likewise is considered as actual
ownership for the purpose, if necessary of ap-
plying the family and partnership rule pro-
vided In section 503 (a) (2), in order to make
another member of B's family, for.example,
B's wife, BW, the constructive owner of the
stock of the S Corporation. However, the
family and partnership rule could not-again
be applied so as to make still another indi-
vidual the constructive owner of the stock of
the S Corporation, that is, the stock con-
structively owned by 8W could not be con-
sidered as actually owned by her in order to
make BW's father the constructive owner of
such stock by a second application of the
family and partnership rule.

§ 29.503 (a)-7 ption rule in lieu of
family and partnership rule. If, in de-
termining the ownership of stock for any
of the purposes set forth in § 29.503
(a)-1, stock may be considered as con-
structively owned' by an individual by
an application of both the family-part-
nership rule provided in section 503 (a)
(2) (see § 29.503 (a)-3) and the option
rule provided in section 503 (a) (3) (see
§ 29.503 (a)-4) such stock shall be con-
sidered as owned constructively by the
Individual by reason of the application of
the option rule.

The application of this section may be
Illustrated by the following example: .

Example. Two brothers, A and B, each
ovm 10 percent of the stock of the M Cor-
poration, and A's wife, AW, also owns 10
percent of the stock of such corporation.
AW's husband, A, has an option to acquire
the stock owned by her at any time. It
becomes necessary, for one of the purposes
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stated in §29.503 (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 Cor-
poration, namely, his own stock plus the
stock owned by his brother. In that event,
B could not be considered as owning the stock
held.by'AW since (1) AW is-not a member
of B's family and (2) the constructive own-
ership of such stock by A through the appli-
cation of the family and partnership rule in
his case Is not considered as actual.owner-
ship so as to make B the constructive owner
by a second application.of the samo rule with
respect to the ownership of the stock. (See
§ 29.503 (a)-6.)

However, there is more than the family and
partnership rule involved in this example.
As the holder of an option upon the. stock,
A may be consfdered.the constructive owner
of 1is wife's stock by the application of the
option rule and without reference to the fam-
ly relationship between A and AW. If A
Is considered as owning the stock of his wife
by application of the option rule, then under
§,29.503 (a)-6, such constructive ownership
by A is regarded as actual ownership for the
purpose of applying the family and partner-
ship rule so as to make another member of
A's family, for example, B, the constructive
owner of the stock. Hence, since A may be
considered as owning his wife's stock by ap-
plying both the family-partnership rule and
the option rule, the provisions of section 503
(a) (6) apply and accordingly A must be con-
sidered'the consrtuctive owner of his wife's
stock under the option rule rather than the
family-partnershi3 rule. B thus becomes tie
constructive owner of 30 percent of the stock

'of the AT Corporation, namely, his, own 10
percent, A's 10 percent, and AW's 10 percent
constructively owned by'A as the holder of an
option on the stock.

[SEc. 503. STocK OWNERSHW.]
(b) Convertible securities. Outstanding

securities convertible into stock (whether or
not convertible during the taxable year) shall
be considered as outstanding stock-

(1) For the purpose of the stock owner-
ship requirement provided In section 501 (a)
(2), but only if the effect of the inclusion
of all such securities Is to make the corpo-
ration a personal* holding company;

(2) For the purpose of section 502 (e)
(relating to personal service contracts), but
only if the effect of the inclusion of all such
securities is to make the amounts therein
referred to includible under such subsection
as personal holding company income; and

(3) For the purpose of section 502 (f)
(relating to the use of property by share-
holders), but only if the effect of the
inclusion of all such securities is to make
the amounts therein referred to includible
under such subsection as personal holding
company income.

The requirement In paragraphs (1), (2),
and (3) that all convertible securities must
be Included if any are to be included shall be
subject to the exception that, where some of
the outstanding -securities are convertible
only after a later date than 'in the case of-
others, the class having the earlier conversion
date may be included although the others
are not included, but no convertible securi-
ties shalLle included unless all outstanding
securities having a prior conversion date are
also included.

§ 29.503 (b)-1 Convertible securities.
Under section 503 (b), outstanding se-
curities of a corporation, sifch as bonds,
debentures, or other corporate obliga-
tions, convertible'into stock of the cor-.
poration (whether or not convertible
during the taxable year) shall be con-
sidered as outstanding stock of the cor-
poration for the purpose of the stock

ownership requirement provided in sec-
tion 501 (a) (2), but only if the effect
of such consideration Is to make the
corporation a personal holding company,
Such convertible securities shall be con-
sidered as outstanding stock for the pur-
pose of, section 502 (e), relating to
amounts received under personal service
contracts, or of section 502 (W, relating

'to compensation for the use of property,
but only if the effect of such considera-
tion is to make the amounts therein re-
ferred to includible under such sections
as personal holding company income,
The consideration of convertible sequrli-
ties as outstanding stock is subject to
the exception that, If some of the out-
standing securities are convertible only
after a later date than In the case of
others, the class having the earlier con-
ve'sion date may be considered as out-
standing stock although the others are
not sa considered but no convertible
securities shall be considered as out-
standing stock unless all outstanding
securities having a prior conversion
date are also so considered,: For exam-
ple, if outstanding securities are cdn-
vertible in 1942, 1943, and 1944, those
convertible In 1942 can be properly con-
sidered as outstanding stock without so
considering'those convertible In 1943 or
1944, and those convertible In 1942 and
1943 can be properly considered as out-
standing stock without so considering
those convertible in 1944. However, the
securities convertible In 1943 could not
be. properly considered as outstanding
stock without so considering those con-
vertible in 1942 and the securities con-
vertible in 1944 could not be properly
considered as outstanding stock without
so-considering those convertible In 1942
and 1943.

SEC. 504. hinsrm uTw SunciApv A rLr
nmco=s [as amended by sec. 228 (a), Rev, Act
1939; sec 1, Pub. Law 18, approved March 17,
1941; secs. 132 (d), 184 (a), 186 (c), Rev. Act
1942].

For the purposes of this subchapter -the
term "undistributed subchapter A net in-
come" means the subchapter A nbt 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 reductfon, under sec-

'tion 27 (b) (1), by the amount of the credit
provided in section 25 (a), relating to Inter-
est on certain obligations of the United Statc
and Government corporations); but, in the
computation of the dividends paid credit for
the purposes of this subchapter, the amount
allowed under subsection (c) of this section
or of section 405 of the Revenue Act o 1938
in the computation of-the tax under this sub-
chapter or under Title IA of the Revenue Act
of 1938 for any preceding taxable year begin-
tng after December 31, 1037, shall be con-
sidered as a dividend paid in such preceding
taxable year and not in the year of dis-
tgIbUtIon;

(b) Amounts used or irrevocably sot aside
to pay or to retire Indebtedness of any kind
incurred prior to January 1, 1034, If such
amounts are reasonable with reference to the
size and terms of such Indebtedness;

(c) Dividends paid after the close of the
taxable year and before the 15th day of the
third month following the close of the tax-
able year, if claimed under this subsection in
the return, but only to the extent to which
such dividends would have been includible
in the computation of the basic surtax credit

HeinOnline -- 8 Fed. Reg. 15224 1943



FEDERAL REGISTER, Friday, November 5, 1913

for the taxable year if distributed during
such taxable year; but the amount allowed
under this subsection shall not exceed either:

-(1) The undistributed Subchapter A net
income for the taxable year computed with-
out regard to this subsection; or

(2) 10 per centum of the sum of-
(A) The dividends paid during the taxable

year (reduced by the amount allowed under
this subsection in the computation of the tax
under this subchapter for the taxable year
preceding the taxable year or, in the case of
a taxable year beginning in 1939, by the
amount allowed under section 405 (c) of the
Revenue Act of 1938 in the computation
of the tax under Title IA of such Act for a
taxable year beginning prior to January 1,
1939); and

(B) The consent dividends credit for the
taxable year.

(d) Amounts distributed before January 1,
1944, in r~demption of preferred stock out-
standing before January 1, 1934 (including
any preferred stock issued after January 1,
1934, in lieu of such previously outstanding
preferred stock) if such distributions are
made by a corporation the aggregate of whose
gross sales and gross receipts arising from
manufacturing, commerical, processing, and
service operations during the four-year period
immediately before January 1. 1934, exceeded
the aggregate of.its gross receipts from divi-
dends, interest, royalties, annuities, and
gains from the sale or exchange of stock or
securities during such period.

SEC. 18' DEsMRmoNs ay EmSONAL ROw-
nG coMaPANmS. (Revenue Act of 1942, titleL.)

(g) Retroactive application. The amend-
ments made by subsections (a) to (d), in-
elusive [the amendmenti of sections 115 (a),
115 (b), 504 (c), and 506 (c) ,Internal Revenue
Code], shall not apply with respect to any
distribution, which is a dividend solely by
reason of the last sentence of section 115 (a)
of the applicable revenue law, made prior
to the date of enactment of this Act by a
corporation which, under the law applicable
to the taxable year in which the distribution
Is made, is a personal holding company, or
which, for the taxable year in respect of
which it is made under section 504 (c) or
section 506 or a corresponding provision of
a prior income tax law, is a personal holding
company under the law applicable to such
taxable year, unless-

(1) The corporation. (under regulations
prfscribed by the Commissloner with the-ap-
proval of the Secretary) files, within one
year after the date of the enactment of this
Act, a claim for the benefit of this section on
account of such distribution;

(2) Such claim is accompanied by signed
consents made under oath by each person
-to whom the corporation made such distri-
bution agreeing to the inclusion of the
amount of such distribution to him in his
gross income as a taxable dividend, If any
such person is no longer in existence or Is
under disability then the consent may be
made by his legal representative; and

"(3) Each such consent filed is accompanied
by cash, or such other medium of payment
as the Commissioner may by Tegulations au-
thorize, in an amount equal to the amount
that would be required by section 143 (b)
or f"44 of the applicable revenue law to be
deductad and withheld by the corporation
if the amount of the distribution to the
shareholder had been paid to the shareholder
in cash as a dividend. The amount accom-
panying such consent shall be credited against
the tax under the applicable revenue law im-
posed by section 211 (a) or 231 (a) upon the
shareholder.

(h) Overpayments and deficiencies. If the
refund or credit of any overpayment for any
taxable year, to the extent resulting from
the application of subsections (e) [amend-

No. 22o--

ment of aection 28 (d), Internal Rcvenuo
Code] and (g) of this aection Is prevented
on the date of the enactment of this Act or
within one year from such date, then, not-
withstanding any other provision of law or
rule of law (other than thin subzcctlon and
other than ection 3701 of the Internal Reve-
nue Code or Eection 3229 of the Revised
Statutes, or such section as amended by ec-
tion 815 of the Revenue Act of 1938, relating
to compromises), such overpayment shall be
refunded or credited In the cmne manner as
In the care of an income tax erroneousAy col-
lected If claim therefor is filed within one
year from the date of the enactment of this
Act If the assessment or collection of any
deficiency for any taxable year, to the extent
resulting from the application -f sub:ec-
tions (e) and (g) of this aection, is provented
on the date of the filing of the chareholdera
consents referred to in Lubzectlon (a) or on
the date of filing of the claim referred to in
subsection (g) (1) or within one year from
the date of iling of such conents or claim,
as the case may be, then, notwithstanding
any other provision of law or rule of law, such
deficiency shall be ossesssd and collected if
assessment is made within one year from
the date of the filing of such concents or
claim, as the case may be. The failure of a
shareholder to include,in hIs gros income
for the proper taxable year the amount spet-
fled in the consent made by him referred to
in subsection (g) (2) shall have the carme
effect, with respect, to the deficiency result-
Ing therefrom, as is provided in aectlon 272
(f) of the applicable revenue law with re-
spect to a deficiency resulting from a mathe-
matical error appearing on the face of the
return.

§ 29.504-1 Undistributed Subchapter
A net income. The term "undistributed
subchapter A net income" means the
subchapter A net income (as defined In
section 505 and § 29.505-1) minus (a)
the amount of the dividends paid credit
provided in section 27 (a) without the
benefit of paragraph (3), relating to the
deficit credit, and paragraph (4), relat-
ing to the debt credit, thereof (computed
without Its reduction, under section 27
(b) (1), by the amount of the credit
provided in section 26 (a), relating to In-
terest 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 referince to the size and the terms
of such indebtedness (see § 29.50-2),
(c) dividends paid after the close of the
taxable year and before the 15th day of
the third month thereafter, if claimed
under section 504 c) in the return, but
only to the extent and subject to the
limitations contained in that section, and

d) amounts distributed in redemption
of preferred stock outstanding prior to
January 1. 1934 (including preferred
stock subsequently Issued in lieu thereof),
but only if such distributions are made
before January 1, 1944, for taxable years
beginning after December 31, 1940, by a
corporation specified in section 504 d).
In computing the dividends paid credit
for the purposes of subchapter A of
chapter 2, the amount allowed under
section 504 Cc) in the computation of the
tax under subchapter A for any preced-
ing taxablh year is considered a dividend
paid in such preceding taxable year and
not in the year of distributiqn.

§ 29.504-2 Amounts used or irrevo-
cably set aside to pay or to retire indebt-
edness ol any kind incurred prior to Jan-
uary 1, 193---(a) Indebtedness. The
term "indebtedness" means an obliga-
tion, absolute and not contingent, to pay,
on demand or within a given time, in
cash or other medium, a fixed amount.
rh1e term "indebtedness" does not in-
dude the obligation of a corporation on
Its capital stock.

The indebtedness must have been in-
curred (or, if Incurred by assumption, as-
sumed) 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-
ne 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 rela-
tionship of debtor and creditor continues
between 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 set aside In that year. The
use or irrevocable setting aside must be
to effect the extinguishment or discharge
of indebtedness. Since, therefore, in the
case of renewal and other changes in the
form of an indebtedness, the relationship
of debtor and creditor continues between
the taxpayer and his creditor, the mere
giving of a new promise to pay by the
taxpayer will not result in an allowable
deduction. If amounts are set aside in
one year, no deduction is allowable for
such amounts foi 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 se;
aside must be determined by reference to
the size and terms of the particular in-
debtedness. Rence, all the facts and
circumstances with respect to the nature,
scope, conditions, amount, maturity, and
other terms of the particular indebted-
ness must be shown in each case.

Ordinarily an amount used to pay or
retire an indebtedness, in whole or in
part, at or prior to the maturity and in
accordance with the terms thereof will
be considered reasonable, and may be
allowable as a 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 retire-
ment of the same indebtedness.

All amounts irrevocably set aside for
the payment or retirement of an in-
debtedness in accordance with and pur-
suant to the terms of the obligation, for
example, the anpual contribution to
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trustees required by the provisions of a
mandatory sinking fund agreement, will
be considered as complyink with the
statutory reqfiirement of reasonableness.
To be considered reasonable it is not
necessary that the plan of retiremelt
provide for~a retroactive setting aside of
amounts for years prior to that in which
the plan is adopted. However, if a
voluntary plan was adopted prior to 1934,
no adjustment is allowable in respect of
the amounts set aside in the years prior
to 1934.

(d) General. The burden of proof will
rest upon the taxpayer to sustain the de-
duction claimed. Therefore, the tax-
payer must furnish the information re-
quired by the return, and such other in-
formation as the Conimissioner may re,
quire in substantiation of the deduction
claimed.

