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ANNOUNCEMENT OF 1935 BULLETIN SERVICE

The Internal Revenue Bulletin service for 1935 will consist of
weekly bulletins and semiannual cumulative bulletins.

The weekly bulletins will contain the rulings and decisions to
be made public and all Treasury De;])artment decisions (known
as Treasury decisions) pertaining to Internal Revenue matters.
The semiannual cumulative bulletins will contain all rulings and
decisions (including Treasury decisions) published during the
previous six months.

The complete Bulletin service may be obtained, on a subacrip-
tion basis, from the Superintendent of Documents, Government
Printing (Sﬂice, Washington, D. C., for $2 per year. Bingle copies
of the weekly bulletin, 5 cents each.

New subscribers and others desiring to obtain the 1919, 1820,
and 1921 Income Tax Service may do so from the Superintendent
of Documents at prices ag follows: Digest of Income Tax Rulings
No. 19 (containing digests of all rulings appearing in Cumulative
Bulletins 1 to 5, inclusive), 50 cents per copy; Cumulative Bulletins
Nos. 1 to 5, containing, insfull all rulings published since April,
1919, to and includin% ecember, 1921, as follows: No. 1, 30 cents;
No. 2, 25 cents; No. 3, 30 cents; No. 4, 30 cents; No. 5, 25 cents.

Persons desiring to obtain the Sales Tax Cumulative Bulleting
for January-June and July—December, 1921, may procure them
from the Superintendent of Documents at 6 cents per copy.

Persons desiring to obtain the Internal Revenue Bulletin service
forftlllle years 1922 to June 30, 1934, inclusive, may do so at prices
as follows:

Cumulative Bulletin I-1 %January-June, 1922) - o-.- 40 cents
Cumulative Bulletin I-2 (July—~December, 1922) _._..__- 30 cents
Cumulative Bulletin J1-1 éJanua.ry—J une, 1923) . - voae_- 30 cents
Cumulative Bulletin 11-2 (July-December, 1923) ... .- .. 40 cents
Cumulative Bulletin J11-1 éJanuary—June, 1924y . _ ... B0 cents
Cumulative Bulletin 111-2 (July-December, 1924) .. .. .- 50 cents
Digest No. 13 (January, 1922-December, 1924) _ .. _.... 60 centa
Cumulative Bulletin JV-1 %Ianuary—.] une, 1925). oo~ 40 cents
Cumulative Bulletin 1V-2 (July-December, 1925) . _ ... 35 cents
Digest No. 17 (January—-December, 1925) ______-cce--- 25 cents
Cumulative Bulletin V-1 2January-June, 1926) .- 40 cents
Cumulative Bulletin V-2 (July-December, 1926) . ._.-_- 30 cents
Digest No. 21 (January-December, 1926) ______ oo~ 15 cents
Cumulative Bulletin VI-1 éJanuary—June, 1927) e - 40 cents
Cumulative Bulletin VI-2 (July-December, 1927) .. ...- 40 cents
Digest No. 22 (Janua{,y 1925—-December, 1927) _ - .- 35 cents
Cumulative Bulletin 11-1 EJanuary——June, 1928) ... _- 85 eents
Cumulative Bulletin VII-2 (July-December, 1928) _____ 50 cents
Cumulative Bulletin V111-1 éJanuary-—J une, 1929)_____. 50 cents
Cumulative Bulletin VIII-2 (July-December, 1929) ... 55 cents
Cumulative Bulletin IX-1 (January-June, 1930) . .. ___. 50 cents
Cumulative Bulletin 1X-2 (July~December, 1930) __.__- 50 cents
Cumulative Bulletin X-1 s anuary-June, 1931) _.______ 65 cents
Cumulative Bulletin X-2 (July-December, 1931) ______. 30 cents
Cumulative Bulletin XI-1 2Janunry—.l une, 1932) . o oo - 30 cents
Cumulative Bulletin XI-2 (July-December, 1932) ... 30 cents
Cumulative Bulletin XII-1 gJanusry'—J une, 1933) _.....- 30 cents
Cumulative Bulletin X11-2 (July-December, 1933) - - _- 50 cents
Cumulative Bulletin XIII-1 (January—-June, 1934).__.__ 50 cents

Digest A (a diglgst of Income Tax rulings only published from
April, 1919, to December, 1930, inclusive) is now available.
Price, $1.50.

All inquiries in regard to these publications and subscriptions
should be sent to the Superintendent of Documents, Government
Printing Office, Washington, D. C

INTRODUCTORY

These regulations deal wi i i
Rorhose As:lof one th the tax imposed on income by the
Since these regulations deal only with the tax on in i
parts of. the Act, which are general in their nature, or (::')1;'11:1'1 ert:l;
relate d.lrectly to the imposing and collecting of the tax, have not
Peen printed in the body of these regulations, but have be:m inserted
in th.e Appendix, where they are grouped and classified under proper
healegs. .Thus, for example, certain of the sections from 501 to
§20, inclusive, constituting Title III of the Act, have been placed
in the Appendix. For this reason the main body of these regula-
tions .dea.ls only with Titles I, 1A, and VI of the Act. Treas
:))rz(;:;o:l 44‘69, apgrovgd September 6, 1934, relating to the exceusz
ax imposed under Titl i in i
en;‘irety A ) V of the Act, has been printed in its
1 he numbering of the respective articles in the bod
lations is new. The plan has been adopted of usingyt;i t::mm
of‘ the sections of the Act as key numbers, followed by a dash (-)
with the number of the article placed after the dash. By this means,
anyone who desires to learn how a given section or subsection of
the Act ha§ been inte-rpreted by the Bureau can readily and quickly
ﬁnq that interpretation by using the key number. Thus, if one
desires to learn what interpretation has been placed on se(;t.ion 26
of the Act, he should turn to article 26-1 of the regulations. In
some cases several articles are necessary in the interpretatién of
different phases of one section or subsection or paragraph of the
Act.. For example, section 23(m), dealing with “Depletion,
requires many articles. Each of them, however, is designated 1’7
thq key 23(m); for example, article 23(m)-1, article 23 (m)-2. It i};
belu?ved that by thus -keying the numbers of the articles to the
sections, sl.lbsections, and paragraphs of the Act, the material in
the regulations is made more readily available. The index has been
enlarg_ed and supplied with abundant cross-references that will be
of assistance to anyone consulting the regulations. '
The. regulations proper have been divided into chapters. The
?at’ena.l to be found in each respective chapter is shown in the
Contents.” The classification of the material by chapters follows
the arrangement of the corresponding sections of the Act.
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Certain immortant provisions of prior Revenue Acts from 1924 to
late, together with important sections of the Revised Statutes re-
Inting to income tax, will be found in the Appendix, classified and
grouped under the proper headings. The material in the Appendix
has also been made readily available by means of the General Index.
This indexing of the material in the Appendix along with the ma-
terial in the body of the regulations obviates the necessity of con-
sulting two indexes.
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SCOPE OF REGULATIONS

Be {t enacted by the Senate and House of Represemtalives of the
United States of America in Congress assembled, That this Act,
divided into titles and sections according to the following Table of
Contents, may be cited as the * Revenue Act of 1934 ";

Title I—Income Tax, Subtitle A—Introductory Provisions

SEC. 1. APPLICATION OF TITLE.

The provisions of this title shall apply only to taxable years begin-
ning after December 81, 1833. Income, war-profits, and excess-profits
taxes for taxable years beginning prior to January 1, 1934, shall not
be affected by the provisions of this title, but shall remain subject to
the applicable provisions of prior revenue Acts, except as such provi-
sions are modified by Title III of this Act or by legislation enacted
subsequent to this Act.

ArTticLe 1-1. Soope of regulations.—These regulations deal with the
tax upon net income imposed by Title I of the Revenue Act of 1934,
the tax imposed by section 102 of Title X of that Act upon the ad-
justed net income of certain corporations, and the tax imposed by
Title IA of that Act upon the undistributed adjusted net income of
personal holding companies (see section 851).

The articles of these regulations have been given key numbers cor-
responding to the numbers of the sections, subsections, or paragraphs
of the Act. For example, articles 23(a)-1 to 23(a)-12, relating to
deduction for expenses, bear the key number 23(a), which corre-
sponds to subsection 23(a) of the Act. The articles bearing a given
key number are the regulations promulgated with respect to the
corresponding section, subsection, or paragraph of the Act; and the
section, subsection, or paragraph of the Act shall be considered as a
part of the respective articles to which it corresponds.

SEC. 2. CROSS REFERENCES.

The cross references in this title to other portions of the title, where
the word “see” is used, are made only for convenjence, and shall
be given no legal effect.

SEC. 3. CLASSIFICATION OF PROVISIONS.
The provisions of this title are herein classified and designated as—
Subtitle A—Introductory provisions,
Subtitle B—General provisions, divided into Parts and sections,
Subtitle C—Supplemental provisions, divided into Supplements
and sections.
1)



ArT. 3-1. Division of regulations—These regulations have boe.n
divided into 35 chapters. Chapter I relates to Introductory Provi-
gions, Subtitle A of Title I. Chapters II to IX relate to General
Provisions, Subtitle B of Title I. Chapters X to XXII.relat‘e to
Supplements A to D of Supplemental I’rovisions, Subtitle C of
Title I. Chapters XXIII to XXIX relate to Supplements E to K
of Supplemental Provisions, Subtitle C of Title L. Chapters XX)'(
to XXXIII relate to Supplements L to O of Supplemental. Provi-
gions, Subtitle C of Title I. Chapter XXXIV relates to Title IA,
Surtax on Personal Holding Companies. Chapter XXXV relates to
Title VI, General Provisions of the Act.

SEC. 4. SPECIAL CLASSES OF TAXPAYERS,

The application of the General Provisions and of Supplements
A to D, Inclusive, to each of the following apecial classes of tax-
payers, shall be subject to the exceptions and additional provistons
found in the Supplement applicable to such class, as follows ;

(a) Estates and trusts and the beneticluries thereof,—Supplement E.

* (b) Members of partnerships,—Supplement F.
(c) Insurance compnnies,—Supplement G.
(1) Nonresident alien individuals,—Suppltenent H.
iong,—$8 g t L

(e) Forelgn corporations,—Supplemen

(f) Individual citizens of any possession of the United States who
are not otherwise citizens of the United States and who are not
residents of the United Staies,—Supplement J.

(g) Individuat citizens of the United States or domestic corporations,
satisfying the conditions of section 251 by reanson of deriving a Inrge
portion of their grdss income from sources within a pussession of the
United States,—Supplement J.

(h) China Trade Act corporations,—Supplement K.

Agr. 4-1. Application of regulations to special classes of tgxpayers.—
With respect to certain classes of taxpayers, the apphf‘atmn of.the
provisions of Chapters IT to XXII is subject to certain exceptions
and additional provisions, which are discussed in Chapters XXIII
to XXIX, as follows:

Chapter XXIII—Estates and trusts.

Chapter XXIV—Partnerships.

Chapter ~ XXV-—Insurance companies.

Chapter XXVI—Nonresident alien individuals.

Chapter XXVII—Foreign corporations. . ‘
Chapter XX VIIT—Income from sources in possessions of the
, United States.

Chapter XXIX—China Trade Act corporations.

For provisions interpretative of section 351,'surt,a_x on IIr)ersonnl
holding companies, see articles 351-1 to 35.1—9, m’cluswe. or pro-
visions relative to surtax on corporations improperly accumulating
surplus, see articles 102-1 to 102-6.
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RATES OF TAX

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

SEC. 11. NORMAL TAX ON INDIVIDUALS.

There shull be levied, collected, and pald for each taxable year
upon the net income of every individual a normal tax of 4 per centum
of the amount of the net income in excess of the credits against net
income provided in section 25.

Arr. 11-1. Income tax on individuals.—Title I of the Act, which ap-
plies only to taxable years beginning after December 31, 1933 (see
section 1), imposes an income tax on individuals, including a normal
tax (section 11) and a surtax (section 12). The tax is upon net
income which is determined by subtracting the allowable deductions
from the gross income. (See generally sections 21-24.) In certain
cases credits are allowed against the net income before computing
the tax (section 25) and in other cases against the amount of the
tax (sections 31, 32, and 181). In general the tax is payable upon
the basis of returns rendered by persons liable thereto (sections 51,
53, 142, and 216), except that in some instances it is to be paid at
the source of the income (section 143). Exceptions and additional
provisions applicable to certain special classes of taxpayers are listed
in section 4. See section 102 as to shareholders of corporations
formed or availed of to prevent imposition of surtax. See section
351 as to shareholders of personal holding companies. See section
117 as to treatment of capital gaing and c:.pital losses.

ART. 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 resident alien individual is liable
to the tax, even though his income is wholly from sources outside
the United States. As to nonresident alien individuals, see sections
211-217.

ART. 11-3. Who is a citisen.—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
947569°—35——3 (3)
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in any other foreign country, it is presumed that he has ceased to be
an American citizen. This presumption does not apply, however, to
residence abroad while the United States was at war, nor does it
apply in the case of individuals born in the United States subject
to its jurisdiction. However, even though an individual born in the
United States, subject to its jurisdiction, of either citizen or alien
parents, resided in a foreign country for a number of years, he would
still be a citizen of the United States, unless he had become natural-
ized in, or taken an oath of allegiance to, the foreign country of resi-
dence or some other foreign state. A foreigner who has filed his
declaration of intention of becoming a citizen of the United States
but who has not yet received his final citizenship papers is an alien.
See articles 211-1 to 2114 for distinction between a resident alien
individual and a nonresident alien individual.

SEC. 12. SURTAX ON INDIVIDUALS.

(a) Definition of “surtax net inoome ”.—As used in this section the
term * surtux het income” means the amount of the net income in
excess of the credits against net Income provided in section 25 (b).

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

Upon a surtax net income of $4,000 there shall be no surtax;
upon surtax net incomes in excess of $4,000 and not in excess of
$6,000, 4 per centum of such excess,

$80 upon surtax net incomes of $6,000; and upon surtax net
incomes In excess of $6,000 and not In excess of $8,000, 5 per
centum in addition of such excess.

$180 upon surtax net incomies ‘of $8,000; and upon surtax net
incomes in excess of $8,000 and not In excess of $10,000, 8 per
centum in addition of such excess.

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

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

$0600 upon surtax net incomes of $14,000; and upon surtax net
incomes In excess of $14,000 and not in excess of $16,000, ® per
centum in addition of such excess.

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

$1,000 upon surtax net incomes of $18,000; and upon surtax net
incomes In excess of $18,000 and not in excess of $20,000, 18 per

centum In additlon of such excess.

$1,260 upon surtax net incomes of $20,000; and upon surtax net
Incomes in excess of $20,000 and not in excess of $22,000, 15 per
centum in addition of such excess.
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$1,560 upon surtax net incomes of $22,000; and upon surtax net
incomes In excess of $22,000 and not in excess of $26,000, 17 per
centum in addition of such excess.

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

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

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

$6,080 upon surtax net incomes of $44,000; and upon surtax
net incomes in excess of $44,000 and not in excess of $50,000, 27
per centum in addition of such excess. '

$7,700 upon surtax net incomes of $50,000; and upon surtax
net incomes in excess of $50,000 and not in excess of $56,000, 30

" per centum in addition of such excess.

$9,500 upon surtax net incomes of $58,000; and upon surtax
net incomes in excess of $58,000 and ‘not in excess of $62,000, 33
per centum in addition of such excess. o

$11,480 upon surtax net Incomes of $62,000; and upon surtax
net incomes in excess of $62,000 and not in excess of $68,000, 36
per centum in addition of such excess. '

$13,640 upon surtax net incomes of $68,000; and upon surtax
net incomes in excess of $68,000 and not in excess of $74,000, 39
per centum in addition of such excess. '

$15,980 upon surtax net Incomes of $74,000; and upon surtax
net Incomes in excess of $74,000 and not in excess of $80,000, 42
per centum in addition of such excess. '

$18,500 upon surtax net incomes of $80,000; and upon surtax
net Incomes In excess of $80,000 and not In excess of $90,000, 46
per centum in addition of such excess,

$23,000 upon surtax net incomes of $00,000; and upon surtax
net incomes in excess of $90,000 and not In excess of $100,000, 50
per centum in addition of such excess.

$28,000 upon surtax net incomes of $100,000; and upon surtax
net incomes in excess of $100,000 and not in excess of $150,000, 52
per centum in addition of such excess.

$54,000 upon surtax net incomes of $150,000; and upon surtax
net incomes in excess of $150,000 and not in excess of $200,000, 53
per centum in addition of such excess, '

$80,500 upon surtax net incomes of $200,000; and upon surtax
net incomes in excess of $200,000 and not in excess of $300,000, 54
per centum in addition of such excess. '

$134,500 upon surtax net incomes of $300,000; and upon surtax
net incomes in excess of $300,000 and not in excess of $400,000, 55
per centum in addition of such excess. '

$180,500 upon surtax net incomes of $400,000; and upon surtax
net incomes In excess of $400,000 and not in excess of $500,000, 56
per centum in addition of such excess, o




$245,500 upon surtax net incomes of $500,000; and upon surtax
net incomes in excess of $500,000 and not In excess _of $750,000, 57
per centum in addition of such excess.

$388,000 upon surtax net incomes of $750,000; and upon surtax
net incomes In excess of $760,000 and not in excess of $1,000,000, 58
per ‘centum in addition of such excess.

$533,000 upon surtax net incomes of $1,000,000; and upon surtax
net Incomes in excess of $1,000,000, 59 per centum in addition of

such excess.
(¢) Tax on personal holding companies.—¥or surtax on personal

holding companies, see section 351.

(d) Avoidance of surtaxes by incorporation.—For surtax on corpo-
rations which accumulate surplus to avold surtax on stockholders,
see section 102

Agr. 12-1. Surtax.—In addition to the normal tax imposed by sec-
tion 11 a surtax is imposed at the rates specified in section 12 upon
the surtax net income of every individual, resident or nonresident.
The surtax net income is the amount of the net income in excess of
tho personal exemption and credit for dependents. (See generally
articles 25-1 to 25-7.) For surtax on corporations improperly accu-
mulating surplus, see section 102. As to surtax on personal holding
companies, see section 351.

Arr. 12-2. Computation of surtax.—The following table shows the
surtax due for taxable years beginning after December 31, 1933,
upon certain specified amounts of surtax net income. In each in-
stance the first figure of the surtax net income in the surtax net-
income column is to be excluded and the second figure included. The
percentage given opposite applies to the excess of income over the
first figure in the surtax net-income column. The last column gives
the total surtax on a surtax net income equal to the second figure in
the surtax net-income column.

: Total
Surtax net income Per cent surtax

Surtax net income Per cent Total
surfax
$56,000 t0 $62,000__________.______.
$62,000 to $68,000_ . __TTTTTTTTmTTTmTTmTTRT gg sil’ 1
$68,000 to $74,000____________ " TTTTTTTTTITTTTTT 39 12’ 080
$74,000 to $80,000_____________ T _TTTTTTTTTTTTTTC 42 18 o0
$80,000 to $90,000_______.______ T 7T TTTTTTTTTTT 45 23, o0
$90,000 to $100,000_________ T _TTTTTTTTTTmTTmT TR 50 28 oy
$100,000 to $150,000________T_T TTTTTTTTTmTmTTTTTT 52 52’ oo
$150,000 to $200,000________ - TTTTTTCTTTTTTTITRTT 53 0, 200
$200,000 to $300,000_ ____ - 7T TTTTTTTTTTTm R 54 1§4' 7
$300,000 to $400,000__________ " "TTTTTTTmTmeTmTTC 55 189’500
$400,000 to $500,000_________ T TTTTTTTTITITC 56 | 245 200
$500,000 to $750,000________ " LTI 57 333’ o0
$750,000 to $1,000,000 58| 533, 000
$1,000,000 up. ________.________°°7°° 59 33, 000

The surtax for any amount of surtax net income not shown in
the table is cor!}puted by adding to the surtax for the largest amount
shown which is less than the surtax net income, the surtax upon
the ;xciss over that amount at the rate indicated in the table. Ac-
cordingly, the surtax upon a surtax net income of $63,128 .
be $11,886.08, computed as follows: - would

Surtax on $62,000 from table
Surtax on $1,128 at 36 per cent s Z(s)ggg
Total 11, 886. 08

SEC. 13. TAX ON CORPORATIONS.

(a) Rate of tax.—There shall be levied, collected, and paid for each
taxable year upon the net income of every corporation, a tax of 133,
per centum of the amount of the net income in excess of the credit
against net income provided in section 26.

(b) Exempt corporations.—Kor corporations
: exem
section 101. pt from tax, see

(¢) Tax on personal holding oom:
panies.—For surtax on
holding companies, see section 351, personat
(d) Improper acoumulation of surplus.—For surtax.on corporations
which accumulate surplus to avold surtax on stockholders, see section

102.
A.m'. 13-1. Income tax on corporations.—In general, the Act imposes
an income tax on all corporations not expressly exempt (see section
101) at the rate of 133 per cent of the net income subject to tax.

For rate of tax on railroad corporations making—consolidated re-

tun?s, see s?ction 141 (c). Every corporation rot exempt under
sectlon.101 is liable to the tax, and it makes no difference that a
domest}c corporation may receive no income from sources within
the Unltefi States. The tax is upon net income, that is, gross income
as defined -by the Act, less allowable deductions. ’(See sections



21-24.) Certain credits are allowed against net income and against
the amount of the tax. (See sections 26, 131, and 205.) The tax
is payable upon the basis of returns rendered by the corporations
liable thereto, except that in some cases, it is to be paid at the source
of the income. (See also sections 47, 52, 53, 144, and 235.) For
the income tax on life insurance companies, see sections 201-203; on
insurance companies other than life or mutual, section 204. Mutual
insurance companies other than life are taxed under section 13. (See
section 207.) As to foreign corporations, see sections 53 and 231-
238; as to domestic corporations deriving income from sources within
possessions of the United States, see section 251; as to China Trade
Act corporations, see sections 261-264. For surtax on corporations
improperly accumulating surplus, see section 102. As to surtax on
personal holding companies, see section 351. For what the term
“corporation ” includes and for the difference between domestic
and foreign corporations, see section 801 (a) (2).
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GROSS INCOME—NET INCOME

Part II—Computation of net income

SEC. 21. NET INCOME.
“ Net income” means the gross income computed under section 22,
less the deductions allowed by section 23.

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

(@) Income (in the broad sense), meaning all wealth which flows
in to the taxpayer other than as a mere return of capital. It includes
the forms of income specifically described as gains and profits, in-
cluding gains derived from the sale or other disposition of capital
assets. Cash receipts alone do not always accurately reflect income,
for the Act recognizes as income-determining factors other items,
among which are inventories, accounts receivable, property exhaus-
tion, and accounts payable for expenses incurred. (See sections 22,
23, and 117.)

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

(¢) Net income, meaning gross income less statutory deductions.
The statutory 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 sections 25 and 26.)

The normal tax and surtax imposed by sections 11 and 12, re-
spectively, on individuals and the tax imposed by section 13 on cor-
porations are imposed upon net income less certain credits. Although
taxable net income is a statutory conception, it follows, subject to
certain modifications as to exemptions and as to deductions for par-
tial losses in some cases, the lines of commercial usage. Subject to
these modifications statutory net income is commercial net income.
This appears from the fact that ordinarily it is to be computed in

9
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accordance with the method of accounting regularly employed in
keeping the books of the taxpayer. (See section 41.)

The net income of corporations is determined in general in the
same manner as the net income of individnals, but the deductions
allowed corporations are not precisely the same as those allowed
individuals. (See sections 28, 24, 102, 118, 203, 204, 207, 232, and
851.)

SEC. 22. GROSS INCOME,

(a) General definition.—*“ Gross income ” includes gains, profits, and
income derived from salaries, wages, or compensation for personal
service, of whatever kind and In whatever form pald, or from pro-
fessions, vocations, trades, businesses, commerce, or sales, or dealings
in property, whether reul or personal, growing out of the ownership
or use of or interest in such property; also from interest, rent, divl-
dends, securities, or the transaction of any business carried on for
gain or profit, or gains or profits and Income derived from any source
whatever. In the cuse of Presidents of the United States and judges
of courts of the United States taking office after June 6, 1932, the com-
pensation received as such shall be included in gross income; and all
Acts fixing the compensatton of such Presidents and judges are hereby
amended accordingly.

Arr, 22(a)-1. What included in gross income.—Gross income in-
cludes in general compensation for personal and professional serv-
ices, business income, profits from sales of and dealings in property,
interest, rent, dividends, and gains, profits, and income derived from
any source whatever, unless exempt from tax by law. (See sections
22 (b) and 116.) In general, income is the gain derived from cap-
ital, 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 corporations derived from
sales in foreign commerce must be included in their gross income;
but special provisions are made for nonresident aliens by sections
211-214 and, in certain cases, by section 251, for citizens and domestic
corporations deriving income from sources within possessions of the
United States. Income may be in the form of cash or of property.
As to dividends, whether in cash or in property, see section 118.

If property is transferred by a corporation to a shareholder, or by
an employer to an employee, for an amount substantially less than
its fair market value, such shareholder of the corporation or such
employee shall include in gross income the difference between the
amount paid for the property and the amount of its fair market
value. In computing the gain or loss from the subsequent sale of
such property its cost shall be deemed to be its fair market value at
the date of acquisition by the shareholder or the employee.. This
paragraph does not apply, however, to the issuance by a corporation
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to its shareholders of the right to subscribe to its stock, as to which
see article 22(a)-8. )

In the case of stock sold between dividend dates, the entire amount
of the dividend is income to the vendee and must be reported in his
gross income when the dividend becomes due and payable. The
amount advanced by the vendee to the vendor in contemplation of
the next dividend payment is an investment of capital and may not
‘pe claimed as a deduction from gross income. As to the amount of
income tax paid for a bondholder by the obligor pursuant to a so-
called tax-free covenant, see section 143 (a) (3). As to the determi-
nation of gain or loss from the sale or other disposition of property,
see sections 111-113,

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

Arr. 22(a)-2. Compensation for personal services.—Commissions paid
salesmen, compensation for services on the basis of a percentage of
profits, commissions on insurance premiums, tips, pay of persons
in the military or naval forces of the United States, retired pay of
Feder.al and other officers, and pensions or retiring allowances paid
by private persons or by the United States are income to the recipi-
ents; as are also marriage fees, baptismal offerings, sums paid for
saying masses for the dead, and other contributions received by a
clergyman, evangelist, or religious worker for services rendered.
However, so-called pensions awarded by one to whom no services
have been rendered are mere gifts or gratuities and are not taxable.
The salaries of Federal officers and employees are subject to tax,
See article 116-2 as to compensation of State officers and employees.

ART. 22(a)-3. Compensation paid other than in cash.—If services are
paid for with something other than money, the fair market value
of the thing taken in payment is the amount to be included as
income. If the services were rendered at a stipulated price, in the
absence of evidence to the contrary such price will be presumed to
be the fair value of the compensation received. If a corporation
transfers to its employees its own stock as compensation for services
rendered by the employee, the amount of such compensation to be
included in the gross income of the employee is the fair market value
of the stock at the time of the transfer. If living quarters such as
camps are furnished to employees for the convenience of the
employer, the ratable value need not be added to the cash compensa-
tion of the employees, but if a person receives as compensation for
services rendered a salary and in addition thereto living quarters
the value to such person of the quarters furnished constitutes incomé
subject to tax. The value of quarters furnished Army and Navy
officers, members of the Coast Guard, Coast and Geodetic Survey,
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and Public Health Service, or amounts received as commutation of
quarters by such officers or members, do not constitute taxable
income, (See also section 22 (b) (7).) Premiums paid by an
employer on policies of group life insurance covering the lives
of his employees, the beneficiaries of which are designated by the
employees, are not income to the employees. (See article 24-3.)

Arr. 22(a)-4. Compensation paid in notes.—Notes or other evidences
of indebtedness received in payment for services constitute income
to the amount of their fair market value. A taxpayer receiving as
compensation a note regarded as good for its face value at maturity,
but not bearing interest, shall treat as income as of the time of
receipt the fair discounted value of the note at such time. Thus, if
it appears that such a note is or could be discounted on a 6 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 rep-
resents recovery for the discount originally deducted.

Agr. 22(a)-5. Gross income from business.—In the case of a manu-
facturing, merchandising, or mining business “gross income ” means
the total sales, less the cost of goods sold, plus any income from in-
vestments and from incidental or outside operations or sources. In
determining the gross income subtractions should not be made for
depreciation, depletion, selling expenses, or losses, or for items not
ordinarily used in computing the cost of goods sold. But see article
28(m)~-1.

ARrT. 22(a)-6. State contracts.—The profit from a contract with a
State or political subdivision thereof must be included 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 pay-
ment 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 can
not recover the full value of the warrants so returned, he may deduct
from gross income for the year in which the warrants are converted
into cash any loss sustained, and if he realizes more than the value
of the warrants so returned he should include such amount in his
gross income of the year in which realized.

Awr. 22(a)-T. Gross income of farmers.—A farmer reporting on the
basis of receipts and disbursements (in which no inventory to deter-
mine profits is used) shall include in his gross income for the taxable
year (1) the amount of cash or the value of merchandise or other
property received during the taxable year from the sale of live stock
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and produce which were raised during the taxable year or prior
years, (2) the profits from the sale of any live stock or other items
which were purchased, and (3) gross income from all other sources.
The profit from the sale of live stock or other items which were
purchased after February 28, 1913, is to be ascertained by deducting
the cost from the sales price in the year in which the sale 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 between the cost and the
depreciation theretofore allowed (but not less than the amount
allowable) in respect of such property as a deduction in computing
net income.