§ 29.504-3 -Retroactive application. If
any distribution, which is a dividend
solely by reason of the last sentence of
section 115 (a), was made prior to Octo-
ber 21, 1942, by a corporation which, un-
der the revenue law applicable to the
taxable year in which the, distribution
was made, was a personal holding com-
pany, or which, for the taxable year in
respect of which it is made under section
504 (c) or section 506 or aaorresponding
provision of a prior income tax law, was
a personal holding company under the
law applicable to such taxable year, the
corporation is entitled to a dividend paid
credit for any taxable year in which, or
with respect to which, the distribution
was made, provided:

(a) The corporation files with the
Commissioner of Internal Revenue,
Washington, D. C., attention Income Tax
Unit, Records Division, within one year
after October 21, lb42, a claim for the
benefit of section 186 of the Revenue Act
of 1942, on account of any distribution,
which is a dividend by reason of the last
sentence in section 115 (a), made before
October 21, 1942;

(b) Such claim is accompanied by
signed consents made on oath or affirma
tion on Form 972, as provided in.
§ 29.504-5, by each shareholder to whom
the corporation made such distribution
agreeing to the inclusion of the amount
of such distribution as a taxable dividend
In his gross income for the taxable year
in which it is made; and

(c) Each such consent fied is accom-
panied by payment of an amount equal to
that which would be required by section
143 (b) or 144 of the applicable'revenue.
law to be deducted and withheld by the
corporation If the amount of the distribu-
tion to the shareholder had been paid
to the shareholder in cash as a dividend.

§ 29.504-4 Claim for benefit of section
186 of the Revenue Act of 1942-Ca) Gen-
eral. A claim for the benefit of section
186 of the'Revenue Act of 1942 must be
filed within one year after October 21,
1942, claiming credit for any distribu-
tion, which is a dividend solely by rea-
son of the last sentence of section 115
(a).

(b) Form of claim. The claim for such
credit shall be made in duplicate, under
oath or affirmation, on Form 973B, copies

of which, upon request, may be procured
from any collector.

(c) Contents of claim. The claim
shall, in accordance with the provisions
of this section and the instructions on
the form, set forth the following in-
formation:

(1) The name and address of the cor-
poration;

(2) Taxable year or years for which
the benefit of a credit is claimed;

(3) Amount of distribution which is a
dividend solely by reason of the last sen-
tence of section 115 (a) and date of pay-
ment thereof;

(4) Amount of distribution previously
allowed, if any, as a dividends paid"
credit, and amount of distribution pre-
viously disallowed as a dividends paid
credit and for which signed consents
accompany. the claim;

(5) Whether the corporation was -a
personal holding company under the law
applicable to the taxabld iear in which
the distribution was made or for the
taxable year in respect of which it was
niadeunder sections 504 (c) or 506 or a
corresponding provision of a prior in-
cbme tax law;

(6), Amount of tax to be eliminated,
refunded, or credited; and

(7) Suph other information as may be
required by the claim form.

§ 29.504-5 Making and filing of con-
sents. A consent shall be made in dupli-

-cate on.oath or affirmation on Fbrm 972
in accordance with these regulations and
the instructions on .the form or iEsued
therewith and may be made only by or on
behalf of the shareholder to whom the
corporation made the distribution. In
the consent it must be agreed that such
distribution shall be included as a tax-
able dividend in the gross income for the
taxable year in which the distribution is
made.

A consent may be made at any time
not latei than one year after October 21,
1942. Within such time the corporation
must file two duly executed duplicate
originals of each consenting sharehold-
er's consent, and a return on oath or
afrmation on Form 973B, showing the
class and number of shares of each class
held at date of dividend payment,
amount previously considered taxable,
amount previously considered nontax-
able, and all other information required
by the form.

In the event that any consent filed by
the corporation is made by a shareholder
from whom, if the amount of the dis-
tribution had been paid in cash as a divi-
dend, the corporation would have been
required to deduct and withhold any
amount as a tax under section 143 (b)
or 144, such consent, when hied by the
corporation, must be accompanied by
payment of the amount which would

- have been required to be deducted and
withheld if the amount of the distribu-
tion had been paid in cash as a dividend.
Such payment must be in one of the fol-
lowing forms:

(a) Cash;
(b) United States postal money or-

der;
(c) Certified check'drawn on a domestic

bank, provided that the law of the place

where the bank is located does not per-
mit 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-
titon 211 (a) or 231 (a) 'upon the share-
holder.
I § 29.504-6 'Overpayments and del-
ciencies-(a) Overpayments. If, as a
result of the application of section 180
of thIe Revenue Act of 19421 any overpay.
ment is established or determined with
respect to the personal holding company
tax for any year and a claim is filed
within one year after October 21, 1942,
fcr the credit or refund of such over-
payment, and If, on October 21, 1942, or
within one year thereafter, such credit
or refund would otherwise be prevented,
then notwithstanding any other provision
of law or rule of law (other than.sec-
tion 186 (h) of the ReVenue Act of 1942,
and other than section 3761 of the In-
ternal Revenue Code or section 3229 of
the Revised Statutes, or such section as
amended by section 815 of the Revenue
Act of 1938, relating to compromises),
such overpayment shall be refunded or
credited In the same manner as in the
case of an income tax erroneously col-
lected.

(b) Deficiencies. If, as a result of the
application of section 180 of the Revenue
Act of 1942, a deficiency is established or
determined with respect to the personal
holding company tax for any year, and
if, on the date of the filing of the con-
sents referred to in subsection (e) of
that section, or on the date of filing of
the claim referied to in subsection
<g) (1) of that section, or within one
year from the date of filing such consents
or claim, as the case may be, the assess-
ment or collection of such deficiency is
prevented, then, notwithstanding any
other provision of law or rule of law, the
deficiency shall be assessed and collected
if assessment is made within one year
from the filing of'such consents or claim,
as the case may be.

(c) Amounts not i6cluded in share-
holder's return. If a shareholder fails
to include in his gross income for the
proper taxable year the, amount speci-
fied in section 186 (g) (2) of the Revenue

-Act of 1942, such failure shall have the
same effect with respect to the deficiency
resulting therefrom as Is provided in sec-
tion 272 (f) of the Internal Revenue
Code with respect to a deficiency result-
ing from a mathematical error appearing
on the face of the return.

SEc. 505.. ScCHAP= 'A NLr xxcoaa [55
amended- by seds. 211, 212, Rov. Act 1030;
sees. 135 (b), 150 (1), Rev. Act 1042].

For the purposes of this subchapter the
term "Subchapter A Net Income" means the
net income with the following adjustments:

(a) Additionat deductions. There shall be
allowed as deductions-

(1) Federal income, war-profits, and excesg.
profits taxes paid or hecrued during the tax-
able-year to the extent not allowed as a deduc-
tion under section 23; but not including the

15226

HeinOnline -- 8 Fed. Reg. 15226 1943



FEDERAL REGISTER, Friday, November 5, 1913

tax imposed by section 102, section 500, or
a section of a prior income-tax law corre-
sponding to either of such sections.

(2) In lieu of the deduction allowed by
section 23 (q), contributions or gifts, pay-
ment of which is made within the taxable
year to or for the use of donees described
in section 23 (q) for the purposes therein
specified, to an amount which does not exceed
15 per centum of the taxpayer's ndt income,
computed without the benefit of this para-
graph and section 23 (q), and without the
deduction of the amount disallowed under
subsection (b) of this section.

(3) In the case of a corporation organized
prior to January 1, 1936, to take over the
assets and liabilities of the estate of a de-
cedent, 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
n section 23 (o) for the purposes therein
specified, to the extent such liability of the
decedent existed prior to January 1, 1934. No
deduction shall be allowed under paragraph
(2) of this subsection for a taxable year for
which a deduction is allowed under this
paragraph.

(b) Deductions not allowed. The aggre-
gate of the deductions allowed under section
23 (a), relating to expenses, and section
23 (1), relating to depreciation, which are
allocable to the operation and maintenance
of property owned or operated by the cor-

- poration, shall be allowed only in an amount
equal to the rent or other compensation re-
ceived for the use of, or the right to use, the
property, unless it is established (under regu-
lations prescribed by the Commisloner with
the approval of the Secretary) to the satisfac-
tion 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 n the
course of a business carried on bona fide for
profit; and

(3) Either that there was reasonable ex-
pectation that the operation of the property
would result in a profit, or that the property
was necessary to the conduct of the business.

(c) Net loss carry-over disallowed. The
deduction for net operating losses provided
in section 23 (s) shall-not be allowed.

(d) 1941 capital loss carry-over denied.
The net Income shall be computed without
regard to section 117 (e) (2).

(e) Income not placed on annual basis.
The net income shall be computed without
regard to section 47 (c).

§ 29.505-1 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 qualifications,
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 Uhited States (gross income
from sources within the United States as
defined in section 119 and the regulations
thereunder less statutory deductions)
subject to the qualifications, limitations,
and exceptions provided in section 505.
In the case of a foreign corporation,
whether resident or nonresident, which
files no return the "subchapter A net in-
come" means the gross income from
sources within the United States as de-
fined in section 119 and the regulations
thereunder less the deductions enumer-
ated in section 505 (a) but without the

benefit of any deductions under chapter or operated by the company, In an ag-
1 (see section 233). In the case of a tax- gregate amount id excess of the rent or
able year of less than 12 months on ac- other compensation received for the use
count of a change In the accounting of, or the right to use, the property, it
period of the corporation, the subchapter shall attach to its income tax return a
A net income is computed on the basis of statement settin. forth its claim for al-
the period Included in the taxable year, lowance of the additional deductions to-
and is not placed on an annual basis gether with a complete statement of the
under section 47 (c). facts and circumstances pertinent to its

The "subchapter A net income" in- claim and the arguments on which it
cludes Interest upon obligations of the relies. Such statement shall set forth:
United States and obligations of a cor- (1) A description of the property;
poration organized under Act of Con- (2) The cost or other basis to the cor-
gress, if such corporation Is tn Instru- poration and the nature and value of the
mentality of the United States, except as consideration paid for the property;
provided in section 22 CW) (4). The (3) The name and address of the per-
"subchapter A net income" does not In- son from whom acquired and the date
clude interest on obligations of States or thereof;
Territories of the United States or any (4) The name and address of the per-,
political subdivision thereof or of the son to whom leased or rented, or the per-
District of Columbia or of the possessions son permitted to use the property, and
of the United States. the number of shares of stock, if any,

The foreign tax credit permitted by held by such person and the members of
section 131 with respect to the taxes his family;
imposed by chapter 1 is not allowed with (5) The nature and gross amount of
respect to the surtax imposed by section the rent or other compensation received
500. However, the deduction of foreign for the use of, or the right to use, the
taxes under section 23 c) Is permitted property during the taxable year and for
for the purposes of the surtax even f each of the five preceding years and the
for the purposes of the corporate tax amount of the expenses incurred with
imposed by chapter 1 a credit for such respect to, and the depreciation sus
taxes is taken. talned on, the property for such years;

In addition to the qualifications, lm!-- (6) Evidence that the rent or other
tations, and exceptions provided in sec- compensation was the highest obtainable
tion 505 (a). a personal holding company and, if none was received, a statement of
is subject to the provisions of section the reasons therefor;
505 (b), (c), and (d) in the computa- (7) A copy of the contract, lease or
tion of its subchapter A net income. rental agreement;
Section 505 (c) provides that the net (8) The purpose for which the prop-
operating loss deduction provided by erty was used;
section 23 (s) shall not be allowed. Sec- (9) The business carried on by the cor-
tion 505 (d) provides the same treatment poratlon with respect to which the prop-
to personal holding companies with re- erty was held and the gross income, ex-
spect to capital gains and losses as penses, and net Income derived from the
ordinary corporations, except that no conduct of such business for the taxable
capital loss carry-over pursuant to sec- year and for each of the five preceding
tion 117 (e) (2) is allowed from the last years;
taxable year beginning in 1941. Under (10) A statement of any reasons which
section 505 (b) the aggregate of the de- existed for expectation that the opera-
ductions allowed under section 23 (a), tion of the property would be profitable,
relating to expenses, and section 23 (1), or a statement of the necessity for the
relating to depreciation, which are al- use of the property In the business of the
locable to the operation and maintenance corporation, and the reasons why- the
of property owned or operated by the property was acquired; and
company shall be allowed only in an (11) Any other information pertinent
amount equal to the rent or other corn- to the taxpayer's claim.
pensation received for the use of, or the § 29.505-2 - liustration of computation
right to use, the property, unless It is of subchapter A -net income, undistrib-
established to the satisfaction of the uted subchapter A -net income, and sur-
Commissioner: tax. The method of computation of the

(a) That the rent or other compensa- subchapter A net income, the undistrib-
tion received was the highest obtainable, uted subchapter A net income, and the
or if none was received, that none was surtax under subchapter A of chapter
obtainable; 2 may be illustrated as follows:

(b) That the property was held In the The following facts exist with respect
course of a business carried on bona to the 0 Corporation, a personal hold-
fide for profit; and ing company which is on the cash re-

(c) Either that there was reasonable celpts and disbursements basis, for the
expectation that the operation of the calendar year 1942:
property would result in a profit, or that The net income,- as computed under
the property was necessary to the con- chapter 1, amounts of $190,000.
duct of the business. Federal income tax imposedby sections

The burden of proof will rest upon the 13 and 15 was paid March 15, 1942, in,
thxpayerde tof sustai reupon the the amount of $17,500.

taxpayer to s ustain the deduction Contributions or gifts payment of
claimed. If, in computing Its subchap- which is made to or for the use of donees
ter A net income, a personal holding described in section 23 (q) for the pur-
company claims deductions for expenses poses therein specified amount to $35,000.
and depreciation allocable to the opera- of which $10,000 Is deducted in arriving
tion and maintenance of property owned at the net income under chapter L
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Rent in the amount of $10,000 was re-
ceived from the principal shareholder of
the corporation for the use of a country
estate which had been previously ac-
quired from such shareholder in ex-
change for its capital stock. The-ex-'
penses of the corporation allocable to
the maintenance and operation of the.
country estate amount to $30,000. The.
yearly depreciation on the depreciable
property of the estate amounts to $5,000..
The corporation has not established its
right to claim the entire amount of the
expenses and depreciation applicable to
the estate as provided in section 505 (b).
and §29.505-1.

Dividends paid by the corporation to
its shareholders during the taxable year
which are allowable as a credit under
section 27 (a) amount to $125,000.

The amount used during .the year. to
pay indebtedness incurred by the cor-
poration prior to January 1, 1934, is
$31,250.

On March 1, 1943, the corporation
paid its shareholders a taxable dividend
of $15,000 and in its returni, on Form
1120H, claimed a deduction under section
504 (c) of $12,500, that being 10"percent
of the dividends paid during the taxable
3rear 1942.

The subchapter A net income, the un-
distributed subehapter A net income,.
and the surtax are computed as followst
Net income under chapter 1- $190,000
Add:

Contributions deductible in com-
puting -net • income under
section 21 -------------------- 10, 00

Aggregate of expenses and de-
preciation relatinj to the
country estate In excess of
the income derived therefrom 25, 000

Net income computed without the
benefit of a deductln for con- -
tributions and without the bene-
fit of the amount disallowed
under section 505 (b) -...----- 225, 000

Less:
Federal income tax. .... $17,500
Contributions deducti-

ble under section 505
(a) (2) (15 percent of
$225,000) ............- 33,750

51,250

Subehapter A net income --------- 173, 750
Less:

Dividends paid credit. $125,000
Amount used to pay

indebtedness -------- 31,250
158, 250

Undistributed subchapter A net
income before applying section
504 (c) ---------------------- 17,500-

Dividends paid March 1, 1943
(subject to limitation in section
504 (c) (3) ------------------ 12,500

Undistributed subchapter A net in-
come -------- ----------------- 5,000

Amount taxable at 75 percent (not
in excess of $2,000) -------------- 2, 000

Amount taxable at 85 percent
($5,000 minus $2,000)_________ 8,000

Surtax on $2,000 at 75 percent .... 1,500
Surtax on $3,000 at 85 percent -.... 2, 550

Total surtax .------------ -- 4,050

SEc. 506. D ')cMEcc DvmEms; CREDrrs
Azo aEFuNDs [as amended by sec. 1, Pub. Law
18, approved March 17, 1941; sees. 185, 185
(d) (I), Rev. Act 1942].

AL REGISTER, Friday, November , 1913

(a) Credit against unpaid deficiency. If
the amount of a deficiency with,respect to
the tax-imposed by this subchapter for any
taxable year has been established-

(1) by a decision of the Board of Tax Ap.
peals [known as The Tax Court of the United
States] which has become final; or -

(2) by a closing agreement made under
section 3760; or

(3) by a final judgment in a suit to which
the United States Is a party;

then a deficiency dividend credit shall be
allowed against the amount of the deficiency
so established and all interest, additional
amounts, and additions to the tax provided
by law not paid on or before the date when
claim for a deficiency dividend credit is filed
under subsection (d), The amount of such
credit shall be 65 per centum of the amount
of deficiency dividends, as defined in subsec-
tion (c), not In excess of $2,000, plus 75 per
centum of the amount of such dividehds In
excess of $2,000; but such credit shall not
exceed the portion of the deficiency so estab-
lished which Is not paid on or before the
date of the closing agreement, or the date
the decision of the Board or the judgment
becomes final, as the case may be. Such
credit .shall be- allowed as of the date the
claim for deficiency dividend credit is filed.

(b) Credit or refund of deficiency paid.
When the Commissioner has determined that
there is a deficiency' with respect to the tax
Imposed by this subchapter and the corpo-
ration has paid any portion of such asserted
deficiency and it has been established-
. (1) by a decision of the Board of Tax Ap-
peals which has become final; or

(2) by a closing agreement made under
section 3760; or

(3) by a final judgment in a .suit against
the United States for xefund-
. (A) if such suit is brought within six
months after the corporation became entitled
t6 bring suit, and

(B) if claim for refund was filed within. six
months after the payment of such amount;
*that any portion of the amount so paid was
the whole or a part of a deficiencyatthe time
when paid, then there shaU be credited or
refunded to the corporation an amount equal
to 65 per centum of the amount of deficiency
dividends not In excess of $2,000, plus 75 per
centum of the amount of such dividends in
excess of $2,000, but such credit or refund
shall not exceed the portion so paid by the
corporation. Such credit or refund shall be
made as provided In section 322 but without
regard to subsection (b) or subsection (c)
thereof. No interest shall be allowed on
such credit or refund. No credit or refund

-shall be made ,under this subsection with re-
spect to any amount 'of tax paid after the
date of the closing agreement, or the date
the decision of the Board or the judgment
becomes final, as the case may be.

(c) Deflicncy dividends-(l) Definition.
For the purposes of this subchapter, the-
term "deficiency dividends" means the
amount of the dividends paid, on or after the
date of the closing agreement or on or after
the date the decision of 'the Board or the
judgment becomes final, as the case may be,
and prior to filing claim under subsection
(d), which would have been includible in
the computation of the basic surtax credit
for the taxable year with respect to which the,
deficlency was asserted if distributed during
such taxable year. No dividends shall be
considered as deficiency dividends for the
purposes of allowance of credit under sub-
section (a) 'unless .ynder regulations pre.
scribed by the Commissioner with the ap-
proval of the Secretary) 'the corporation files,
within 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, notification (which
specifies the amount of the credit intended

to be claimed) of Its intention to have the
dividends so considered. [Nor.--With re-
spect to the amendment of this provision

'by see. 188 (d), Rev. Act 1942, see see. 180
(g) (h), Rev. Act 1042, set forth immediately
following sec. 504, Internal Revenue Code,]

(2) Effect O, dividends paid crcdit-(A)
For taxable year in which paid. Deficiency
dividends paid in any taxable year (to the
extent of the portion thereof with respect to
which the credit under subsection (a), or the
credit or refund under subsection (b), or
both, of this section or section 407 of the
Revenue Act of 19381 are allowed) shall be
subtracted from the basic surtax credit for
such year, but only for the purpose of com-
puting the lax under this subchapter for such
year and succeeding years.

(B) For prior taxable year. Deficlonoy
dividends paid in any taxable year (to the ex-
tent of the portion thereof with respect to
which the credit under subsection (a). or
the credit or refund under subsection (b),
or both, of this section or section 407 of the
Revenue Act of 1938, are allowed) shall not
be allowed under section 604 (a) in the com-
putation of the tax under this subchaptor for
any taxable year preceding the taxable year
in which paid.

(d) Claim 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 case may be,

(e) Suspension of statute of limitations and
stay of collection-(I) Suspension of run-
ning of statute. If the corporation files a
notification, as provided in subsection (c), to
have dividends considered as deficiency divi-
dends, the running of the statute of limita-
tions provided in section 275 or 270 on the
making of assessments and the bringing of
distraint or a proceeding in court for collec-
tion, in respect of the deficiency and all in-
terest, additional amounts, and additions to
the tax provided by law, shall be suspended
for a period of two years after the date'of
the filing of such notification.

(2) Stay of collection. In the case of any
deficiency with respect to the tax ImposeO by
this subchapter established as provided in
subsection (a)W-

(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 ex-
piration of thirty days after the date of the
closing agreement, or the date upon which
the decision of the Board or judgment be-
comes final, as the case may be.

(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 sub-
section (a) or the amount which, In the
notification, is specified as intended to be
claimed as credit, shall, except in cases of
jeopardy, be stayed until the expiration of
sixty days after the date of the closing agree-
ment, or the date upon which the decision
of the Board of judgment becomes flnal, as
the case may be.

(C) If claim for deficiency divided credit
is filed under subsection (d), the collection
of such' part of the deficiency as Is not in
excess of either the credit allowable under
subsection (a) or the amount claimed, shall
be stayed until the date the claim for credit
is disallowed (in 'whole or in part), and if
disallowed in part collection shall be made
only of the part disallowed.

No distraint or proceeding in court shdll
be begun for the collection of an amOuit
the collection of which Is stayed under uub-
paragraph (A), (B), or (C) during the porlod
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for which the collection of such amount is
stayed.

(f) Credit or refund denied if fraud, etc.
No deficiency 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 or prescribed by the Commis-
sioner in pursuance of law, unless it is
shown that such failure to file is due to
reasonable cause and not due to willful neg-
lect. .

(,g).Rate for taxable years 1939, 1940, and
1941. If the deficiency is established or de-
termined for a taxable year which begins
after December 31, 1939, and does not begin
after December 31, 1941, the rates under sub-
sections (a) and (b) used in determining the
amount of the cedit or refund shall be 71,
per centum in lieu of 65 per centum and 821,S
per centum in lieu of 75 per centum.

(h) Rate for taxable years after 1941. If
ths deficiency is established or determined
for a taxable year which begins after Decem-
ber 31, 1941, the rates under subsections (a)
And (b) used in determining the amount of
the credit or refund shall be 75 per centum
in lieu of 65 per centum and 85 per centum
in lieu of 75 per centum.

(j) I Additional credit or refund for prior
taxable pear-(1) Electfon to have a certain
dividend considered as a deficlency dividend.
If a corporation was a personal holding com-
pany for any taxable year beginning after
December 31, 1936, and prior to January 1.
1942, and its adjusted net income, Title 1A
,net income or Subchapter A net income, In
the case of a tax imposed by Titles IA of the
Revenue Acts of 1936 and 1938. or Subchapter
A of the Internal Revenue Code, as the case
may be, exceeds the sum of (A) the earnings
and profits accumulated after February 28,
1913, as of the beginning of the taxabld year
and (B) the earnings and profits of the tax-
able yedr (computed as of the close of the
taxable year without diminution by reason of
any distributions made during the taxable
year) and if prior to the date of enactment of
the Revenue Act of 1942, the corporation paid
all or any portion of the tax imposed by Title
1A or Subchtpter A for any such taxable year
or years then the corporation may elect,
within six months after the date of enact-
ment of the Revenue Act of 1942 to pave the
amount of a dividend paid within such six-
month period considered as a deficiency divi-
dend. Such election must be made by the
filing of a claim (under regulations pre-
scribed by the Commissioner with the ap-
proval of the Secretary) within such six-
month period and after the payment of the
dividend, specifying the taxable year or years
with respect to which such dividend applies,
setting forth the amount of the dividend to
be apportioned to each taxable year, and
claiming the benefit of this subsection by
reason of such dividend.

(2) Effect of election. If the corporation
exercises the election authorized under para-
graph (1) of this subsection-

(A) The credit or refund shall be com-
puted, and credited or refunaed without In-
terest, .as provided in subsection (b) and at
the rates provided therein or in subsection
(g), as the case may be, but shall be subject
to'the limitations In subsection (f). In any
case where a dividend is apportioned to more
than one taxable year the credit or refund
shall be determined for each taxable year on
the basis of the amount of the dividend ap-
portioned thereto; and

(B) The dividends paid credit for the tax-
able year in which paid and for a prior tax-

'No subsection (i).

able year or years shall be determined as
provided In subcection (c) (2).

§ 29.506-1 Purpose and scope of dei-
ciency dividend credit. Section 506 pro-
vides a method under which, by virtue of
dividend distributions, a corporation
may, under certain conditions (see
§ 29.506-3), be relieved from the payment
of a deficiency in the surtax Imposed by
subchapter A of chapter 2, or, if any por-
tion of such deficiency has been paid, may
be entitled, under certain conditions (see
§ 29.506-4), to a credit or refund of such
portion. The deficiency must be estab-
lished in the manner specified in section
506 (a) (1), (2), or (3) or section 506 (b)
(1), (2), or (3) and the dividends must
be paid on the date so established or
within 60 days thereafter. For what con-
stitutes payment of a dividend, see § 29.27

Thebeneflt of section 506 is not ex-
tended to the satisfaction of any interest,
additional amounts, or additions to the
tax provided by law with respect to the
deficiency and such amounts remain pay-
able as if that section had not been en-
acted. The benefit Is denied if the closing
agreement, decislQn of The Tax Court of
the United States, or judgment contains
a finding that any part of the deficiency
is due to fraud with Intent to evade the
tax, or to a failure to file a timely return
without reasonable cause for such fail-
ure. See section 506 Wl. -

§ 29.506-2 Date when decision by Tax
Court or court becomes final and date of
closing agreement. The date upon which
a decision by The Tax Court of the United
States becomes final Is prescribed in sec-
tion 1140.

The date upon which a Judgment ofa
court becomes final must be determined
upon the basis of the facts in the par-
ticular case. Ordinarily, a Judgment of
a United States district court becomes
final upon the expiration of the time
allowed for taking an appeal, if no such
appeal is duly taken within such time;
and a judgment of the United States
Court of Claims becomes final upon the
expiration of the time allowed for filing
a petition for certiorari if no such peti-
tion is duly filed within such time.

-The date of the closing agreement,
made under section 3760, is the date such
agreement is approved by the Secretary,
the Under Secretary, or an Assistant
Secretary.

§ 29.506-3 Credit against unpaid de-
ficiency-(a) General. If the amount
of a deficiency with respect to the tax
imposed by subchapter A of chapter 2
has been established as provided in sec-
tion 506 (a) (1), (2), or (3), the corpo-
ratdn, under certain circumstances, is
entitled to a deficiency dividends credit
which, though It may not exceed the
amount of the deficiency, is to be applied
against the amount of 'such deficiency
and all interest, additional amounts, and
additions to the tax provided by law not
paid on or before the date when the
claim for a deficiency dividends credit
is filed under section 506 (d). The
amount of the deficiency dividends credit
is computed at the rates prescribed in
section 506 for the taxable year for which

the deficiency was established, and the
allowance of the credit is subject to the
following conditions, qualifications, and
limitations:

(1) The corporation s required under
ection 506 (c), within 30 days after the

date of the closing agreement or the date
upon which the decision of The Tax
Court of the United States or the Judg-
ment becomes final, to file a notice of its
intention ta claim a deficiency dividends
credit, which notice shall specify the
amount of the credit intended to be
claimed;

(2) The corporation is required under
section 506 Cd), within 60 days after the
date of the closing agreement or the date
upon which the decision of The Tax
Court or Judgment becomes final, to file
a claim with respect to the credit for de-
ficiency dividends;

(3) The deficiency dividends are re-
quired under section 506 (c) to.be paid
prior to the filing of the claim for a
deficiency dividends credit and such divi-
dends must be of such a nature as to
constitute taxable dividends in the hands
of such of the shareholders as are sub-
ject to taxation under chapter I 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-
ing the-interest, additional amounts, and
additions to the tax, provided by law)
which Is not paid on or before the date
of the closing agreement, or the date the
decision of The Tax Court or the Judg-
ment becomes final, as the case may be.

b) Form of notification. The notice
of intention to have dividends considered
as deficiency dividends for the purposes
of the allowance of credit under section
506 (a) shall be made, under oath or
affirmation, on Form 975, copies of which,
upon request, may be procured from any
collector.

Cc) Contents of notification. The no-
tificatlon 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, Tax
Court decision or court judgment): the
date thereof and the taxable year or
years involved;

(4) The amount of the credit intended
to be claimed as a deficiency dividends
credit; and

(5) Such other information as may be
required by the notification form.

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 In-
ternal Revenue, Washington, D. C, at-
tention Income Tax Unit, Records Divi-
sion, within 30 days after the date of
the closing agreement, or the date upon
which the decision of The Tax Court or
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Judgment becomes final, as the case may
be.

(e) Claim for deficiency dividends
credit. For claims for deficibncy divi-
dends credits, see § 29.506-5.

§ 29.506-4 Credit or refund o1 deft-
clency paid. If the Commissioner" has
determined that there is a deficiency with
respect to the tax imposed by subchapter
A ofchapter,2 and the corporation has
paid any portion of such asserted defi-
ciency, the corporation under certain cir-
cumstances, is entitled to a credit or re-
fund of such deficiency. The amotmt of
the credit or refund is computed at the
rates prescribed in section 506 for the
taxable year for which the deficiency was
established, and the allowance of the
credit or refund is subject to the follow-
ing conditions, qualifications, and limi-
tations:

(a) .It must -be established that the
amount for which credit or refund is
sought was' the whole or a part of a, de-
ficiency at the time when paid, and such
fact must be established as provided in
section 506 (b) (1), (2), or (3);

(b) The corporation is reqdired under
section 506 (d), within 60 days after the
date of the closing agreement or the
date upon which the decision of The Tax
Court of the United States or the judg-
ment becomes final, to file a claim for
credit or refund;

(c) The "deficiency dividends" are re-
quired undei section 506 (c) to be paid
prior to the filing of the claim for credit
or refund and such dividends must be of
such a nature as to constitute taxable
dividends in the hands of such of the
shttreholders as are subject to taxation
under chapter 1- for the year in which
paid (see section 27 (1)),' and must be
nonpreferential (see sectiQn 27 (h));

(d) The credit or refund shall not
exceed the portion of the deficiency
(not counting thd interest, additional
amounts, and additions to the tax, pro-
vided by law) which was paid by the
corporation;

(e) The credit or refund shall be made.
as provided in section 322, but without re-
gard to section 322 (b) -(relating to the
limitations on the allowance of refunds
or credits), or section 322 (c) (relating
to the effect of petitions to The Tax
Court on refunds or credits) ; -

(f) No* credit or refund shall be made
under section 506 (b) withrespect to any
amount of tax paid after the date of the
closing agreement, or the date the deci-
sion of The Tax Court or the judgment
becomes final, as the case may be; and

(g) No interest shall be allowed on the
credit or refund.