In the case of a farmer reporting on the accrual basis (in which
an inventory is used to determine profits), his gross profits are ascer-
tained 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 miscellaneous receipts for hire of
teams, machinery, and the like, during the year, and deducting from
this sum the inventory value of live stock and products on hand at
the beginning of the year and the cost of live stock and products
purchased during the year. In such cases all live stock raised or
purchased for sale shall be included in the inventory at their proper
valuation determined in 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 inven-
tory, instead of being treated as capital assets subject to depreciation,
provided such practice is followed consistently by the taxpayer. In
case of the sale of any live stock included in an inventory their
cost must not be taken as an additional deduction in the return of
income, as such deduction will be reflected in the inventory. (See
article 22(c)-6.)

In every case of the sale of machinery, farm equipment, or cther
capital assets purchased after February 28, 1913 (which are not to
be included in an inventory if one is used to determine profits), any
excess over the cost thereof less the amcunt of depreciation thereto-
fore allowed (but not less than the amount allowable) in respect
of such property as a deduction in computing net income, shall be
included as gross income. If farm produce is exchanged for mer-
chandise, groceries, or the like, the market value of the article
received in exchange is to be included in gross income. Rents re-
ceived in crop shares shall be returned as of the year in which the
crop shares are reduced to money or the equivalent of money. Pro-
ceeds of insurance, such as hail and fire insurance on growing crops,
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should be in¢luded in gross income to the amount received in cash
or its eqyivalent 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 article
41-2), be computed upon the crop basis; but in any such cases the
entire cost of producing the crop must be taken as a deduction for
the year in which the gross income from the crop is realized.

As herein used the term “ farm ” embraces the farm in the ordi-
narily accepted sense, and includes stock, dairy, poultry, fruit, and
truck farms; also plantations, ranches, and all land used for farm-
ing operations. All individuals, partnerships, or corporations that
cultivate, operate, or manage farms for gain or profit, either as
owners or tenants, are designated as farmers. A person cultivating
or operating a farm for recreation or pleasure, the result of which is
a continual loss from year to year, is not regarded as a farmer.

Form 1040F should be filled in and attached to his income tax
return by every farmer who either keeps no records or only records
of cash receipts and disbursements} its use is optional with other
farmers. (See further articles 23(a)-11, 23(e)~5, and 23(1)-10.)

Apgr. 22(n)-8. Bale of stock and rights.—If shares of stock in a cor-
poration are sold from lots purchased at different dates or at dif-
ferent, prices and the identity of the lots can not be determined, the
stock sold shall be charged against the earliest purchases of such
stock. In the determination of the earliest purchases of stock the
rules prescribed in paragraphs (1), (2), (3), and (4) of section
117 (c) (relating to the period for which property has been held)
shall be applied. The excess of the amount realized on the sale over
the cost or other basis of the stock will constitute gain. In the case
of stock in respect of which any stock dividend was paid, the basis
for determining gain or loss from a sale of a share of such stock shall
be ascertained in accordance with the principles laid down in article
113(a) (12)-1. If common stock is received as a bonus with the pur-
chase of preferred stock or bonds, the total purchase price shall be
fairly apportioned between such common stock and the securities
purchased for the purpose of determining the portion of the cost at-
tributable 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 pro-
ceeds of sales shall have been recovered the total cost.

If a corporation issues to its shareholders rights to subscribe
to its stock, the value of the rights does not constitute taxable income
to the shareholder, although gain may be derived or loss sustained
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by the shareholder from the sale of such rights. In this connection
the following rules may be stated : .

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

Ewample: A taxpayer in 1981 purchased 500 shares of stock at
$125 a share, and in 1934, by reason of the ownership of such stock,
received 500 rights entitling him to subscribe to 100 additional shares
at $100 a share. Upon the issuance of the rights each of the shares
of stock in respect of which the rights were issued had a fair market
value of $120, and the rights had a fair market value of $3
each. Instead of subscribing to the additional shares, A 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 issued)

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

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

80,000 ¢ 462,500 =$60,975.61, cost of old stock apportioned to
61,500 such stock after issuance of rights

_1,600 $62,500 =$1,524.89, cost of old stock apportioned to

61,500 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 subse-
quent sale of the stock in respect of which the rights were issued,
the adjusted cost of each share is $121.95—that is, $60,975.61 - 500.

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




Ewample: A taxpayer in 1931 purchased 500 shares of stock at
$125 a share, and in 1934, by reason of the ownership of such stock,
received 500 rights entitling him to subscribe to 100 additional shares
at $100 a share. Upon the issuance of the rights each of the shares
of stock in respect of which the rights were issued had a fair mar-
ket value of $120, and the rights had a fair market value of $3
each. The taxpayer exercised his rights to subscribe to the addi-
tional shares and later sold one of such shares for $140. The profit
is computed as follows:

$1,524.89 (cost of old stock apportioned to rights pursuant to the
computation in the example under paragraph (1))+$10,000 (sub-
scription price ‘of additional shares)=$11,524.89, basis for deter-
mining gain or loss from sale of additional shares.

$11,524.39 + 100=%115.24, basis for determining gain or loss from
sale of each share of additional stock.

$140 (proceeds of sale of share of additional stock) less $115.24=
$24.76, profit.

The basis for determining the gain or loss from subsequent sale
of the stock in respect of which the rights were issued is $60,975.61 +
500, or $121.95 a share.

Tf the stock in respect of which the rights are issued was purchased
at different times or at different prices and the identity of the lots
can not be determined, or if the stock in respect of which the rights
are issued was purchased at different times or at different prices and
the stock rights issued in respect of such stock can not be identified
as having been issued in respect of any particular lot of such stock,
the basis for determining the gain or loss from the sale of the old
shares, or the rights in cases where the rights are sold, or from the
sale of the old or new shares in cases where the rights are exerciged,
shall be ascertained in accordance with the principles laid down in
article 118(a) (12)-1.

The taxpayer may at his option include the entire proceeds from
the sale of stock rights in gross income, in which case the basis for
determining gain or loss from the subsequent sale of the stock in
respect of which the rights were issued shall be the same as though
the rights had not been issued.

In general, rights issued to shareholders to -subscribe to bonds
which are convertible into stock of the same corporation should be
treated in the same manner as stock rights.

As to deductions for losses from sales or exchanges of stocks or
bonds, including losses from sales or exchanges of rights to subscribe
to stock, see article 23 (e)-1.

ARrt. 22(2)-9. Sale of patents and copyrights.—A taxpayer disposing
of patents or copyrights by sale should determine the gain or loss

arising therefrom by computing the difference between the selling
price and the cost or other basis, with proper adjustment for de-
preciation, as provided in articles 111-1, 113 (a) (14)-1, 113(b)-1, and
113 (b)-2.

ArT. 22(2)~10. Bale of good will—Gain or loss from a sale of good
will results only when the business, or a part of it, to which the good
will attaches is sold, in which case the gain or loss will be determined
by comparing the sale price with the cost or other basis of the assets,
including good will. (See articles 111-1, 113(a) (14)-1, 113(b)-1,
and 113(b)-2.) If specific payment was not made for good will
there can be no deductible loss with respect thereto, but gain may be
realized from the sale of good will built up through expenditures
which have been currently deducted. It is immaterial that good
will may never have been carried on the books as an asset, but the
burden of proof is on the taxpayer to establish the cost or other
basis of the good will sold. _

Art, 22(a)-11. Sale of real property in lots.—If a tract of land is
purchased with a view to dividing it into lots or parcels of ground
to be sold as such, the cost or other basis shall be equitably appor-
tioned to the several lots or parcels and made a matter of record on the
books of the taxpayer, to the end that any gain derived from the sale
of any such lots or parcels which constitutes taxable income may be
returned as income for the year in which the sale is made. This
rule contemplates that there will be gain or loss on every lot or
parcel sold, and not that the capital in the entire tract may be
recovered 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.

Arr. 22(a)-12. Annuities and insurance policies.—Annuities paid by
religious, charitable, and educational corporations under an annuity
contract are, in general, subject to tax to the same extent as annuities
from other sources paid under similar contracts. (See section 22 (b)
(2) and article 22(b) (2)~2.) An annuity charged upon devised land
is taxable to a donee-annuitant if payable only out of the rents or
other income of the land. In such case the devisee is not required
to return as gross income the amount of rent or other income paid
to the annuitant, and he is not entitled to deduct from his gross in-
come any sumns paid to the annuitant. Amounts received as a return
of premiums paid under life insurance, endowment, or annuity con-
tracts, and the so-called * dividend” of a mutual insurance com-
pany which :may be credited against the current premium, are not
subject to tax.

Arr. 22(a)~13. Improvements by lessees.—If buildings are erected
or improvements made by & lessee and such buildings or improve-
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ments immediately become the property of the lessor, as, for instance,
if they are not subject to removal by the lessee, the lessor may at his
option report the income therefrom upon any one of the following
bases:

(@) The lessor may report as income for the taxable year in which
such buildings or improvements are completed their fair market
value at the time of their completion. _

(b) The lessor may report as income at the time when such build-
ings or improvements are completed the fair market value of such
buildings or improvements subject to the lease.

(c) The lessor may spread over the life of the lease the estimated
depreciated value of such buildings or improvements at the expira-
tion of the lease and report as income for each year of the lease an
aliquot part thereof.

Except in cases where the lessor has reported income upon basis
(@), if the lease is terminated so that the lessor comes into possession
or control of the property prior to the time originally fixed for the
expiration of the lease, the lessor shall report income for the year in
which the lease is so terminated to the extent that the value of such
buildings or improvements when he becomes entitled to such posses-
sion exceeds the amount already reported as income on account of
the erection of such buildings or improvements. No appreciation in
value due to causes other than the termination of the lease shall be
included.

If the buildings or improvements are destroyed prior to the ex-
piration of the lease, the lessor is entitled to deduct as a loss for the
year when such destruction takes place the amount previously re-
ported as income because of the erection of such buildings or improve-
ments, less proper adjustment for depreciation in case option (@) was
exercised, and less any salvage value subject to the lease to the extent
that such loss is not compensated for by insurance or otherwise. (See
sections 28 (e) and (f) and 113 (a) (14).)

Arr. 22(a)-14. Cancellation of indebtedness.—The cancellation of
indebtedness, in whole or in part, may result in the realization of
income. If, for example, an individual performs services for a
creditor, who in consideration thereof cancels the debt, income in the
amount of the debt is realized by the debtor as compensation for his
services. A taxpayer realizes income by the payment or purchase of

his obligations at less than their face value. (See article 22(a)-18.)
If a shareholder in a corporation which is indebted to him gratui-
tously forgives the debt, the transaction amounts to a contribution to
the capital of the corporation. Income is not realized by a taxpayer
by virtue of the discharge of his indebtedness as the result of an
adjudication in bankruptey, or by virtue of a composition agree-
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ment among his creditors if immediately thereafter the taxpayer’s
liabilities exceed the value of his assets.

Arr. 22(a)-15. Creation of sinking fund by corporation.—If a cor-
poration, 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 corporation, and any gain arising therefrom is income of
the corporation and shall be included as such in its gross income.

Arr. 22(a)-16. Acquisition or disposition by a corporation of its own
capital stock.—Whether the acquisition or disposition by a corporation
of shares of its own capital stock gives rise to taxable gain or deduc-
tible loss depends upon the real nature of the transaction, which is
to be ascertained from all its facts and circumstances. The receipt
by a corporation of the subscription price of shares of its capital
stock upon their original issuance gives rise to neither taxable gain
nor deductible loss, whether the subscription or issue price be in
excess of, or less than, the par or stated value of such stock.

But if a corporation deals in its own shares as it might in
the shares of another corporation, the resulting gain or loss is to
be computed in the same manner as though the corporation were
dealing in the shares of another. So also if the corporation receives
its own stock as consideration upon the sale of property by it, or in
satisfaction of 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 Act.

Arr. 22(a)-17. Contributions to corporation by shareholders.—If a
corporation requires additional funds for conducting its business and
obtains such needed money through voluntary pro rata payments by
its shareholders, the amounts so received being credited to its sur-
plus account or to a special capital account, such amounts will not
be considered income, although there is no increase in the outstand-
ir.lg shares of stock of the corporation. The payments under such
circumstances are in the nature of voluntary assessments upon, and
ropresent an additional price paid for, the shares of stock held by
t;ht:i individual fsha,reholders, and will be treated as an addition to
and as a part of the operating capital of the com . i
22(a)~14 and 24-2.) Fe 8P pany. - (See articles

Arr. 22(a)-18. Sale and purchase by corporation of its bonds.—(1)
(a) If bonds are issued by a corporation at their face value, the

corporation realizes no gain or loss. (b) If the corporation pur-
94759°— 85—+
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chases any of such bonds at a price in excess of the issuing price or

face value, the excess of the purchase price over the issuing price

or face value is a deductible expense for the taxable year. - (¢) If,

however, the corporation purchases any of such bonds at a price less

than the issuing price or face value, the excess of the issuing price

or face value over the purchase price is gain or income for the taxable
ear.

(2) (a) If, subsequent to February 28, 1913, bonds are issued by
a corporation at a premium, the net amount of such premium is gain
or income which should be prorated or amortized over the life of the
bonds. (b) If the corporatlon purchases any of such bonds at a
price in excess of the issuing price minus any amount of premium
already returned as income, the excess of the purchase price over the
1ssumg price minus any amount of premium already returned as
income (or over the face value plus any amount of premium not yet
returned as income) is a deductible expense for the taxable year.
(¢) If, however, the corporation purchases any of such bonds at a
price less than the issuing price minus any amount of premium
already returned as income, the excess of the issuing price, mims
any amount of premium already returned as income (or of the face
value plus any amount of premium not yet returned as income), over
the purchase price is gain or income for the taxable year.

(3) (a) If bonds are issued by a corporation at a discount, the net
amount of such discount is deductible and should be prorated or
amortized over the life of the bonds. (d) If the corporation pur-
chases any of such bonds at & price in excess of the issuing price
plus any amount of discount already deducted, the excess of the per-
chase price over the issuing price plus any amount of discount al-
ready deducted (or over the face value minus any amount of discount
not yet deducted) is a deductible expense for the taxable year. (c)
If, however, the corporation purchases any of such bonds at a price
less than the issuing price plus any amount of discount already
deducted, the excess of the issuing price, plus any amount of discount
already deducted (or of the face value minus any amount of discount
not yet deducted), over the purchase price is gain or income for the
taxable year.

(4) (@) If bonds were issued by a corporation prior to March 1,
1913, at a premium, the net amount of such premium was gain or
income for the year in which the bonds were issued and should not
be prorated or amortized over the life of the bonds. (&) If the 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. (¢) If, however,
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the corporation purchases any of such bonds at a price less than the
face value, the excess of the face value over the purchase price is gain
or income for the taxable year.

ArT. 22(a)~-19. Sale of capital assets by corporation.—If property is
acquired and later sold for an amount in excess of the cost or other
basis, the gain on the sale is income. If, then, a corporation sells
its capital assets in whole or in part, it shall include in its gross
income for the year in which the sale was made the gain from such
sale, computed as provided in sections 111-113, to the extent pro-
vided in section 117. If the purchaser takes over all the assets and
assumes the liabilities, the amount so assumed is part of the selling
price.

Agr. 22(2)-20. Income to lessor corporation from leased property.—
If a corporation has leased its property in consideration that the lessee
shall pay in lieu of other rental an amount equivalent to a certain
rate of dividend on the lessor’s capital stock or the interest on the
lessor’s outstanding indebtedness, together with taxes, insurance, or
other fixed charges, such payments shall be considered rental pay-
ments and shall be returned by the lessor corporation as income, not-
withstanding the fact that the dividends and interest are paid by
the lessee directly to the shareholders and bondholders of the lessor.
The fact that a corporation has conveyed or let its property and has
parted with its management and control, or has ceased to engage in
the business for which it was originally organized, will not relieve it
from liability to the tax. While the payments made by the lessee
directly to the bondholders or shareholders of the lessor are rentals as
to both the lessee and lessor (rentals paid in one case and rentals
received in the other), to the bondholders and the shareholders such
amounts are interest and dividend payments received as from the
lessor and as such shall be accounted for in their returns.

ArrT. 22(a)-21. Gross income of corporation in liquidation.—When a
corporation is dissolved, its affairs are usually wound up by a receiver
or trustees in dissolution. The corporate existence is continued for
the purpose of liquidating the assets and paying the debts, and such
receiver or trustees stand in the stead of the corporation for such
purposes. (See sections 274 and 298.) Any sales of property by
them are to be treated as if made by the corporatlon for the purpose
of ascertaining the gain or loss. No gain or loss is realized by a
corporation from the mere distribution of its assets in kind in partial
or complete liquidation, however they may have appreciated or depre-
ciated in value since their acquisition. But see section 44 (d) and
article 44-5. (See further article 52-2.)
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[SEC. 22. GROSS INCOME.]

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

Arr. 22(b)-1. Exemptions—Exolusions from gross income.—Certain
items of income specified in section 22(b) are exempt from tax and
may be excluded from gross income. These items, 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 Federal Gov-
ernment; (2) those items of income which are exempt from tax on
income under the provisions of any Act of Congress not inconsistent
with or repealed by the Act; (3) the income exempted under the
provisions of section 116. Since the tax is imposed on mnet income,
the exemption referred to above is not to be confused with the
deductions allowed by section 23 and other provisions of the Act to
be made from gross income in computing net income. As to other
items not to be included in gross income, see sections 112 and 119 and
Supplements G, H, I, and J.

[SEC. 22. GROSS INCOME.]

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

(1) Lare 1NSURANCE—Amounts received under a life insurance
contract pald by reason of the death of the insured, whether in a
single sum or otherwise (but if such amounts are held by the
ingurer under an agreement to pay interest thereon, the interest
payments shall be included in gross income) ;

Agr. 22(b) (1)-1. Life insurance—Amounts paid by reason of the
death of the insured.-—The proceeds of life insurance policies, paid by
reason of the death of an insured to his estate or to any beneficiary
(individual, partnership, or corporation, but not a transferee for
valuable consideration), directly or in trust, are excluded from the
gross income of the beneficiary. - While it is immaterial whether the
proceeds of a life insurance policy payable upon the death of the
insured are paid to the beneficiary in a single sum or in installments,
only the amount paid solely by reason of the death of the insured
is exempted. The amount exempted is the amount payable had the
insured or the beneficiary not elected to exercise an option to receive
the proceeds of the policy or any part thereof at a later date or dates.
If the policy provides no option for payment upon the death of the
insured, or provides only for payments in installments, there is
exempted only the amount which the insurance company would have
paid immediately after the death of the insured had the policy not
provided for payment at a later date or dates. Any increment
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thereto is taxable. In any mode of settlement the portion of each
distribution which is to be so included in gross income shall be
determined as follows:

(a) Proceeds held by the insurer.—1f the proceeds are held by the
insurer under an agreement (whether with the insured or with a
beneficiary) to distribute either the increment to such proceeds cur-
rently, or the proceeds and increment in equal installments until
both are exhausted, there shall be included in gross income, the in-
crement so paid to the beneficiary, or so credited to the fund in each
vear by the insurer.

(b) Proceeds payable in installments for a fiwed nwmber of
years—or for a fived number of years and for continued life—If
the proceeds are payable in instaliments for a fixed number of years,
or for a fixed number of years and |for continued life, the amount
that would have been payable by the insurance company immediately
upon the death of the insured (if payment at a later date had not
been provided for) is to be divided by the total number of install-
ments payable over the fixed number of years for which payment is
to be made, and the quotient represents the portion of each install-
ment 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
heen payable in a single installment, but 10 equal unnual payments
are made in lieu thereof, the portion of the installment received
during any taxable year to be excluded from gross income is $100
($1,000 divided by 10). Any amount.received as an installment. in
excess of $100 is to be included in gross income.

(¢) Proceeds payable in installments during the life of the bene-
ficiary—1f the proceeds are payable in installments during the life
of the beneficiary the amount of each installment that is to be in-
cluded in gross income will be determined as in paragraph (b),
above, except that the number of years to be used in the specified
computation will be determined by the life expectancy of the bene-
ficiary, as calculated by the table of mortality used by the particular
insurance company in determining the amount of the annuity.

If a mode of settlement has been in effect prior to the first tax-
able year which begins after December 31, 1933, the entire amount
received and excluded from gross income in such prior years shall
be deducted from the proceeds payable upon the death of the in-
sured ; the remainder shall be divided by the number of installments
unpaid at the beginning of such taxable year (whether over the
remaining portion of the fixed period or over the life expectancy
as of that date, depending on the mode of settlement adopted);
and that quotient shall be the excludible portion of each installment.




As soon as the aggregate of the amounts received and excluded from
gross income under the methods of computation provided for in
this article equals the amount of the proceeds payable upon the death
of the insured, the entire amount received thereafter in each taxable
year must be included in gross income.

[SEC. 22. GROSS INCOME.]

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

(2) ANNuITIES, BTO.—Amounts received (other than amounts
paid by reason of the death of the insured and interest payments
on such amounts and other thun amounts received as annuities)
under a life insurancé or endowment contract, but if such amounts
(when added to amounts recelved before the taxable year under
such contract) exceed the aggregate premiums or consideration
pajd (whether or not paid during the taxable year) then the excess
shall be included In gross income. Amounts recelved as an annuity
under an annuity or endowment contract shall be included in gross
income; except that there shall be excluded from gross income the
excess of the amount recefved 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 pald during such year),
until the aggregate amount excluded from gross income under this
titie or prior income tax laws in respect of such annuity equals the
aggregate premiums or consideration paid for such annuity. In
the case of a transfer for a valuable consideration, by assignment
or otherwise, of a lfe insurance, endowment, or annully contract,
or any interest therein, only the actual value of such consideration
and the amount of the premiums and other sums subsequently paid
by the transferee shall be exempt from taxation under paragraph
(1) or this paragraph;

Arr. 22(b)(2)-1. Life insurance—Endowment contracts—Amounts
paid other than by reason of the death of the insured.—Amounts re-
ceived under a life insurance or endowment policy (other than
amounts paid by reason of the death of the insured, interest pay-
ments on such amounts, and amounts received as annuities) are not
taxable until the aggregate of the amounts so received (when added
to the amounts received before the taxable year under such policy)
exceeds the aggregate premiums or consideration paid, whether or
not paid during the taxable year.

Arr. 22(b) (2)-2. Annuities—Amounts received as an annuity un-
der an annuity or endowment contract include amounts received in
periodical installments, 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
» guaranteed fixed period, and which installments are payable or may
be payable over a period longer than one year. If an annuity is pay-
able in annual installments, there shall be included in gross income

|

==

only such portion of the amounts received in any taxgble year as 'is
equal to 3 per cent of the aggregate premiums or consideration paid
for such annuity, whether or not paid during such year. If an annu-
ity is payable in two or more installments over each 1.2-month period,
such portion of each installment shall be taxable as is equal to 3 per
cent of the aggregate premiums or consideration paid f.ox: such annu-
ity, whether or not paid during the taxable year, divided by the
number of installments payable during such year. As soon as the
aggregate of the amounts received and exclqded f?om gross income
equals the aggregate premiums or consider.atlon paid for such annu-
ity, the entire amount received thereafter in each u‘;xabh.a year must
be included in gross income. The provisions of this article may be
illustrated by the following examples: . ‘ )

Ewample (1): A bought in 1933, for $50,000 consideration, a life
annuity, payable in annual installments of $5,000. For the calendar
year 1934 he would be required to include in gross income $1,300 of
the $5,000 received during that year (3 per cent of $§0,000), $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. .

Ezample (2): A bought an annuity on November 1, 1934, paying
$96,000 as consideration therefor. The annuity amounts to $12,000
a year, payable in monthly installments of $1,000, and on !)ece.mber 1,
1934, A received the first installment. A shall include in his gross
income for the calendar year 1934 the sum of $240, being 8 per cent
of $96,000 (the consideration paid), divided by 12 (the number of
installments payable over a period of 12 months).

[SEC. 22. GROSS INCOME.]
[(b) Exclusions from gross income.—The following items shall not

be included in gross income and shall be exempt from taxation under

this title:]

(3) GrrFrs, BEQUESTS, AND DEvIsEs.—The value of property ac-
quired by gift, bequest, devise, or inheritance (but the income
from such property ghall be included in gross income) ;

Agr. 22(b) (8)-1. Gifts and bequests.—Property received as a gift,
or received under a will or under statutes of descent and distribution,
is exempt from the income tax, although the income therefrom de-
rived from investment, sale, or otherwise is not. An amount of
principal paid under a marriage settlement is a gift. N?ither ali-
mony nor an allowance based on a separation agreement is taxable
income. (See article 24-1.)

"[SEC. 22. GROSS INCOME.]
[(b) Exclusions from gross income.—The following items shall not
be included in groes income and shall be exempt from taxation under
this title:] : .
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(4) TAX-FREE INTEREST.—Interest upon (A) the obligations of
a Btate, Territory, or any political subdivision thereof, or the
District of Columbia; or (B) obligations of a corporation organ-
ized under Act of Congress, if such corporation is an intrumen-
tality of the United States; or (C) the obligations of the United
States or its possessions. Every person owning any of the obli-
gations enumerated in clause (A), (B), or (C) shall, in the
return required by this title, submit a statement showing the
number and amount of such obligations owned by him and the
income received therefrom, in such form and with such information
as the Commissioner may require. In the case of obligations of
the United Btates issued after September 1, 1917 (other than
pustal savings certificates of deposit) and in the case of obligations
of a corporation organized under Act of Congress, the interest
shall be exempt only if and to the extent provided in the respective
Acts authorizing the issue thereof as amended and supplemented,
and shall be excluded from gross income only if and to the extent
it 18 wholly exempt from the taxes imposed by this title;

Arr. 22(b)(4)-1. Interest upon State obligations.—Interest upon
the obligations of a State, Territory, or any political 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 em-
powered 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 collecti-
ble only from owners of the property benefited, are not the obliga-
tions of a State, Territory, or political subdivision. The term “ polit-
ical subdivision,” within the meaning of the exemption, denotes any
division of the State or Territory which is a municipal corporation,
or to which has been delegated the right to exercise part of the
sovereign power of the State or Territory. As thus defined, a politi-
cal subdivision of a State or Territory may, for the purpose of
exemption, include special assessment districts so created, such as
road, water, sewer, gus, light, reclamation, drainage, irrigation, levee,
school, harbor, port improvement, and similar districts and divisions
of a State or Territory.

Arr. 22(b) (4)-2. Dividends and interest from Federal land banks,
Federal intermediate credit banks, national farm-loan associations, banks
for cooperatives, and production credit corporations and associations.—
Section 26 of the Federal Farm Loan Act of July 17, 1916 (39 Stat.,
360), as amended by an Act approved March 4, 1923 (42 Stat., 1454),
provides that Federal land banks, Federal intermediate credit banks,
and national farm-loan associations, including the capital and re-
serve or surplus therein and the income derived therefrom, shall be
exempt from taxation, except taxes upon real estate, and that first
mortgages executed to Federal land banks, Federal intermediate
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credit banks, or to joint stock land banks, and farm-loan bonds, an
debentures issued by intermediate credit banks, with the income
therefrom, shall be exempt from taxation. Accordingly, the income
derived from dividends on stock of Federal land banks, Federal inter-
mediate credit banks, and national farm-loan associations and from
interest on promissory notes secured by such first mortgages, or from
such farm-loan bonds or debentures, is not subject to the income tax.
However, 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 taxable income to the recipients.
and as long as these organizations are exempt from Federal income
tax on the ground that some of their stock is owned by the United
States, or in the case of production credit associations by the produc-
tion credit corporations, the dividends are subject to both normal
tax and surtax.

Arrt. 22(Db) (4)-8. Dividends from Federal reserve banks.—Section ¥
of the Federal Reserve Act of December 23, 1913, provides that Fed-
eral reserve banks, including the capital stock and surplus therein
and the income derived therefrom, shall be exempt from taxation,
except taxes upon real estate. This exemption attaches to and fol-
lows the income derived from dividends on stock of Federal reserve
banks in the hands of the shareholders, so that the dividends received

.on the stock of Federal reserve banks are not subject to the income

tax. Dividends paid by member banks, however, are treated like
dividends of ordinary corporations.

Art. 22(b) (4)—4. Interest upon United States obligations.—Although
interest upon the obligations of the United States and its posses-
sions and upon obligations of a corporation organized under Act
of Congress, if such corporation is an instrumentality of the United
States, is generally exempt from tax, in the case of obligations
issued by the United States after September 1, 1917, which include
Treasury certificates of indebtedness, Treasury bonds, the Liberty
bond issues (except the first Liberty loan 314 per cent bonds),
and Treasury notes, and in the case of obligations of a corporation
organized under Act of Congress, the interest is exempt from tax
only if and to the extent provided in the Acts authorizing the issue
thereof, as amended and supplemented.

‘ Every person owning any of the obligations enumerated in clause
(A), (B), or (C) of paragraph (4) of subsection 22(b) shall submit
in his income tax return a statement showing the number and amount
of such obligations owned and the income received therefrom. For
the purpose of such statement, in the case of Treasury bills issued
after June 17, 1930, (1) the “ amount of such obligations ” is their par
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(maturity) value and (2) the “income received therefrom ” is the
net excess of the amount realized during the taxable year from the
sale or other disposition of the bills over the cost or other basis
thereof, a separate computation of discount being unnecessary.

The interest on the first Liberty loan 814 per cent bonds and Treas-
ury certificates of indebtedness is entirely exempt from Federal in-
come taxes, but this abselute exemption does not extend to the bonds
of the first Liberty loan converted (Liberty 4 per cent and 414 per
cent bonds). Interest upon Treasury notes is exempt only to the
extent provided in the terms of the issue. Interest (discount at which
issued) on Treasury bills and any gain from the sale or other dispo-
sition of such bills are also entirely exempt from Federal income
taxes. With respect to the nondeductibility of losses from the sale
or other disposition of such bills, see article 23 (e)-1.

The interest on Liberty 4 per cent and 414 per cent bonds and
Treasury bonds is exempt from Federal income taxes except surtaxes
imposed upon the income or profits of individuals, partnerships,
associations, or corporations.

Liberty 4 per cent and 41} per cent bonds and Treasury bonds are
entitled to a limited exemption from surtaxes imposed by the United
States. Interest on an aggregate of not exceeding $5,000 principal
amount of these obligations is exempt from the surtax imposed by
section 12. Interest in excess of the interest on an aggregate of not
exceeding $5,000 principal amount of such obligations is subject to
surtax and must be included in gross income.

Interest credited to postal savings accounts upon moneys deposited
in postal savings banks is wholly exempt from income tax.

Art. 22(b) (4)-5. Liberty loan bond exemption in the case of trusts
or partnerships.—(a) When the income of a trust is taxable to bene-
ficiaries, as in the case of a trust the income of which is to be dis-
tributed to the heneficiaries currently, each beneficiary is entitled to
pxemption as if he owned directly a proportionate part of the Liberty
loan bonds held in trust. When, on the other hand, income is taxable
to the trustee, as in the case of a trust the income of which is accumu-
lated for the benefit of unborn or unascertained persons, the trust, as
the owner of the bonds held in trust, is entitled to the exemption on
wccount of such ownership.

(b) As the income of a partnership is taxable to the individual
partners, each partner is entitled to exemption as if he owned di-
ectly a proportionate part of the bonds held by the partnership.

Agr. 22(b) (4)-6. Interest upon United States obligations in the case
f nonresident aliens and certain foreign organizations.—By virtue of
ection 4 of the Victory leerty Loan Act of March 3, 1919 amendmg

section 8 of the Fourth Liberty Bond Act of July 9, 1918, the interest
received on and after March 3, 1919, on bonds, notes, and certificates
of indebtedness of the United States while benefically owned by a
nonresident alien individual, or a foreign corporation. partnership,
or association, not engaged in business in the United States, is exempt
from income taxes.

[SEC. 22. GROSS INCOME.]

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

(5) COMPENBATION FOR INJURIES OR SICKENESS.—Amounts re-
ceived, through accident or health insurance or under workmen's
compensation acts, as compensation for personal injuries or sick-
ness, plus the amount of any damages recelved whether by suit
or agreement on account of such injuries or sickness;

(6) Ministmms.—The rental value of a dwelling house and ap-
purtenances thereof furnished to a minister of the gospel as part
of his compensation ; '

(7) MiscrlrANEOUS ITEMS.—The following items, to the extent
provided in section 116:

Earned income from sources without the United States;

Salaries of certain Territorlal employees;

The income of forelgn governments;

Income of States, municipalities, and other political sub-
difisions;

Receipts of shipowners' mutual protection and indemnity
assoclations;

Dividends from China Trade Act corporations.

[SEC. 22. GROSS INCOME.]

(c) Inventories.—Whenever, in the opinion of the Commissioner the
use of inventories is necessary in order clearly to determine the income
of any taxpayer, inventories shall be taken by such taxpayer upon
such basis as the Commissioner, with the approval of the Secretary,
may prescribe as conforming as nearly as may be to the best accounting
practice in the trade or business and as most clearly reflecting the
income.

ARrT. 22(c)-1. Need of inventories—In order to reflect the net in-
come correctly, inventories at the beginning and end of each tax-
able year are necessary in every case in which the production, pur-
chase, or sale of merchandise is an income-producing factor. The in-
ventory should include all finished or partly finished goods and, in
the case of raw materials and supplies, only those which have been
acquired for sale or which will physically become a part of merchan-
dise intended for sale. Merchandise should be inclided in the inven-
tory only if title thereto is vested in the taxpayer. Accordingly, the
seller should include in his inventory goods under contract fur sale
but not yet segregated and applied to the contract and goods out upon
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consignment, but should exclude from inventory goods sold, title to
which has passed to the purchaser. A purchaser should include in in-
ventory merchandise purchased, title to which has passed to him,
although such merchandise is in transit or for other reasons has not
been reduced to physical possession, but should not include goods
ordered for future delivery, transfer of title to which has not yet
been effected.

AgrT. 22(c)-2. Valuation of inventories.—Section 22 (c¢) provides
two tests to which each inventory must conform:

(1) It must conform as nearly as may be to the best accounting
practice in the trade or business, and

(2) It must clearly reflect the income.

It follows, therefore, that inventory rules can not be uniform but
must give effect to trade customs which come within the scope of the
best accounting practice in the particular trade or business. 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
valuation 8o long as the method or basis used is substantially in ac-
cord with these regulations. An inventory that can be used under
the best accounting practice in a balance sheet showing the financial
position of the taxpayer can, as a general rule, be regarded as clearly
reflecting his income.

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 article 22(c)-5.) Any goods in an inventory which
are unsalable at normal prices or unusable in the normal way because
of damage, imperfections, shop wear, changes of style, odd or
broken lots, or other similar causes, including second-hand goods
taken in exchange, should be valued at bona fide selling prices less
direct cost of disposition, whether basis () or () 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 inventory date. The burden of proof
will rest upon the taxpayer to show that such exceptional goods as
are valued upon such selling basis come within the classifications
indicated above, and he shall maintain such records of the disposi-
tion of the gbods 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 inventory. Tax-
payers were given an option to adopt the basis of either (a) cost or
(b) cost or market, whichever is lower, for their 1920 inventories.
The basis properly adopted for that year or any subsequent year
is controlling, and a change can now be made only after permission
is secured from the Commissioner. Application for permission to
change the basis of valuing inventories shall be made in writing
and filed with the Commissioner as provided in article 41-2. Goods
taken in the inventory which have been so intermingled that they
can not be identified with specific invoices will be deemed to be the
goods most 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. Where the taxpayer maintains book inventories in accord-
ance with a sound accounting system in which the respective inven-
tory 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 inventory at the
beginning of the year), the net value as shown by such inventory
accounts will be deemed to be the cost of the goods on hand. The
balances shown by such book inventories should be verified by
physical inventories at reasonable intervals and adjusted to conform
therewith.

Inventories should be recorded in a legible manner, properly com-
puted 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 Com-
missioner, and the taxpayer must satisfy the Commissioner of the
correctness of the prices adopted.

The following methods, among others, are sometimes used in tak-
ing or valuing inventories, but are not in accord with these regula-
tions, viz:

(1) Deducting from the inventory a reserve for price changes,
or an estimated depreciation in the value thereof.

(2) Taking work in process, or other parts of the inventory, at
a nominal price or at less than its proper value.

(8) Omitting portions of the stock on hand.

(4) Using a constant price or nominal value for so-called normal
quantity of materials or goods in stock.

(6) Including stock in transit, either shipped to or from the tax-
payer, the title to which is not vested in the taxpayer.
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Arr. 22(c)-3. Inventories at cost.—Cost means: .

(1) In the case of merchandise on hand at the beginning of the
taxable year, the inventory price of such good_s. o

(2) In the case of merchandise purchased since the begmmng of
the taxable year, the invoice price less trade or other discounts, ex-
cept strictly cash discounts approximating a fair interest rate, w!nch
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 acquiring
possession of the goods. _

(3) In the case of merchandise produced by the taxpayer since
the beginning of the taxable year, (a) the cost of raw materials and
supplies entering into or consumed in connection with th.e pmduct,
(b) expenditures for direct lubor, (¢) indirect expenses mcxdent- to
and necessary for the production of the particular article, including

“in such indirect expenses a reasonable proportion of management

expenses, but not including any cost of selling or return on capital,
whether by way of interest or profit. '

(4) In any industry in which the usual rules for computation of
cost of production are inapplicable, costs may be approximated upon
such basis as may be reasonable and in conformity with established
trade practice in the particular industry. Among such cases are
(¢) farmers and raisers of live stock (see article 22(c)-6), (b)
miners and manufacturers who by a single process or uniform series
of processes derive a product of two or more kinds, sizes, or grades,
the unit cost of which is substantially alike (see article 22(c)-7),
and (c) retail merchants who use what is known as the “retail
method ” in ascertaining approximate cost (see article 22(¢c)-8).

Arr. 22(c)—4. Inventories at cost or market, whichever is lower.—
Under ordinary circumstances and for normal goods in an inventory,
% market ” means the current bid price prevailing at the date of the
inventory for the particular merchandise in tl}e volume in which
usually purchased by the taxpayer, and is applicable in the cases—

(a) Of goods purchased and on hand, and .

(3) Of basic elements of cost (materials, 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 manufacture
for delivery upon firm sales contracts (i. e., those not legally §ub-
ject to cancellation by either party) at fixed prices entered into
before the date of the inventory, which goods must be inventoried
at cost. ]

Where no open market exists or where quotations are nominal,
due to stagnant market conditions, the taxpayer must use such eyi-
dence of a fair market price at the date or dates nearest the in-
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ventory 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 com-
mitments. Where the taxpayer in the regular course of business
has offered for sale such merchandise at prices lower than the cur-
rent price as above defined, the inventory may be valued at such
prices less direct cost of disposition, and the correctness of such
prices will be determined by reference to the actual sales of the tax-
payer for a reasonable period before and after the date of the in-
ventory. Prices which vary materially from the sctual prices so
ascertained will not be accepted as reflecting the market,

Where the inventory is valued upon the basis of cost or market,
whichever is lower, the market value of each article on hand at the
inventory date shall be compared with the cost of the article, and
the lower of such values shall be taken as the inventory value of the
article.

Axrr. 22(c)-5. Inventories by dealers in seourities—A dealer in
securities who in his books of account regularly inventories unsold
securities on hand either—

(a) At cost;

(5) At cost or market, whichever is lower; or

(¢) At market value,
may make his return upon the basis upon which his accounts are
kept; provided that a description of the method employed shall
be included in or attached to the return, that all the securities must
be inventoried by the same method, and that such method must be
adhered to in subsequent years, unless another method be authorized
by the Commissioner pursuant to a written application therefor
filed with the Commissioner as provided in article 41-2. A dealer in
securities in whose books of account separate computations of the
gain or loss from the sale of the various lots of securities sold are
made on the basis of the cost of each lot shall be regarded, for the
purposes of this article, 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 individual, partnership, or corpora-
tion, with an established place of business, regularly engaged in the
purchase of securities and their resale to customers; that is, one who
as a merchant buys securities and sells them to customers with a
view to the gains and profits that may be derived therefrom. If such
business is simply a branch of the activities carried on by such
person, the securities inventoried as here provided may include only
those held for purposes of resale and not for investment. Tax-
payers who buy and sell or hold securities for investment or specu-
lation, irrespective of whether such buying or selling constitutes the
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carrying on of a trade or business, and officers of corporations and

members of partnerships who in their individual capacities buy and "

sell securities, are not dealers in securities within the meaning of
this rule.

Agxr. 22(c)-6. Inventories of live stock raisers and other farmers.—
Farmers may change the basis of their returns from that of receipts
and disbursements to that of an inventory basis provided adjust-
ments are made in accordance with one of the two met,hoiis outlined
in (1) and (2) below. Itisoptional with the taxpayer whlch‘ meth9d
is used, but, having elected one method, the option so exercised vyxll
be binding upon the taxpayer, and he will be precluded from filing
amended returns upon the basis of the other method. )

(1) Opening and closing inventories shall be used f.or the year in
which the change is made. There should be included in the opening
inventory all farm products (including live stock) purchased or
raised which were on hand at the date of the inventory, and there
must be submitted with the return for the current taxable year
an adjustment sheet for the preceding taxable year based on the
inventory method, upon the amount of which adjustment .the tax
ghall be assessed and paid (if any be due) at the rate of tax in eﬁtect
for that year. Ordinarily an adjustment sheet for the pl:ecfsdmg
year will be sufficient, but if, in the opinion of the. Commnssu?ner,
such adjustment is not sufficient clearly to reflect income, ad?us!;-
ments for earlier years may be accepted or required. If it is
impossible to render complete inventories for the pre?edir_\g year or
years, the Commissioner will accept estimates which, in .hls opinion,
substantially reflect the income on the inventory basis for such
preceding year or years; but inventories must not include real 'estate,
buildings, permanent improvements, or any other assets subject to
depreciation. ' .

(2) No adjustment sheets will be required, but the net income
for the taxable year in which the change is made must be com-
puted without deducting from the sum of the closing inventory and
the sales and other receipts, the inventory of live stock, crops, and
products at the beginning of the year; provided, however—

(a) That if any live stock, grain, or other property on hand at the
beginning of the taxable year has been.purchased and the cost
thereof not charged to expense, only the difference between the cost
and the selling price should be reported as income for the year in
which sold

(b) But if the cost of such property has been charged to expense
for a previous year, the entire amount received must be reported
as income for the year in which sold.
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Because of the difficulty of ascertaining actual cost of live stock
and other farm products, farmers who render their returns upon an
inventory basis may value their inventories according to the  farm-
price method,” which provides for the valuation of inventories at
market price less direct cost of disposition. If the use of the * farm-
pricé method ” of valuing inventories for any taxable year involves
a change in method of valuing inventqries from that employed in
prior. years, permission for such change shall first be secured from the
Commissioner as provided in article 41-2. In such case the opening
inventory for tne taxable year in which the change is made should be
brought in at the same value as the closing inventory for the preced-
ing taxable year. If such valuation of the opening inventory for the
taxable year in which the change is made results in an abnormally
large income for that year, there may be submitted with the return
for such taxable year an adjustment statement for the preceding year.
This statement shall be based on the “ farm-price method ” of valuing
inventories, upon the amount of which adjtstments the tax, if any
be due, shall be assessed and paid at the rate of tax in effect for such
preceding year. If an adjustment for the preceding year is not, in
the opinion of the Commissioner, sufficient clearly to reflect income,
adjustment sheets for prior years may be accepted or required.

If returns have been made in which the taxable net income has
been computed upon incomplete inventories, the abnormality 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
complete inventory for the current taxable year. If necessary clearly
to reflect income, similar adjustments may be made as at the begin-
ning 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.

Art. 22(c)-7. Inventories of miners and manufacturers.—A taxpayer
engaged 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 inven-
tories, provided such allocation bears a reasonable relation to the
respective selling values of the different kinds of product.

Arr. 22(c)-8. Inventories of retail merchants.—Retail merchants
who employ what is known as the “ retail method ” of pricing inven-
tories may make their returns upon that basis, provided (1) that the
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nse of such method is designated upon the return, (2) that accurate

azcounts are kept, and (3) that such method is consistently adhered

to unless a change is authorized by the Commissioner as provide(! in
article 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 depax'tn}ent or of
each class of goods is reduced to approximate cost by deducting there-
from 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 inventory plus the retail selling prices of the
goods purchased during the year, with proper adjustment to
such selling prices for all mark-ups and mark-downs,

(b) the cost of the goods included in the opening inventory
plus the cost of the goods purchased during the year,
bears to (a).

This amnount should represent as accurately as may be the amounts
added to the cost price of the goods to cover selling and other ex-
penses 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 percentages of gross

profit should not use a percentage of profit bused upon an average
of his entire business, but should compute and use in valuing his in-
ventory the proper percentages for the respective departments or
classes of goods.

[SEC. 22. GROSS INCOME.]

(d4) Distributions by corporations.—Distributlons by corporations
ghall be taxable to the shareholders as provided in section 115.

(e) Determination of gain or loss.—In the case of a sale or other
disposition of property, the guin or loss shull be computed as provided
in section 111,

(f) Gross income from sources within and without United Btates.—
For computation of gross income from sources within and without the
United States, see section 119, .

Cuaprer IV
DEDUCTIONS FROM GROSS INCOME

SEC. 23. DEDUCTIONS FROM GROSS INCOME. ]

In computing net income there shall be allowed as deductions:

(a) Expeénses.—All the ordinary and necessary expenses paid or in-
curred during the taxable year in carrylng on any trade or business,
including a reasonable allowance for salaries or other compensation
for personal services actually rendered; traveling cxpenses (including
the entire amount expended for meals and lodging) while away from
home in the pursuit of a trade or business; and rentals or other pay-
ments required to be made as a condition to the continued use or
possession, for purposes of the trade or business, of property to which
the taxpayer hus not taken or is not taking title or imn which he has
no equity,

Arr. 23(a)-1. Business expenses.—Business expenses deductible
from gross income include the ordinary and necessary expenditures
directly connected with or pertaining to the taxpayer’s trade or busi-
ness, except the classes of items which are deductible under the
provisions of articles 23(b)-1 to 23(q)-1. Double deductions are not
permitted. Amounts deducted under one provision of the Act can
not again be deducted under any other provision of the Act. The
cost of goods purchased for resale, with proper adjustment for open-
ing and closing inventories, is deducted from gross sales in comput-
ing gross income. (See article 22(a)-5.) Among the items included
in business expenses are management expenses, commissions, labor,
supplies, incidental repairs, operating expenses of automobiles used
in the trade or business, traveling expenses while away from home
solely in the pursuit of a trade or business (see article 23(a)-2),
advertising and other selling expenses, together with insurance pre-
miums against fire, storm, theft, a¢cident, or other similar losses in
the case of a business, and rental for the use of business property.
Penalty payments with respect to Federal taxes, whether on account
of negligence, delinquency, or fraud, are not deductible fron gross
income. The full amount of the allowable deduction for ordinary
and necessary expenses in carrying on a business is nevertheless
deductible, even though such expenses exceed the gross income derived
during the taxable year from such business. As to items not deduct-

_ible under any provision of section 23, see section 24.
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Arr. 23(a)-2. Traveling expenses—Traveling expenses, as ordi-
narily understood, include railroad fares tmd meals and lodglng. If
the trip is undertaken for other than business purposes, the ral!m_)ad
fares are personal expenses and the meals and lodging are living
cxpenses. If the trip is solely on business, the reasonable and neces-
sary traveling expenses, including railroad fares, meals, and lodging,
are business expenses. . . .

(a) If, then, an individual, whose busme§s requires hx.m to tra.vel,
receives a salary as full compensation for his services, without reim-
bursement for traveling expenses, or is employed on a commission
basis with no expense allowance, his traveling expenses, inch.ldmg the
entire amount expended for meals and lodging, are deductible from
gross income. ) ) o

(&) If an individual receives a sala.ry and i also repaid his actual
traveling expenses, he shall include in gross income the amount so
repaid and may deduct such expenses.

(¢) If an individual receives a salary an.d also an allov-van(_:e for
meals and lodging, as, for example, a per diem allqwance in lieu of
subsistence, the amount of the allowance should be included in gross
income and the cost of such meals and lodging may be deducted
therefrom. '

A payment for the use of a sample room at a hotel for the display
of goods is a business expense. Only such expehses as are reason-
able and necessary in the conduct of the business and directly attrib-
utable to it may be deducted. A taxpayer claiming the benefit of the
deductions referred to herein must attach to his return a statement
showing (1) the nature of the business in which engaged; (2) the
number of days away from home during the taxab.le yeur on account
of business; (8) the total amount of expenses i1'1c1dent. to meals and
lodging while absent from home on bus.ine.ss during the taxable years;
(4) the total amount of other expenses incident to travel and claimed
as a deduction. )

Clgim for the deductions referred to herein must be sybstfmtmte('l,
when required by the Commissioner, by evidence showing in detail
the amount and nature of the expenses incurred.

Commuters’ fares are not considered as business expenses and are
not deductible. . .

Arr. 23 (a)-3. Cost of materials—Taxpayers carrying materials and
supplies on hand should include in expenses the charges for mate-
rials and supplies only to the amount that they. are actually c(?nsumed
and used in operation during the year for which the return is made,

provided that the cost of such materials and supplies has not been

deducted in determining the net income for any previous year. .If
a taxpayer carries incidental materials or supplies on hand for which
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no recgrd of consumption is kept or of which physical inventories
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 frowu
gross income. the total cost of such supplies and materials as were
purchased during the year for which the return is made, provided
the net income is clearly reflected by this method.

Agr. 23(a)-4. Repairs.—The cost of incidental repairs which
neither materially add to the value of the property nor appreciably
prolong its life, but keep it in an ordinarily efficient operating condi-
tion, may be deducted as expense, provided the plant or property
account is not increased by the amount of such expenditures. Repairs
in the nature of replacements, to the extent that they arrest deteriora-
tion and appreciably prolong the life of the property, should be
charged against the depreciation reserve if such account is kept.
(See articles 23(1)-1 to 23(1)~10.)

Agrr. 23(a)-5. Professional expenses.—A professional man may
claim as deductions the cost of supplies used by him in the practice of
his profession, expenses paid in the operation and repair of an auto-
mobile used in making professional calls, dues to professional socie-
ties 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 instruments and
equipment, the useful life of which is short, may be deducted. As to
items not deductible, see section 24.

AgT. 23(a)-6. Compensation for personal services.—Among the ordi-
nary and necessary expenses paid or incurred in carrying on any trade
or business may be included a reasonable allowance for salaries or other
compensation for personal services actually rendered. The test of
deductibility in the case of compensation payments is whether they
are reasonable and are in fact payments purely for services. This test
and its practical application may be further stated and illustrated
as follows:

(1) Any amount paid in the form of compensation, but not in fact
as the purchase price of services, is not deductible. (a) An ostensible
salary paid by a corporation may be a distribution of a dividend on
stock. This is likely to occur in the case of a corporation having few
shareholders, practically all of whom draw salaries. If in such a case
the salaries are in excess of those ordinarily paid for similar services,
and the excessive payments correspond or bear a close relationship to
the stock holdings of the officers or employees, it would seem likely
that the salaries are not paid whoully for services rendered, but that
the excessive payments are a distribut.on of earnings upon the stock.
(8) An ostensible salary may be in part payment for property. This
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may occur, for example, where a partnership sells out to a corpora-
tion, 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,

(2) The form or method of fixing compensation is not decisive as
to deductibility. While any form of contingent compensation invites
scrutiny as a possible distribution of earnings of the enterprise, it
does not follow that payments on a contingent basis are to be treated
fundamentally on any basis different from that applying to compen-
sation at a flat rate. Generally speaking, if contingent compensation
is paid pursuant to a free bargain between the employer and the indi-
vidual made before the services are rendered, not influenced by any
consideration on the part of the employer other than that of securing
on fair and advantageous terms the services of the individual, it
should be allowed as a 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.

(3) In any event the allowance for the compensation paid may not
exceed what is reasonable under all the circumstances. Itisin general
just to assume that reasonable and true compensation is only such
amount as would ordinarily be paid for like services by like enter-
prises 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 daté when the contract
is questioned.

Art, 23(a)-7. Treatment of excessive compensation.—The income
tax liability of the recipient in respect of an amount ostensibly paid
to him as compensation, but not allowed to be deducted as such by the
payor, will depend upon the circumstances of each case. Thus, in
the case of excessive payments by corporations, if such payments
correspond or bear a close relationship to stock holdings, and are
found fc be a distribution of earnings or profits, the excessive pay-
ments “vill be treated as a dividend, and will thus be exempt from the
normal tax in the hands of the recipient. If such payments consti-
tute peyment for property, they should be treated by the payor as &
capita! expenditure and by the recipient as part of the purchase
price. In the absence of evidence to justify other treatment, exces-
sive payments for salaries or other compensation for personal serv-
ices will be included in gross income of the recipient and subjected to
both normal tax and-surtax.

Arr. 23(a)-8. Bonuses to employees.—Bonuses to employees will
constitute allowable deductions from gross income when such pay-
ments are made in good faith and as additional compensation for the
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services actually rendered by the employees, provided such payments,
when added to the stipulated salaries, do not exceed a reasonable
compensation for the services rendered. It is immaterial whether
such bonuses are paid in cash or in kind or partly in cash and partly
in kind. Donations made to employees and others, which do not
have in them the element of compensation or are in excess of reason-
able compensation for services, are not deductible from gross income.

Agr. 23(a)-9. Pensions—Compensation for injuries.—Amounts pai'l
by a taxpayer for pensions to retired employees or to their families or
others dependent upon them, or on account of injuries received by
employees, and lump-sum amounts paid or accrued as compensation
for injuries, are proper deductions as ordinary and necessary ex-

" ‘penses. Such deductions are limited to the amount not compensated

for by insurance 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 (q).
Arr. 23(a)-10. Rentals.—If a leasehold 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 num-

ber 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
8 deductible item to the tenant and taxable income to the landlord,
the amount of the tax being deductible by the latter. The cost borne
by a lessee in erecting buildings or making permanent improvements
on ground of which he is lessee is held to be a capital investment and
not deductible as & business expense. In order to return to such tax-
payer his investment of capital, an annual deduction may be made
from gross income of an amount equal to the total cost of such
improvements divided by the number of years remaining of the term
of lease, and such deduction shall be in lieu of a deduction for de-
preciation. If the remainder of the term of lease is greater thaa the
probable life of the buildings erected, or of the improvements made,
this deduction shall take the form of an allowance for depreciation.

: (See article 22(a)-13.)

ARrt. 23(n)-11. Expenses of farmers.—A farmer who operates a
farm for profit is entitled to deduct from gross income as necessary
expenses all amounts actually expended in the carrying on of the busi-
ness of farming. - The cost of ordinary tools of short life or small cost,
such as hand tools, including shovels, rakes, ete., may be deducted.
The cost of feeding and raising live stock may be treated as an ex-
pense deduction, in so far as such cost represents actual outlay, but
not including the value of farm produce grown upon the farm or
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the lubor of the taxpayer. Where a farmer is engaged in produc-
ing crops which take more than a year from the time of planting to
the process of gathering and disposal, expenses deducted may, with
the consent of the Commissioner (see article 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 machinéry, equipment, and farm buildings 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 productive state is reached
may be regarded as investments of capital. Amounts expended in
purchasing work, breeding, or dairy animals are regarded as in-
vestments of capital, and may be depreciated unless such animals are
included in an inventory in accordance with article 22 (a)-7. The
purchase price of an automobile, even when wholly used in carrying
on farming operations, is not deductible, but is regarded as an invest-
ment of capital. The cost of gasoline, repairs, and upkeep of an
automobile if used wholly in the business of farming is deductible as
an expense; if used partly for business purposes and partly for the
pleasure or convenience of the taxpayer or his family, such cost may
be apportioned according to the extent of the use for purposes of
business and pleasure or convenience, and only the proportion of
such cost justly attributable to business purposes is deductible as a
necessary expense. If a farm is operated for recreation or pleasure
and not on a commercial basis, and if the expenses incurred in con-
nection with the farm are in excess of the receipts therefrom, the
entire receipts from the sale of products may be ignored in rendering
a return of income, and the expenses incurred, being regarded as per-
sonal expenses, will not constitute allowable deductions. {See also
articles 22(a)-7, 23(e)-5, and 23(1)-10.)

Arr. 23(a)-12. Depositors’ guaranty fund.—Banking corporations
which pursuant to the laws of the States in which they are doing
business are required to set apart, keep, and maintain in their banks
the amount levied and assessed against them by the State authorities
as a “ Depositors’ guaranty fund,” may deduct from their gross in-
come 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 de-
mand by such board or State officer to meet the needs of these officers
in reimbursing depositors in insolvent banks, and provided further
that no portion of the amount thus set aside and credited is return-
able under the laws of the State to the assets of the banking corpo-
ration. If, however, such amount is simply set up on the books of
the bank as a reserve to meet a contingent liability and remains an
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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.

[SEC. 23. DEDUCTIONS FROM GROSS INCOME.]

[In computing net income there shall be allowed as deductions:]

(b) Interest.—All interest paid or accrued within the taxable year
on indebtedness, except on Indebtedness Incurred or continved
to purchase or carry obligations (other than obligations of the
United States issued after September 24, 1917, and originally sub-
acribed for by the taxpayer) the interest upon which is wholly exempt
from the taxes imposed by this title.

ArT. 23(b)-1. Interest.—Interest paid or accrued within the year
on indebtedness may be deducted from gross income, except that
interest on indebtedness incurred or continued to purchase or carry
obligations, such as municipal bonds, first Libe.rty loan 31_/2 per cex}t
bonds, or (in case of a taxpayer not an original subscriber) obli-
gations of the United States issued after Sepbem})er 24, 1917,_the
interest upon which is wholly exempt from tax, is not‘deductlble.
Interest paid or accrued within the year on indebtedness 1{xcurred or
continued to purchase or carry (a) obligations of the Unfted §tntes
issued after September 24, 1917, the interest upon which is not
wholly exempt from the taxes imposed by Title I of the Act, or ‘(b)
(in the case of an original subscriber) obligations of the U.mte.d
States issued after September 24, 1917, the interest upon which is
wholly exempt from the taxes imposed by Title I of the Act, is
deductible in accordance with the general rule.

Interest paid by the taxpayer on a mortgage upon real estate of
which he is the legal or equitable owner, even though the taxpayer
is not directly liable upon the bond or note secured by such mortgage,
may be deducted as interest on his indebtedness. Payment.s. made
for Maryland or Pennsylvania ground rents are not deductible as
interest but may, if a proper business expense, be deducted as rent.

Interest calculated for cost-keeping or other purposes on account
of capital or surplus invested in the business whicl.\ d(fes not repre-
sent a charge arising under an interest-bearing obligation, is not an
sllowable deduction from gross income. Interest paid by a corpora-
tion on scrip dividends is an allowable (leduction.. So-called interest
on preferred stock, which is in reality a dividend thereon, can
not be deducted in computing net income. (Sce article 22(a)-18 ys
to deduction of bond discount.) In the case of banks and loan or
trust companies, interest paid within the year on deposits suj:h ay
interest paid on moneys received for investment and secured by inter-
est-bearing certificates of indebtedness issued by such bank or loan or
trust company may be deducted from gross income.
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[SEC. 23. DEDUCTIONS FROM GROSS INCOME.]
[In computing net income there shall be allowed as deductions:}
(¢) Taxes generally—Taxes paid or accrued within the taxable year,
except—
(1) Federal income, war-profits, and excess-profits taxes;
(2) income, war-profits, and excess-profits taxes imposed by the
authority of any foreign country or possession of the United
States; but this deduction shall be allowed in the case of a tax-
payer who does not signify in his return his desire to have to
any extent the benefits of section 131 (relating to credit for
taxes of foreign countries and possessions of the United States);
(3) estate, inberitance, legacy, succession, and gift taxes; and
(4) 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 ifiterest charges. !