§ 29.506-5 Claim for ddficiency divi-
dends credit or credit or relund-(a)
General. A claim for a deficiency divi-
dends credit under section 506 (a), re-
lating to credit against unpaid deficiency
and under section 506 (b),- relating to
credit or refund of deficiency paid, must
be filed within 60 days after the date of
the closing agreement, or the date upon
which the decision of The Tax Court of
the United States or judgment becomes
final, as the case may be.

(b) Form of claim. The claim for a
deficiency dividends credit, or credit- or

refund, shall be made in duplicate, under
oath or affirmation, on Form 976, copies
of which, upon request, may be procured
from any collector,

(c) Contents of claim. There shall be
attached to and made a part of the claim
a certified copy of the resolution of -the
board of directors, or other authority,
authorizing the payment of the dividend
with respect to which the claim is filed.
In addition the claim shall, in accordance
with the. provisions of this section and
the instiuctions on the form, set forth
the following information:

(1) The name and address of the cor-
poration;

(2) The place and date of incorpora-
tion;

(3) The amount of the deficiency de-
termined with respect to the tax imposed
by subchapter A of chapter 2 and the
taxable year or years involved; the
amount of the unpaid deficiency or, if
the deficiency has been paid in whole
or in part, the date of payment and the
amount thereof; a statement as to how
the deficiency was established, if un-
paid, or if paid in whole or in part, how
it was established that any portion of
the amount paid was a deficiency at the
time when paid and in either case
whether it was by closing agreement, Tax
Court decision or court judgment and
the date thereof; if established by a final

.-judgment in a suit against the United
States for refund, the date of payment
of the deficiency, the date claim for re-
fund was filed, and the date the suit was
brought; if established by a Tax Court
decision or court judgment a copy thereof

,shall be attiched, together with an ex-
planation of how the decision or judg-
ment became final;

(4) The amount and date of payment
•of the dividend with respect to which tfie
claim for deficiency dividends credit, or
credit or refund, is filed;

(5) A statement setting forth the vari-
ous classes of stock outstanding, the
name and address of each shareholder,
the class and number of shares held by
each on the date -of payment of the divi-
dend with respect to which the claim is
filed, and the amount of such dividend
paid to each shireholder;
1 (6) The amount claimed as a deficiency
dividends credit; and

(7) Such other information as may be
required by the claim form.

(d) Time and place of filing claim. The
claim required by section 506 (d) and this.
section shall be filed with the Commis-
sioner of Internal Revenue,'Washington,
D. C., attention Income Tax Unit, Rec-
ords Division, within 60 days after the
date of the closing agreement, or the,
date upon which the decision of rkhe Tax
Court or judgment becomes final, as the
case may be.

§ 29.506-6 - Effect of deficiency divi-
dends on dividends paid credit. -No du-
plication of -credit allowances with
respect to any "deficiency dividends" is
permitted. If a corporation claims and
receives the benefit of the provisi6ns of
section 506 of the Internal Revenue Code
or section 407 of the Revenue Act of 1938
based upon a distribution of "deficiency
dividends," that distribution does not be-

come a part of the basic surtax credit for
the purposes of subehapter A of chapter
2; nor is it made the basis of the 2%-
month carry-back credit provided for in
section 504 (c).

§ 29.506-7 Suspension of statute of
limitations and stay of collecton-(a)
Suspension of running of statute. If a
corporation files a notiflcatori of Its In-
tent to have certain dividends considered
as "deficiency dividends" as provided In
secton.S06 (c), then the running of thoe
statute of limitations upon the asses-
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 o1 collection. The Internal
Revenue Code provides that, except In
case of jeopardy, the collection of the es-
tablished deficiency and all Interest, ad-
ditional amounts, and additions to the
tax provided by'law, is stayed for a period
of 30 days subsequent to the final deter-
mination of the amount thereof. If
within such 30-day period the corpora-
tion files with the Comnmissioner the pre-
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
under 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
established deficiency covered by the
claim if not In excess of the amount al-
lowable under section 506 a)', until the
date the claim Is disallowed (in whole or
in part) by the Commissioner. The Code
further provides that where collection
has been stayed as above indicated no
distraint or proceeding in court shall be
beguh for the collection of the amount
stayed during the period for which it Is
stayed, The Commissioner, notwith-
standing the provisions of section 272
(b), may refrain from assessing the sub-
chapter A deficiency (plus Interest, addi-
tional amounts, and additions to the tax)'
until the claim for the deficiency divi-
dends credit is disposed of. After such
claim is allowed or rejected, either in
whole or in part, the entire amount of
the deficiency (plus interest, additional
amounts, and additions to the tax) will
be assessed, if not already assessed. The
amount of, the claim for the deficiency
dividends credit to the extent -allowed
will be credited agaiiist the amount so
assessed, and the remainder of the
amount assessed will be collected ih the
usual manner.

§ 29.506-8 Retroactive (Ypplicatton.
For regulations relating to making and
filing of the claims and consents re-
ferred to In'subsections (d) (1) and (g)
of section 186 of the Revenue Act of
1942, see §§ 29.504-3, . 29.504-4, and
29.504-5.
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§ 29.506-9 Overpayments and defi-
ciencies. For the refund or credit of any
overpayment, and the assessment or col-
lection of any deficiency referred to in
section 186 (h) of the Revenue Act of
1942, see §'29.504-6.

§29.506-10 Election to have a certain
dividend considered as a deficiency divi-

- dend. Section 506 (j) is designed to be
used particularly in those cases where a
corporation was a personal holding com-
pany for certain taxable years beginning
prior to January 1, 1942, and the per-
sonal holding company tax has been paid
in whole or in part prior to October 21,
1942, for such taxable years. In such
a case the corporation may elect to have
the amount of a dividend paid within six
months after October 21, 1942, to share-
holders to whom the distribution is madp,
considered as a deficiency dividend un-
der the following conditions, qualifica-
tions, and limitations:

(a) It must be established by the cor-
poration that its income, upon which the
personal holding company tax is imposed,
exceeds the sum of (1) the earnings and
profits accumulated after February 23,
1913, as of the beginning of the taxable
year and (2) the earnings and profits
of the taxable year (computed. as of the
close of such year without diminution
by reason of any distributions made dur-
ing the taxable year);

(b) .The corporation is required to
make an election within six months after
October 21, 1942, to have the amount of
a dividend paid within such 6-month
period treated as a deficiency dividend;

(c) The election must be made by the
filing .of a claim for credit or refund
within such 6-month period;

(d) The dividend must be paid prior
to the filing of the claim for credit or
refund'and the shareholders to whom the
distribution is made must include such
distribution as a taxable dividend in their
eturns for the taiable year in which

such distribution is made;
(e) The credit or refund shall be made

as provided in section 322, but without
regard-td section 322 (b) (relating to the
limitations on the allowance of refunds
or credits), or section 322 (c) (relating
to the effect of petitions to The Tax
Court of the United States on refunds or
credits) ;

(f) No credit or refund shall be made
under section 506 (Q), with respect? to
any amount of tax paid on or after Oc-
tober 21, 1942; and

(g) No interest shal be allowed on the
credit or refund.

§ 29,506-11 Claim for additional credit
or refund for prior taxable year-(a)
General. A claim for additional credit or
refund under sectibn 506 (j), relating to
election to have a certain dividend
treated as a deficiency dividend, must be
filed within six months after October
21, 1942, claiming the benefit of that sec-
tion by reason of a dividend paid within
such 6-month period.

(b) Form of claim. The claim for ad-
ditional credit or refund under this sec-
tion-shall be made in duplicate, on oath
or affirmation, on Form 976A, copies of
which, upon request, may be procured
from any collector.

(c) Contents of claim. There shall be
attached to and made a part of the
claim a certified copy of the resolution
of the board of directors, or other au-
thority, authorizing the payment of the
dividend with respect to which the claim
is filed. In addition the claim shall, In
accordance with the provisions of this
section and the instructions on the form,
set forth the following information:

(1) The name and addres of the cor-
poration;

(2) The place and date of Incorpora-
tion;

(3) The amount of the personal hold-
ing company tax Imposed for each of
the taxable years involved; if tax paid (in
whole or in part), date of payment and
amount thereof;

(4) The amount of the income, upon
which the personal holding company tax
is imposed, in excess of the sum of the
earnings and profits accumulated after
February 28, 1913, as of the beginning
of the taxable year, and the earnings
and profits of the taxable year (com-
puted as of the close of such year with-
out diminution by reason of any dis-
tributions made during the taxable
year) ;

(5) A statement setting forth the va-
rious classes of stock outstanding, the
name and address of each &hareholder,
the class and number of shares held by
each on the date of payment of the divi-
dend with respect to which the claim is
filed, and the amount of such dividend
paid to each shareholder:

(6) The date the dividend was paid,
the taxable year or years with respect
to which such dividend applies, and the
amount of the dividend to be appor-
tioned to each taxable year;

(7) .The amount claimed as a credit
or refund; and

(8) Such other information as ma: be
required by the claim form.

§ 20.506-12 Effect of election. If the
corporation elects to have a distribution
made within six months after October
21, 1942, considered as a deficiency divi-
dend as provided In section 500 (j), and
files the claim required by that section:

(a) The credit or refund shall be com-
puted, and credited or refunded with-
out interest, as provided In section 506
(b) and at the rates provided therein
or in section 506 (g), as the case may
be. However, such credit or refund shall
-not be allowed with respect to any de-
ficiency attributable, in whole or in part,
to fraud with intent to eiade the tax or
to a failure to file a timely return with-
out reasonable cause for such failure.
See section'506 (f. In any case where
a dividend is apportioned to more than
one taxable year the credit or refund
shall be determined for each taxable year
on the basis of the amount of the divi-
dend apportioned thereto; and

(b) The dividends paid credit for the
taxable year In which paid and for a
prior takable year or years shall be de-
termined in the manner prescribed in
section 506 c) (2).

Sc. 507. =rAuino or Tmus rsm [as
amended by sc. 227 (a), Rev. Act 10391.

(a) Gcucrc! rule. The ftis uzed in this-
cuhi-hapter shall iave th2 came meaning as
when u.wd In chapter 1.

(b) Insuranc coaps fes other than We
or mutual. Notvsthstanding subsection (a).
the term "gSros income", as uzcd In tbs sub-
chapter, means, in the case of an injsurance
compam- othar than life or mutual, the gros
Income, as defined In section 2,34 (b) (1). In-
crcazed by the amount of loses Incurrcd, az
defined In section 204 (b) (6). and the
amount of expaens Incurred, as defined in
cectlon 2--4 (b) (7), and decreased by the
amount dcductib.e under section 204 (c) (7)
(relating to tax-free interest).

Src. 523. ADexnuTrmATvx raovzslo:s.
Al provilons of law (Including penalties)

applicabl3 In respect of the taxes imposed
by chapter 2. shall Insofar as not inconsistent
with thls "dubcapter, be applicable n re-
spect of the tax impa.zed by this subchapter,
.xcept that the provisions of section 131 shall
not be applicable.

§ 29.503-1 Return and payment of
tax. A separate return is required for
the surtax Imposed by sacticn 500. Such
returns shall be made on Form 1120H.
In the case of a personal holding com-
pany which is a domestic corporation, the
return is required to be made within the
time provided by section 53 and in the*
case of a foreign corporation within the
time provided ir- section 235. The tax
shown by the corporation on its return
must be paid in the case of a domestic:
corporation within the time provided in
sect:on 56 and in the case df a foreign
corporation within the time provided in
section 235. The same provisions of law
relating to the period of limitations for
assessment and collection which govern
the taxes imposed by chapter 1 also apply
to the surtax imposed under subchapter
Aof chapter2. 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 priod of limitations for assessment
of the surtax imposed under subchapter
A of chapter 2. If the corporation sub-
Ject to section 500 fails to file a return
the tax may be assessed at any time. If
the Commissioner finds a deficiency in
respect of the tax imposed by section 500,
he is required to follow the same pro-
cedure which applies to deficiencies in
Income tax under chapter 1. The penal-
ties applicable to the income taxes im-
posed under chapter 1, as well as the
provisions of chapter 1 relating to inter-
est and additions to the tax, also apply to
the surtax imposed by section 50. The
administrative provisions applicable to
the surtax imposed by section 500 are
not confined to those contained in chap-
-ter 1 but embrace all administrative pro-
visions of law which have any applica-
tion to income taxes.

§ 29.503-2 Determination of tax, as-
sessment, collection. The determination,
assessment, and collection of the tax
imposed by section 500, and the exami-
nation of returns and claims in connec-
tion therewith, will be made under such
procedure as may be prescribed from
time to time by the Commissioner.

SW. 603. lnrOex Aecu.,X rsosr oe7 su-
PLU.

For surtax on corporations which accumv-
late curplus to avoid surtax on sharehoders,

eo rection 102.
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SEC. 510. FOREIGN PEnSONAL HOLDING COM-
PANIES.

For provisions relating to foreign personal
holding companies and their shareholders,
see Supplement P of chapter 1.

SEC. 511.' PuBLIC= OF RETURNS.
For provisions with respect to publicity

of returns under this subchapter, see sub-
section (a) (2) of section 55. -

SUBPART F-DEFINITIONS
SEC. 3797. DEFINIToNs [as amended by secs.

120 (f), 511, Rev. Act 1942.1
(a) When used in this title, where not

otherwise, distinctly expressed or manifestly
Incompatible with the intent thereof-

(1), Person. The term "person" shall be
construed to mean and include an individual,
a trust, estate, partnership, company, or
corporation.

(2) Partnership and partner. The term
"partnership" Includes a syndicate, group,
pool,. joint venture, or other unincorporated
organization, through or by means of which
any business, financial operation, or venture
Is carried on, and which is not, within the
meaning of this title, a trust or estate or a
corporation; and the term "partner" In-
cludes a member In such a syndicate, group,
pool, joint venture, or organization.

(3) Corporation. The term "corporation"
Includes associations, joint-stock companies,
and insurance companies.

(4) Domestic. The term "domestic" when
applied to a corporation or a partnership
means created or organized in the United
States or under the law of the United States
or of any State or Territory.

(5) Foreign. The term "foreign" when ap-
plied to a corporation or partnership means
a corporation or partnership which is "fot
domestic.

(6) Fiduciary. The term "fiduaciary' means
a guardian, trustee, executor, administrator,
receiver, conservator, or any person acting
in any fiduciary capacity for any person.

(7) Stock. The term "stock" includes the
share in an association, joint-stock company,
or Insurance company.

(8) Shareholder. The term "shareholder"
includes a member In an association, joint-
stock company, or insurance company.

(9) United States. The term "United
States" when used in a geographical sense
Includes only the States, the Territories of
Alaska and Hawaii, and the District of Colum.
bin.

(10) State. The word "State" shall be con-
strued to include the Territories and the Dis-
trict of Columbia, where such construction
is necessary to carry out proiisions of'this
title. %

(11) Secretary. The term "Secretary"
means the Secretary of the Treasury.
. (12) Commissioner. The term "Commis-

sioner" means the Commissioner of Internal
Revenue.

(13) Collector. The term "collector" means
collector of internal revenue.

(10) Taxpayer. The term "taxpayer" means
any personal subject to a tax imposed by this
title.

(15) Military or naval forces of the United
States. The term "military or naval forces
of the United States" includes the Marine
Corps, the Coast Guard, the Army Nurse
Corps, Female, the Women's Army Auxiliary
Corps, the Navy Nurse Corps, Female, and
the Women's Reverse branch -of the Naval
Reserve. .

(16) W Pthholding agent. The term "with-
holding agent" means any person required
to deduct and wlthhold any tax under the
provisions of section 143 or 144.

(17) Husband and wife. As used in sec-
tions 22 (k), 23 (u), 25 (b), (2) (A), and
171, and the-last sentence of section 401 (a)
(2). If the husband and wife therein referred
to are divorced, wherever appropriate to the
meaning of suich sections, the term "wife"

shall be read "former wife" and the term
"husband" shall be read "former husband";
and, If the payments described in such sec-
tions are made by or on behalf of the wife
or former wife to the husband or former
husband instead of vice versa, wherever ap-
propriate to the meaning of such sections,
the term "husband" shall be read "vife" and
the ferm "wife" shall be read "husband".

(b) Includes and including. The terms
"includes" and "Including'! when used in a
defnitlon contained in this title shall not
be deemed to exclude other things otherwise
within the meaning of the term defined.

(c) Cross references. For other definitions,
see the following:

Singular as including plural RS. 1 (U..C.,
Title 1, 11).

Plural as including singular, R.S. 1 (U.S.C.,
Title 1, § 1).

Masculine as including feminine, R.S. 1
(U.S.C., Title 1, § 1);

'Officer, R.S. 1 (U.S.C., Title I, § 1).
Oath as including affirmation, R.S. 1

(U.S.C., Title 1, § 1).
Company or association as including suc-

cessors and assigns, R.. 5 (U.S.C., Title 1,§ 5).
County as including parislx, RS. 2 (U.S.C.,

- Title 1, § 2),
Vesseis as including all means of water

transportation, RS. 3 (U.S.C., Title 1, § 3).
Vehicle as including all means of land trans-

portation, R.S. 4 (U.S.C., Title 1, § 4).

§ 29.3797-1 Classiflcdtion of taables.
For the purpose of taxation the lnternal
Revenue Code makes its'own classifica-
tion and prescribes its own standards
of classification. Local law is of no im-
portance in this connection. Thus, a
trust may be classed as a trust or as an
association (and, therefore, as a corpora-
tion), depending upon its nature or its
activities. (See § 29.3797-3.) The term
"partnership" is not limited to the com-
mon law meaning of partnership, but is
broader in its scopg and includes groups
not commonly called partnerships. (See
§ 29.3797-4.) The term "corporation"
is not limited to the artificial entity
usually known as a corporation, but in-
cludes also an association, a trust classed
as an association because of its nature
or its activities, a joint-stack company,
an insurance company, and certain
kinds of partnerships. (See§§ 29.3797-2
and 29.3797-4.) The definitions, terms,
and classifications, as set forth in
section 3797, shall have the same respec-
tive meaning and scope in these regula-
tions.

§ 29.3797-2 Association. The term
"association" is not used in the Internal
Revenue Code in any narrow-or techni-
cal sense. It Includes any organization,
created for 'the transaction of, desig-
nated affairs, or the attainment of some
object, which, like a corporation, contin-
ues not ?thstanding that its members or.
participants change, and the affairs of
which, like corporate affairs, are con-
ducted by a single individual, a commit-
tee, a board, or some other group, acting
in a representative capacity. It is imma-
terial whether such organization is cre-
ated by an agreement, a declaration of'
trust, a statute, or otherwise.' It includes
a voluntary association, a Joint-stock as-
sociation or company, a "business" trust,
a "Massachusetts" trist, a "common
law" trust, an "investment" trust
(whether of the fixed or the manage-

ment type), an interinsurance exchange
operating through an attorney In fact,
a partnership association, and any other
type of organization (by whatever name
known) which Is not, within the meaning
of the Code, a trust or an estate, or a
partnership. If the conduct of the af-
fairs of a corporation continues after
the expiration of Its charter, or the ter-,
mination of its existence, it becomes an
association.

§ 29.3797-3 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 customarily
required under the ordinary rules ap-
plied in chancery and probate courts,
The beneficiaries of such a trust gen-
erally do no more than accept the bene-
fits thereof and are not the voluntary
planners 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 con.
veyed to trustees (or a trustee) who, un-
der a declaration or agreement of trust,
hold and manage the property with a
view to income or profit for the benefit
of beneficiaries. Such an arrangement
Is designed (whether expressly or other.
wise) to afford a medium whereby an In-
come or profit-seeking activity may be
carried on through a substitute for an
organization such as a voluntary asso-
ciation or a joint-stock company or a
corporation, thus obtaining the advan-
tages of thbse forms, of organization
without their disadvantages. The na-
ture and purpose, of a cooperative un-
dertaking will differentiate It from an
ordinary trust. The purpose .will not be
considered narrower than that which is
formally set forth in the instrument
under which the activities of the trust
are conducted.

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 benefiolarles,
and if the trustees or other designated
persons are, in effect, the managers of tio
undertaking or arrangement, whether
the beneficiaries do or do not appoint
or control them, the beneficiaries are to
be treated as voluntarily Joining or co-
operating with each other in the trust,
just as do members of an association, and
the undertaking or arrangement is
deemed to be an association classified by
the Internal Revenue Code as a corpora-
tion. However, the fact that the capital
or property of the trust Is not supplied
by the beneficiaries is not sufficient rea.
son in itself for classifying the arrange-
ment as an ordinary trust rather than
as .an association.

By means of such a trust the disad-
vantages of an ordinary partnership are
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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-

1cquently-affords the limitation of liability
and other advantages characteristic of
a corporatiop. These advantages which
the trust form provides are frequently
referred to as resemblance to the general
form, mode of procedure, or effectiveness
in action, of an association or a corpora-
tion, or as "quasi-corporate form." The
effectiveness in action in the case of a
trust or of a corporation does not de-
pend upon technical arrangements or
devices such as the appointment or elec-
tion of a president, secretary, treasurer,
or other "officer," the use of a "seal," the
Issuance of certificates to the benefici-
aries, the holding of meetings by man-
agers or beneficiaries, the use of a "char-
ter" or "by-laws," the existence of
"control" by the beneficiaries over the
affairs of the organization, or upon other
minor elements. They serve to empha-
size the fact that an organlaztion pos-
sessing them should be treated as a cor-
poration, but they are not essential to
such classification, for the fundamental
benefits enjoyed by a torporation, as out-
lined above, are attained, in the case of a
trust, by the use of the trust form itself.
The Internal Revenue Code disregards
the technical distinction between a trust
agreement (or declaration) and ordinary,
articles of association or a corporate
charter, and all other differences of de-
tail. It treats such a trust according to
its essential nature, namely, as an as-
sociation. This is true whether the
beneficiaries form the trust or, by pur-
chase or otherwise, acquire an interest
in an existing trust.

The mere size or amount of capital in-
vested in the trust is of no importance.
Sometimes the activity of the trust is a
-small venture or enterprise, such as the
division and sale of a parcel of land, the
erection of a building, or the care and
rental of an office building or apartment
house; sometimes the activity is a trade
or business on a much larger scale. The
distinction is that between the activity or
purpose for which an ordinary strict
trust of the traditional type would be
created, and the activity or purpose for
which a corporation for profit might
have been formed.'

§ 29.3797-4 Partnerships. The In-
ternal Revenue Code provides its own
concept of a partnership. Under the
term "partnership" it includes not only
a partnership as known at common law,

-but, as well, a syndicate, group, pool,
joint venture, or other unincorporated
organization which carries on any, busi-
ness, financial operation, or venture, and
which is not, within the meaning of the
Code, a trust, estate, or a corporation.
On the other hand thq Code classifies
under the term 'corporation" an asso-
ciation or joint-stock company, the
members of which may be subject to the
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personal lability of partners. If an or-
ganization Is not interrupted by the death
of a member or by a change in ownership
of a participating interest during the
agreed period of its existence, and Its
management Is centralized in one or
more persons in their representative ca-
pacities, such an organization is an as-
sociation; taxable as a corporation. As
to the characteristics of an association,
see also §§ 29.3797-2 and 29.3797-3. The
following examples will illustrate some
phases of these distinctions:

(a) If A and B buy some acreage for
the purpose of subdivision, they are joint
adventurers, and the Joint venture is
classified by the Code as a partnership.

(b) A, B, and C contribute $10,000 each
for the purpose of buying and selling
real estate. If A, B, C, or D, an outside
party (or any combination of them as
long as the approval of each participant
is not required for syndicate action),
takes control of the money, property, and
business of the enterprise, and the syn-
,dicate is not terminated on the death
of any of the participants; the syndicate
Is classified as an association.

§ 29.3797-5. Limited partnerships. A
limited partnership Is classified for the
purpose of the Internal Revenue Code as
an ordinary partnership, or, on the other
hand, as an association taxable as a
corporation, depending upon it- charac-
ter in certain material respects. If the
organizati6n is not interrupted by the
death of a general partner or by a change
in the ownership of his participating in-
terest, and if the management of its af-
fairs is centralized in one or more per-
sons acting in a representative capacity.
it is taxable as a corporation. For want
of these essential characteristics, a lim-
ited partnership is to be considered as an
ordinary partnership notwithstanding
other characteristics conferred upon it
by local law.

The Uniform Limited Partnership Act
has been adopted in several States. A
limited partnership organized under the
provisions of that Act may be either an
association or a partnership depending
upon whether or not in the particular
case the essential characteristics of an
association exist.

§ 29.3797-6 Partnersdp association.
A partfership 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, eb. 3), hav-
ing by virtue of the statutory provisions
under which it was organized, the char-
acteristics essential to an association
within the meaning of the Internal:Rev-
enue Code, Is taxable as a corporation.

§ 29.3797-7 Insurance company. 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
relieving sick and aged members and the
dependents of deceased members Is an
insurance company, whether the fund for
such purpose is created wholly by mem-
bership dues or partly by contributions
from the employer. A corporationwhich

merely sets aside a fund for the insur-
ance 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
intends 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 In-
ternal Revenue Code. For example, dur-
ing the year 1942 the M Corporation,
incorporated under the insurance laws
of the State of R, carried on the busi-
ness of lending money in addition to
guaranteeeng the payment of principal
and interest of mortgage loans. Of its
total income for the year, one-third was
derived from its insurance business of
guaranteeing the payment of principal
and Interest of mortgage loans and two-
thirds was derived from its noninsur-
ance business of lending money. The
M Corporation is not an insurince com-
pany for the year 1942 within the mean-
ing of the Code and these regulations.

§ 29.3797-8 Domestic, foreign, resi-
dent, and nonresident persons. A do-
mestle corporation is one organized or
created in the United States, including
only the States, the territories of Alaska
and Hawaii, and the District of Colum-
bla, or under the law of the United
States or of any State or Territory, and
a foreign corporation is one which Is
not domestic. A domestic corporation
is a resident corporatior.even though it
does no business and owns no property
in the United States. A foreign corpo-
ration engaged in trade or business
within the United States Is referred to
in these re-Ulations as a resident foreign
corporation, and a foreign corporation
not engaged in trade or business within
the United States, as a nonresident for-
eign corporation. A partnership en-.
gaged in trade or business within the
United States Is referred to in these
regulations as a resident partnership,
and a partnership not engaged in trade
or*business within the United States, as
a nonresident partnership. Whether a
partnership is to be regarded as resi-
dent or nonresident Is not determined by
the nationality or residence of its mem-
bers or by the place in which it was
created or organized. The term "non-
resident alien," as used in these regu-
lations. includes a nonresident alien
individual and a nonresident alien
fiduclaty.

§29.3797-9 Fiduciary. "Fiduciary" Is
a term which applies to persons who
occupy positions of pecular confidence
toward others, such as trustees,
executors, and administrators. A fidu-
ciary for income tax purposes is a person
who holds in trust an estate to which
another has the beneficial title or in
which another has a beneficial interest,
or receives and controls income of
another, as in the case of receivers. A
committee or guardian of the property
of an incompetent person is a fiduciary.
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§ 29.3797-10 Fiduciary distinguished
from agent. There may be a fiduciary
relationship between an agent and a
principal, but the word "agent" does not
denote a fiduciary. An agent having
entire charge of property, with authority
to effect and execute leases with tenants
entirely on his own responsibility and
without consulting his principal, merely
turning over the net profits from the
property periodically to his principal by -

virtue of authority conferred upon him
by a power of attorney, is not a fiduciary
within the meaning of the Internal
Revenue Code. In cases where no legal
trust has been created in the estate con-
trolled by the agent and attorney, the
liability to make a return rests with the
principal.

*29.3797-11 Military or naval forces
of the United States. The term "mili-
tary or naval forces of the United States"
is defined in section 3797 (a) (15). The
term includes, among other organiza-
tions, the Coast Guard, which in turn
includes the Coast Guard Reserve, of
which the Women's Reserve is a branch.
The definition in section 3797 (a) (15) is
inclusive only and not exclusive.

SUBPART G-MIIGATIoN or EFFECT IOF
LnuITATION AND OTHER PROVISIONS IN
INCOME TAX CASES
SEC. 8801. M-rIGA'ION OP EFFECT OP WA-

TIOIT AND OTHER PROVISIONS In INCO7Aig TAX
CASES.

(a) Definitions. For the purpose of this
section-

(1) Determination. The term "determi-
nation under the income "x laws" means-

(A) A closing agreement made under sec-

tion 3760; "%
(B) A decision by the Board of Tax Ap-

peals [known as The Tax Court of the United
States] or a judgment, decree, or other order
by any court of competent jurisdiction,
which has become final; or

(C) A final dispositi6n by the Commis-
slqner of a claim forjrefund. For the pur-
poses of this section a claim for refund shall
be deemed finally disposed of by the Com-
missioner-

(1) as to items with respect to which the
claim was allowed, upon the date of allow-
ance of refund or credit or upon the date of
mailing notice of disallowance (by reason
of offsetting Items) of the claim for refund,
and

(Ii) as to items with respect to which.the
claim was disallowed, fix whole or In part,
or as to items applied by the Commissioner
in reduction of the refund or credit, upon
expiration of *the time for Instituting suit
with respect thereto (unless suit Is insti-
tuted prior to the expiration of such time).
tuchterm shall not include any such agree-
ment made, or decision, judgment, decree,
or order which became final, or 'claim for
refund finally disposed of, prior to August
27, 1938.