Agr. 23(c)-1. Taxes.—Subject to the exceptions stated in this
article and articles 23 (c)-2 and 23(c)-8, taxes imposed by the United
States, any State or Territory, or political subdivision of either, pos-
sessions of the United States, or foreign countries, are deductible from
gross income for the year in which paid or accrued (see section 48).
Estate, inheritance, legacy, succession, and gift taxes and Federal
income, war-profits, and excess-profits taxes are not deductible from
gross income, Income, war-profits, and excess-profits taxes imposed
by the authority of any foreign country or possession of the United
States are deductible from gross income in cases where the taxpayer
does not signify in his return his desire to have to any extent the
benefits of section 131 (relating to credit for taxes of foreign countries
or possessions of the United States). See generally articles 181-1 to
131-8 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 license fees are ordinarily
taxes. In general taxes are deductible only by the person upon whom
they are imposed. As to tax paid at the source on interest from tax-
free covenant bonds, see section 143 (a) (3).

Arr. 23(c)-2. Federal duties and excise taxes—Import or tariff
duties paid to the proper customs officers, and business, license, privi-
lege, 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 respect to
which they are paid, in which case they can not be separately
deducted. (See article 23(a)-1.)

Arr. 23(c)-8. Taxes for local benefits,—So-called taxes, more prop-
erly assessments, paid for looal benefits, such as street, sidewalk, and
othcr like improvements, imposed because of and measured by some
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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 assess-
ments are not deductible, even though an incidental benefit may inure
to the public welfare. The real property taxes deductible are those
levied for the general public welfare by the proper taxing authorities
at a like rate against all property in the territory over which such
authorities have jurisdiction. Assessments under the statutes of
California relating to irrigation and of Iowa relating to drainage,
and under certain statutes of Tennessee relating to leveco, are lim-
ited to property benefited, and if the assessments are so limited,
the amounts paid thereunder are not deductible as taxes. The above
statements are subject to the exception that in so far as assessments
against local benefits are made for the purpose of maintenance or
repair or for the purpose of meeting interest charges with respect to
such benefits, they are deductible. In such cases the burden is on the
taxpayer to show the allocation of the amounts assessed to the differ-
ent purposes. If the allocation can not be made, none of the amounts
so paid is deductible.
[SEC. 23. DEDUCTIONS FROM GROSS INCOME.]

[In computing net income there shall he allowed as deductions:)

(d) Taxes of shareholder paid by corporation.—The deduction for
taxes allowed by subsection (¢) shall be allowed to a corporation
in the case of taxes imposed upon a shareholder of the corporation
upon his Interest as sharebolder which arce paid by the corporation
without reimbursement froin the shareholder, but in such cascs no
deduction shull be allowed the shareholder for the amount of such
taxes.

Agr. 23(d). Tax on bank or other stock.—Banks or other corpora-
tions paying taxes assessed against their shareholders on account of
their ownership of the shares of stock issued by such corporations
without reimbursement from such shareholders may deduct the
amount of taxes so paid. The Act specifically provides, however, that
in such cases the shareholders may not deduct the amount of the
taxes. The amount so paid should not be included in the income of
the shareholder.

[SEC. 23. DEDUCTIONS FROM GROSS INCOME.]
{In computing net income there shall be aliowed as deductions:]
(e) Losses by individuals.—In the case of an individual, losses sus-
tained during the taxable year and not compensated for by insurance
or otherwise—
(1) it 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
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(8) of property not connected with the trade or business, if the
loss arises from fires, storms, shipwreck, or other casualty, or from
theft. No loss shall be allowed as a deduction under this para-
graph if at the time of the filing of the return such loss has been
claimed as a deduction for estate tax purposes in the estate tax
return,

Arr. 23(e)-1. Losses by individuals.—Losses sustained by indi-
vidual citizens or residents of the United States and not compensated
for by insurance or otherwise are fully deductible if () incurred in
the taxpayer’s trade or business, or (%) incurred in any transaction
entered into for profit, or (¢) arising from fires, storms, shipwreck,
or other casualty, or theft, and a deduction therefor has not prior to
the filing of the return been claimed for estate tax purposes in the
estate tax return, or (&) if not prohibited or limited by any of the fol-
lowing sections of the Act: Section 23(g), relating to wagering losses;
section 24(a) (8), relating to losses from sales or exchanges of prop-
erty between members of a family or between a corporation and its
shareholders; section 112, relating to recognition of gain or loss
upon sales or exchanges of property; section 117, relating to limita-
tion on losses recognized by section 112 upon the sale or exchange of
capital/ assets; section 118, relating to losses on wash sales of stock
or securities; section 251, relating to income from sources within
possessions of United States; and section 252, relating to citizens of
possessions of United States. See section 212 as to limitation upon
losses sustained by nonresident aliens.

In general losses for which an amount may be deducted from gross
income must be evidenced by closed and completed transactions, fixed
by identifiable events, bopa fide and actually sustained during the
taxable period for which allowed. Substance and not mere form will
govern in determining deductible losses. Full consideration must be
given to any salvage value and to any insurance or other compen-
sation received in determining the amount of losses actually sus-
tained. See section 113(b).

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 autoinobile, but is not due
to the willful act or willful 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 occasioned to the taxpayer by such damage is likewise deductible.
No loss is realized by the transfer of property by gift or by death.,
But see section 44 (d).

A loks on the sale of residential property purchased or constructed

by the taxpayer for use as his personal residence and so used by him
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up to the time of the sale is not deductible. If, however, property
so purchased or constructed is prior to its sale rerfted or otherwise
appropriated to income-producing purposes and is used for such
purposes up to the time of its sale, a loss fr_om the' sale of the prop-
erty, computed as provided in section 111, is, sub]f.act to the limita-
tions provided in section 117, an allowable deduction in an ax.noun.lt
not to exceed the excess of the value of the property at the time it
was appropriated to income-producing purposes (with proper adjust-
ment for depreciation) over the amount realized from the sale. )
Ewample: Residential property was purchased by a taxpayer.m
1924 for use as his personal residence at a cost of $25,000, of which
$15,000 was allocable to the building. The property was so used
by the taxpayer until January 1, 1931. From that date to January
1, 1934, when the property was sold, it was ren.ted !)y the taxpayer.
The fair market value of the property at the time it was rented on
January 1, 1931, was $22,000, of which $12,000 was allocable to the
building. The building had an estimated lifg of 20 years on January
1,1931. The property was sold on January 1, 1934, f.or'$16,000. ’I_‘he
loss from the sale allowable as a deduction except as limited by section
117 is $4,200, computed as follows:
Cost of property In 1924 e e o o o i e e $23, 000

Less depreciation allowed (not less than amount allowable) in respect
of the building (depreciation for 8 years at 5 per cent based on

$12,000, value of bullding when converted to business use) .- 1, 800

: 23, 200

Selling price of property 16, 000
Loss computed as provided in section 111 . 7,200
Value of property at time it was rented on January 1, 1981 _ __.__ 22,000
Less proper adjustment for depreciation 1, 800
¢ ! em———
20, 200

Selllng price of property__ 16, 000

Portion of $7,200 loss which is deductible except as limited by section
117 - 4,200

Losses from the sale or other disposition of Treasury bills issued
after June 17, 1930, are not deductible.

Apr. 23(e)-2. Voluntary removal of buildings.—Loss due to the
voluntary removal 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 procee:ds 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
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of the demolition of the old building, and no deductible expense on
account of the cost of such removal, the value of the real estate,
exclusive of old improvements, being presumably equal to the pur-
chase price of the land and building plus the cost of removing the
useless building.

Agrr. 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 taxpayer dis-

continues the business or discards such assets permanently from use
in such business, he may claim as a loss for the year in which he
takes such action the difference between the basis (adjusted as pro-
vided in section 113 (b) and article 113(a) (14)-1, 113(b)-1, and
113(b)-2) and the salvage value of the property. This exception to
the rule requiring a sale or other disposition of property in order to
establish a loss requires proof of some unforeseen cause by reason of
which the property has been prematurely discarded, as, for example,
where an increase in the cost or change in the manufacture of any
product makes it necessary to abandon such manufacture, to which
special machinery is exclusively devoted, or where new legislation
directly or indirectly makes the continued profitable use of the prop-
erty impossible. This exception does not extend to a case where the
useful life of property terminates solely as a result of those gradual
processes for which depreciation allowances are authorized. It does
not apply to inventories or to other than capital assets. The excep-
tion 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 explained in the return
of income. The limitations provided in section 117 with respect to
the sale or exchange of capital assets have no application to losses
due to the discurding of capital assets.

If an account reflects the cost or other basis of more than one

- jtem of property it will be presumed that the rate of depreciation

used is based upon the average lives of such assets. Losses claimed
on the normal retirement of assets in such a group are not allowable,
inasmuch as the use of an average rate contemplates the normal
retirement of assets both before and after the average life has been
reached and there is, therefore, no possibility of ascertaining any
actual loss under such circumstances until all assets contained in
the account have been retired. In order to account properly for
such retirements the entire cost of assets retired, adjusted for salvage,
will be charged to the depreciation reserve account, which will enable
the full cost or other basis of the property to be recovered. If
the taxpayer by clear and convincing evidence shows that assets are
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disposed of before the expiration of the normal expected life thereof,
as for example, because of casualty, obsolescence other than normal,
or sale, losses on the retirement of such assets may be allowed, but
only where it is clearly evident that such disposition was not con-
templated in the rate of depreciation. In single item accounts or
in classified accounts where it is the consistent practice of the tax-
payer to base the rate of depreciation on the expected life of the
longest lived asset contained in the account, the loss upon the retire-
ment of an asset is allowable. (See articles 23(1)-1 to 23(1)-103

Arr. 23(e)-4. Shrinkage in value of stocks.—A person possessing
stock of a corporation can not deduct from gross income any amount
claimed as a loss merely on account of shrinkage in value of such
stock through fluctuation of the market or otherwise. The loss
allowable in such cases is that actually suffered when the stock is
disposed of. If stock of a corporation becomes worthless, its cost or
other basis as determined and adjusted under section 113 is deduct-
ible by the owner for the taxable year in which the stock became
worthless, provided a satisfactory showing is made of its worthless-
ness. Federal or State authorities incident to the regulation of banks
and certain other corporations may require that stock be charged off
as worthless or written down to a nominal value. If, in any such
case, the basis of the requirement is the worthlessness of the stock,
such charging off or writing down will, for income tax purposes, be
considered primi facie evidence of worthlessness; but if the charging
off ur 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. Ior dealers in securities, see article 22(c)-5. For
limitations on deductions for losses from sales or exchanges of capital
assets generally, including stocks and bonds, see section 117.

" Arr. 23(e)-5. Losses of farmers.—Losses incurred in the operation
of farms as business enterprises are deductible from gross income. If
farm products are held for favorable markets, no deduction on ac-
count of shrinkage in weight or physical value or by reason of
deterioration in storage shall be allowed, except as such shrinkage
may be reflected in an inventory if used to determine profits. The
total loss by frost, storm, flood, or fire of a prospective crop is not a
deductible loss in computing net income. A farmer engaged in rais-
ing and selling stock, such as cattle, sheep, horses, etc., is not entitled
to claim as a loss the value of animals that perish from among those
animals that were raised on the farm, except as such loss is reflected
in an inventory if used. If live stock has been purchased after Feb-
ruary 28, 1913, for any purpose, and afterwards dies from disease,
exposure, or injury, or is killed by order of the authorities of a
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State or the United States, the actual purchase price of such live stock,
less any depreciation allowable as a deduction in respect of such
perished live stock, may be deducted as a loss if the loss is not com-
pensated for by insurance or otherwise. The actual cost of other
property (with proper adjustment for depreciation) which is de-
stroyed 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 property 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, pasturage, or care which has been deducted as an expense
of operation shall not be included as part of the cost of the stock
for the purpose of ascertaining the amount of a deductible loss. If
gross income is ascertained by inventories, no deduction can be made
for live stock or products lost during the year, whether purchased for
resale or produced on the farm, as such losses will be reflected in
the inventory by reducing the amount of live stock or products on
hand at the close of the year. If an individual owns and operates
a farm, in addition to being engaged in another trade, business, or
calling, and sustains a loss from such operation of the farm, then
the amount of loss sustained may be deducted from gross income
received from all sources, provided the farm is not operated for
recreation or pleasure. As to losses claimed 'as deductions for
estate tax purposes, see article 23(e)-1. See also articles 22(a)-T,
23(a)-11, and 23(1)-10.

[SEC. 23. DEDUCTIONS FROM GROSS INCOME.]

[In computing net income there shall be allowed as deductions:]
(f) Losses by corporations.—In the case of & corporation, losses sus-

tained during the taxable year and not compensated for by insurance

or otherwise,

ARrr. 23(f)-1. Losses by corporations.—Losses sustained by domestic
corporations during the taxable year and not compensated for by
insurance or otherwise are deductible except in so far as not pro-
hibited or limited by sections 23 (g), 24 (a) (86), 112, 117, 118, and
251. The provisions of articles 23(e)-1, 23(e)-2, 23(e)-8, 23(e)—4,
23(e)-5, and 28(h)-1 are in general applicable to corporations as
well as individuals. See section 232 as to deductions by foreign
corporations,

[SEC. 23. DEDUCTIONS FROM GROSS INCOME.]

[In computing net income there shall be allowed as deductions:]
(g) Wagering losses.—Losses fréom wagering transactions shall be
allowed only to the extent of the gains from such transactions.
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(h) Basis for determining loss.—The basis for determining the
amount of deductlon for losses sustained, to be allowed under sub-
section (e) or (f), shall be the adjusted basis provided in section
118 (b) for determining the loss from the sale or other disposition of
property.

Art. 23(h)-1. Basis for determining loss.—The basis for determin-
ing the amount of the deduction for losses is the same as is provided
in section 113 for determining the loss from the sale or other disposi-
tion of property. Proper adjustment must be made in each case for
any expenditure, receipt, loss, or other item properly chargeable to
capital account, and for depreciation, obsolescence, amortization, or
depletion. (See section 113 (b).)

[SEC. 23. DEDUCTIONS FROM GROSS INCOME.]

[In computing net income there shall be allowed as deductions:]

(1) Loss on wash sales of stock or securities.—For disallowance of
loss deduction in the case of gales of stock or securities where within
thirty days before or after the date of the sale the taxpayer has
acquired substantlally identical property, see section 118.

(j) Capital losses.—Losses from sales or exchanges of capltal assets
shall be allowed only to the extent provided in section 117 (d).

(k) Bad debts.—Debts ascertained to be worthless and charged off
within the taxable year (or, in the dlscretion of the Commissioner,

a reasonable addition to a reserve for bad debts) ; and when satisfied
that a debt is recoverable only in part, the Commissioner may allow
such debt, in an amount not in excess of the part charged off within
the taxable year, as a deductlion.
Arr. 23(k)-1. Bad debts.—Bad debts may be treated in either of
two ways—
(1) By a deduction from income in respect of debts ascertaine
to be 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 an option for 1921 to select either of the
methods mentioned for treating such debts. (See article 151, Regu-
lations 62.) The method used in the return for 1921 must be used
in returns for subsequent years and in returns under the Revenue
Act of 1934 unless permission is granted by the Commissioner to
change to the other method. A taxpayer filing a first return of
income may select either of the two methods subject to approval
by the Commissioner upon examination of the return. If the method
selected is approved, it must be followed in 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 830 days prior
to the close of the taxable year for which the change is to be effective.
(See also article 23 (k)-5.)
94759°—35——8
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If all the surrounding and attending circumstances indicate that
a debt is worthless, either wholly or in part, the amount which
is worthless and charged off or written down to a nominal amount
on the books of the taxpayer shall be allowed as a deduction in
computing net income. There should accompany the return a state-
ment showing the propriety of any deduction claimed for bad debts.
No deduction shall be allowed for the part of a debt ascertained
to be worthless and charged off prior to January 1, 1921, unless and
until the debt is ascertained to be totally worthless and is finally
charged off or is written down to a nominal amount, or the loss is
determined in some other manner by a closed and completed transac-
tion. Before a taxpayer may charge off and deduct a debt in part,
he must ascertain and be able to demonstrate, with a reasonable de-
gree of certainty, the amount thereof which is uncollectible. Any
amount subsequently received on account of a bad debt or on account
of a part of such debt previously charged off and allowed as a
deduction for income tax purposes, must be included in gross income
for the taxable year in which received. In determining whether a
debt is worthless in whole or in part the Commissioner will consider
all pertinent evidence, including the value of the collateral, if any,
securing the debt and the financial condition of the debtor. Partial
deductions will be allowed with respect to specific debts only.

Where the surrounding circumstances indicate that a debt is
worthless and uncollectible and that legal action to enforce payment
wt.)uld in all probability not result in the satisfaction of execution on
a judgment, a showing of these facts will be sufficient evidence of the
worthlessness of the debt for the purpose of deduction. Bankruptcy
is generally an indication of the worthlessness of at least a part of an
unsecured and unpreferred debt. Actual determination of worthless-
ness in bankruptcy cases is sometiines possible before and at other
times only when a settlement in bankruptcy shall have been had.
Where a taxpayer ascertained a debt ta be worthless and charged it
off in one year, the mere fact that bankruptcy proceedings instituted
against the debtor are terminated in u later year, confirming the
conclusion that the debt is worthless, will not authorize shifting the
deduction to such later year. If a taxpayer computes his incomne
upon the basis of valuing his notes or accounts receivable at their fair
market value when received, which may be less than their face value
the amount deductible for bad debts in any case is limited to such’
original valuation.

Federal or State authorities incident to the regulation of banks
t.md certain other corporations may require that debts be charged off
in whole or in part. If, in any such case, the basis of the require-
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ment is the worthlessness or partial recoverability of the debt, as the
case may be, such charging off will, for income tax purposes, be
considered prima facie evidence of worthlessness; but if the charging
off is due to market fluctuations, or if no reasonable attempt has been
made to determine to what extent recovery may be made, no deduc-
tion for income tax purposes of the amount so charged off can be
allowed.

Axrr. 23(k)-2. Examples of bad debts—Worthless debts arising
from unpaid wages, salaries, rents, and similar items of taxable in-
come Wwill not be allowed as a deduction unless the income such items
represent has been included in the return of income for the year for
which the deduction as a bad debt is sought to be made or for a pre-
vious year. Only the difference between the amount received in dis-
tribution of the assets of a bankrupt and the amount of the claim may
be deducted as a bad debt. The difference between the amount re-
ceived by a creditor of a decedent in distribution of the assets of the
decedent’s estate and the amount of his claim may be considered a
worthless debt. A purchaser of accounts receivable which can not
be collected and are consequently charged off the books as bad debts
is entitled to deduct them, the amount of deduction to be based
upon the price he paid for them and not upon their face value.

Agrr. 23(k)-3. Uncollectible deficiency upon sale of mortgaged or
pledged property.—If mortgaged or pledged property is lawfully sold
(whether to the creditor or another purchaser) for less than the
amount of the debt, and the mortgagee or pledgee ascertains that the
portion of the indebtedness remaining unsatisfied after such sale is
wholly or partially uncollectible, and charges it off, he may deduct
such amount (to the extent that it constitutes capital or represents
an item the income from which has been returned by him) as a bad
debt for the taxable year in which it is ascertained to be wholly or
partially worthless and charged off. In addition, if the creditor
buys in the mortgaged or pledged 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 constitute capital or
represent an item the income from which has been returned by him)
and the fair market value of the property. The fair market value of
the property shall be presumed to be the amount for which it is bid
in by the taxpayer in the absence of clear and convincing proof to
the contrary. If the creditor subsequently sells the property so
acquired, the basis for determining gain or loss is the fair market
value of the property at the date of acquisition.
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. Accrued interest may be included as part of the deduction only if
it has previously been returned as income. y
ART..23(k)—4. Worthless bonds and similar obligations.—Bonds, if
ascertained .to be worthless, may be treated as bad debts to the amon’mt
actually paid for them. Bonds of an insolvent corporation secured
only by a mortgage from which on foreclosure nothing is realized
for the bondholders are regarded as ascertained to be worthless not

{)at;r dth;tn'thenyearb(l)f ‘the foreclosure sale, and no deduction for a

ad debt is allowable in computi '3 i

ot e puting a bondholder’s income for a

A taxpayer (other than a dealer in securitie i
ev1den'ced by bonds or other similar obligations c?n ﬁz:sfisezzgt i:gzt;
gross income any amount merely on account, of market fluctuation

If a taxpayer ascertains, however, that due, for instance, to th(;
ﬁnancla.l condition of the debtor, or conditions other thnn’ market
fluctuation, .he will recover upon maturity none or only a part of
the debt evidenced by the bonds or other similar obligations and
80 dem?nstrates to the satisfaction of the Commissioner, he ma
defiuct In computing net income the uncollectible part of, the deb}l:
evidenced by the bonds or other similar obligations.

) Agrr. 23(k)-5, Reserve for bad debts.—Taxpayers who have estab-
lished the reserve method of treating bad debts and maintained proper
reserve accounts for bad debts, or who, in accordance with artiI::le
28(k)~1 adopt the reserve method of treating bad debts may deduct
'fror’n gross income a reasonable addition to a reserve f:)r bad debts
lné;rzl of a deduction for specific bad debt items.

at constitutes a reasonable addition to a r

must be determined in the light of the facts, a?gr‘;;lio:a?;dagezz
tween classes of business and with conditions of business prosperit

A. taxpayer using the reserve method should make a statement 1);1
his retut:n showing the volume of his charge sales (or other business
transactions) for the year and the percentage of the reserve to such
amount, the total amount of notes and accounts receivable at the
beginning and close of the taxable year, and the amount of the
debts which have been ascertained to be wholly or partially worth-
less and charged against the reserve account during the taxable year.

[SEC. 23. DEDUCTIONS FROM GROSS INCOME.]

[In computing net income there shall be allowed ag deductions :)

(1) Depreciation.—A reasonable allowance 'for the exhaustion, 'wear
and tear of property used in the trade or business, tncluding ’a rea
sonable allowance for obsolescence, In the case of property l\el(; b-
one person for life with remainder to another persom, the deductlo::
shall be computed as it the Iife tenant were the absolu;;e owner of the
property and shall be allowed to the life tenant, In the case of
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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 instrumient creating the trust, or, in
the absence of such provisions, on the basis of the trust income allo-
cable to each.

Agr. 23(1)-1. Depreciation.—A reasonable allowance for the ex-
haustion, wear and tear, and obsolescence of property used in the trade
or business may be deducted from gross income. For convenience
such an allowance will usually be referred to as depreciation, exclud-
ing from the term any idea of a mere reduction in market value not
resulting from exhaustion, wear and tear, or obsolescence. The
proper allowance for such depreciation of any property used in the
trade or business is that amount which should be set aside for the
taxable year in accordance with a reasonably consistent plan (not
necessarily at a uniform rate), whereby the aggregate of the amounts
so set aside, plus the salvage value, will, at the end of the useful life
of the property in the business, equal the cost or other basis of
the property determined in accordance with section 113. Due
regard must also be given to expenditures 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 sbsolute owner of the property so that he
will be entitled to the deduction during his life, and thereafter the
deduction, if any, will be allowed to the remainderman. In the case
of property held in trust, the allowable deduction is to be apportioned
between the income beneficiaries and the trustee in accordance with
the pertinent provisions of the will, deed, or other instrument creat-
ing the trust, or, in the absence of such provisions, on the basis bf the

_ trust income which is allocable to the trustee and the beneficiaries,

respectively. For example, if the trust instrument provides that the
income of the trust computed without regard to depreciation shall
be distributed to a named beneficiary, such beneficiary will be en-

titled to the depreciation allowance to the exclusion of the trustee,

while if the instrument provides that the trustee in determining the
distributable income shall first make due allowance for keeping the
trust corpus intact by retaining a reasonable amount of the current
income for that purpose, the allowable deduction will be gtanted in
full to the trustee. - ‘

Axr, 23(1)-2. Depreciable property.—The necessity for a deprecia-
tion allowance arises from the ,'fact:lthat certain property used in the
business gradually approaches a point where its uscfulness is ex-
hausted. The allowance should be confined to property of this nature.
In the case of tangible property, it applies to that which is subject to
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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 invention, or
due to the inadequacy of the property to the growing needs of ,the
business. It does not apply to inventories or to stock in trade
or to land apart from the improvements or physical developmenl,:
added to 1t. It does not apply to bodies of minerals which through
th.e process of removal suffer depletion, other provisions for this
bemg.made in the Act. (See sections 23 (m) and 114.) Property
kept in repair may, nevertheless, be the subject of a depreciation
allowance. (See article 23(a)-4.) The deduction of an allowance
for depreciation is limited to property used in the taxpayer’s trade
or business. No such allowance may be made in respect of automo-
biles or other vehicles used solely for pleasure, a building used by
the t.axpayer solely as his residence, or in respect of furniture or
furnishings therein, personal effects, or clothing; but properties and
costumes used exclusively in a business, such as a theatrical business
may be the subject of a depreciation allowance. ’
Agr. 23(1)-8. Depreciation of intangible property.—Intangibles, the
use of which in the trade or business is definitely limited in duraiion
may be the subject of a depreciation allowance. Examples are pat-’
ents and copyrights, licenses, and franchises. Intangibles, the use
of which in theé business or trade is not so limited, will no;, usually
be a proper subject of such an allowance. If, however, an intangible
usset acquired through capital outlay is known from experience to
be ?f value in the business for only a limited period, the length of
which can be estimated from experience with reasonable certainty,

such intangible asset may be the subject of a depreciation allowance, -

provided the facts are fully shown in the return or prior thereto to
t?le satisfaction of the Commissioner. No deduction for deprecia-
tion, including obsolescence, is allowable in respect of good will.
Arr. 23(1)-—4. Capital sum recoverable through depreciation allow-
ances.—The capital sum to be replaced by depreciation allowances is
the cost or other basis of the property in respect of which the allow-

ance is made. (See sections 113 (a) and 114.) To this amount" e

s.hould be added from time to time the cost of improverhents, addi-
tions, and betterments, and from it should be deducted fron’l time
to time the amount of any definite loss or damage sustained by the
prope'rty through casualty, as distinguished from the gradual ex-
haustion of its utility which is the basis of the depreciation allow-
ance. (See section 118 (b).) In the case of the acquisition on or
after March 1, 1913, of a combination of depreciable and non-
depreciable property for a lump price, as, for example, buildings
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and land, the capital sum to be replaced is limited to an amount
which bears the same proportion to thé lump price as the value of
the depreciable property at the time of acquisition bears to the value
of the entire property at that time. If the lessee of real property
erects buildings, or makes permanent improvements which become
part of the realty and income has been returned by the lessor as a
result thereof, as provided in paragraphs (b) and (c) of article
22(a)-13, the capital sum to be replaced by depreciation allowances
is held to be the same as though no such buildings had been erected
or such improvements made. In the case of property which has been
the subject of deductions for amortization under sections 214 (a) 9)
and 234 (a) (8) of the Revenue Acts of 1918 and 1921, depreciation
deductions will be computed after the close of the amortization period
upon the cost or other basis of such property after the amortization
allowance has been deducted. No depreciation deduction will be
allowed in the case of property which has been amortized to its scrap
value and is no longer in use.

Arr. 23(1)-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 accordance
with any other recognized trade practice, such as an apportionment of
the capital sum over units of production. Whatever plan or method
of apportionment is adopted must be reasonable and must have due
regard to operating conditions during the taxable period. The rea-
sonableness of any claim for depreciation shall be determined upon
the conditions known to exist at the end of the period for which
the return is made. If the cost or ather basis of the property has
been recovered through depreciation or other allowances no fur-
ther deduction for depreciation shall be allowed. The deduction for
depreciation in respect of any depreciable property for any taxable
year shall be limited to such ratable amount as may reasonably be
considered necessary to recover during the remaining useful life of
the property the unrecovered cost or other basis. The burden of
proof will rest upon the taxpayer to sustain the deduction claimed.
Therefore, taxpayers must furnish full and complete information
with respect to the cost or other basis of the assets in respect of
which depreciation i$ claimed, their age, condition and remaining
useful 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
substantiation 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
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known facts in prior years. This paragraph may be illustrated by
the following example:

Exzample: An a,sset- was purchased January 1, 1929, at a cost of
$10,000. The qse.ful life of the asset is 10 years. It has no salvage
;'alllue. Depreciation was deducted and allowed for 1929 to 1933 as
ollows: j

1929 J

1029 : 1 $1, 000. 00

1031 "

1082 ” § 333 gg

1933 — - o
Total amount allowed....____ —— 6, 000. 00

The correct '
as follome amended reserve as of December 31, 1933, is computed

December 81—
:m $1, Q00. 00
. 1, 000. 00
1081 2, 000. 00
ig_- ———— 2, 000, 00
- 666, 67
Reserve December 81, 1933 oo ... ______ G, 666, 67

Depreciation for 1934 and subsequent taxabl i
computed as follows: ® yours Is 36067

Cost

10, 000,
Reserve as of December 81, 1938 \ 6, % 22
Unrecovered cost 8, 3338. 33

Depreciation allowable for 1884 and -e-ach subsequent
taxable year (6% per cent of $10,000) _._._____._____ 666. 67

Arr. 23(1)-6. Obsolescence.—With respect to physical pr

wlllole or any portion of which is clearly showﬁ l))’y theptaoxp;;ZrtE:
being affected by economic conditions that will result in its being
abandoned at a future date prior to the end of its normal useful life
so that depreciation deductions alone are insufficient to return the’
cost or other basis at the end of its economic term of usefulness, a
reasonable deduction for obsolescence, in addition to depreciati:m
may be ?.llowed in accordance with the facts obtaining with tespec;,
f,o each item of property concerning which a claim for obsolescence
is made. ) No deduction for obsolescence will be permitted merely
because, in the opinion of a taxpayer, the property may become
obso!ete at some later date. This allowance will be confined to such
portion ?f the property on which obsolescence is definitely shown to
be sustained and can not be held applicable to an entire property
unless all portions thereof are affected by the conditions to which
obsolescence is found to be due.
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Awr. 23(1)-7. Depreciation of patent or copyright.—In computing a
depreciation 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 copy-
right. The allowance should be computed by an apportionment of
the cost or other basis of the patent or copyright over the life of the
patent or copyright since its grant, or since its acquisition by the
taxpayer, or 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
models, attorneys’ fees, development or experimental expenses, etc.,
actually paid. Depreciation of & patent can be taken on the basis
of the fair market value as of March 1, 1913, only when affirmative
and satisfactory evidence of such value is offered. Such evidence
ghould whenever practicable be submitted with the return. If the
patent becomes obsolete prior to its expiration, such proportion of
the amount on which its depreciation may be based as the number
of years of its remaining life bears to the whole number of years
intervening between the basic date and the date when it legally
expires may be deducted, if permission so to do is specifically secured
from the Commissioner. Owing to the difficulty of allocating to &
particular year the obsolescence of a patent, such permission will be
granted only if affirmative and satisfactory evidence that the patent
became obsolete in the year for which the return is made is submitted
to the Commissioner. The fact that depreciation has not been taken
in prior years does not entitle the taxpayer to deduct in any taxable
year a greater amount for depreciation than would otherwise be
allowable.