§ 29.3801 (a) (1)-1 Purpose and scope
of section 3801. Section 3801 provides
for correction of the effect -of certain
types of errors specified in section 3801
(b) and §§ 29.3801 (b)-1 to 29.3801
(b)-5, inclusive, when one or more pro-'
visions of the internal revenue laws, such
as the statute of limitations, would
otherwise prevpnt such correction. Cor-
rections are 'authorized under section
3801 only when the Commissioner, If the
correction would, result in an allowance.

of a refund or credit for the year with
respect to which the error was made,
or the taxpayer, if the correction would
result in an additional assessment for
such year, has maintained a position in-
consistent with the error. No correction
is permissible unless the inconsistent
position is adopted by a detefmination
made on or after August 27, 1938.

§ 29.3801 (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. Such an agreement
may relate to the total tax liability of
the taxpayer foi a particular taxable
year or years or to one or more separate
items affecting such liability. If it be-
comes necessary or desirable to effect a
determination in order to obtain or ac-
celerate an adjustment authorized by
section 3801, a closing agreement may be
used for such purpbse-whenever a tax-
payer and the Government have con-
curred in the. disposition of an item or
items. A closing agreement become*
final within the meaning of, section 3801
on the date of its approval by the Secre-
tary, the Under Secretary, or an Assist-
ant Secretary.

§ 29.3801 (a) (1)-3 Decision by, tax
court or court as a determination. A de-
termination may take the form of a de-
cision by The Tax Court of the United
States or a judgment, decree; or other
order by any court of- competent juris-
diction, which has become final.

The date upon which a decision by The
-Tax Court becomes final is prescribed In
section 1140.

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. Ordinarily, a judgment of
a United States district court becomes
final upon the expiration of the time al-
lowed for taking an appeal, If no such
appeal is duly taken within such time;
and a judgment of the United States
Court of Claims becomes final upon the
expiration of the time allowed for fling -
a petition for certiorari-if no such pe-
tition is duly filed within such time.

§ 29.3801 (a) (1)-4 Final dispositioh
of claim for refund as a determination.
A determination may take the form of a
final disposition of a claim for refund.
Such disposition may result in a deter-
mination with respect to two classes of
Items, i. e., items included by the tax-
payer-in a claim for refund and items 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 dis-
position with respect to an item as to
which the taxpayer's contention in the
claim for refund is sustained becomes
final on the date of allowance of the
refund or credit If:

(i) The taxpayer's claim for refund Is
unqualifiedly allowed; or

(ii) The taxpayer's contention with
respect to an Item is sustained and with
respect to other items is denied, so that
the net result is an allowance of refund
or credit; or

(iii) The taxpayer's contention with
respect to an item is sustained, but the
Commissioner applies other Items to off-
set the amount of the alleged Overpay-
ment and the items so applied do not
completely offset such amount but mere-
ly reduce it so that the net result is an
allowance of refund or credit,

(2) If the taxpayer's contention in the
claim'for refund with respect to an item
is sustained but the Commissioner ap-
plies other Items to offset the amount of
the alleged overpayment so that the net
result Is a. disallowance of the claim for
refund, the date of mailing, by registered
mail, of the notice of disallowance (see
section 3772), is the date of the final dis-
position as to the Item with respect to
which the taxpayer's contention Is sus-
tained.

(b) Items with respect to which tlte
taxpayer's claim is disallowed. The dis-
positfon with respect to an item as to
which the taxpayer's contention In the
claim for refund Is denied becomes final
upon the expiration of the time allowed
by section 3772"for instituting sit on the
claim for refund, unless suit is Instituted
prior to the expiration of such period,-if:

(1) The taxpayer's claim for refund is
unqualifiedly disallowed; or

(2) The taxpayer's contention with re-
spect to an Item is dqnled and with re-
spect to other items Is iustained so that
the net result Is an allowance of refund
or credit; or

(3) The taxpayer's contention with
respect to an item is sustained In part
and denied'In part. For example, if the
taxpayer claims a deductible loss of
$10,000 and a consequent overpayment
of $2,500 and the Commissioner concedes
that a deductible loss was sustained but
in the amount of $5,000 only, or that a
deductible loss of $10,000 was sustained,
under the Commissioner's computation
but under the Commissioner's computa-
tion the consequent overpayment is only
$2,000, the disposition of the claim for
refund with respect to both the allow-
ance of the $5,000 and the disallowance
of the remaining $5,000, or the allow-
ance of the $2,000 overpayment and the
denial of the $500, becomes final upon
the expiration of-the tline for 'Institut-
ing suit on the claim for refund unless
suit Is Instituted prior to the expiration
of such period.

(c) Items applied by the Commissioner
in reduction of the refund or credlt.-If
the Commissioner applies an item In re-
duction of the overpayment alleged in
the claim for refund, and the iet result
is an allowance of refund or credit, the
disposition with respect to the Item so
applied by the Commissioner becomes
final upon the expiration of the time
allowed by' section 3772 for Instituting
suit on the claim for refund, unless suit
Is Instituted 'prior to the expiration of
such period. If such application of the
item results In the assertion of a defl-
clen.cy, such action does not constitute a
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final disposition by the Commissioner of
a claim for refund within the meaning of
section 3801 (a) (1) (C) (ii), but subse-
quent action taken with respect to such
deficiency may result in a determination
under section 3801 (a) (1) (A) or (B).

The necessity of waiting for the expira- -
tion of the 2-year period of limitations
provided in. section3772 may be avoided
in such cases as are described under (b)
or (0- of this section by the use of a clos-
ing agreement to effect a determination.

[SEC. 3801. MITIGATiON oF EI'S r op LT A-
TION AND OT=ES PROVISIONS INT INCOLIE TAX
CASES.]

[(a) Definitions. For the purpose of this
section-]

(2) Taxpayer. Notwithstanding the pro-
visions of section 3797 the term "taxpayer"
means any person subject to a tax under the
applicable Revenue Act.

(3) Related taxpayer. The term "related
taxpayer" means a taxpayer who, with the
taxpayer with respect to whom a determina-
tion specified In subsection (b) (1), (2), (3),
or (4) is made, stood, in the taxable year with
respect to whichthe erroneous Inclusion, ex-
clusion, omission, allowance, or disallowance
therein referred to was made, In one of the
following relationships: (A) husband and
wife;,(B) grantor and fiduciary; (C) grantor
and beneficiary; (D) fiduciary and beneft-
ary, legatee, or heir; (E) decedent and dece-
dent's estate; or (F) partner.

§29.3801 (a) (3)-1 Related taxpayer.
An adjustment in the case of the tax-
payer with respect to whom the error
was made may be authorized under
section 3801 although the determination
is made with respect to a different tax-
payer, provided that such taxpayers
stand in one of the relationships
specified in section 3801 (a) (3). The
concept of "related taxpayer" has appli-
cation only to section 3801 (b) (1), (2),
(3) or (4) and does not apply to section
3801 (b) (5). If such relationship
exists, it is not essential that the error be
with respect to a transaction possible
only by reason of the existence of the
relationship. For example, if the error
with respect to which an adjustment is
sought under section 3801 grew out of an
assignment of rents between taxpayer
A and taxpayer B, who are partners, and
the determination is with respect to tax-
payer A, and adjustment with respect
to taxpayer B may be permissible despite
the fact that the assignment had
nothing to do with the business of the
partnership. The relationship need not
exist throughout the entire taxable year
with respect to which the error was

- made, but only at some time during that
taxable year. For example, if a tax-
payer on February 15 assigns to his
fiancee the net rents of a building which
the taxpayer owns, and the two are
married before the end of the taxable
year, an adjustment may be permissible
if the determination relates to such
rents despite the fact that they were
not husband and wife at the time of
the assignment. See § 29.3801 (b)-8 for
the requirement in certain cases that
the relationship exists at the time an
inconsistent position is first maintained.

, [SEC. 3801. AuIGATION OF ErScr or Lu=nv-
TION AND oThER PROVisIONS mn nzco= - Tx
CAses.]

(b) Circumstances of adjustment. when
a determination under the income tax laws-

(1) Requires the inclusion In gros income
of an Item which was erroneously included in
the gros 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 taxpayer;
or

(3) Requires the exclusion from grc= in-
come of an Item with respect to which tax
was paid and which w erroneously excluded
or omitted from the gross income of the
taxpayer for another taxable year or from
the gross income of a related taxpayer; or

(4) Allows or dlsalows any of the addi-
tional deductions allowable in computing the
net Income of estates or trusts, or requires or
denies any of the Inclusions In the compu-
tation of net income of beneficiaries, heirs,
or legatees, specified In section 162 (b) and
(c) of chapter 1, and corresponding sections
of prior revenue Acts, and tho correlative
inclusion or deduction, as the case may be,
has been erronously excluded, omitted, or

Aincluded, or disallowed, omitted, or allowed.
as the case may be, in respect of the related
taxpayer; or

(5) Determines the basis of property for
depletion, exhaustion, wear and tear, or ob-
sole cence, or for gain or lom on a sale or
exchange, and In respect of any transaction
upon which such basis depends there rw
an erroneous Inclusion In or omizsion from
the gross Income of, or an erroneous rec-
nition or nonrecognition of gain or lo= to.
the taxpayer or any person who acquired
title to such property In such transaction
and from whom mediately or Immedlately
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
section and other than section 3701 (relat-
ing to compromises), then the effect of the
error shall be corrected by an adjustment
made-under this section. Such adjustment
hall be made only If there Is adopted In the

determination a position maintained by the
Commissioner (in case the amount of the
adjustment would be refunded or credited
in the same manner as an ovqrpayment un-
der subsection (c)) or by the taxpayer with
respect to whom the determination is made
(in case the amount of the adjustment would
be assessed and collected In the mme man-
ner as a deficiency under ubsection (o)),
which position Is Inconsistent wltr :he erro-
neous inclusion, exclusion, omisslon, allow-
ance, disallowance, recognition, or nonrecog-
nition, as the case may be. In caso the
amount of the adjustment would be a.esed
and collected In the mne mnnner as a de-
ficlency, the adjustment shall not be made
with respect to a related taxpayer unles he
stands in such relationship to the taxpayer
at the time the latter first maintains the
inconsistent position In a return, claim for
refund, or petition (or amended patition)
to the Board of Tax Appeals [lmown as Tho
Tax Court of the United States) for the tax-
able year with respect to which the determi-
xnation is made, or If such position is not
so maintained, then at the time of the de-
termination.

§ 29.3801 (b)-O Circumstances of ad-
justment. 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 com-
promises). Examples of such provisions
are: Sections 275, 311 (b) and (c), 322
(b) and (d), 1117 (e), 3746, and 3772 of
the Internal Revenue Code and the cor-
responding provisions of prior Revenue
Acts (relating to periods of limitation);
sections 272 () and 322 () of the In-
ternal- Revenue Code and the corre-
sponding provisions of prior Revenue
Acts (relating to effect of petition to The
Tax Court of the United States on fur-
ther deficiency letters and on credits or
refunds); section 3760 of the Internal
Revenue Code and the corresponding
provisions of prior Revenue Acts (re-
lating to closing agreements); and sec-
tions 3170 (a) (2), 3774, and 3775 of the
Internal Revenue Code and the corre-
sponding provisions of prior Revenue
Acts (relating to payments, refunds or
credits after period of limitation has
expired).

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
the effect of the error is permissible with-
out recourse to such section.

The determination may be with respect
to the tax imposed by chapter 1 and sub-
chapters A, B, D, and E 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
respect to which the error was made
which correspond to the tax or taxes to
which the determination relates. Thus,
if the determination relates to the tax
imposed by chapter 1 of the Internal Rev-
enue Code, the adjustment may be only,
with respect to the tax imposed by such
chapter or by the corresponding provi-
sions of the Revenue Act applicable to
the year with respect to which the error
was made; if the determination relates
to subchapter B of chapter 2 of the In-
ternal Revenue Code, the adjustment
may be only with respect to the tax im-
posed by such subchapter or by the cor-
responding provisions of the Revenue Act
applicable to the year with respect to -

which the error was made.
§ 29.3801 (M)-1 Double inclusion of

item of gross income. Section 3801 (b)
(1) applies if the determination requires
the inclusion, In a taxpayer's gross in-
come, of an item which was erroneously
Included in the gross income of the same
taxpayer for another taxable year or of a
related taxpayer for the same or another
taxable year.

Example (1). A taxpayer who keeps his
hooks on the cash blsis erroneously Included
in his return for 1934 an Item of accrued
rent. In 1939, after the period of limitations
on refunds for 1934 has expired, the Com-
missoner d1scovers that the taxpayer received
his rent in 1935 and a=erts a deficiency for
the year 1935, which is sm tained by The Tax
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Court of the United States in 1942. An
adjustment is authorized with respect to the
year 1934. If the taxpayer had returned the
rent for both 1034 and 1935 and by a de-
termination was denied a refund claimed for
1935 on account of the rent item, a similar
adjustment is authorized.

Example (2). A husbdnd assigned to his
wife salary to be earned by him in the year
1940. The wife included such salary in her
separate return for that year and the hus-
band omitted it. The Commissioner assert*
ed a deficiency against the Wife for 1940 with
respect to a different item and she contested
that deficiency before The Tax Court. The
wife Would therefore be barred by section
822 (c) from filing a claim for refund for
1940. Thereafter, the Commissioner asserts
a deficiency against the husband on account
of tixe omission of such salary from his
retufn for 1940. The -husband unsuccess-
fully contests the deficiency before The Tax
Court in 1942. An adjustment is authorized
With respect to the wife's tax for 1940.

§ 29.3801 (b)-2 Double allowance of a
deduction or credit. Section 3801 (b) (2)
applies if the determination allows the
taxpayer a deduction or credit which
was erroneously allowed the same tax-
payer for another taxable year'or a re-
lated taxpayer for the same or another
taxable year.

Example (1). A taxpayer in his return for
1937 claimed and was allowed a deduction
for destruction of timber by a forest fire.
Subsequently It was discovered that the
forest fire occurred in 1938 rather than in
1937. After the expiration of the period of
limitations for the assessment of a deficiency
for 1937, the taxpayer files a claim for refund
for 1938 based upon a deduction for the firIe
loss in that year. The Commissioner in 1942
allows the claim for refund. An adjustment
Is authorized with-espect to the year 1937.

Example (2). The beneficiary of a testa-
inentary trust In his return for 1936 claimed,
and was allowed, a deduction for deprecia-
tion of the trust property. The Commis-
sioner asserted a deficiency against the bene-
ficiary for 1936 with respect to a different
Item and final decision of The Tax Court of
thb United States was rendered In .1938, so
that the Commissioner was thereafter barred
by section 272 (f) of the Revenue Act of 1936
from asserting a further deficiency against
the beneficiary for 1936. The trustee there-
after filed a timely refund claim contending
that under the terms of the will the trust,
and not the beneficiary, was entitled to the
allowance for depreciation. The court in
1942 sustains the refund claim. An adjust-.
ment is authorized with respect to the bene-
ficiary's tax for 1936.

§ 29.3801 (b)-3 Erroneous exclusion
of item of gross income with respect to
which ta= was paid. Section 3801 (b)
(3) applies if the determination requires
the exclusion, from a taxpayer's gross
Income, of an item with respect to which
tax was paid and which was erroneously
excluded br omitted from the gross in-
come of the same taxpayer for another
taxable year or of a related taxpayer for
the same or another taxable year.

Example (1). A taxpayer received pay-
ments In 1939 under a contract for the per-
formance of services and included the pay-
ments in his return for that year. A closing
agreement was thereafter made' with respect
to the tax liability of the taxpayer for 1938.
The taxpayer subseqlently filed claim for
refund for the year 1939, asserting that he
kept his books on the accrual basis and that,
as the payments had accrued in 1938, they
were properly taxable In that year. The
claim for refund Is allowed In 1942. An ad-

justment Is authorized with respect to thq
year 1938. If the taxpayer had not included
the payments In any- return and the Come
missioner had asserted a deficiency for 1939
with respect to the payments, and' the
deficiency is not sustained by The Tax Court
of the United States in its final decision In
1943, no adjustment Is authorized with re-
spect to the year 1938. Although the deter-
uination requires the exclusion of the Iten
from gross income, no tahas been paid with
respect thereto. If the taxpayer, however,
had paid the deficiency and thereafter suc-
cessfully contested It before The Tax Court
or successfully sued for refund in court, an
adjustment Is authorized.

Example (2). A father and son conducted
a partnership business, each being entitled
to one-half of the net profits. The father
included the entire net income of the
partnership in his return for 1935 and the
son included no portion of this income in
his return for that year. Shortly before the
expiration of the period of limitations with
repsect to deficiency assessments and refund
claims for.both father and son for 1935, the
father flied a claim for refund of that portion
of his 1935 tax attributable to the half of
the partnership income which should have
been included In the son's return. The court
sustains the claim for refund in 1942. An
adjustment is authorized with respect to the
son's tax for 1935.

§ 29.3801 (b)-4 Correlative deductions
and inclusions specified in section, 162
(b) and (c) and corresponding provisions
of prior Revenue Acts. Section 381Q1 (b)
(4) applies if .the determination relates
to the additional -deduction specified in
-section 162 (b) and (c), of the Internal
Revenue Code, or the corresponding pro.;
visions of a prior Revenue Act, for
amounts distributable to the benefici-
aries, heirs, or legatees of an estate or
trust, and such determination requires:

(a) The allowance to the estate or
trusi of such additional deduction when
such amounts have been erroneously
omitted or excluded from the income of
the beneficiaries, heirs, or legatees.

(b) The inclusion of such amounts in
the income of the beneficiaries, heirs, or
legatees when such additional deduction
has been erroneously disallowed to or
omitted by the estate or trust;

(c) The disallowance to an estate or
trust of such additional deduction when
such amounts have been erroneously in-
cluded in the income of the beneficiaries,
heirs, or legatees; or -

(d) The exclusion of such amount,-
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 (a) of this section
may be illustrated as follows:

Example. For the taxable year 1936, a
trustee, directed by the trust instrument to
accumulate the trust Income, made no dis-
tribution to the beneficiary and returned
the entire net income as taxable to the trust.
Accordingly, the beneficiary did not include
-the trust income in his return for the year
1936. In 1938 a State court held invalid the
clause directing accumulation. In 1940 the
trustee, relying upon the court decision, files
a claim for refund of the tax paid on behalf
of the trust for the year 1936. The claim Is
sustained by the court in 1942, after the ex-
piration of the period of limitations upon
deficiency assessment agfiinst the bene-
ficiary for the year,1936. An adjustment Is
authorized with respect to the beneficiary's
tax for the year 1936.

Tije provisions of (b) of this section
,may be illustrated as follows:

Example. Assume the same facts as in the
example under (a), except that, Instead of
the trustee's filing a refund claim, the Com-
missioner, relying upon the decision of the
State court, asserts a deficiency against the
beneficiary for 1936. The deficiency is sus-
tained by final decision of The Tax Court of
the United States In 1042, after the expira-
tion of the 'period for filing claim for 're-
fund on behalf of the trust for 1930.' An.
adjustment is authorized with respect to the
trust for the year 1936.

The provisions of (c) of this section
may be illustrated as follows:

Example. A trustee claimed In the return
for 1936 a deduction for Income distributed
to the beneficiary. The income was Included
by the beneficiary in his return for 1030.
1n 1940 the Commissioner asserts a deficiency
against the trust on the ground that the
amount distributed tothe beneficiary repre-
sented a charge against the corpus of the
trust and did not constitute a distribution of
income. The deficiency is sustained by final
decision of The Tax Court in 1942, after the
expiration of the period for filing claims for
refund by the beneficiary for 1936. An ad-
justment Is authorized with respect to the
beneficiary's tax for the year 1030.

The provisions of (d) of this section
may be illustrated as follows:

Example. Assume the same facts as In
the example under (o), except that, instead
of the Commissioner's asserting a deficiency,
the beneficiary files a refund claim for 1030
on the same ground, The 'claim I sUS-
tained by the court in 1942, after the expira-
tion of the period of limitations upon de-
ficiency assessments against the trust for
1936. An adjustment is authorized With ro-
spect to the trust for the year 1930.

§ 29.3801 (b)-5 Determination o1 basis
of Propertyiin case of erroneous treat-
ment of transaction relating to acquisi.
tion thereof. Section 3801 (b) (5) ap-
plies if the determination establishes the
basis of property for Income tax pur-
poses and In respect of the transaction
upon which such basis depends there
was an erroneous Inclusion in or omis-
sion from gross income or an erroneous
recognition or nonrecognitlon of gain
or loss with respect to (1) the taxpayer
with respect to whom the determination
Is made, or (2) any person who acquired
title to such property in such transac-
tion and the taxpayer with respect to
whom the determination is made medi-
ately or immediately derived title from
such person subsequent to such transac-
tion. Section 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 ad-
justment Is authorized with respect to
tle transferor of the property In the
transaction upon which the basis of the
property depends, when the determina-
tion is with respect to (1) the original
transferee, or (2) a subsequent trans-
feree.of such original transferee.

Pxample (1). In 1936 taxpayer A' trans-
ferred property'which had cost him $5,000
to the X Corporation In exchange for an
original Issue of shares of Ito stock having
a fair market value of $10,000. In his return
for 1936 taxpayer A treated the exchange as
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one in which gain or loss was not recog-
nizable;

(a) In 1942 the X Corporation claims that
gain should have been recognized on the ex-
change in 1936 and therefore the property It
received had a $10,000 basis for depreciation.
Its contentlon s confirmed by a closing agree-
ment. No adjustment is authorized with
respect to the tax of the X-Corporation for
1936, as there was no "erroneous inclusion in
or omission from the gross income of, or an
erroneous recognition or nonrecognition of
gain or loss to" the X Corporation with re-
spect to the exchange in 1936. Moreover no
adjustment is authorized with respect to-
taxpayer A, as he is not the taxpayer with
respec to whom the determination is made.
nor does the determination relate to the
property which taxpayer A acquired in the
exchange in 1936, but, rather, to the property
which he transferred in such exchange.

(b) In 1942 the X Corporation transfers
the property to the Y Corporation in a tax-
free exchange. In 1943 the Y Corporation sells
the property and computes its profit on the
basis of $10,000, which basis is sustained by
The Tax Court of the United States. No
adjustment is authorized with respect to the
Y Corporation or with respect to taxpayer
A, for the reason stated in (a).

(c) In 1944 taxpayer A sells the stock
which he had received in 1936 and claims tnat,
as gain should have been recognized on the
exchange in 1936, the basis for computing
the profit on the sale is- $10,000. His con-
tention is confirmed in'a closing agreement.
An adjustment is authorized with respect to
his tax for the year 1936, as the basis for
computing gain on the sale depends upon the
transaction in 1936 and in respect of that
transaction there was an erroneous nonrecog-
nition of gain to taxpayer A, "the taxpayer"
with respect to whom the determination is
made.
. (d) Taxpayer A does not sell the stock but
makes a gift of it to taxpayer B, who later
sells the stock and claims the $10,000 basis,
which contention is confirmed in a closing
agreement. An adjustment is authorized
with respect to the tax of taxpayer A for
1936, as the basis for computing gain on the
sale by taxpayer B depends upon the trans-
action in 1936 and in respect of that transac-
tion there was erroneous nonrecognition of
gain to taxpayer A, the "person who acquired
title to such property in such transaction and
from whom * * * Immediately" tax-
payer B, with respect to whom the determina-
tion is made, "derived title subsequent to
such transaction."

Example (2). In 1937 taxpayer A sold prop-
erty acquired at a cost of $5,000 to taxpayer
B for $10,000. In his return for 1937 taxpayer
A failed to include the profit on such sale.
In 1942 taxpayer B sells the property for
$12,000 and in his return for 1942 reports a
gain of $2,000 upon the sale, which is con-
firmed-in a closing agreement. No adjust-
ment is authorized with respect to the tax
of taxpayer A for 1937. as taxpayer A Is not
the taxpayer with respect to whom the de-
termination is made; nor does the determina-
tion relate to property which taxpayer A ac-
quired in the transaction in 1937, but rather
to property which he transferred in such
transaction.

Example (3). In 1936 a taxpayer received as
additional compensation shares of stock in a
corporation but did not include any amount
in his return for that year on account of the
receipt of such stock.' In 1942, after the ex-
piration of the period of limitations on de-
ficiency assessments for 1936, he sells the
stock for $15,000 and reports $5,000 in his
return for 1942 as profit on the sale. A de-
ficiency Is asserted by the Commissioner on
the theory that the basis is zero and the rec-
ognized gain is $15,000. The Tax Court sus-
tains the taxpayer's contention that the
transaction -as erroneously treated in 1936
in that the property then had a fair market

valuation of $10,C00. An adjustment is au-
thorized with respect to the year 1030.

Example (4). In 1933 a taxpayer received
100 shares of stock of the X Corporation
having a fair market value of $5,000, in ex-
change for shares of stock in the Y-Corpora-
tion which he had acquired at a cast of
$12.000. In his return for 1933 the taxpayer
treated the exchange as one in which gain
or loss was not recognizable. The taxpayer
sold 50 shares of the X Corporation stol:
in 1934 and in his return for that year treated
such shares as having a 80.000 basis. In 1939
the taxpayer sells the remaining E0 shares
of stock of the X Corporation for $7,500 and
reports $1,600 gain in hIs return for 1939.
After the expiration of the period of limita-
tions on deficiency assesments and on re-
fund claims for 1933 and 1934, the Commis-
sioner asserts a deficiency for 1939 on the
ground that the los realized on the exchange
in 1933 was erroneously treated as non-
recognizable, and that the basls for com-
puting gain upon the sale in 1939 Is $2,600,
resulting In a gain of $5.000. The deficiency
is sustained by The Tax Court in 1043. An
adjustment Is authorized rith respect to the
year. 1933 as to the entire $7.000 I=o realized
on the exchange. No adjustment i- author-
ized with respect to the year 1934 as the basis
for computing gain upon the cale of the 50
shares in 1939 does not depend upon the
transaction in 1934

§ 29.3801 (b)-6 Law applicable in de-

termination of error. The question
whethir there was an erroneous inclu-
sion, exclusion, omission, allowance, dis-
allowance, recognition, or nonrecogni-
tion is determined under the provisions
of the internal revenue laws applicable
with respect to the year as to which the
inclusion, exclusion, omission, allowance,
disallowance, recognition, or nonrecog-
nition, as the case may be, was made.
The fact that the inclusion, exclusion,
omission, allowance, disallowance, recog-
nition, or nonrecognition, as the case
may be, was in pursuance of an inter-
pretation, either judicial or administra-
tive, accorded such provisions of the in-
ternal revenue laws at the time of such
action is not necessarily determinative of
this question. For example, If a later
judicial decision authoritatively alters
such interpretation so that such action
was contrary to such provisions of the
internal revenue laws as later inter-
preted, the inclusion, exclusion, ommis-
sion, allowance, disallowance, reco3ni-
tion, or nonrecognition, as the case may
be, is erroneous within the meaning of
section 3801.

§ 29.3801 (b)-7 Operation dependent
upon maintenance of inconsistent
position-(a) Adjustments resulting in
additional asscssments, An adjustment
which would result in an additional as-
sessment is authorized only if (1) the
taxpayer, with respect to whom the de-
termination is made, has, in connection
therewith, maintained a position which
is inconsistent with the erroneous In-
clusion, exclusion, omission, allowance,
disallowance, recognition, or non-
recognition, as the case may be, and (2)
such inconsistent position is adopted
in the determination.

Example (1). A taxpayer in his return for
1937 claimed and was allowed a dMduction
for a lcss arising from a casualty. After the
taxpayer had filed his return for 198 and
after* the period of limitations upon the
assessment of a deficiency for 1937 had ex-

pired. It w- diccovered that the los actually
occurred in 1933. The taxpayer, therefore.
filed a claim for refund for the year 1933
baced upon the allowance of a deduction
for the lo:, in that year. and the claim w
allowed by the Cormssoner in 1942. The
taxpayer thus has maintained a position In-
consistent with the allowance of the deduc-
tion for 1937 by filing a claim for refund
for 1938 baced upon the same deduction. As
the determination-the allowance by the
Commilioner of the claim for refund-
adopts such Inconsistent pcsltion, an adjust-
meat is authorized for the year 1937.

An adjustment which would result in an
additional aP -sment is not authorized if
the Commilsoner, and not the taxpayer, has
maintained such inconsistent position.

Example (2). In example (1) above, as-
sume that the taxpayer did not file a claim -

for refund for 1933 but the Commissioner
I-ued a notice of deficiency for 1933 based
upon other items. The taxpayer :Wed P

petition with The Tax Court of the United
States and the Commissioner in his answer
voluntarily proposed the allowance of a
deduction for the loss previously allowed for
1937. The Tax Court took the deduction into
account in its redetermination in 1942 of the
tax for the year 1938. In such case no ad-
justment would be authorized for the year
1037 as the Commissioner, and not the tax-
payer, has maintained a position inconsistent
with the allowance of a deduction for the
loss in that year.

(b) Adjustments resulting ir refund
or credit. An adjustment which would
result in the allowance of a refund or
credit is authorized only if (1) the Com-
missioner, In connection with a deter-
mination, has maintained a position
which is inconsistent with the erroneous
inclusion, exclusion, omIssion, allow-
ance, disallowance, recognition, or non-
recognition, as the case may be, and (2)
such inconsistent position is adopted in
the determination.

Example (1). A taxpayer who keeps his
books on the cash basis erroneously included
in his return for 1936 an item of accrued in-
terct. After the period of limitations on re-
funds for 1936 had expired, the Commissioner
asserted a deficiency for the year 1937 on the
ground that the item of interest was re-
celved in 1937, and, therefore, wa properly
includible in gross income for that year. The
taxpayer appealed to The Tax Court, which
In 1942 sustained the deficiency. -By a-
rerting a deficiency for 1937 based upon the
nclusion of the interest item in that year,
the Commissioner has maifitained a position
Inconsistent with the inclusion of the nterest
item in 1936. As the determinaton-the
decision of The Tax Court sustaining the
deficiency--adopted such inconsistent posi-
tion. an adjustment is authorized for the year
1930.

An adjustment which would result In the
allowance of a refund or credit is not au-
thorized If the taxpayer with respect to
whom the determination is made, and not
the Commisioner, has maintained such in-
consistent position.