Agr. 23(1)-8. Depreciation of drawings and models.—If a taxpayer
has incurred expenditures in his business for designs, drawings, pat-
terns, models, or work of an experimental nature calculated 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
reasonable accuracy, it may be the subject of depreciation allowances
spread over such estimated period of usefulness. The facts must
be fully shown in the return or prior thereto to the satisfaction of
the Commissioner., Except for such depreciation 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.

AxT. 28 (1)-9. Records of depreciable property.—In order that the
verification of depreciation allowances claimed by the taxpayer may
be facilitated, depreciation shall be recorded on the taxpayer’s books,
the amount measuring a reasonable allowance for depreciation either
being deducted directly from the book value of the assets or prefer-
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ably being credited to a depreciation reserve account, which should
be reflected in the annual balance sheet. For the same reason the
allowances shall be computed and recorded” with express reference
to specific items, units, or groups of property, each item or unit being
considered separately or specifically included in a group with others
to which the same factors apply. Also, the taxpayer’s books shall
show, the basis of the depreciable property and any adjustments
thereto, and, in cases where the basis of the property is other than
cost, or value on March 1, 1913, or value at date of acquisition (as,
for example, if the property was acquired by gift or transfer in trust
after December 31, 1920, or through a reorganization or a tax-free
exchange (see particularly section 113 (a)), the books shall show the
data used in ascertaining such basis and the adjustments thereto. If
a taxpayer does not desire to have his regular books of account show

‘all of the factors entering into the computation of depreciation

allowances, such factors shall be recorded in permanent auxiliary
records which shall be kept with and reconciled with the regular

‘books of account.

Arr. 23(1)-10. Depreciation in the case of farmers.—A reasonable
allowance for depreciation may be claimed on farm buildings (other
than a dwelling occupied by the owner), farm machinery, and other
physical property. A reasonable allowance for depreciation may also
be claimed on live stock acquired for work, breeding, or dairy pur-
poses, unless they are included in an inventory used to determine
profits in accordance with article 22(a)~7. Such depreciation should
be based on the cost or other basis and the estimated life of the live
stock. If such live stock be included in an inventory no depreciation
thereof will be allowed, as the corresponding reduction in their value
will be reflected in the inventory. (See also articles 23(a)-11 and
23(e)-5.)

[SEC. 23. DEDUCTIONS FROM GROSS INCOME.]

[In computing net income there shall be allowed as deductions:]

(m) Depletion.—In the case of mines, oil and gas wells, other natural
deposits, and timber, a reasonable allowance for depletion and for
depreciation of jmprovements, according to the peculiar conditions
in each case; such reasonable allowance in all cases to be made under
rules and regulations to be prescribed by the Commissioner, with the
approval of the Secretary. In any case in which it is ascertained
a8 a result of operations or of development work that the recoverable
units are greater or less than the prior estimate thereof, then such
prior estimate (but not the basis for depletion) shall be reviged and
the allowance under. this subsection for subscquent tnxable years shall
be based upon such revised estimate. In the case of leagca the de-
ductions shall be equitably apportioned between the lessor and lessee.
In the case of property held by one person for life with remainder
to another person, the deduction shall be computed as if the life ten-
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ant 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 beneflciaries and
the trustee in accordance with the pertinent provisions of the instru-
ment creating the trust, or, in the absence of such provisions, on the
basis of the trust income allocable to each. (For percentage deple-
tion allowablé under this subsection, see section 114 (b), (3) and (4).)

(n) Basis for depreciation and depletion.—The basis upon which
depletion, exhnustion, wear and tear, and obsolescence .re to be al-
lowed in respect of any property shall be as provided i1 section 114.

Arr. 23(1m)~1. Depletion of mines, oil and gas wells, other natural

" deposits, and timber; depreciation of improvements.—Section 23 (m)

provides that there shall be allowed as a deduction in computing net
income in the case of mines, oil and gas wells, other natural de;?os.lts,
and timber, a reasonable allowance for depletion and for deprecmtlon
of improvements. Section 114 prescribes the bases upon which depre-
ciation and depletion are to be allowed. ' . .

Under these provisions of the Act the owner of an interest in min-
eral deposits, mineral properties, or timber, whe.t,ht?r freeholq or
leasehold, is allowed annual depletion and depreciation deductilons
which, in the aggregate, will return to him the cost or other basis of
such property as provided in section 113, plus2 in either case, sub-
sequent allowable capital additions (see artlcle's 23.(m)—15 and
23(m)-16) with the following exceptions and qunhﬁcat.mr}s:

(1) In the case of coal mines, metal mines, sulphur mines or de-
posits, and oil and gas wells the aggregat'e annu:';l allowable deduc-
tions may, because of percentage depletion, ultimately exceed the
cost or other basis; '

(2) In the case of coal mines, metal mines, anc.l sulphur mines or
deposits the aggregate annual -allowable deductions may never be
as great as the cost or other basis, if an election o.f the percentage
depletion method is made in his first return under Title I of the Act;
and )

(3) In the case of mines other than metal, coal, or sulphur mines
the aggregate annual allowable deductions_may exceed the cost or
other basis- because of the discovery provision. .

Operating owners, lessors, and lessees, whether corporations or
individuals, are entitled to deduct an allowance for depletion a:nd
depreciation, but a shareholder in a mining or oil or gas corporation
is not allowed such deductions with respect to the property of the
corporation. But see article 115-6. .

The principles governing the apportionment of. deprecu_xt.lon in
the case of property held by one person for life w.lth remainder to
another person and in the case of property held in trust are also
applicable to depletion. (See article 23(1)-1.)
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When used in these articles (23(m)-1 to 23(m)-28) covering
depletion and depreciation—

(a) The “ fair market value ” of a property is that amount which
would induce a willing seller to sell and a willing buyer to purchase.

(%) A “mineral property ” is the mineral deposit, the development
and plant necessary for its extraction, and so much of the surface cf
the land only as is necessary for purposes of mineral extraction. The
value of a mineral property is the combined value of its component
parts.

(¢) A “mineral deposit” refers to minerals only, such as the ores
only in the case of a mine, to the oil only in the case of an oil well,
and to the gas only in the case of a gas well, and to the oil and gas
in the case of a well producing both oil and gas. The cost of a
mineral deposit is that proportion of the total cost of the mineral
property which the value of the deposit bears to the value of the
property at the time of its purchase.

(d) “Minerals” include ores of the metals, coal, oil, gas, and such
nonmetallic substances as abrasives, asbestos, asphaltum, barytes,
borax, building stone, cement rock, clay, crushed stone, feldspar,
fluorspar, fuller’s earth, graphite, gravel, gypsum, limestone, mag-
nesite, marl, mica, mineral pigments, peat, potash, prectous stones,
refractories, rock phosphate, salt, sand, silica, slate, soapstone, soda,
sulphur, and tale.

() “Operating profit” is the net amount received from the sale
of minerals before depletion and depreciation are deducted. It is
distinct from net income, as defined in section 91, and from.the net
income from the property as defined in paragraph (&) of this
article.

(f) The term “mine” does not include oil and gas wells,

(g) “Gross income from the property ” as used in section 114 (b)
(8) and (4) and articles 23 (m)-1 to 23 (m)-28, inclusive, means the

amount for which the taxpayer sells (2) the crude mineral product of-

the property or (b) the product derived therefrom, not to exceed in
the case of (@) the representative market or field price (as of the date
of sale) of crude mineral product of like kind and grade before trans-
pottation from the immediate vicinity of the mine or well, or in the
case of -(b) the representative market or field price (as of the date of
sale) of a product of the kind and grade from which the product
sold was derived, before the application of any processes (to which
the crude mineral product may have been subjected after emerging
from the mine or well) with the exception of those listed below, and
before transportation from the place where the last of the processes
listed below was applied. If there is no such representative mar-
ket or field price (as of the date of sale), then there shall be used in
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lien thereof the representative market or field price of the first mar-
ketable product resulting from any process or processes minus the
costs (including transportation costs) of the processes not listed
below. The processes excepted are as follows:

(1) In the case of coal—cleaning, breaking, sizing, and load-
ing at the mine for shipment;

(2) In the case of sulphur—pumping to vats, cooling, break-
ing, and loading at the mine for shipment;

(3) In the case of iron ore and ores which are customarily
sold in the form of the crude mineral product—sorting or con-
centrating to bring to shipping grade, and loading at the mine
for shipment; and

(4) In the case of lead, zinc, copper, gold, or silver ores and
ores which are not customarily sold in the form of the crude
mineral product—crushing, concentrating (by gravity or flota-
tion), and other processes to the extent to which they do not
beneficiate the product in greater degree (in relation to the
crude mineral product on the one hand and the refined product
on the other) than crushing and concentrating (by gravity or
flotation).

In all cases there shall be excluded in determining the “ gross in-
come from the property ” an amount equal to any rents or royalties
which were paid or incurred by the taxpayer in respect of the prop-
erty and are not otherwise excluded from the “ gross income from
the property.” If royalties in the form of bonus payments or ad-
vanced royalties (see article 28(m)-10) have been paid in respect of
the property in the taxable year or in prior years, the amount ex-
cluded from “ gross income from the property ” for the taxable year
on account of such payments shall be an amount equal to that part
of such payments which is allocable to the products sold during the
taxable year. )

(k) “Net income of the taxpayer (computed without allowance
for depletion) from the property,” as used in section 114 _(b). (2),
(3), and (4) and articles 23(m)-1 to 23(m)-2§, inclusive, means the
“ gross income from the property ” as defined in paragraph (g) less
the allowable deductions attributable to the mineral property upon
which the depletion is claimed and the allowable deductions attribut-
able to the processes listed in paragraph (g) in so far as they relate to
the product of such property, including overhead and operat.iflg.ex-
penses, development costs properly charged to expense, deprecmt}on,
taxes, losses sustained, etc., but excluding any allowance for depletion.
Deductions not directly attributable to particular properties or proc-
esses shall be fairly allocated. To illustrate: In cases where the tax-
payer engages in activities in addition to mineral extraction and to
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or sold prxor to the taxable year, and excludes units sold hut pot
paid for in the taxable year. The phrase does not include units
with respect to which depletion deductions were allowed or allowshle
prior to the taxable year.

“The number of units of mineral remnmmg as of the taxable
year ” ig the number of units of mineral remaining at the end of the
year to be recovered from the property (including units recovered
but not sold) plus the “number of units sold within the taxable
year ” as defined in this article.

In determining the amount of the basis as adjusted applicable
to the mineral deposit there shall be excluded (a) amounts repre-
senting the cost or value of the land for purposes other than mineral
production, () the amount recoverable through depreciation and
through deductions other than depletion, and (c) the residual value
‘of other property at the end of operations, but there shall be in-
cluded, in the case of oil and gas wells, those amounts of capitalized
drilling and development costs which, as provided in article 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 (with-
out reference to percentage depletion) in respect of such property for
thetaxable year by multiplying the adjusted basis of the property by
a fraction, the numerator of which is equal to the decline in closed
or rock pressure during the taxable year and the denominator of
which is equal to the expected total decline in closed or rock pressure
from the taxable year to the economic limit of production. Tax-
payers computing depletion by this method must keep accurate
records of periodical pressure determinations.

. Arr. 28(m)-8. Computation of depletion of mines (other than metal,
coal, or sulphur mines) on the basis of discovery value.—The basis upon
which depletion is to be computed in the case of mines (other than
metal, coal, or sulphur mines) discovered by the taxpayer after
February 28, 1913, is the fair market value of the property at the
date of discovery or within 80 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 dispropor-
tionate to cost. The value must be equitably apportioned between
the lessor and the lessee. For the method of determining whether a
discovery has been made, see article 23(m)-14. For the method of
determining the fair market value, see article 23 (m)-7.

With respect to any property for which discovery value is the
taxpayer’s basis for depletion, the depletion for any taxable year
shall be computed by (1) adding to the discovery value of the mineral



[ Al R

66

deposit in the property any subsequent allowable capital additions
made by the taxpayer, (2) subtracting the aggregate of depletion
deductions with respect to the property which would previously have
been allowable to the taxpayer without the application of any net
income limitation, (3) dividing the remainder by the number of
units of mineral remaining as of the taxable year, and (4) multi-
plying the depletion unit, thus determined, by the number of units
of mineral sold within the taxable year.

The depletion allowance based on discovery value under this
article shall not exceed 50 per cent of the net income of the tax-
payer (computed without allowance for depletion) from the prop-
erty upon which the discovery was made, except that in no case shall
the depletion be less than it would be if computed without reference
to discovery value. For definition of “net income of the taxpayer
(computed without allowance for depletxon) from the property,” s
article 28 (m)-1 (k).

This article does not apply to metal mines, coal mines, sulphur
mines or deposits, or to oil or gas wells,

As used in this article the phrase, “ number of units sold within
the taxable year,” in the case of a taxpayer reporting income on the
cash receipts and disbursements basis, includes units for which pay-
ments were received within the taxable year although produced
and sold prior to the taxable year, and excludes units sold but
not paid for in the taxable year. The phrase does not include units
with respect to which depletion deductions were allowed or allowable
prior to the taxable year.

“ Thp number of units of mineral remaining as of the taxable
year ” is the number of units of mineral remaining at the end of the
year to be recovered from the property (including units recovered
but not sold) plus the “number of units sold within the taxable
year ” as defined in this article.

Axrr. 23(m)-4. Comphtation of depletion based on @ percentage of
income in the case of oil and gas wells.—Under section 114 (b) (8),in
the case of oil and gas wells, a taxpayer may deduct for depletion an
amount equal to 2714 per cent of the gross income from the property
during the taxable year, but such deduction shall not exceed 50 per
cent of the net income of the taxpayer (computed without allowance
for depletion) from the ptoperty (For definitions of “gross in-
come from the property ” and “net income of the taxpayer (com-
puted without allowance for depletion) from the property,”
article 28(m)-1 (g) and (%),) In no case shall the deduction com-
puted under this paragraph be less than it would be if computed upon
the cost or other basis of the property provided in section 118.°
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AxT. 23(m)~5. Computation of depletion based on a percentage of in-
come in the case of coal mines, metal mines, and snlphur mines or
deposits.—Under section 114 (b) (4) a taxpayer may deduct for deple-
tion an amount equal to 5 per cent of the gross income from the prop-
erty during the taxable year in the case of coal mines, an amount
equal to 15 per cent of the gross income from the property during the
taxable year in the case of metal mines, and an amount equal to
23 per cent of the gross income from the property during the taxable
year in the case of sulphur mines or deposits, but such deduction
shall not in any case exceed 50 per cent of the net income of the
taxpayer (computed without allowance for depletion) from the prop-
erty. (For definitions of “gross income from the property.” and

“ net income of the taxpayer (computed without allowance for deple-
tion) from the property,” see article 28(m)~1 (g) and (%).)

In his first return made under Title I of the Act (for a taxable
year begmmng after December 31, 1933) the taxpayer must state
as to each property with respect to which the taxpayer has any item
of income or deduction whether he elects to have the depletion allow-
ance for each such property for the taxable year computed with or
without reference to percentage depletion. An election once exer-
cised under section 114 (b) (4) and this article can not thereafter be
changed by the taxpayer, and the depletion allowance in respect of
each such property will for all succeeding taxable years be computed
in accordance with the election so made. If the taxpayer fails to
make such statement in the return in which the election should be so
indicated, the depletion allowance for the year for which an election
must be first exercised and for all succeeding taxable years will be
computed without reference to percentage depletion. The method,
determined under section 114 (b) (4) and this article, of computing
the depletion allowance shall be applied in the case of the property
for all takable years in which it is in the hands of such taxpayer, or
of any other person if the basis of the property (for determining
gain) in his hands is, under section 118, determined by reference to
the basis in the hands of such taxpayer, either directly or through -
one or more substituted bases, as defined in that section.

Arr. 23(m)-86. Determination of cost of deposits.—In any case in
which a depletion or depreciation deduction is computed on the basis
of the cost or price at which any mine, mineral deposit, mineral right,
or leasehold was acquired, the owner or lessee will be required to show
that the cost or price at which the property was bought was fixed
for the purpose of a bona fide purchase and sale, by which the
property passed in fact as well as in form to an owner other than

"the vendor. No fictitious or inflated cost or price will be permitted

to form the basis of any caleulation of a depletion or depreciation
4760° 85T
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deduction, and in determining whether the price or cost at which
any purchase or sale was made represented the actual market value
of the property sold, due weight will be given to the relationship or
connection existing between the person selling the property and the
buyer thereof.

Arr. 23(m)-7. Determination of fair market value of mineral prop-
erties, including oil and gas properties.—(a) If the fair market value of
the property at a specified date is to be determined for the purpose
of ascertaining the basis for depletion and depreciation deductions,
such value must be determined, subject to approval or revision by
the Commissioner, by the owner of the property in the light of the
conditions and circumstances known at that date, regardless of later
discoveries or developments in the property or subsequent improve-
ments in methods of extraction and treatment of the mineral prod-
uct. 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,
market value of stock or shares, royalties and rentals, value fixed
by the owner for purpose of the capital stock tax, valuation for
local or State taxaticn, partnership accountings, records of litiga-
tion in which the value of the property was in question, the amount
at which the property may have been inventoried in probate court,
and, in the absence of better evidence, disinterested appraisals by
approved 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 mineral has not greatly enhanced the value of the mineral
property, (3) if the removal of the mineral does not materially
reduce the value of the property from which it is taken, or (4) if
the profits arising from the exploitation of the mineral deposit are
wholly or in great part due to the manufacturing or marketing
ability of the taxpayer or to extrinsic causes other than the posses-
sion 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 reasonably be determined by
any other method.

.(b) To determine the fair market value of a mineral property
by the present value method, the essential factors must be determined

for each deposit included in the property. The factors essential in
the case of all mineral deposits are (1) the total operating profit,
(2) the rate at which this profit will be obtained, and (3) the rate
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of interest commensurate with the risk for the particular deposit.
In case of oil and gas properties the additional factors are (A) the
total qua-ntity of oil and gas in terms of the principal or custo-
mary unit (or_ units) paid for in the product marketed, (B) the
quantity of oil and gas expected to be recovered during each
operating period, (C) the average quality or grade of the oil and
gas reserves, (D) the expected percentage of recovery in each process
or operation necessary for the preparation of the oil und gas for
market, (E) the probable operating life of the deposit in years,
(F) the unit development cost, that is, cost of development exclusive
of depreciation and depletion, and (G) the unit operating cost, that
is, cost of production exclusive of depreciation and depletion. In
order to estimate the total operating profit for mineg it is necessary
to determine the quantity, quality, and recoverable mineral content
of the developed, probable, and prospective ore reserves in all cases.
For mines with a prior operating record the “ spread of profit® per
unit of recoverable mineral, or the percentage of net profit to
gross proceeds from mineral production is the other factor required
in estimates of the total expected profit. For mines with no prior:
operating record the future sales price and future production cost
per unit of mineral must. be estimated in order to determine the
“ gpread of profit ¥ per unit of recoverable mineral.

(o) If the deposit has been sufficiently developed the valu-
ation factors specified in paragraph (3) may be determined from
past operating experience. In the application of factors derived
from past experience full allowance should be made for probable
future variations in the rate of exhaustion, quality or grade of
the mineral, percentage of recovery, cost of development, production,
interest rate, and selling price of the product marketed during the
expected operating life of the mineral deposit. Mineral deposits
for which these factors may not be 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 evidence, such as the gen-
eral type of the deposit, the characteristics of the district 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 exploitation, the stage of
the operating life of the property, and any other evidence tending to
establish a reasonable estimate of the required factors.

(d) Mineral deposits of different grades, locations, and probable
dates of extraction in a mineral property should be valued separately,
The mineral content of a deposit shall be determined in accordance
with article 28(m)-9. In estimating the average grade of the de-




veloped and prospective mineral, account should be taken of probable
increases or decreases as indicated by the operating history. The rate
of vxhaustion of a mineral deposit should be determined with due
regard to the limitations imposed by plant capacity, by the character
of the deposit, by the ability to market the mineral product, by labor
conditions, and by the operating program in force or reasonably to be
expected for future operations. The operating life of a mineral
deposit is that number of years necessary for .the exhaustion of both
the developed and prospective mineral content at the rate determined
as above. The operating life of oil and gas wells is influenced by the
natural decline in pressure and flow, and also by voluntary or en-
forced curtailment of production. The operating cost includes all
current expense of producing, preparing, and marketing the mineral
product sold (due consideration being given to taxes) exclusive of
allowable capital additions as defined in articles 23(m)-18 and
23 (1n)=-16 and deductions for depreciation and depletion, but includ-
ing cost, of repairs. For definitions of “ development expenses ” and
“ operating expenses ” in the case of oil and gas wells, see article
23(m)-16. This cost of repairs is not to be confused with the de-
preciation deduction by which the cost or value of plant and equip-
ment is returned to the taxpayer free from tax. In general, no esti-
mates of these factors will be approved by the Commissioner which
are not supported by the operating experience of the property or
which are derived from different and arbitrarily selected periods.

(¢) The number of units of mineral recoverable in marketable
form multiplied by the estimated operating profit per unit gives the
total expected operating profit. The value of each mineral deposit
is, then, the total expected operating profit from that deposit reduced
to a present value as of the date as of which the valuation is made at
the rate of interest commensurate with the risk for the operating life,
and further reduced by the value at that date of the depreciable
assets and of the capital additions, if any, necessary to realize the
profits. The degree of risk is generally lowest in cases where the
factors of valuation are fully supported by the operating record of
the mineral property prior to the date as of which the valuation is
made; relatively higher risks attach to appraisals upon any other
basis.

(#) For the purpose of the equitable apportionment of depletion
between lessor and lessee provided by section 23 (m), when the value
of any leased mineral property must be ascertained as of any specific
date for the determination of the basis for depletion, the values of .
the equities of lessor and lessee may be determined separately, but,

when determined as of the same date, shall together never exceed the
value at that date of the mineral property in fee simple.
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Agr. 23(m)-8. Revaluation of mineral deposits not allowed.—No re-
valuation 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 approved, except in the case of a subsequent discovery of non-
metallic minerals, other than coal, sulphur, oil, or gas, as defined in
article 23(m)-14, or of misrepresentation or fraud or gross error as
to any facts known on the date as of which the valuation was made.
Revaluation on account of misrepresentation or fraud or such gross
error will be made only with the written approval of the Commis-
sioner. The value should, however, be corrected when a virtual
change of ownership of part of the property results as the outcome
of litigation. The’value should be redistributed—

(a) If a revision~of the number of remaining recoverable units
of mineral in the property has been made in accordance with section
23 (m) and article 28(m)-9, and

(5) In case of the sale of a part of the property, between the
part sold and the part retained.

Axr. 23(m)-9. Determination of mineral contents of mines and of oil
or gas wells.—If it is necessary to estimate or determine with respect
to any property as of any specific date the total recoverable units
(tons, pounds, ounces, barrels, thousands of cubic feet, or other
measure) of mineral products reasonably known, or on good evidence
believed, to have existed in the ground as of that date, the estimate
or determination must be made according to the method current 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—

(2) The ores’and minerals “in sight,” “blocked out,” “devel-
oped,” or “assured,” in the usual or conventional meaning of these
terms with respect to the type of the deposit, and

(5) “Probable” or “ prospective ” ores and minerals (in the cor-
responding sense), that is, ores and minerals that are believed to
exist on the basis of good evidence although not actually known to
occur on the basis of existing development; but “ probable” or
“ prospective” ores and minerals may be estimated (1) as to
quantity, only in case they are extensions of known deposits or are
new bodies or masses whose existence is indicated 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.

-
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If the number of recoverable units of mineral in the property have
been previously' 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 recoverable units of mineral in the prop-
erty as of the end of the taxable year will be the number remaining
from the prior estimate, but when it is ascertained either by the tax-
payer or the Commissioner as the result of operations or develop-
ment work that the recoverable mineral units are materially greater
or less than the prior estimute thereof, then such prior estimate shall
be revised and the annual depletion allowance with respect to the
property for subsequent taxable years will be based upon the revised
estimate. Such revised estimate will not, however, affect the basis
for depletion.

Art. 23(m)-10. Depletion—Adjustments of accounts based on bonus
or advanced royalty.—(a) If a lessor receives a bonus in addition to
royalties, there shall be allowed as a depletion deduction in respect
of the bonus an amount equal to that proportion of the basis for
depletion as provided in section 114 (b) (1) or (2) which the
amount of the bonus bears to the sum of the bonus and the royalties
expected to be received. Such allowance shall be deducted from
the lessor’s basis for depletion, and the remainder is recoverable
through depletion deductions on the basis of royalties thereafter
received.

(5) If the owner has leased a mineral property for a term of years
with a requirement in the lease that the lessee shall extract and pay
for, annually, a specified number of tons, or other agreed units of
measurement, of such mineral, or shall pay, annually, a specified
sum of money which shall be applied in payment of the purchase
price or royalty per unit of such mineral whenever the same shall
thereafter be extracted and removed from the leased premises, an
amount equal to that part of the basis for depletion allocable to the
number of units so paid for in advance of extraction will constitute
an allowable deduction from the gross income of the year in which
such payment or payments shall be made; but no deduction for
depletion by the lessor shall be claimed or allowed in any subsequent
year on account of the extraction or removal in such year of any
mineral so paid for in advance and for which deduction has once
been made.

(¢) If for any reason any such mineral lease expires or terminates
or is abandoned before the mineral which has been paid for in ad-
vance has been extracted and removed, the lessor shall adjust his
capital account by restoring thereto the depletion deductions made
in prior years on account of royalties on mineral paid for but not

73

removed, and a corresponding amount must be returned as income
for the year in which the lease expires, terminates, or is abandoned.

() In lieu of the treatment provided for in the above paragraphs
the lessor of oil and gas wells may take as a depletion deduction in
respect of any bonus or advanced royalty from the property for the
taxable year 271, per cent of the amount thereof; and the lessors. of
sulphur mines, metal mines, and coal mines may take as & depletion
deduction in respect of any bonus or advanced royalty from the
property for the taxable year beginning after December 31, 1933,
for which he first makes return in respect of the property (and
for subsequent taxable years in case an election to have depletion
computed on a percentage basis has been exercised in the proper
return) 28 per cent, 15 per cent, and 5 per cent, respectively, of the
amount thereof; but the deduction shall not in any case exceed 50
per cent of the net income of the taxpayer (computed without
allowance for depletion) from the property.

Agr. 23(m)-11. Depletion and depreciation accounts on books.—
Every taxpayer claiming and making a deduction for depletion and
depreciation of mineral property shall keep accurate accounts in
which shall be recorded the cost or other basis provided by section
113 (a), as the case may be, of the mineral deposit and of the plant
and equipment, together with subsequent allowable capital additions
to each account and all of the other adjustments required by section
113 (b).

If(tlZe plan or method of depletion and depreciation accounting
adopted by the taxpayer has once been approved by the Commis-
sioner, it can not be changed by the taxpayer without the consent of
the Commissioner. These accounts shall thereafter be credited an-
nually with the amounts of the depletion and depreciation computed
in accordance with articles 23 (m)—2, 23(m)-3, 23(m)—4, or 23(m)-5;
or the amounts of the depletion and depreciation so computed shall
be credited to depletion and depreciation reserve accounts, to the end
that when the sum of the credits for depletion and depreciation equals
the cost or other basis of the property, plus subsequent allowable capi-
tal additions, no further deductions for depletion and depreciation
with respect to the property shall be allowed, except such depletion
deductions as may thereafter be allowable under section 114 (b) (2),
(8), or (4) and articles 28(m)-3, 23 (m)—4, or 23 (m)-5.

Every taxpayer to whom section 114 (b) (2) and article ga(m)-3
are applicable shall keep similar accounts with respect to discovery

value.
Agy. 23(m)-12. Statement to be attached to return when valuation,

depletion, or depreciation of mineral property is olaimed.—(a) Except
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as provided jn article 23 (m)~18, there shall be attached to the return
of every taxpayer asserting & value for any mineral property as of a
specific date or claiming a deduction for depletion or depreciation a
statement setting forth with respect to each mineral property
(including oil and gas property) :

(1) The name, description, location, and identifying number, if
any, of the property; :

(2) Whether taxpayer is a fee owner, lessor, or lessee;

(3) The date of acquisition and, if under lease, the exact terms
and date of expiration of the lease;

(4) The cost of the property, stating the amount paid to each
vendor, with his name and address; ‘

(5) The date as of which the property is valued, if a valuation
is necessary to establish the basis as provided by section 113 (a);

(6) The value of the property on that date with a statement of
the precise method by which it was determined ;

(7) An allocation of the cost or value as between the mineral
deposit and other assets such as plant, equipment, or the surface of
the land for purposes other than mineral production;

(8) The estimated number of units of each kind of mineral at
the end of the taxable year, and also at the date of acquisition, if
acquired during the taxable year or at the date as of which any
valuation is made, together with an explanation of the method used
in the estimation, the name and address of the person making the
estimate, and an average analysis which will indicate the quality
oz the mineral valued. including the grade or gravity in the case
of oil;

(9) The number of units sold and the number of units for which
payment was received during the year for which the return is made
(in the case of newly developed oil and gas properties it is desirable
that this information be furnished by months) ;

(10) The gross amount received from the sale of mineral;

(11) The amount of depreciation for the taxable year and the
amount of depletion for the taxable year computed without reference
to percentage depletion or discovery value;

(12) The amounts of depletion and depreciation, stated separately,
which for each and every prior year (A) were allowed, (B) were
allowable, and (C) would have been allowable without reference to
percentage depletion or discovery value; and

(13) Any other data which will be helpful in determining the
reasonableness of the valuation asserted or of the deduction claimed.