Example (2). In example (1) above, as-
sume that the Commlssoner asserted a de-
ficiency for 1937 based upon other items for
that year, but; in computing the net income
upon which such deficiency was based did
not include the item of interest. The tax-
payer appealed to The Tax Court and in lis
petition aserted that the interest item should
bo included in gros income for 1937. The
Tax Court In 1942 included the Item of in-
terest in Its redetermination of the tax for
the year 137. In such case no adjustment
would be authorized for 1936 as the taxpayer,
and not the Commlssioner, has maintained
a position inconsistent with the erroneous
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inclusion of the item of interest in the gross
income of the taxpayer for that year.

§ 29.3801 (b).-8 Existence of status of
related taxpayer at time of the first
maintenance o1 an inconsistent position.
No adjustment by way of a deficiency as-
sessment shall be made with respect to a
related taxpayer unless the relationship
existed both in the taxable year with re-
spect to which the error was made and
at the time the taxpayer with respect
to whom the determination is made first
maintained, in the manner described in
this section, the inconsistent position
with respect to the taxable year to which
the determination relates.

If the inconsistent position is main-
tained in a return, claim for refund, or
petition (or amended petition) to The
Tax Court of the United States for the
taxable year In respect of which the de-
termination is made, the requisite re-
lationship must 6xist on the date of filing
such document. If. the inconsistent po-
sition is maintained in more than one of
such documents, the requisite date is the
date of filing of the document in which it
was first maintained. If the inconsistent
position was not thus maintained then
the relationship must exist on the date
of the determination, as, for example,
where at the instanace of thetaxpayer a
deduction is allowed, the right to.which,
was not asserted in a return, claim for
refund, or petition to The Tax Court, and
a determination is effected by means of
a closing agreement.

[SE;. 3801. M'rrIM'ZOT OF ET'cT or Z s-
TATION AM OTHER PROVISIOS =N MCOLKE TAx
CASES.]

(c) Method of adjustment. The adjust-
ment authorized in subsection (b) shall be
made b7y.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 determination
specified In subsection (b) one year remained
'before the expiration of the periods of limita-
tion upon assessment or filing claim for re-
fund for such taxable year.

§ 29.3801 (c)-1 Method of adjust-
ment. If tfe amountof the adjustment
ascertained pursuant to section 3801 (d)
represents an increase in tax, it is to be
treated as if it were a deficiency de-
termined by the Commissioner with re-
spect to the taxpayer as to whom the
error was made and for the taxable year
with respect to which the error was made.
The amount of the adjustment is thus to
be assessed and collected under ihe law
and regulations applicable to the assess-
ment and collection of deficiencies, sub-
Ject, however, to the limitations imposed
by section 3801 (e). Notice of deficiency,
unless waived, must be issued with re-.
spect to such amount and the taxpayer
may contest the deficiency before The'
Tax Court of the United States or, if he
chooses, may pay the deficiency and later
file claim for refund. If the amount of
the adjustment ascertained pursuant to
section 3801 (d) represents a decrease in
tax, it is to be treated as if it were an
overpayment claimed by the taxpayer

ZAL REGISTER, Friday, November 4, 1943

with respect to whom the error was made
- for the taxable year with respect to which

the error was made. Such amount may,
lie recovered under the law and regula-
-tions applicable to overpayments of tax,
subject, however, to the limitations im
posed by section 3801 (e). The taxpayer
must file a claim for refund thereof, un-
less the overpayment is refunded without
such claim, and if the claim is denied or
not acted upon by the Commissioner
within the prescribed time, the taxpayer
may then file suit for refund. The
amount of the adjustment treated as if
it were a deficiency or an overpayment,

.as the case may be, will bear interest and
be subject to additions to the tax to the
extent provided by the internal revenue -
laws applicable to deficiencies and over-
payments for the taxable year with re-
spect to which the error was made.

For the purpose of the adjustment
authorized by section 3801, the period of
limitation upon the making of an asK
sessment or upon refund or credit for
the taxable year with respect to which
the error was made, as the case may be,
shall be 'considered as if, on the date of
the.determination, one year remained be-
fore the expiration of such period,, re-
gardless of whether or not such period
had expired prior to the date of the de-
termination. The Commissioner thus
has one year from the date of the de..
termination within which to mail a no-

-tice of deficiency in respect of the amount
ot the adjustment where such amount Is
treated as if it were a deficiency. The is;4
suance of such notice of deficiency, in ac-
cordance with the law and regulations
applicable to the assessment of defl.
ciencies, Will suspend the running of the
1-year period of limitations provided by
section 3801 (c). In accordance with the
applicable law and regulations governing
the collection of' deficiencies (see sec-
tion 276 (c) of the Internal Revenue Code
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 from the
date of assessment "of such amount,
Similarly, the taxpbyer has a period of
one year from the date of the determina-
tion within which to file a claim for xe-
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 defi-
ciency and contest it by way of claim for
refund, the period of limitation upon fil-
ing 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).

[SE. 3801. MIIGAT 6N or EF ECT OF LTr.Z-
WATION AND OTHR PEOVSIONS 3N NCOLM 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 provi-
ously assessed (or collected without mastes-
ment) as deficiencies, and decreased by tho
amounts previously abated, credited, re-
funded, or otherwise repaid in respect of such
tax; or (2) if no amount was shown as tho
tax by such taxpayer upoh his return, or If no
return was made by such taxpayer, then the
amounts previously assessed (or collected
without assessment) as deficiencies, but sueh
amounts previously assessed, or collected
without assessment, shall be decreased by
the amounts previously abated, credited, re-
funded, or otherwise repaid in respect of such
tax. There shall then be ascertained the In-
crease or decrease in the tax previously do.
termined which results solely from the cor-
rect exclusion, inclusion, allowance, disal-
lowance, recognition, or nonrecognition, of
the item, inclusion, deduction, credit, gain,
or loss, which was the subject of the error,
The amount so ascertained (togdthor with
any amounts wrongfully collected, as .addi-
tions to the tax or interest, as a result of such
error) shall be the amount of the adjust-
ment under this section,

§29.3801 (d)-1 Ascertainment of
amount o! adAlstment. The amount of
the adjustment shall be ascertained as
follows:
o (a) The tax previously determined for
the taxpayer' as to whom the error was
made, for the taxableyear with respect
to which the, error was made, must first
be ascertained. This may be the amount
of tax shown on the taxpaycr'S'roturn,
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 prevl
ously assessed (or collected without as-
sessment) as deficiencies, and decreased
by any amounts previously abated, cred
Ited, refunded or otherwise repaid In re.'
spect of such tax. If no amount was
shown as the tax upon the return, or if no
return was made, the tax previously de-
termined will be the sum of the amounts
previously assessed, or collected without
assessment, as deficiencies, decreased by
any amounts previously abated, credited,
or otherwise repaid in respect of such tax.

The 'tax previously determined may
consist of tax for any taxable year be-
ginning after December 31,1931, Imposed
by chapter 1 and subchapters A, B, D, and
E of chapter 2 of the Internal Revenue
Code, by the corresponding provisions
of prior Revenue Acts, or by any one or
more of such provisions.

(b) After the tax previously deter-
mined has been ascertained a recom-
putation must then be made to ascertain
the increase or decrease in tax, if any,
resulting from the correction of the
error. The differehce between the tax
previously determined and the tax as re-
computed 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
treatment of any Item upon which the
tax previously determined was based, or
If the application of any provisions of
the internal revenue laws with respect
to such tax, depends upon the amount
of Income (e. g., charitable contributions,
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foreign tax credit, earned income
credit), readjustment in these particu-
lars will be necessary as part of the re-
computation in conformity with the
change In the amount of the income
which results from the correct treatment
of the item or items in respect of which
the error was made.

Any interest or additions to the tax
collected as a result of the error shall be
taken into account in determining the
amount of the adjustment.

Example. For the taxable year 1936 a
married man with no dependents, who kept
his books on the cash receipts and disburse-
ments basis, filed a return disclosing gross
income of $2,000, deductions amounting to
$12,000, and a net income of $30,000. In-
cluded 6mong other items in the gross in-
come were salary in the ainount 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. representig
the maximum deduction allowable under the
15 percent limitation imposed by section
23 (o), Revenue Act of 1936. In computing
his net income he omitted interest income
amounting to $6,000 and neglected to take a
deduction for interest paid in the amount
of $4,500. The return disclosed a tax liability
of $3,565, which was assessed and paid. After
the expiration of the period of limitations
upon the assessment of a deficiency or the
allowance of a refund for 1936, the Commis-
sioner included the item of rental income
amounting to $5,000 in the taxpayer's gross
income for the year 1937 and asserted a
deficiency for that year. As a result of a final
decision of The Tax Court of the United
States in. 1942 sustaining the deficiency for
1937, and 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. O0

Bdlance-_L .-------- -------------- 25,000.00
Adjustment for contributfons (add

15 percent of $5,000) ----------- 750. 00

Net income as adjusted --------- 25, 750.00

Tax as recomputed -------------- 2,646.50
Tax previously determined -------- 3,565.00

Difference ------------------------ 918.50
Amount of adjustment to be re-

funded or credited ..------------- 918.80

In accordance with the provisions df sectton
3801 (d), the recomputation to determine the
amount of the adjustment does not-take into
cosideration the item of $6,000 representing
interest received, which was omitted from
gross income, or the item of $4,500 represent-
ing interest paid, for which no deduction
was allowed.

[SEC. 3801. IXITIGATION oF Cr oF rL -
TATION AM OvmR PROVISIONS IN Encorax TAX
CASES.]

(e) Adjustment unaffected by other items,
etc. -The amount to be assessed and collected
in the-same manner as a deficiency, or to be
refunded or credited in the same manner as
an overpayment, under this section, shall not
be diminshed by any credit or set-off based
upon any item. inclusion, deduction, credit,
exemption, gain, or loss other than the one
which was the subject of the error. Such
amount, if pali, shall not be recovered by a
claim or suit for refund or suit for erroneous
refund based upon any item, inclusion, de-

duction, credit, exemption, gain, or lams other
than the one which vas the subject of the
error.

§ 29.3801 (e)-1 Eficct of other items
on amount of adjustment. The amount
of the adjustment ascertained under sec-
tion 3801 (d) shall not be diminshed by
any credtor set-off based upon any item
inclusion, deduction, credit, exemption,
or gain or loss with respect to the year
as to which the error was made.

Exmple (1). In the example ret forth in
§ 29.3801 (d)-1, if, after the amount of the
adjustment has been ascertained, the tax-
payer filed a refund claim for the amount
thereof, the Commilsoner could not di-
minish the amount of that claim by offst-
ting against it the amount of tax which
should have been paid with re-pect to the
$6,000 interest item omitted from grot in-
come for the year 1936; nor could the court,
If suit were brought on such claim for re-
fund, offset against the amount of the
adjustment the amount of tax which should
have been paid with respect to such interest.

Example (2). Arsumo that a taxpayer in-
cluded in his gros Income for the year 1943
an item which should have been included in
gross income for the year 1942. After ex-
piration of the -period of limitations upon
the liessment of a deficiency or the allow-
ance of a refund for 1942 the taxpayer filed
a claim for refund for the year 1943 on the
ground that such item wa not properly in-
cludible in gross income for that year. The
claim for refund was allowed by the Com-
missioner and as a result of such determina-
tion an adjustment was authorized under
section 3801 with respect to the tax for
1942. If, in such case, the Commlioner
issued a notice of deficiency for the amount
of the adjustment and the taxpayer con-
tested the deficiency before'Tho Tax Court
of the United States, the taxpayer could not
in such proceeding claim an oftset bated
upon his failure to take an allorable deduc-
tion for tlie year 1942; nor could The Tax
Court in its decision offset against the
amount of the adjustment any overpay-
ment for the year 1942 resulting from the
failure to take such deduction.

If the Commrisloner has refunded the
amount of an adjistment under cection
3801, the amount so refunded may not sub-
sequently be recovered by the Commilioner
in a suit for erroneous refund based upon

- any item, inclusion, deduction, credit, ex-
emption, gain, or los (other than the one
which was the subject of the error) with re-
spect to the year as to which the error was
made.

Example (3). In the example sat forth In
I 29.3801 (d)-1, If the Commissioner had re-
funded the amount of the adjustment, no
part of the amount co refunded could suhie-
quently be recovered by the Commi oner by
a suit for erroneous refund bated on the
ground that there was no overpayment for
1936, as the taxpayer had failed to nclude In
gross income the $6,000 item of nterest re-
ceived In that year.

If the Commisloner has as=ed and
collected the amount of an adjuztment, no
part thereof may be recovered by the tax-
payer in any suit for refund bated Upon any
item, inclusion, deduction, credit, exemp-
tion, gain, or lo= (other than the one which
was the subject of the error) with repect
to the year as to which the error w-as made.

Example (4). In example (2) above, if
the taxpayer had paid the amount of the
adjustment, he could not sub:cquently
recover any part of such payment n a sult
for refund based upon his failure to take an
allowable deduction for the yeat 1942.

If the amount of the adjustment Is
considered as an overpayment, it may
be credited, Under the applicable law and

reg ulations thereunder, against any in-
come or exces-profits tax, or installment
thereof, due from the taxpayer. Like-
wise, if the amount of the adjustment is
con.ddered as a deficiency, any overpay-
ment by the taxpayer of income or
excess-profits tax may be credited
against the amount of such adjustment
in accordance with the applicable lavr
and regulations thereunder. (See
section 322 of the Internal Revenue Code
and the corresponding provisions of
prior Revenue Acts.) Accordingly, it
may be possible in one transaction be-
tween the Commissioner and the tax-
payer 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 respect to whic4 the error was
made.

[IS. S01. L roos c Os
LnnATro.'. AND G!rSn pavszasNnCO=
TAX CASES.]

(f) No adjustment for years prfor to 1932.
No adjustment shall be made under this
rection In respect of any taxable year
beginning prior to January 1, 1932.

In pursuance of the Internal Revenue
Code, as amended, the foregoing regula-
tions are hereby prescribed for taxable
years beGifinlng after December 31, 1941,
and Regulations 103, as amended,' inso-
far as they relate to income taxes for
taxable years beginning after December
31, 1941, are hereby superseded.

[SEAL] ROBERT E. I cNx ,E
Commissioner of Internal Rerenue.

Approved: October 26, 1943.
Jomr L. SuLuav~i,

Acting Secretari'of the Treasury.
[P. R. Doc. 43-17458; Filed, October 23, 1943;

9:43 a. m.1

Chapter VIH--Office of Economic War-
fare; Foreign Economic Administration

Sabebspter B-Exprrt Control
[Amdt. 1161

PAR 802-G mmRAL Lcxxszs

GENERL IW TBMA1IT~ LICENSES

§ 802.9 General in transit licenses Is
hereby amended in the following par-
ticulars:

L Paragraph (a) Definitions is
amended to read as follows:

(a) Defnitions. When used In this
section:

(1) "In transit shipment" shall mean
a sipment of a commodity or commodi-
ties from one foreign destination to an-
other foreign destination, via the United
States, for which no formal or informal
consumption entry has been made at a
United States custom-house.

(2) "S Countries" shall mean the fol-
lowing: French West Africa, French
North Africa, Argentina, Eire, Portugal,
Portuguese Atlantic Islands, Portugu~e
Guinea, Spain, Spanish Atlantic Islands,
Spanish and International Morocco and
Tangier, Sweden, Switzerland, and Tur-
key.

'Part 19 of this chapter.
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