(5) 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 leasehold, or (3) property subject to lease,
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there shall also be attached a statement setting forth the fraction
of the gross production to which the taxpayer is entitled, the name
and address and the precise nature of the holding of each person
interested in the property, and, in the case of a lessor, whether
the lease involved 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 property. Any taxpayer who is
the assignor of a lease with respect to any property, or the holder
of an interest purporting to be an overriding royalty interest, or
of any interest other than that of a lessor or an operating lessee,
and who claims depletion with respect to such property or interest,
shall state the exact nature of the interest held and shall furnish
a certified copy of the instrument or instruments by which it was
acquired.

(¢) In the case of oil and gas properties 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 believing 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 location of the property and
of the producing and abandoned wells, dry holes, and proven oil
and gas lands (the map should show depth, initial production, and
date of completion of each well, to the extent that such data are
available) ;

(6) The number of pay sands and average thickness of each pay
sand or zone on the 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 information is available, from the beginning of its
productivity to the end of the taxable year, the average number of
wells producing during each year, and the initial daily production
of each well (the extent to which oil or gas is used for fuel on the
property should be stated with reasonable accuracy)

(9) All available data regarding change in operating conditions,
such as unit-operation, proration, flooding, use of air-gas lift, vac-
uum, shooting, etc., which have a direct effect on the production of
the property; and
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(10) Available geological information having a probable bearing
-on the oil and gas content; information with respect to edge-water,
water drive, bottom hole pressures, oil-gas ratio, porosity of reser-
voir rock, percentage of recovery, expected date of cessation of
natural flow, decline in estimated potential, and characteristics sim-
ilar 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.

(¢) Any of the information required by this article which has
been previously filed by the taxpayer need not be filed again but
the statement attached to the return must indicate clearly when and
in what form the information was previously filed. When a tax-
payer has filed adequate maps with the Commissioner he may be
relieved of filing further maps of the same properties, provided all
additional information necessary for keeping the maps up to date
is filed each year. This includes records of dry holes, as well as
producing wells, together with logs, depth and thickness of sands,
location of new wells, etc.

Arr. 23(m)-138. Statement to be attached to return when depletion
is olaimed on percentage basis.—(a) There shall be attached to the
return of every taxpayer who claims depletion of oil and gas wells
under section 114 (b) (3) and article 23 (m)—4, or depletion of coal
mines, metal mines, or sulphur mines or deposits under section 114
(b) (4) and article 28(m)-5, a statement containing the following
information with respect to every property for which percentage
depletion is allowable:

(1) All data necessary for the determination of the “ gross income
from the property ” as defined in paragraph (g) of article 28 (m)-1,
including the amounts paid to lessors as rents or royalties, the
amounts paid to holders of other interests in the mineral property,
and the price per unit at which royalties were paid;

(2) All additional data necessary for the determination of the
“net income of the taxpayer (computed without allowance for
depletion) from the property ” as defined in paragraph (%) of
article 23 (m)-1; and

+(8) The information required by paragraphs (a) (1), (a) (2),
(a) (8), and () of article 28(m)-12. The other information re-
quired by article 28(m)-12 shall also be furnished if necessary in
determining the gain or loss from the sale or other disposition of the
property during the taxable year or if a valuation of the property is
necessary for any purpose. The taxpayer may find it desirable to
furnish such other 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.
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Agr. 23(m)~-14. Discovery of mines other than coal, metal, 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, or sulphur mine) or minerals (other
than oil or gas, coal, sulphur, metal, or metallic ores), it must
appear that the mine or minerals were not acquired as the result of
the purchase of a proven tract or lease; also, the discovery 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 disproportionate to the cost when the newly discov-
ered minerals are of such quantity and of such quality as to afford a
reasonable expectation of return to the taxpayer of an amount ma-
terially in excess of the capital expended in making such discovery
plus the cost of future development, equipment, and exploitation.

() A mine or minerals of a kind not excepted by this article
msay be said to be discovered when (1) there is found a natural
deposit of mineral, or (2) there is disclosed by drilling or explora-
tion, conducted above or below ground, a mineral deposit not previ-
ously known to exist and the existence of which was so improbable
that such deposit had not and could not have been included in any
previous valuation for the purpose of depletion, and which in either
case exists in quantity and grades sufficient to justify commercial
exploitation. '

(¢) In determining whether a discovery 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 con-
stitute merely uninterrupted extensions of continuing commercial
veins or deposits already known to exist, which have been or should
have been included in “ probable” or “ prospective” mineral, or
which were in any other way comprehended in a prior valuation,
nor can a discovery, for purposes of depletion, be allowed as of a
date subsequent to that when, in fact, discovery was evident, when
delay by the taxpayer in making claim therefor has resulted or will
result in excessive allowances for depletion.

(d) Discoveries include minerals in commercial quantities con-
tained within a vein or deposit discovered in an existing mine or
mining tract by the taxpayer after February 28, 1913, but such
vein or deposit must not be merely the uninterrupted extension of
a continuing commercial 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,
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(¢) The value of property claimed as the result of a discovery
must be the fair market value, as defined in article 23 (m)-7, based
on what is evident within 30 days after the commercially valuable
character and extent of the discovered deposits of mineral have
with reasonable certainty been established, determined, or proved.
_ Arr. 23(m)-15. Allowble capital additions in case of mines.—(a)

All expenditures in excese 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 becomes the production of devel-
oped ore rather than the development of additional ores for mining.

() Expenditures for plant and equipment and for replacements,
not including expenditures for maintenance and for ordinary and
necessary repairs, shall ordinarily be charged to capital account re-
coverable through depreciation. Expenditures for equipment (in-
cluding its installation and housing) and for replacements 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 (38) do not represent an amount
expended in restoring property or in making good the exhaustion
thereof for which an allowance is or has been made, shall be deducted
as ordinary and necessary business expenses.

Arr. 23(m)-16. Charges to capital and to expense in the case of oil
und gas wells.—(a) Items chargeable to capital or to expense at tax-
payer’s option:

(1) Option with respect to intangible drilling and development
costs in general: All expenditures for wages, fuel, repairs, haul-
ing, supplies, etc., incident to and necessary for the drilling of wells
and the preparation of wells for the production of oil or gas, may,
at the option of the taxpayer, be deducted from gross income as an
expense or charged to capital account. Such expenditures have for
convenience been termed intangible drilling and development costs.
Ex.amples of items to which this option applies are, all amounts
pal_d for labor, fuel, repairs, hauling, and supplies, or any of them,
which are used (A) in the drilling, shooting, and cleaning of wells;
(B) in such clearing of ground, draining, road making, surveying
nnd geological work as are necessary in preparation for the drilling3
qf wells; and (C) in the construction 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 production of oil or gas.
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In general, this option applies only to expenditures for those drilling
and developing items which in themselves do not have a salvage
value. For the purpose of this option labor, fuel, repairs, hauling,
supplies, etc., are not considered as having a salvage value, even
though used in connection with the installation of physical property
which has a salvage value. Drilling and development costs shall not
be excepted from the option merely because they are incurred under
a contract providing for the drilling of a well to an agreed depth,
or depths, at an agreed price per foot or other unit of measurement.

(2) Option with respect to cost of nonproductive wells: In addi-
tion to the foregoing option the cost of drilling nonproductive wells
at the option of the taxpayer may be deducted from gross income for
the year in which the taxpayer completes such a well or be charged
to capital account returnable through depletion and depreciation as
in the case of productive wells.

(8) 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 specif-
ically as depreciation or depletion, or where capital expenditures
have been charged to expense in lieu of depreciation or depletion, a
statement indicating the extent to which this practice has been carried
should accompany the return.

(b) Recovery of optional items, if capitalized :

(1) Items returnable through depletion: If in exercising these
options, or either of them, the taxpayer charges such expenditures
as fall within the options to capital account, the amounts so capital-
ized in so far as they are not represented by physical property, are
returnable through depletion. For the purposes of this article
the expenditures for clearing ground, draining, road making, sur-
veying, geological work, excavation, grading, and the drilling,
shooting and cleaning of wells, are considered not to be represented
by physical property, and when charged to capital account are
returnable through depletion.

(2) Items returnable through depreciation: If in exercising these
options, the taxpayer charges such expenditures as fall within the
options to capital account, the amounts so capjtalized, in so far as
they are represented by physical property, are returnable through
depreciation. Such expenditures are amounts paid for wages, fuel,
repairs, hauling, supplies, etc., used in the installation of casing and
equipment and in the construction on the property of derricks and
other physiocal structures, :

(3) In the case of capitalized intangible drilling and development
costs incurred under a contract, such costs shall be allocated between
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the foregoing classes of items for the purposes of determining the
depletion and depreciation allowances.

(¢) Nonoptional items distinguished :

(1) Capital items: The option with respect to intangible drilling
and development costs in general does not apply to expenditures
by which the taxpayer acquires tangible property ordinarily con-
sidered as having a salvage value. Examples of such items are the
costs of the aotual materials in those structures which are con-
structed 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, facili-
ties, or structures, not incident to or necessary-for the drilling of
wells, such as structures for storing or treating oil or gas. These
are capital items and are returnable through depreciation.

(2) Expense items: Expenditures which must be charged off as
expense, regardless of the options provided by this article, are those
for labor, fuel, repairs, hauling, supplies, etc., in 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.

(@) This article does not grant a new option or election. Any
taxpayer who made an election or elections under .article 243 of
Regulations 74 or under article 223 of Regulations 69 or under
article 236 of Regulations 77 is, by such election or elections, bound
with respect to all optional expenditures whether made before
January 1, 1934, or after December 31, 1933, in connection with oil
and gas wells. Any taxpayer who has never made expenditures for
drilling oil or gas wells prior to the first taxable year beginning after
December 31, 1933, 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 expenditures for a nonproductive well prior to
the first taxable year beginning after December 81, 1933, must make
an election as to the cost of such wells in the retum for the first
taxable year in which the taxpayer completes such a well. Any
election so made is binding for all subsequent years. A taxpayer
is considered to have made an election in accordance with the man-
ner in which the respective types of optional items are treated (1)
~in his return for the first taxable year ending after December 81,
1924, in which optional expenditures of the respective types are or
were made, or (2) in an amended return filed between June 18, 1927,
and December 18, 1927, in accordance with Treasury Decision 4025,
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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, 1933, 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.

Arr., 23(m)~17. Depreciation in the case of mines.—(a) The Act
provides that deductions for depreciation of improvements “ accord-
ing to the peculiar conditions in each case ” may be taken by a tax-
payer owning or leasing mining property. This is deemed to include
exhaustion and wear and tear of the property used in mining of
deposits, including a reasonable allowance for obsolescence. (See
articles 23(1)-1 to 23(1)-10 as to deductions for depreciation and
obsolescence generally. See particularly article 23(1)-56 with regard
to information which must be furnished in substantiation of deduc-
tions claimed for depreciation and obsolescence.)

(5) It shall be optional with the taxpayer, 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 sal-
vage value shall be recovered (1) at a rate established by current
exhaustion of mineral, or (2) by reasonable charges for depreciation
(see article 23(1)-1) at a rate determined by the physical life or the
economic life of such plant and equipment, or, (8) according to the
peculiar conditions of the case, by a method satisfactory to the
Commissioner.

(¢) The estimated physical life of a plant or unit thereof (in-
cluding buildings, machinery, apparatus, roads, railroads, and other
equipment and improvements whose principal use is in connection
with the mining or treatment or other necessary handling of mineral
products) may be defined as the estimated time such plant, or unit,
when given proper care and repair, can be continued in use despite
physical deterioration, decay, wear, and tear.

(d) The estimated economic life of a plant or unit thereof is
the estimated time during which the plant or unit may be utilized
effectively and economically for its intended purposes and may be
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 equip-
‘ment and the basis pronded in section 113 (a), ad]usted 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.

() 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 depreciation deductions to a sum below the value
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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 depreciation on account of obsolescence and decay
shall not be made during periods when the mine is"idle or is pro-
ducing at a rate below its normal capacity. In estimating the
salvage value of the equipment at the end of its estimated economic
life due consideration may be given to its specialized character and
the cost of dismounting and dismantling and transporting it to
market.

(9) 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 purposes other than mining to be recovered
through depletion or depreciation.

Arr. 23(m)-18. Depreciation of improvements in the case of oil and
gas wells.—Both owners and lessees operating oil or gas properties
will, in addition to and apart from the deduction allowable for de-
pletion as hereinbefore provided, be permitted to deduct a reasonable
allowance for depreciation of physical property, such as machinery,
tools, equipment, pipes, etc., so far as not in conflict with the optitn
exercised by the taxpayer under article 28(m)-16. The amount
deductible on this account shall be such an amount based upon its
cost or other basis equitably distributed over its useful life as will
bring such property to its true salvage value when no longer useful
for the purpose for which such property was acquired. Accord-
ingly, where it can be shown to the satisfaction of the Commissioner
that the reasonable expectation of the economic life of the oil or gas
deposit with which the property is connected is shorter than the
normal useful life of the physical property, the amount annually
deductible for depreciation on such property may be based upon
the length of life of the deposit. (See articles 23(1)-1 to 23(1)-10
as to deductions for depreciation and obsolescence generally. See
particularly article 23(1)-5 with regard to information which must
be furnished in substantiation of deductions claimed for depreciation
and obsolescence.)

Arr. 23(m)-19. Depletion and depreciation of oil and gas wells in
years before 1918.—If upon examination it is found that in respect of
the entire drilling cost of wells, including physical property and inci-
dental 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
representing depletion and depreciation, respectively. ' Such separa-
tion. will be required to be made of the reserves for depreciation at
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January 1, 1916, and proper allocation between depreciation and
depletion must be maintained after that date.

Arr. 23(m)-20. Capital recoverable through depletion allowance in
the case of timber.—In general, the capital remaining in any year
recoverable through depletion allowances is the basis provided by
section 118 (a) adjusted as provided by section 113 (b). For cap-
italization of carrying charges, see article 113(b)-1. In the case
of leases the apportionment of deductions between the lessor and
lessee will be made as specified in article 23(m)-7. The cost of
timber properties shall be determined in accordance with the prin-
ciples indicated in article 23(m)-6. For method of determining
fair market value and quantity of timber, see articles 23 (m)-25 to
23(m)-27. For depletion purposes the cost of the timber shall not
include any part of the cost of the land.

Arr. 23(m)-21. Computation of allowance 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 (1", of the timber on
hand at the beginning of the year plus the costof the number of
units acquired during the year plus proper additions to capital, by
(b) the total number of units of timber on hand in the given account
at the beginning of the year plus the number of units acquired
during the year plus (or minus) the number of units required to be
added (or deducted) by way of correcting the estimate of the num-
ber of units remaining available in the account. The amount of the
deduction for depletion in any taxable year with respect to a given
timber account shall be the product of the number of units of timber
cat from the given account during the year multiplied by the deple-
tion unit of the timber for the given account for the year. Those
taxpayers who keep their accounts on a monthly basis may, at their
option, keep their depletion accounts on a monthly basis, in which
case the amount deductible on account of depletion for a given month
will be determined in the manner outlined above for a given year.
The total amount of the deduction for depletion in any taxable year
shall be the sum of the amounts deductible for the several timber
accounts. For description of timber accounts, see articles 23 (m)-27
and 23(m)-28.

The depletion of timber takes place at the time the timber is felled.
Since, however, it is not ordinarily practicable to determine the
quantity of timber immediately after felling, depletion for purposes
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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 determined.

Agrr. 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 approved, except in the case of misrepresentation or fraud or
gross error as to any facts known on the date as of which the valua-
tion was made. Revaluation on account of misrepresentation or
fraud or such gross error will be made only with the written approval
of the Commissioner. The depletion unit should be changed when a
revision of the remaining number of units of recoverable timber in
the property has been made in accordance with article 23 (m)-26.

Arr. 23(m)-23. Depreciation of improvements in the case of timber,.—
The cost or other basis of development not represented by physical
property having an inventory value shall be recoverable through
depreciation. It shall be optiongl with the taxpayer, subject to the
approval of the Commissioner—

(a) Whether the cost or other basis of the property subject to
depreciation shall be recovered at a rate established by current
exhaustion of stumpage, or ‘

(b) Whether the cost or other basis shall be recovered by appro-
priate charges for depreciation calculated by the usual rules for
depreciation or according to the peculiar conditions of the taxpayer’s
case by a method satisfactory to the Commissioner. :

In no case may charges for depreciation be based on a rate which
will extinguish the cost or other basis of the property prior to the
termination of its useful life. Nothing in these regulations 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 equipment shall have
become obsolete or worn out or shall have been abandoned, or that
any part of the value of cut-over land may be recoverable through
depreciacion. (See articles 23(1)-1 to 23(1)-10 as to deductions for

depreciation and obsolescence generally. See particularly article .

23 (1)-b with regard to information which must be furnished in sub-
stantiation of deductions claimed for depreciation and obsolescence.)

Agxr. 23(m)—24. Information to be furnished by taxpayer claiming
depletion of timber.—To the income tax return of the taxpayer claim-
ing a deduction for depletion or depreciation or both there shall be
attached a map and statement (Form T-Timber) for the taxable
year covered by the income tax return. Form T-Timber requires
the following:
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(a) Map showing timber and land acquired, timber cut, and tim-
ber and land sold;

(5) Description of, cost of, and terms of purchase or lease of,
timber and land acquired;

(¢) Proof of profit or loss from sale of capital assets;

(d) Description of timber with respect to which claim for loss,
if any, is made;

(¢) Record of timber cut;

(f) Changes in each timber account as the result of purchase,
sale, cutting, reestimate, or loss;

() Changes in physical property accounts as the result of addi-
tions to or deductions from capital and depreciation;

(k) Operation data with respect to raw and finished material
handled and inventoried;

(¢) Unit production costs; and

(j) Any other data which will be helpful in determining the rea-
sonableness of the depletion or depreciation deductions claimed in
the return.

Similar information is required for certain years prior to the 1919
taxable year from those taxpayers who have not already furnished it.
The specific nature of the information required for the earlier years
is given in detail in Form T—QGeneral forest industries questionnaire
for the years prior to 1919.

Arr. 23(m)-25. Determination of fair market value of timber.—If
the fair market value of the property at a specified date is the basis
for depletion and depreciation deductions, such value shall be deter-
mined, subject to approval or revision by the Commissioner upon
audit, by the owner of the property in the light of the most reliable
and accurate information available with reference to the condition
of the property as it existed at that date, regardless of all subsequent
changes, such as changes in surrounding circumstances, in methods of
exploitation, in degree of utilization, etc. The value sought will be
the selling price, assuming a transfer between a willing seller and a
willing buyer, as of the particular date. Such factors as the
following will be given due consideration:

(@) Character and quality of the timber as determined by species,
age, size, condition, etc.; :

(b) The quantity of timber per acre, the total quantity under
consideration, and the location of the timber in question with refer-
ence to other timber;

(¢) Accessibility of the timber (location 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 exploita-
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tion, and the climate and the state of industrial development of the
locality) ; and

(@) The freight rates by common carrier 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 considera-
tion to any and all facts and evidence having a bearing on the market
value, such as cost, actual sales and transfers of similar properties,
the margin between the cost of production and the price realized
for timber products, market value of stock or shares, royalties and
rentals, value fixed by the owner for the purpose of the capital stock
tax, valuation for local or State taxation, partnership accountings,
records of litigation in which the value of the property has been in-
volved, the amount at which the property may have been inventoried
or Pppraised in probate or similar proceedings, disinterested ap-
praisals by approved methods, and other factors. For depletion pur-
poses the fair market value at a specified date shall not include any
part of the value of the land.

For the purpose of the equitable apportionment of depletion
between lessor and lessee provided by section 23 (m), when the value
of any leased property must be ascertained as of any specific date for
the determination of the basis for depletion, the values of the equities
of lessor and lessee may be determined separately, but, when deter-
mined as of the same date, shall together never exceed the value at
that date of the property in fee simple.

ARrr. 2%? (1{1)-—26. Determination of quantity of timber.—Each tax-
payer claiming or expecting to claim a deduction for depletion is
requlred. to estimate with respect to each separate timber account the
tgtal units (feet board measure, log scale, cords, or other units) of
t,npber 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 per cent 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 prevailing in that region at that time. If subscquently
during the ownership of the taxpayer making the return, as the
result of the growth of the timber, of changes in standards of utili-
zation, of losses not otherwise accounted for, of nbandonment of
timber, or of operations or development work, it is ascertained either
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by the taxpayer or the Commissioner that there remain on the
ground, available for utilization, more or less units of timber than
remain in the timber account or accounts on the basis of the original
estimate, then the original estimate (but not the basis for depletion)
shall be revised and the annual depletion allowance with respect
to the property for subsequent taxable years shall be based upon the
revised estimate.

Agrt. 23(m)-27. Aggregating timber and land for purposes of valua-
tion and accounting.—With a view to logical and reasonable valuation
of timber, the taxpayer shall include his timber in one or more
accounts. In general, each such account shall include all of the
taxpayer’s timber which is located in one “block,” a block being an
operation unit which includes all of the taxpayer’s timber which
would logically go to a single given point of manufacture. In those
cases in which the peint of manufacture is at a considerable distance,
or in which the logs or owler 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, provided there are good
and substantial reasons, and subject to approval or revision 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 Feb-
ruary 28, 1913, and that purchased subsequently may be kept in sepa-
rate accounts, or timber owned on February 28, 1913, and the timber
purchased since that date in several distinct transactions may be
kept in several distinct accounts, or individual tree species or groups
of tree species may be carried in distinct accounts, or special timber
products may be carried in distinct accounts, or blocks may be di-
vided into two or more accounts based on the character of the timber
or its accessibility, or scattered tracts may be included in separate
accounts. If such a division is made, a proper portion of the total
value or cost, as the case may be, shall be allocated to-each account.

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 manper similar to that prescribed in the foregoing part
of this article the land in a given “ block ” may be carried in a single
land account or may be divided into two or more accounts en 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, respec-
tively. . ‘

.
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Each of the several land and timber accounts carried on the books
of the taxpayer shall be definitely described as to their location on
the ground either by maps or by legal descriptions.

. For good and substantial reasons satisfactory to the Commis-
sioner, or as required 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 dividing and recombining
accounts.

Agrt. 23(m)-28. Timber depletion and depreciation accounts on
books.—Every taxpayer claiming or expecting to claim a deduction
for depletion or depreciation of timber property (including plants,
improvements, and equipment used in connection therewith) shall
keep accurate ledger accounts in which shall be recorded the cost or
other basis provided by section 113 (a), as the case may be, of the
property, and the plants, improvements, and equipment, together
with subsequent allowable capital additions to each account and all
of the other adjustments provided by section 113 (b) and articles 113
(a) (14)-1, 113(b)-1, and 113 (b)-2.

: In such accounts there shall be set up separately the quantity of
timber, the quantity of land, and the quantity of other resources, if
any, and a proper part of the total cost or value shall be a,lloca,wd
to each. (See article 23(m)-27.) These accounts shall be credited
with the amount of the depreciation and depletion deductions com-
puted in accordance with article 23 (m)—20 each year, or the amount
of the depreciation and depletion shall be credited to depreciation
and depletion reserve accounts, to the end that when the sum of the
credits for depreciation and depletion equals the cost or other basis
of the property, plus subsequent allowable capital additions, no
further deduction for depreciation and depletion will be allowed.

[SEC. 23. DEDUCTIONS FROM GROSS INCOME,]

[In computing net income there shall be allowed as deductions:]

(o) Charitable and other contributions.—In the case of an individual
contributions or gifts made within the taxable year to or for th('a
use of:

(1) the United States, any State, Territory, or any political sub-
division thereof, or the District of Columbia, for exclusively public
purposes ;

(2) a corporation, or trust, or community chest, fund, or founda-
tion, organized and operated exclusively for religious, charitable,
scientific, literary, or educational purposes, or for the preventlon’
of cruelty to children or animals, no part of the net earnings of
which Inures to the benefit of any private shareholder or indi-
vidual, and no substantial part of the activities of which is carry-
ing on propaganda, or otherwise attempting, to influence legis-
lation;

89

(8) the special fund for vocational rehabilitation authorised by
section 12 of the World War Veterans’ Act, 1924;

(4) posts or organigations of war veterans, or auxiliary units
or societies of any such posts or organizations, if such posts,
organizations, units, or societies are organized in the United States
or auny of its possessions, and If no part of their net earnings
inures to the benefit of any private ghareholder or individual; or

(5) a fraternal soclety, order, or assoclation, operating under
the lodge system, but only if such contributions or gifts are to
be used exclusively for religlous, charitable, scientific, literary, or
educational purposes, or for the prevention of cruelty to children
or animals;

to an amount which in ail the above cases combined does not exceed
16 per centum of the taxpayer's net income as computed without the
beuefit of this subsection. Such contributions or gifts shall be allow-
able as deductions only if verified under rules and regulations pre-
scribed by the Commissioner, with the approval of the Secretary. (For
unlimited deduction if contributions and gifts exceed 90 per centum of
the net income, see section 120.)

Arr. 23(0)~1. Contributions or gifts by individuals.—In connection
with claims for deductions under section 23 (o), there shall be stated
on returns of income the name and address of each organization to
which a contribution or gift was made and the approximate date
and the amount of the contribution or gift in each case. Claims
for deductions under section 23 (0) must be substantiated, when re-
quired by the Comnissioner, by a statement from the organization
to which the contribution or gift was made showing the name and
address of the contributor or donor, the amount of the contribution
or gift and the date it was made, and by such other information as
the Commissioner may deem necessary. 1f the contribution or gift
is other than money, the basis for calculation of the amount thereof
shall be the fair market value of the property at the time of the
contribution or gift. No part of the contributions or gifts made by
a partnership may be claimed as a deduction in the personal return
of a partner. As to deduction of contributions or gifts by partner-
ships, see section 183. In the case of a nonresident alien individual
or a citizen of the United States entitled to the benefits of section
251, see sections 213 (c¢) and 251. This article does not apply to
gifts by estates and trusts (see section 162), mor does it apply to
corporations.

Whether a husband and wife make a joint return or separate re-
turns, the 15 per cent limitation on the deduction for contributions
or gifts is based on the separate net income (computed without re-
gard to such contributions or gifts) of the spouse making the contri-
butions or gifts. (See article 51-1.)
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t't.i&gr; 23 (0)—2. Donations by corporations.—Corporations are not en-
l.de 150 educt from gross income contributions or gifts which indi-
Z'.l uaf may deduct under section 23 (0). Donations by a corpora-
l1on or purposes connected with the operation of its busfness
g)wev?r, when Phe)f are made to charitable institutions, hospitals ox,'
(e)f ut(lzlatlonal mstt.ztutxons and result in a direct benefit to ;he emplo‘):ees
e corporation or their dependents are i

dinany apborasion ¢ are a proper deduction as or-

y expenses.  Donations which b i i
to the corporation’s business and i amomabe erabip
; ; are made with a reasonabl ecta-
:::trilo(:lf a ﬁnlaincm:) 1refim('in commensurate with the amount :fe:}?:c c:;:
are allowable deductions from gross income. F .

| ' ' . For ex
zix;gzt Izaltlewo:i}.' corp(;:'at(lion may donate a sum of money to anazz'?:r’)ia
1on Intending to hold a convention in the city i ich i ]
; ; Y in which it
w.xhh the reas?nu})le expectation that the holding of such 60?15:::;2:
wi ausgment 1ts income through a greater number of people using the
(c)trz.efe :tmsfof m.oixet).' expelxllded for lobbying purposes, the promgtion
of legislation, the exploitation of pr da, i i

advertising other than trade advertisi eontributions for s
. ising, and contributio -

paign expenses, are not deductible from éross income. " for cam

[SEC. 23, DEDUCTIONS FROM GROSS INCOME.]

Elt)x lc;l)mputlng net income there shall be allowed as deductions ;]
thep vidends rgeeived by corporations.—In the case of a corporatlo.
o :t:_ljl:cl;n:o rteceh:lad as dividends from a domestic corporation whlcnl;

axation under this title. The deducti
1 on allowed b
:ulc)zectl:nﬂshall not be aliowed in respect of dividends recelvedytrt::xl:
: m:f:ua on organized under the China Trade Act, 1922, or from a
sorb sou:cneswh:g; under section 251 s taxable only on its g,ross income
Pormir. or‘;’u ‘1: oil;eifcx;ltedfsmtes by reason of its recelving a large
m

T age of e Irom sources within a possession of the
" o(:11)t ::;:d;npt::vl:;.—-fu :;nployer establishing or maintaining a pen

@ for the payment of reasonabi .

e pension

::lnplt(‘))yo:es (1f such trust is exempt from tax- under secption 16?5 t:ell;it:
alﬁ) o 1;u:t: 3:?,?3 foz(-‘thedzfclualve benefit of employees) st'xall be

on (In addition to the contrib
o utions to such trust
- :l;x:a:hel:auble ear to cover the pension lability accruing durl:g
the Yea ) ;1 owed as a deductlon under subsection (a) of this section)
tuabbn;ea: lc:]m::;t m;nsre;red or paid into such trust during the

88 of such contributions, but onl
(1) has not theretofore bee ’ ow, and (2) b ont

n allowable as a deduction
and (2
l1::);'tlovl;:ed in equal parts over a perlod of ten consecut’ive yet(u'; li):e ‘:1[1):
dedf] u’th the year in which the transfer or payment is made, in
de t;ﬁ,ogé::;&alizt umfiell' 9r;;zzc'don 23 (q) of the Revenue Act of 192§
Re . o which under such section w
gsz:evdedw any taxable year beginning after December §1 1933assh?;f(l)):
as a deduction in the years to which so appo'rtlont'ed to the

extent allowable under such secti
n
respect to such year. on if it had remained in force with
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AgrrT. 23(q)-1. Payments to employees’ pension trusts.—An employer
who adopts or has adopted a reasonable pension plan, actuarially
sound, and who establishes, or has established, and maintains a pen-
sion trust for the payment of reasonable pensions to some or all of his
employees (if the trust is exempt from tax under section 165, relating
to trusts created for the exclusive benefit of employees) shall be
allowed to deduct from gross income reasonable amounts paid to
such trust, in accordance with the pension plan (including any rea-
sonable amendment thereof), as follows:

(a) If the plan contemplates the payment to the trust, in ad-
vance of the time when pensions are granted, of amounts to provide
for future pension payments, then (1) amounts paid to the trust dur-
ing the taxable year representing the pension liability applicable to
such year, determined in accordance with the plan, shall be allowed
as a deduction for such year as an ordinary and necessary business
expense, and in addition (2) one-tenth of a reasonable amount trans-
ferred or paid to the trust during the taxable year to cover in whole
or in part the pension liability applicable to the years prior to the
taxable year, or so transferred or paid to place the trust on & sound
financial basis, shall be allowed as a deduction for the taxable year
and for each of the nine succeeding taxable years;

(3) If the plan does not contemplate the payment to the trust,
in advance of the time when pensions are granted, of amounts to pro-
vide for future pension payments, then (1) amounts paid to the trust
during the taxable:year representing the present value of the ex-
pected future payments in respect of pensions granted to' employees
retired during the taxable year shall be allowed as a deduction for
such year as an ordinary and necessary business expense, and in
addition (2) one-tenth of a reasonable amount transferred or paid
to the trust during the taxable year to cover in whole or in part the
present value of the expected future payments in respect of pensions
granted to employees retired prior to the taxable year, or so trans-
ferred or paid to place the trust on a sound financial basis, shall
be allowed as a deduction for the taxable year and for each of the
nine succeeding taxable years. i

Reasonable payments made by an employer during the taxable
year directly to pensioners on account of pensions In respect of
which no payment has been made to & pension trust shall be allowed
as a deduction from gross income for such year as an ordinary and
necessary business expense. .

In no case will any amount be allowed as & deduction under this
article which was allowable as a deduction from gross income for
any prior year. If a deduction from gross income is claimed on
account of payments to an employees’ pension trust, a copy of the
pension plan (including all amendments thereto, if any) and of the
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actuarial computation upon which the deduction is based, together
with a detailed statement of the receipts and disbursements of the
trust, should be filed with the return.

The right to a deduction under section 23 (q) will be recognized
in cases where the pension trust may not be perpetual, provided the
trust is of such a character as to evidence good faith on the part of
the employer actually to pay the amounts placed in trust for em-
ployees’ pension purposes. However, should any portion of the funds
of a pension trust revert to the possession, ownership, or control of
the employer by reason of the termination of the trust or otherwise,
such amount (except to the extent that it represents a payment to
the pension trust made by the employer in accordance with the
pension plan and pursuant to paragraph (a) or () of this article,
and not theretofore allowed as a deduction to the employer) shall
be returned as income by the employer for the taxable year in which
it 80 reverts, unless prior to the close of such year it shall again be
placed in trust for the benefit of employees under provisions satis-
factory to the Commissioner.

A pension trust maintained by afiliated corporations for the exclu-
sive benefit of their employees is within the scope of sections 23 (q)
and 165.

Ewample—Acoruals in advance of pensions gramted: In 1934 the
M Company adopted a reasonable pension plan and established a
pension trust which was exempt from tax under section 165. During
the year and upon the basis of an actuarial computation the com-
pany paid $8,050,000 to the trust. At the time of the payment and
in accordance with the pension plan of the company, the pension
liability applicable to the years prior to 1934, in respect of employees
then on the retired roll, for pensions to be paid in the future, was
$2,000,000; the pension liability applicable to the years prior to
1934, in respect of employees on the active roll, for pensions to be
paid in the future, was $6,500,000; the payment required to cover.
the pension liability applicable to the taxable year 1934 for pensions
to be paid in the future, was $450,000. The amount paid to retired
employees of the M Company by the pension trust as pensions during
1934 was $360,000.

The deduction for 1934 is computed as follows:

(a) Entire amount paid to pension trust representing the pension
Hability applicable to 1934 for pensions to be paid in the

future - -~ 8450, 000
(b) One-tenth of $8,500,000, amount transferred to pension trust to
cover the pension lability applicable to the years prior to 1934,
in respect of employees on elther the retired roll or the active
roll, for pensions to be paid in the future.

850, 000

Total deduction

1, 800, 000

|
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The amount of $360,000 paid to pensioners is nf)t allowable 8s &

deduction for income tax purposes since it was paid by the pension
nd not by the M Company.

trl;is';;nple——AZmuals on basis of pensions granted: In- 1934 the N
Company adopted a reasonable pension plan and e.stabhshed a pen-
sion trust which was exempt from tax un‘der section %65. During
the year and upon the basis of an actuarm,.l computation the cotxlrll-
pany paid $2,300,000 to the trust. At the time of the payment the
present value of the expected future payments in respect of pensions
granted to employees retired prior to 1934 was $2,000,000; the pres-
ent value of the expected future payments in respect of pensions
granted to employees retired during 1934 was $300,000. Th? amoun:
paid to retired employees of the N Company by the pension trus
as pensions during 1934 was $360,000.

The deduction for 1934 is computed as follows:

(s) Entire amount pald to the pension trust representing the present
value of the expected future payments in respect of pensions

granted to employees retired during 1934 ; $300, 000
(b) One-tenth of $2,000,000, the amount transferred to the pemsion
trust to cover the present value of the expected future pay-
ments in respect of pensions granted to employees retired 200, 000
prior to 1934 ,
Total deduction .. 500,000

The amount of $360,000 paid to pensioners is not allowable as a
deduction for income tax purposes, since it was paid by the pension
trust and not by the N Company.

SEC. 24. ITEMS NOT DEDUCTIBLE.
(a) General rule.—In computing net income no deduction shall in
any case be allowed in respect of—
(1) Personal, Hving, or family expenses; .
(2) Any amount paid out for new buildings or for permanen
improvements or betterments made to increase the value of any
) r estate;
pn()g‘)}n:n; amount' expended in restoring property or in mak:lng
good the exhaustion thereof for which an allowance i8 or has
be?;)m;geex;nums paid on any life insurance policy covering the
life of any officer or employee, or of any person flnancially inter-
ested In any trade or business carried on by the taxpayer, whec;
the taxpayer is directly or indirectly a beneficiary under su
901(1;'{ .Any amount otherwise ullow_qﬁle as a d«jucﬂon whlcl:
is allocable to ane or more clagses of incomq other than interes
(whether or not any amount of income of that class or classes
is recelved or sccrued) wholly exempt from the taxes imposed
by(::;mlt::::‘:om sales or exchanges of propel_'ty, directly 4:11]'
indirectly, (A) between members ¢f a family, or (B) except
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the case of distributions in liquidation, between an individual and
a corporation in which such individual owns, directly or indirectly,
more than 50 per centum in value of the outstanding stock. For
the purpose of this paragraph—(C) an individual shall be con-
sidered as owning the stock owned, directly or indirectly, by his
family; and (D) the famlily of an individual shall include only
his brothers and sisters (whether by the whole or half blood),
spouse, ancestors, and lineal descendants.

(b) Holders of life or terminable interest.—Amounts paid under the
laws of any State, Territory, District of Columbia, possession of the
United States, or foreign country as income to the holder of a life or
terminable interest acquired by gift, bequest, or inheritance shall not
be reduced or diminished by any deduction for shrinkage (by whatever
name called) in the value of such interest due to the lapse of time, nor
by any deduction allowed by this Act (except the deductions provided
for in subsections (1) and (m) of section 28) for the purpese of com-
puting the net income of an estate or trust but not allowed under the
laws of such State, Territory, District of Columbia, possession of the
United States, or foreign country for the purpose of computing the
income to which such holder is entitled.

(¢) Tax withheld on tax-free covenant bonds.—For nondeductibllity
of tax withheld on tax-free covenant bonds, see section 148 (a) (8).

Anrr. 24-1. Personal and family expenses.-——Insurance paid on a dwell-
ing 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 busi.jess being elsewhere), no part of the rent is deductible as a
business expense. If, however, he uses part of the house for his
office, such portion of the rent as is properly attributable to such
office is deductible. If the father is entitled to the services of his
minor children, any allowances which he gives them, whether said
to be in consideration of services or otherwise, are not allowable
deductions in his return of income. Amounts paid as damages for
breach of promise to marry, attorneys’ fees and other costs of suit
to recover such damages, attorneys’ fees paid in a suit for separation,
alimony, and an allowance paid under a separation agreement are
not deductible from gross income. (Seearticle 22(b) (3)-1.) The cost
of equipment of an Army officer to the extent only that it is especially
required by his profession and does not merely take the place of
articles required in civilian life is deductible. Accordingly, the cost
of a sword is an allowable deduction, but the cost of a uniform is not.

Art, 24-2. Capital expenditures.—Amounts paid for increasing the
capital value or for making good the depreciation (for which a deduc-
tion has been made) of property are not deductible from gross in-

_ come. (See section 23 (1).) Amounts expended for securing a
- ‘copyright and plates, which remain the property  of the person
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making the payments, are investments of capital. The cost of
defending or perfecting title to property constitutes a part of the
cost of the property and is not a deductible expense. The amount
expended for architects’ services is part of the cost of the building.

mmissions paid in purchasing securities are a part of the cost price
of such securities. Commissions paid in selling securities, when such
commissions are not an ordinary and necessary business expense, are
an offset against the selling prive. Expenses of the administration
of an estate, such as court costs, attorneys’ fees, and executors’ com-
missions, are chargeable against the corpus of the estate and are not
allowable deductions. Amounts to be assessed and paid under an
agreement between bondholders or shareholders of a corporation, to
be used in a reorganization of the corporation, are investments of
capital and not deductible for any purpose in returns of income.
(See article 22(a)-17.) An assessment paid by a shareholder of a
national bank on account of his statutory liability is ordinarily not
deductible but, subject to the provisions of ‘the Act, may in certain
cases represent a loss. Expenses of the organization of a corporation,
such as incorporation fees, attorneys’ and accountants’ charges, are
capital expenditures and not deductible from gross income. A hold-
ing company which guarantees dividends at a specified rate on the
stock of a subsidiary corporation for the purpose of securing new
capital for the subsidiary and increasing the value of its stock hold-
ings in the subsidiary 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.

Arr. 24-3. Premiums on business insurance.—Premiums paid by a
taxpayer on an insurance policy on the life of an officer, employee, or
other individual financially interested in the taxpayer’s business, for
the purpose of protecting the taxpayer from loss in the event of the
death of the officer or employee insured are not deductible from the
taxpayer’s gross income. If, however, the taxpayer is not a benefi-
ciary under such a policy, the premiums so paid will not be disallowed
as deductions merely because the taxpayer may derive a benefit from
the increased efficiency of the officer or employee insured. (See arti-
cles 22(a)-3 and 23(a)-6 to 23(a)-9.) In either case the proceeds
of such policies paid by reason of the death of the insured may be
excluded from gross income whether the beneficiary is an individual
or a corporation, provided the beneficiary is not a transferee of the
policy for a valuable consideration. (See section 22 (b) (1) and (2)
and article 22(b) (1)-1.)

ART, 24-4. Amounts allocable to exempt income; other than interest.—
(a) Class of ewempt income.—As used in this article, the term “ class
of exempt income ” means any class of income, other than interest
(whether or not any amount of income of that class or classes is
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received or accrued), wholly exempt from the taxes imposed by Title
I of the Act. Included are any .item or class of income, other than
interest, constitutionally exempt from the taxes imposed by Title I;
any item or class, other than interest, excluded from gross income
under any provision of section 22 or section 116 of the Act; and any
item or class of income, other than interest, exempt under the pro-
visions of any other law from the taxes imposed by Title I. Thus
the income derived from the operation of a lease of State lands,
constituting such an instrumentality of the State as to render the
income constitutionally exempt from the tax, is a class of exempt
income. The expenses or other items referable to the operation of
such a lease are allocable to a class of exempt income, even though
no income was received or accrued from such operations during the
year.

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 expenses and
other items incurred in the production of items of income wholly
exempt from tax. Accordingly, just as exempt items of income are
excluded from the computation of gross income under section 22, so
this provision of the Act excludes from the computation of deduc-
tions under section 23 all items referable to the production of exempt
income. Only one exception is made, namely, in the case of exempt
interest. (See section 23 (b).)

(b) Determination. of amounts allocable to a class of ewempt
income.—No deduction may be allowed for the amount of any item or
part thereof allocable to a class or classes of exempt income. Items,
or parts of such items, directly attributable to any class or classes
of exempt income, shall be allocated thereto; and items, or parts of
such items directly attributable to any class or classes of taxable
income, shall be allocated thereto.

If an item is indirectly attributable both to taxable income and
exempt income, a reasonable proportion thereof, determined in the
light of all the facts and circumstances in each case, shall be allocated
to each. Apportionments must in all cases be reasonable.

For example, if the compensation of an officer or employee of a
State is immune from the Federal taxing power, such compensation
is disregarded in computing the gross income of the officer or
employee, and no deductions from gross income may be made for his
expenses in performing the service for which the compensation is
paid, or for State income taxes imposed on the compensation, or for
losses or depreciation attributable to the property used in performing
such service, or for any portion of overhead expenses so attributable.

(¢) Statement of items of ewempt income—Records—A. taxpayer
receiving any class of exempt income or holding any property or
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engaging in any activity the income from which is exempt shall
submit with his return as a part thereof an itemized statement, in
detail, showing (1)- the amonnt-vf-each class of exempt-income;and
(2) the amount of items, or parts of items, allocated to each such
class (the amount allocated by apportionment being shown sepa-
rately) as required by paragraph (b). 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 deduction 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 required
by this article (see section 54).

ARrT. 24-5. Losses from sales between members of family and between
individuals and corporations.—The provisions of section 24 (a) (6)
may be illustrated generally by the following example:

Example: During the calendar year 1934, A had losses from sales
of shares of stock as follows:

o oasis| e

other basis Hin,

of shares | priceg Loss Person to whom sold
sold
$4, 000 $3, 900 $100 | Grandfather of A.

4, 000 3, 800 200 | Half-brother of A.

4, 000 3, 700 300 | Spouse of A.

4, 000 3, 600 400 randdaughter of A.

4, 000 3, 500 500 | The M corporation, 55 per cent in value of
Ehe xut.standing stock of which was owned

y A.

4, 000 3, 400 600 | The O corporation, 100 per cent in value of
the outstanding stock of which was
owned by the P corporation, 51 per cent
in value of the outstanding stock of the
P corpomtlon being owned by the grand-
son of A.

Under section 24 (a) (6) none of the above-described losses of A
are deductible from his gross income.

Art. 24-6. Life or terminable interests.—Amounts paid to the holder
of a life or terminable interest acquired by gift, bequest, or inherit-
ance 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 exhaustion thereof due to the passage of time. (See section
118 (a) (5).)
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No deduction shall be allowed in the case of-a life or terminable
interest acquired by gift, bequest, or inheritance, if the estate or
trust is entitled to a deduction under the Act but there is no

reduction of the income of the life or terminable interest. For CHarrer V
5 i certal sells securities at a
example, an estate or a trust in a certan St:fte'a se
loss; if, under the laws of that State, the beneficiary suffers no actual CREDITS AGAINST NET INCOME

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

SEC. 25. CREDITS OF INDIVIDUAL AGAINST NET INCOME.

(a) Credits for normal tax only.—There shall be allowed for the
purpose of the normal tax, but not for the surtax, the following

loss, but must include in his return the full amount distributed or credits against the net income: ’

distributable. (See section 162.) However, in the case of proper@y (1) Divibzsps—The amount received as dividends from a
lield by one person for life with remainder to another person a.nd' in domestic corporation which is subject to taxation under this title.
the case of property held in trust, see section 23 (1) as to depreciation The credit allowed by this paragraph shall not be allowed in

respect of dividends recelved from a corporation organized under
the China Trade Act, 1922, or from a corporation which under
section 261 is taxable only on its gross income from sources
within the United States by reason of ity receiving a large per-
centage of its gross income from sources within a possession of the
United States,

(2) INTEREST ON UNITED STATES OBLIGATIONS.—The amount re-
ceived as interest upon obligations of the United States which is
included in gross income under section 22

(3) INTEREST ON OBLIGATIONS OF INSTRUMENTALITIES OF THE
Unitep StaTes.—The amount received as interest on obligations
of a corporation organized under Act of Congress, if (A) such
corporation is an instrumentality of the United States; and (B)
i such interest is included in gross income under sectlon 22; and
; (C) under the Act authorizing the issue thereof, ar amended and
' supplemented, such interest is exempt from normal tax.

; (4) 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.
i (5) EARNED INCOME DEFINITIONS,—For the purposes of this

section—
i (A) “Earned income” means wages, salaries, professional
fees, and other amounts recelved as compensation for personal
services actually rendered, but does not include any amount not
included in gross income, nor that part of the compensation
derived by the taxpayer for personal services rendered by him
to a corporation which represents a distribution of earnings or
profits rather than a reasonable allowance as compensation for
; the personal services actually rendered, In the case of a tax-
payer engaged In a trade or business in which both persomnal
; services and capital are material income producing factors, a
; ‘ } reasonable allowance as compensation for the personal services
i actually rendered by the taxpayer, not in excess of 20 per
centum of his share of the net profits of such trade or business,
shall be considered as earned income,.

(B) *“ Earned income deductions " means such deductions as
t are allowed by section 23 for the purpose of computing net

and section 23 (m) as to depletion.

94759°—356——9 (99)
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income, and are properly allocable to or chargeable against
eurned income,

(C) “Farned net income” means the excess of the amount
of the earned income over the sum of the earned income deduc-
tions. If the taxpayer’s net income is not more than $3,000,
his entire net income shall be considered to be earned net
income, and if his net income is more than $3,000, his earned
net income shall not be considered to be less than $3,000. In
no case shalt the earned net income be considered to be more
than $14,000.

(b) Credits for both normal tax and surtax.—There shall be allowed
for the purposes of the normal tax and the surtax the following
credits against net income:

(1) PeEssoNAL kxEMpTION.—In the case of a single person, a
personal exemption of $1,000; or in the case of the head of
family or a married person living with husband or wife, a personal
exemption of $2,600. A husband and wife living together shall
receive but one personal exemption. The amount of such personal
exemption shall be $2,500., If such bhusband and wife make
separate returns, the personal exemption muy be taken by either or
divided between them.

(2) CreEpIT FOR DEPENIENTS.—$400 for each person (other than
husband or wife) dependent upon and receiving his chief support
from the taxpayer if such dependent person is under eighteen years
of age or is incapable of self-support becuuse mentally or physi-
cally defective,

(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 exemption and credit
shall be apportioned, under rules and regulations prescribed by
the Comunissioner with the approval of the Secretary, in accordance
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 thun half a month in
which case it shall be considered as a month,

Aprt. 25-1. Credits of individual against net income.—For the purpose
of computing the normal tax the tuxpayer’s net income as deter-
mined pursuant to sections 21-24 is first reduced by the sum of
the allowable credits. These include dividends (as defined in section
115) received from a domestic corporation which is subject to taxa-
tion under Title I of the Act (other than a corporation entitled to the
benefits of section 251, or other than a corporation organized under
the China Trade Act, 1922) ; interest exempt from normal tax only
(and hence included in gross income) received upon (1) obligations
of the United States and (2) obligations of corporations organized
under Act of Congress which are instrumentalities of the United
States; an earned income credit; a personal exemption; and a credit
for dependents. (See section 22 (b) (4).) For the purpose of com-
puting the surtax the taxpayer’s net income is entitled to none of
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these credits, except the credit for personal exemption and credit for
dependents.

Arr. 25-2. Earned income credit.—Under section 25 (a) (4) the
earned income credit allowable for the purpose of computing the
normal tax is 10 per cent of the amount of the earned net income,
but not in excess of 10 per cent of the amount of the entire net
income,

The entire amount received as professional fees may be treated
as earned income if the taxpayer is engaged in a professional occu-
pation, such as a doctor or a lawyer, even though he employs assist-
ants to perform part or all of the services, provided the clients or
patients are those of the taxpayer and look to the taxpayer as the
person responsible for the 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 personal services and capital are material income-producing
factors, a reasonable allowance as compensation for the personal
services actually rendered by the taxpayer shall be considered earned
income, but the total amount which shall be treated as the earned
income of the taxpayer from such a trade or business shall, in no case,
exceed 20 per cent of his share of the net profits of such trade or
business. No general rule can be prescribed defining the trades or
businesses in which personal services and capital are material income-
producing factors, but this question must be determined with respect
to the facts of the individual cases.

The provisions of sections 25 (a) (4) and 25 (a) (5) may be
illustrated generally by the following examples:

Ewampls 1: An individual received income from interest on bonds
during the calendar year 1934 amounting to $6,000. His allowable
deductions under section 23 for that year amounted to $2,000. He is
entitled to an earned income credit of $300, computed as follows:

Gross income._ . $6, 000
Allowable deductions. 2, 000

Entire net income - 4, 000
Harned net income allowable under section 25 (a) (5) (€)oo __ 3, 000

Barned income credit allowable (10 per cent of $3,000)

Eoample 2: An individual received a salary of $20,000 as a travel-
ing salesman for the calendar year 1934. His allowable deductions
under section 23 for that year amounted to $12,000, of which $2,000
was for traveling expenses in the course of his business and $10,000
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was for a loss of his home from fire. His net income is $20,000
minus $12,000, or $8,000. He is entitled to an earned income credit of
$800, computed as follows:

Earned income.._ . __._ — I ——_ $20, 000
Earned income deductions . 2, 000

Barned net income before applying limitatlon in section

25 (a) (5) (C)- - e —————— 18, 000
Barned net income as limited to maximumi amount preseribed by
section 26 (a) (5) (C) e 14,000
Earned Income credit before applying limitation in section 25 (a) (4)
(10 per cent of $14,000) e e 1, 400
Earned income credit allowable as limited by section 25 (a) (4) (10
per cent of $8,000, net income) 800

Ewample 3: During the calendar year 1934 an individual was
engaged in a business in which both personal services and capital
were income-producing factors. A reasonable allowance as compen-
sation for the personal services actually rendered by the taxpayer in
the conduct of the business for that year was $10,000. The net
profits of the business were $35,000, which constituted his net income
for the year. He is entitled to an earned income credit of $700.
computed as follows:

Earned income before applying limitation in section 26 (a) (5) (A)Y.. $10, 000
Barned income as limited by section 25 (a) (5) (A) (20 per cent of

835,000) e e e 7, 000
Earned income credit allowable (10 per cent of $7,000) . ___ 700

Arr. 25-3. Amount of personal exemption allowable.—A single person
is entitled to a personal exemption of $1,000 and the head of a family
or a married person living with husband or wife to $2,500, regardless
of the amount of the net income. A husband and wife living to-
gether have but one personal exemption, which is $2,500. If they
make separate returns, each may claim one-half of the personal
exemption, or such exemption may, in accordance with an agreement

_entered into by them, be taken by either or divided between them in
any proportion.

ARrT. 25-4. Personal exemption of head of family.—A head of a family
is an individual who actually supports and maintains in one house-
hold one or more individuals who are closely connected with him by
blood relationship, relationship by marriage, or by adoption, and
whose right to exercise family control and provide for these depend-
ent individuals is based upon some moral or legal obligation. In
the absence of continuous actual residence together, whether or not
a person with dependent relatives is a head of a family within the
mneaning of the Act must depend on the character of the separation.
If a father is absent on business, or a child or other dependent
is away at school or on n visit, the common home being still main-
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tained, the additional exemption applies. If, moreover, through
force of circumstances a parent is obliged to maintain his dependent
children with relatives or in a boarding house while he lives else-
where, the additional exemption may still apply. If, however, with-
out necessity the dependent continuously makes his home elsewhere,
his benefactor is not the head of a family, irrespective of the ques-
tion of support. A resident alien with children abroad is not thereby
entitled to credit as the head of a family. As to the amount of the
exemption, see article 25-3.

ARrr. 25-5. Personal exemption of married person.—In the case of a
married man or married woman the joint exemption replaces the
individual exemption only if the man lives with his wife or the
woman lives with her husband. In the absence of continuous actual
residence together, whether or not a man or woman has a wife or
husband living with him or her within the meaning of the Act
must depend on the charactér of the separation. If merely occasion-
ally and temporarily a wife is away on a visit or a husband is away
on business, the joint home being maintained, the additional exemp-
tion applies. The unavoidable absence of a wife or husband at a
sanatorium or asylum on account of illness does not preclude claim-
ing the exemption. If, however, the husband voluntarily and con-
tinuously makes his home at one place and the wife hers at another,
they are not living together within the meaning of the Act, irre-
spective of their personal relations. A resident alien with a wife
residing abroad is not entitled to the joint exemption.

ArT. 25-6. Credit for dependents.—A taxpayer, other than a non-
resident alicn who is not a resident of Canada or Mexico (see section
213), receives a credit of $400 for each person (other than husband
or wife), whether related to him or not and whether living with him
or not, dependent upon and receiving his chief support from the
taxpayer, provided the dependent is either (¢) under 18, or (3)
incapable of self-support because defective. -

The credit is based upon actual financial dependency and not
mere legal dependency. It may accrue to a taxpayer who is not the
head of a family. But a father whose children receive half or more
of their support from a trust fund- or cther separate source is not
entitled to the credit.

ARr. 25-7. Personal exemption and credit for dependents where status
changes.—1If the status of the taxpayer changes during the taxable
year, the personal exemption allowed by section 25 (b) (1) to a single
person, 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
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of a head of a family or the status of a married person living with
husband or wife shall be considered as having the status of a single
person. For the purpose of the apportionment of the personal ex-
emption and credit for dependents a fractional part of a month
shall be disregarded unless it amounts to more than half a month,
in which case it shall be considered as & month. In general the per-
sonal exemption and credit for dependents allowable to any taxpayer
will be the sum of the amounts apportioned to the several periods of
the taxable year during which each status was occupied.

Ewample (1): A, who had been single during the preceding
months of 1934, married B on July 20 and lived with her during the
remainder of the year. If a joint return is made by A and B on the
calendar year basis for 1934, the personal exemption will be
$2,208.33; that is, 1 of $1,000 for A while single, plus ¢ of $1,000
for B while single, plus {4 of $2,500 for the period during which
they were married. If separate returns are made by A and B on
the calendar year basis for 1934, each may claim a personal exemption
of $1,104.17; that is, {4 of $1,000, plus 1% of 4 of $2,500. Iu the
latter case, however, the joint exemption of % of $2,500 may by
agreement be taken either by A or B or divided between them in
any proportion. '

Fzample (2): A and B, who were heads of families during the
first six months of 1934, were married on.July 1, 1934, and lived
together during the remainder of the year. If a joint return is
made by A and B on the calendar year basis for 1934, the personal
exemption will be $3,750; that is, 14 of $2,500 for A while the
head of a family, plus 14 of $2,500 for B while the head of a
family, plus 14 of $2,500 for the period during which they were
married and living together. If separate. rcturns are made by A
and B on the calendar year basis for 1934, ench may claim a personal
exemption of $1,875; that is, 1% of $2,500, plus 14 of 14 of $2,500.
In the latter case, however, the joint exemption of 14 of $2,500 may
by agreement be taken either by A or B or divided between them in
any proportion.

Example (3): A and B were married and.living together until
November 30, 1934, when B, the wife, died. They had no depend-
ents. The executor or administrator in wuking a return for B. may
claim & personal exemption of $1,229.16; that is, 14 of 14 of $2,500, or
$1,145.83, for the period from the beginning of the taxable year to
the date of the decedent’s death, plus ¢, of $1,000, or $83.33, for the
period from the date of the decedent’s death to the cluse of the
taxable year. If A, the surviving spouse, makes a return for 1934
on the calendar year basis, he may claim a perconal exemption of
$1,229.16; that is, 1 of 43 of $2,500, or $1,145.83, plus 7 of $1,000,
or $83.53. However, the combined personal exemption of A and
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B for the period during which they were married and living to-
gether, that is, 1} of $2,500, or $2,201.67, may by agreement be taken
either by A, or by B’s executor or administrator in behalf of B, or
divided between them in any proportion.

Example (4): A furnished the chief support of a child under 18
years of age until the death of the child on June 20, 1934. If A
makes a return on the calendar year basis for 1934, he is entitled, in
addition to the personal exemption allowed under section 25 (b) (1),
to a credit for dependents in the amount of $200; that is, f of $400.

Example (6): A and B were married and living together until
June 30, 1934, 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, was the chief support of the child during the re-
mainder of the year. If B makes a return for 1934 on the calendar
year basis, she is entitled, in addition to a personal exemption, to
a credit for dependents in the amount of $200; that is, f of $400.
The executor or administrator in making a return for A is entitled,
in addition to a personal exemption, to a credit for dependents in
the amount of $200; that is, {; of $400.

SEC. 26. CREDITS OF CORPORATION AGAINST NET INCOME.

For the purpose only of the tax imposed by section 13 there shall
be allowed us a credit agninst net income the amount received as
interest upon obligatlons of the United States or of corporations
organized under Act of Congress which is allowed to an individual as
a credit for purposes of normal tax by section 25 (a) (2) or (3).

Arr. 26-1, Credit allowed corporations.—A corporation is entitled to
a credit against net income for the purpose of the tax imposed by
section 13+0f the amount received as interest upon obligations of the
United States or of corporations organized under Act of Congress
which is included in gross income under section 22 and which is
allowed to an individual as a credit for purposes of the normal tax
by section 25(a) (2) or (3). Accordingly, a corporation is not re-
quired to pay on interest received upon such obligations, the tax
imposed by section 13.

As to the allowance of credit against net income in the case of
foreign corporations, see section 233.

Y
Yo



Cuarter VI
CREDITS AGAINST TAX

Part III—Credits Against Tax

SEC. 31. TAXES OF FOREIGN COUNTRIES AND POSSESSIONS
OF UNITED STATES.

The amount of income, war-profits, and excess-profits taxes imposed
by foreign countries or possessions of the United Stutes shall be allowed
as a credit against the tax, to the extent provided in section 181.

SEC. 32. TAXES WITHHELD AT SOURCE.

The amount of tax withheld at the source under section 143 shall be
allowed as a credit agalnst the tax.

S8EC. 33. CREDIT FOR OVERPAYMENTS,

For credit against the tax of overpayments of taxes imposed by this
title for other taxable years, see section 822,

(108)

Cuarrer VII
ACCOUNTING PERIODS AND METHODS

Part IV—Accounting Periods and Methods of Accounting

SEC. 41. GENERAL RULE.

The net income shall be computed upon the basis of the taxpayer's
annual accounting period (fiscal year or calendar year, as the case may
be) in aecordance with the method of accounting regularly employed in
keeping the books of such taxpayer ; but if no such method of accounting
haus been so employed, or if the method employed does not clearly reflect
the income, the computation shall be made in accordance with such
method as in the opinion of the Commissioner does clearly reflect the
income. ‘If the taxpayer's annunl accounting period is other than a
fiscal year as defined In section 48 or if the taxpayer has no annual
accounting period or does not keep books, the net income shall be com-
puted on the basis of the calendar year. (For use of inventorles, see
section 22 (c).)

Arr. 41-1. Computation of net income.—Net income must be com-
puted with respect to a fixed period. Usually that period is 12
months and is known as the taxable year. Items of income and of ex-
penditures which as gross income and deductions are elements in the
computation of net income need not be in the form of cash, It is
sufficient that such items, if otherwise properly included in the com-
putation, 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 determined in the light of the fundamental rule that the com-
putation shall be made in such a manner as clearly reflects the tax-
payer's income. If the method of accounting regularly employed by
him in keeping his books clearly reflects his income, it is to be fol-
lowed with respect to the time as of which items of gross income and
deductions are to be accounted for. (See articles 42-1to 42-3.) If the
taxpayer does not regularly employ a method of accounting which
clearly reflects his income, the computation shall be made in such
manner as in the opinion of the Commissioner clearly reflects it.

ART. 41-2. Bases of computation and changes in a: Jounting methods.—
Approved standard methods of accounting will ordinarily be re-
garded as clearly reflecting 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 reason-
able consistency. See section 48 for definitions of * paid or ac-
crued ” and “ paid or incurred.” All items of gross income shall
(107)
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be included in the gross income for the taxable year in which they
are received by the taxpayer, and deductions taken accordingly
unless in order clearly to reflect income such amounts are to be;
properly accounted for as of a different period. But see sections
:12'and 43. See also section 48. For instance, in any case in which
1t is necessary to use an inventory, no accounting in regard to pur-
chases and sales will correctly reflect income except an accrual
method. A taxpayer is deemed to have received items of gross in-
come which have been credited to or set apart for him without
restriction. -(See articles 42-2 and 42-3.) On the other hand, ap-
preciation in value of property is not even an accrual of income to a
taxpayer prior to the realization of such appreciation through sale
or conversion of the property. (But see article 22(c)-5.)

The true income, computed under the Act and, if the tax-
payer k.eeps books of account, in accordance with the method of
accounting regularly employed in keeping such books (provided
the .method so used is properly applicable in 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 report-
ing 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 particular all amounts duplicated or
entirely omitted as the result of such change.

A taxpayer who changes the method of accounting employed in
keeping his books shall, before computing his income upon such
new method for purposes of taxation, secure the consent of the
Commissioner. For the purposes of this article, a change in the
{nethod of accounting 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 disbursements method to the
a.ccrual method, or vice versa; a change involving the basis of valua-
tion employed in the computation of inventories (see articles 22(c)-1
to 22(c)-8) ; a change from the cash or accrual method to the long-
term contract method, or vice versa; a change in the long-term con-
tract method from the percentage of completion basis to the com-
pleted contract basis, or vice versa (see article 424); or a change
invelving the adoption of, or a change in the use of, any other
specialized basia of computing net income such as the crop basis
(see articles 22(a)-7 and 23(a)-11). Application for permission
to change the method of accounting employed and the basis upon
wh{ch the return is made, shall be filed within 90 days after the
beginning of the taxable year to be covered by the return, except
that in respect of the first taxable year beginning after December 31
1933, in the case of a corporation which is not permitted by the,
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Rovenue Act of 1934 to be included in a consolidated return under
section 141 of that Act, but which was properly included in a con-
solidated return under section 141 of the Revenue Act of 1932, as
amended by the National Industrial Recovery Act, for the last
period for which it was required to make a return under the Revenue
Act of 1932, as amended, such application shall be filed within 90
days after the beginning of the taxable year to be covered by the
return, or within 30 days after the date (January 14, 1935) of the
weekly Internal Revenue Bulletin in which Treasury Decision 4508
was published, whichever is later. The application shall be ac-
companied by a statement specifying the classes of items differ-
ently treated under the two methods and specifying all amounts
which would be duplicated or entirely omitted as a result of the pro-
posed 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.

Section 44 contains special provisions for reporting the profit
derived from the sale of property on the installnent plan.

The foregoing requirements relative to a change of accounting
method, are not applicable if a taxpayer desires to adopt the in-
stallment basis of returning income, as provided in article 44-1, but
are applicable if a taxpayer desires to change from such busis
to a straight accrual basis. In cases where permission to make such
change is granted, the taxpayer will be required to return as addi-
tional income for the taxable year in which the change is made all
the profit not theretofore returned as income pertaining to the pay-
ments due on instaliment sales contracts as.of the close of the preced-
ing taxable year.

ARt. 41-3. Methods of accounting.—It is recognized that no uniform
method of accounting can be prescribed for all taxpayers, and the
law contemplates that each taxpayer shall adopt such forms and
systems of accounting as are in his judgment best suited to his pur-
pose. Each taxpayer is required by law to make a return of his true
income. He must, therefore, maintain such accounting records as
will enable him to do so. (See section 54 and article 54-1.) Among
the essentials are the following:

(1) "In all cases in which the production, purchase, or sale of mer-
chandise of any kind is an income-producing factor, inventories of
the merchandise on hand (including finished goods, work in process,
raw materials, and supplies) should be taken at the beginning and
end of the year and used in computing the net income of the year

(sce section 22 (¢) and articles 22(c)-1 to 22(c}-8);

(2) Expenditures made during the year should be properly clussi-
fied us between capital and expense; that is to say, cajcnditures
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for items of plant, equipment, etc., which have a useful life extend-
ing substantially beyond the year should be charged to a capital
account and not to an expense account; and

(3) In any case in which the cost of capital assets is being recov-
ered through deductions for wear and tear, depletion, or obsolescence,
any expenditure (other than ordinary repairs) made to restore the
property or prolong its useful life should be added to the property
account or charged against the appropriate reserve and not'to current
expenses.

Agrt. 41-4. Accounting period.—The return of a taxpayer is made
and his income computed for his taxable year, which in general means
his fiscal year, or the calendar year if he has not established a fiscal
year. (See section 48.) The term “ fiscal year ” means an accounting
period of 12 months ending on the last day of any month other than
December. No fiscal year will, however, be recognized unless before
its close it was definitely established as an accounting period by the
taxpayer and the books of such taxpayer were kept in accordance
therewith. A person having no such fiscal year must make return
on the basis of the calendar year. Except in the case of a first return
for income tax a taxpayer shall make his return on the basis upon
which he made his return for the taxable year immediately preceding
unless, with the approval of the Commissioner, he has changed his
accounting period.

SEC. 42. PERIOD IN WHICH ITEMS OF GROSS INCOME IN.-
CLUDED.

The amount of all items of gross income shall be included in the

gross income for the taxable year in which received by the taxpayer,
unless, under methods of accounting permitted under section 41, any
such amoants are to be properly accounted for as of a different period.
In the case of the death of a taxpayer there shall be included in com-
puting 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 other-
wise properly includible in respect of such period or a prior period.

ART. 42-1. When included in gross income.—Except as otherwise pro-
vided in section 42 in the case of the death of a taxpayer, gains,
profits, and income are to be included in the gross income for the
taxable year in which shey are received by the taxpayer, unless they
are included as of a different period in accordance with the approved
method of aéeounting followed by him. (See articles 41-1 to 41-3.)
If a taxpayer has died there shall also be included in computing net
income for the taxable period in which he died amounts accrued
up to the date of his death if not otherwise properly includible in
respect of such period or a prior period, regardless of the fact that
the decedent may have kept his books and made his returns on the
basis of cash receipts and disbursements. If no determination of
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compensation is had until the completion of the services, the amount
received is ordinarily income for the taxable year of its determina-
tion, if the return is rendered on the accrual basis; or, for the taxable
year in which received, if the return is rendered on the receipts and
disbursements basis. If a person sues in one year on a pecuniary
claim or for property, and money or property is recovered on a
judgment therefor in a later year, income is realized in the later
year, assuming that the money or property would have been 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 worthless, which are subsequently recovered, whether or not by
suit, constitute income for the year in which recovered, regardless of
the date when the amounts were charged off. - (See article 23(k)-1.)
Such items as claims for compensation under canceled Government
contracts constitute income for the year in which they are allowed
or their value is otherwise definitely determined, if the return is ren-
dered on the accrual basis; or, for the year in which received, if the
return is rendered on the basis of cash receipts and disbursements.
ARt. 42-2. Income not reduced to possession.—Income which is cred-
ited 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 limita-
tion 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 crediting on the books of the corporation does
not constitute receipt.

Arr. 42-3. Examples of constructive receipt.—If interest coupons
have matured and are payable, but have not been cashed, such in-
terest, though not collected 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 in-
stead of eventually being cashed. The amount of defaulted coupons
is income for the year in which paid. Dividends on corporate stock
are subject to tax when unqualifiedly made subject to the demand o)f
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the sharcholder. If a dividend is declared payable on December 31
and the corporation intended to and did follow its practice of paying
the dividends by checks mailed so that the shareholders would not
receive them until January of the following year, such dividends are
not considered to have been unqualifiedly made subject to the demand
of the shareholders prior to January, when the checks were actually
received. As to the distributive share of the profits of a partner
in a partnership, see section 188. Interest credited on savings bank
deposits, even though the bank 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 shareholder, has
a taxable status as income for the year of the credit. If the amount
of such accumulations does not become available to the shareholder
until the maturity of a share, the amount of any share in excess of
the aggregate amount paid in by the shareholder is income for the
year of the maturity of the share.

Agrr. 42-4. Long-term contracts.—Income from long-term contracts
is taxable for the period in which the income is determined, such
determination depending upon the nature and terms of the par-
ticular contract. As used herein the term “long-term contracts”
means building, installation, or construction contracts covering a
period in excess of one year. Persons whose income is derived in
whole or in part from such contracts may, as to such income,
prepare their returns upon either of the following bases:

(a) Gross income derived from such contracts may be reported
upon the basis of percentage of completion. In such case there
should accompany the return certificates of architects or engineers
showing the percentage of completion during the taxable year of
the entire work to be performed under the contract. 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 under the con-
tract but not yet so applied. If, upon completion of a contract
it is found that the taxable net income arising thereunder has noi;
been .clearly reflected for any year or years, the Commissioner may
permit or require an amended return.

(b) Gross income may be reported for the taxable year in which
the contract is finally completed and accepted if the taxpayer elects
as a consistent practice so to treat such income, provided such method
clearly reflects the net income. If this method is adopted there
should be deducted from gross income all expenditures during the
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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 () of this article, only after permission is secured
from the Commissioner as provided in article 41-2.

ARrT. 42-5. Subtraction for redemption of trading stamps.—If a tax-
payer, 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
during the taxable year as will eventually be presented for redemp-
tion. This amount will be determined in the light of the experience
of the taxpayer in his particular business and of other users of trad-
ing stamps or premium coupons engaged in similar businesses. The
taxpayer shall file for each of the five preceding years, or such num-
ber of these years as stamps or coupons have been issued by him, a
statement showing—

(2) The total issue of stamps during each year;

(3) The total stamps redeemed in each year; and

(c) The rate, in percentage, which the stamps redeemed in each
year bear to the total stamps issued in such year, regardless of the
year when such redeemed stamps were issued.

A similar statement shall also be presented showing the experience
of other users of stamps or coupons whose experience is relied upon
by the taxpayer o determine the amount to be subtracted from the
proceeds of sales. The Commissioner will examine the basis used in
each return, and in any case in which the amount subtracted in re-
spect of such stamps or coupons-is found to be excessive an amended
return or amended returns will be required.

SEC. 43. PERIOD FOR WHICH DEDUCTIONS AND CREDITS
TAKEN.

The deductions and credits provided for in this title shall be taken
for the taxable year in which *paid or accrued” or “paid or in-
curred ”, dependent upon the method of accounting upon the basis of
which the net income is computed, unless in order to clearly reflect
the income the deductions or credits should be taken as of a different
period. In the case of the death of a taxpayer there shall be allowed
as deductions and credits for the taxable period in which falls the
date of his death, amounts accrued up to the date of his death if
not otherwise properly allowable in respect of such period or a prior
period.

AgT. 43-1. “Paid or inourred” and “paid or accrued.”—(a) The
terms “ paid or incurred ” and “ paid or accrued ” will be construed
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accqrding 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 Title I 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 return a statement setting forth his request for con-
sideration of the case by the Commissioner together with a complete
statement of the facts upon which he relies. However, in his income
tax return he shall take the deduction or credit only for the taxable
period in which it was actually “paid or incurred,” or “ paid or
accrued,” as the case may be. Upon the audit of the return, the
Commissioner will decide whether the case is within the exception
provided by the Act, and the taxpayer will be advised as to the
period for which the deduction or credit is properly allowable.

() The provisions of paragraph (a) of this article in general are
not applicable with respect to the taxable period during which the
tfl.xpa.yer dies. In such case there shall also be allowed as deduc-
tions and credits for such taxable period amounts accrued up to the
date of his death if not otherwise allowable with respect to such
period or a prior period, regardless of the fact that the decedent was
required to keep his books and make his returns on the basis of cash
receipts and disbursements.

ART. 43-2. When charges deductible.—Each year’s return, so far as
practicable, both as to gross income and deductions therefrom
should be complete in itself, and taxpayers are expected to maké
every reasonable effort to ascertain the facts necessary to make a
correct return. The expenses, liabilities, or deficit of one year can
not be used to reduce the income of a subsequent year. A taxpayer
%ms the right to deduct all authorized allowances, and it follows that
¥f he does not within any year deduct certain of his expenses, losses
§nterest, taxes, or other charges, he can not deduct them from theT
income of the next or any succeeding year. It is recognized, how-
ever, 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
u consistent policy, takes them into his accounts. Judgments or
other binding adjudications, such as decisions of referees and boards
of review under workmen'’s compensation laws, on accaunt of dum:
ages f(?r patent infringement, personal injuries, or other cause, are
deductible from gross income when the claim is so adjudicate:] ()rl
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paid, unless taken under other methods of accounting which clearly
flect the correct deduction, less any amount of such damages as
may have been compensated for by insurance or otherwise. If sub-
sequent to its occurrence, however, a taxpayer first ascertains the
amount of a loss sustained during a prior taxable year which has not
been deducted from gross income, he may render an 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 em-
bezzlement occurring in one year and discovered in another is ordi-
narily deductible for the year in which sustained.

SEC, 44. INSTALLMENT BASIS.

(a) Dealers in personal property.—Under regulations prescribed by
the Commissioner with the approval of the Secretary, a person who
regularly sells or otherwise disposes of personal property on the
installment plan may return as income therefrom in any taxable year
that proportion of the installment payments actually received in that
year which the gross profit realized or to be reulized when payment is
completed, bears to the total contract price.

(b) Sales of realty and casual sales of personalty.—In the case (1)
of a casual sale or other casual disposition of personal property (other
than property of a kind which would properly be included in the inven-
tory of the taxpayer if on hand at the close of the taxuble year), for
a price exceeding $1,000, or (2) of a sale or other disposition of real
property, if in either case the initial payments do not exceed 80 per
centum of the selling price (or, in case the sale or other disposition
was in a taxable year beginning prior to January 1, 19834, the per-
centage of the selling price prescribed in the law applicable to such
year), the income may, under regulations prescribed by the Commis-
sloner with the approval of the Secretary, be returned on the basis
and in the manner above prescribed in this section. As used in this
section the term ¢ initlal payments” means the payments recelved in
cash or property other than evidences of indebtedness of the purchaser
during the taxable period in which the sale or other disposition is
made,

(¢) Change from acorual to installment basis.—If a tazpayer 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 re-
ceived 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 installment obligations.—If an
installment obligation is satisfied at other than its face value or dis-
tributed, transmitted, sold, or otherwise disposed of, gain or loss shall
result to the extent of the difference between the basis of the obliga-
tion and (1) in the case of satisfaction at other thau face value or a
sale or exchange—the amount realized, or (2) in case of a distribu-
tion, transmission, or disposition otherwise than by sale or exchange—
the fair market value of the obligation at the time of such distribu-
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tion, fransmission, or disposition. Any gain or loss so resulting shall
be considered ns resulting from the sale or exchunge of the property
in respect of which the installinent obligution was received. The basis
of the gbligation 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 obligations if there is fileq with
the Commissioner, at such time as he may by regulation prescribe, a
bond in such amount and with such sureties as he may deem necessa'ry
conditioned upon the return as income, by the person recelving any'
payment on such obligations, of the sume proportion of such payment as
would be returnable as incone by the decedent if he had lived and had

recelved such puyment,

ARt. 44-1. Sale of pe‘rson‘al property on installment plan.—Dealers in
pers?nal property ordinarily sell either for cash or on the personal
credit of tl'le purchaser or on the installment plan. Dealers who
sell on the installment plan usually adopt one of four ways of pro-
tecting themselves in case of default—

(a) By an agreement that title is to remain in the vendor until

© the purchaser has completely performed his part of the transaction;
h(15) ].3y a eéorml of contract in which title is conveyed to the pur-
chaser immediately, but subject to a lien for th i i
b ol orice , r the unpaid portion of

(c)t_By a present transfer of title to the purchaser, who at the
same time executes a reconveyance in the form of a ch
to the vendor; or ® chattel mortgago

(d) By conveyance to a trustee pendi
tract and subject to its provisions. i e Perform&nce‘ of the con-
The general purpose and effect being the same in all of these cases
!:he same rule is uniformly applicable. The general rule prescribed’
is that a person who regularly sells or otherwise disposes of personal
property on the installment plan, whether or not title remains in the
vendor uni:.ll the property is fully paid for, may return as income
therefrom in any taxable year that proportion of the installment pay-
ments'actually received in that year which the total or gross prof)i’t
(that is, sales less cost of goods sold) realized or to be realized when
the property is paid for, bears to the total contract price. Thus
the income of a dealer in personal property on the installmt;nt plan
may be ascertained by taking as income that proportion of the total
payments re.ceived in the taxable year from installment sales (such
payments l_)emg allocated to the year against the sales of which the
apply) which the total or gross profit realized or to be realized oi
the total ing.tallment 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 com'
puting the amount of income to be returned on the ground that.',
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they were received under a sale the total profit from which was

returned as income during a taxable year or years prior to the change

by the taxpayer t: the installment 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 reporting his net income

- for the taxable year 1924 or any prior taxable year to the install-

ment basis, see section 705 of the Revenue Act of 1928. Deductible
jtems are not to be allocated to the years in which the prefits from
the sales of a particular year are to be returned as income, bnt must
be deducted for the taxable year in which the items are paid or
incurred or paid or accrued, as provided by sections 43 and 48. A
dealer who desires to compute his income on the installment basis
ghall maintain books of account in such a manner as to enable un
accurate computation to be made on such basis in accordance with
the provisions of this article.

The income from a casual sale or other casual disposition of

personal property (other than property of n kind which should
properly be included in inventory) iuay be reported on the installment
basis only if (1) the sale price exceeds $1,000 and (2) the initial pay-
ments do not exceed 30 per cent of the selling price.
* If for any reason the purchaser defaults in any of his peyments,
and the vendor returning income on the installment basie repossesses
the property, the entire amount received in instaliment payments
and retained by the vendor, less the sum of the profits previously
returned as income and an amount representing proper allowance
for damage and use, if any, will be income of the vendor {or tha year
in which the property is repossesscd, and the property repossessed
must be carried on the books of the vendor at its original cost, less
proper allowance for damage and use, if any.

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 disbursements basis, such a course is permissible.

If an installment obligation is satisfied, or otherwise disposed of,
gain or loss may result therefrom and must be determined in accord-
ance with section 44 (d). :

Argr. 44-2. Sale of real property involving deferred payments.—Under
section 44 deferred-payment sales of real property include (@) agree-
ments of purchase an sale which contemplate that & conveyauce is
not to be made at the outset, but only after all or a substantial
portion of the selling price has been paid, and () sales in which
there is an immediate transfer of title, the vendor being protected
by a mortgage or other lien as to deferred payments. Such sales,
either under (a) or (b), fall into two clusses when considered with
respect to the terms of sule, as follows:

=
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_ (.1) Sales of property on the installment plan, that is, sales in
wh{ch the payments received in cash or property other than ’evidences
of mdeb.tedness of the purchaser during the taxable year in which
the sale is made do not exceed 30 per cent of the selling price.

(2). Deferred-payment sales not on the installment plan, that is
sal.es in which the payments received in cash or property ot’her t,han’
evu.iences of indebtedness of the purchaser during the taxable year in
which the sale is made exceed 30 per cent of the selling price.

In the sale of mortgaged property the amount of the mortgage
whether the property is nterely taken subject to the mortgage m:
whether the mortgage is assumed by the purchaser, shall be included
as a part of the “ selling price,” but the amount of the mortgage, to
the extent it does not exceed the basis to the vendor of the prope’rt
sold, shall not be considered as a part of the “initial payments o¥
?f the_ “total contract price,” as those terms are used in section 44
in articles 44-1 and 44-3, and in this article. The term “ initial pa .
ments ”’ does not include amounts received by the vendor in the ezr
of sale from the disposition to a third person of notes given byythe
vendee as part of the purchase price which are due and payable in
§ubsequent years. Commissions and other selling expenses paid or
3ncurred by the vendor are not to be deducted or taken into account
in determining the amount of the “initial payments,” the “ total
contract price,” or the “ sélling price.” The term “ initi;l payments”
contemplates at least one other payment in addition to the initial
payment. If the entire purchase price is to be paid in a lum
sum in g later year, there being no payment during the first yetu!')
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 pur-
chaseF, is received during the first year, the purchaser havin
promised to make two or more payments in later years. ¢
. Arr. 44-3 Sale of real property on installment plan.—In transactions
included in class (1) in article 44-2 the vendor may return as income

.from such transactions in any taxable year that proportion of the
installment payments actually received in that year which the total

profit realized or to be realized when the property is paid for bear

to the total contract price. ’

If the Yendor has retained title to the property and the purchaser
defaults in any of his payments, and the vendor repossesses the
property, the difference between (1) the entire amount of the pay-
ments actually received on the contract and retained by the verrl)d()),r

plus the fair market value at the time of repossession, of fixed im-

provements placed on the property by the purchaser and (2) the

sum of the profits previously returned as income in connection there-
with and an amount representing what would have been & proper
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adjustment for exhaustion, wear and tear, obsolescence, amortiza-
tion, and depletion of the property for the period during which 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 will be the original basis
at the time of the sale plus the fair market value at the time of
repossession, of fixed improvements placed on the property by the
purchaser. If the vendor has previously transferred title to the
purchaser, and the purchaser defaults in any of his payments and the
vendor reacquires the property, such reacquisition shall be regarded
as a transfer by the vendor, in exchange for the property, of such
of the purchaser’s obligations as are applied by the vendor to the
purchase or bid price of the property. Such an exchange will be
regarded as having resulted in the realization by the vendor of gain
or loss, as the case may be, for the year of reacquisition, measured by
the difference between the fair market value of the property reac-
quired, including the fair market value of fixed improvements placed
on the property by the purchaser, and the basis in the hands of the
vendor of the obligations of the purchaser which were applied by the
vendor to the purchase or bid price of the property. The basis in
the hands of the vendor of the obligations of the purchaser so applied
will be the excess of the face value of the obligations over an amount
equal to the income which would be returnable were the obligations
satisfied in full. The fair market value of the property reacquired
shall be presumed to be the amount for which it is bid in by the
vendor in the absence of clear and convincing proof to the contrary.
If the property reacquired is subsequently sold, the basis for deter-
mining gain or loss is the fair market value of the property at the
date of reacquisition, including the fair market value of the fixed
improvements placed on the property by the purchaser.

If the vendor chooses as a matter of consistent practice to return
the income from instaliment sales on the straight accrual or cash
receipts and disbursements basis, such a course is permissible, and
the sales will be treated as deferred-payment sales not on the install-
ment plan.

ART. 44-4. Deferred-payment sale of real property not on installment
plan.—In transactions included in class (2) in article 44-2, the obliga-
tions of the purchaser reccived 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 repossesses the
property, the difference between (1) the entire amount of the pay-
ments actually received on the contract and retained by the vendor
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plus the fair market value at the time of repossession. of i
provements placed on the property by the gurchaser,xmdﬁ?.;()1 1trlxlle
sum of the profits previously returned as income in connection there-
wn';h and an amount representing what would have been a proper
a.d]ustment for exhaustion, wear and tear, obsolescence amgrtiZw-
tlon,.and depletion of the property during the period th’e propert;
was in the hands of the purchaser had the sale not been mudepe wilyl
‘constlt.;ute 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 propzrt
in the hands of the vendor will be.the original basis at the time o)f’
the sa?le 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 ;'eac uires
the propert).', such reacquisition shall be regarded as a transf(ir b
the' ven.dor, in exchange for the property, of such of the purchaser’ﬁ
obligations as are applied by the vendor to the purchase or bid price
of the p_roperty. Such an exchange will be regarded as havin
resulted in the realization by the vendor of gain or loss, as the cas%
may be, for the year of reacquisition, measured by th,e difference
betwegn the fair market value of the property reacquired, includin
the fair market value of fixed improvements placed on th’e ro ertg
by.the.purchaser and the basis in the hands of the vendolx)- olf) th{
obl_lgatlons of th.e purchaser (generally, the fair market value thereof
whxc-h was previously recognized in computing income) which were
apphec! by the vendor to the purchase or bid price of the propert
The fair market value of the property reacquired shall be pre:l)lme};
to be the amount for which it is bid in by the vendor in thz absence
of .clear' and convincing proof to the contrary. If the property reac-
quu-ed. is subsequently sold, the basis for determining gain oryloss is
.the fa'lr market value of the property at the date of reac uisitio!
including the fair market value of the fixed improvements ({ d n
th(; fproperty by the purchaser. pracedon
the obligations received by the vendor ha i
value, the payments in cash or other property ha:‘ian;oa ff‘:lil;' :::}:0:
value shall be applied against and reduce the basis of the pro er:
sold, and, if in excess of such basis, shall be taxable to thI; ezten{
o? the excess. Gain or loss is realized when the obligations a
disposed of or satisfied, the amount being the difference between t}:e
rOedluce'd basis as provided above and the amount realized therefore
mzr{{elnv:r:: and extraordinary cases does property have no fair
AR?. 44-5: Gain or loss upon disposition of insta igati
The application of subsection (d) of section 44 mlzl:;ebx:: 1(1)11)125::1:3'1-);

the following examples:
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Ezample (1): In 1932 the M Corporation sold a piece of unim-
proved real estate to B for $20,000. The company acquired the
property in 1914 at a cost of $10,000. During 1932 the company
received $5,000 cash and vendee’s notes for the remainder of the
selling price, or $15,000, payable in subsequent years. In 1934,
before the vendee made any further payments, the company sold the
notes for $13,000 in cash. The corporation makes its returns on the
calendur year basis. The income to be reported for 1934 is $5,500
computed as follows:

Proceeds of sale of notes - $13, 000
Selling price of property $20, 000
Cost of property_ .- - 10, 000
Total profit - oo — -— 10,000
Total contract price oo 20, 000
Per cent of profit, or proportion of each payment returnable
as income, $10,000 divided by $20,000, 50 per cent.
Face value of notes $15, 000
Amount of income returnable were the notes satisfied in full,
50 per cent of $15,000 e 7, 500
Excess of face value of note over amount of income returnable
were the netes satisfied tn full __ e 7, 500
Taxable income to be reported for 1934 _ . - 5, 500

Ewample (2): Suppose in the example given above the M Corpo-
ration, instead of selling the notes, distributed them in 1934 to its
shareholders as a dividend, and at the time of such distribution the
fair market value of the notes was $14,000. The income to be
reported for 1934 is $6,500, computed as follows:

Fair market value of ROteS . o $14, 000
Excess of face value of notes over amount of income returnable were

the notes patisfied in full (computed as in example (1)) - ———on 7, 500

Taxable income to be reported for 1984 . . e 6, 500

If the taxpayer, referred to in the above examples (1) and (2) as
Corporation M, had been an individual, the taxable income to be
reported, shown above as $5,500 and $6,500, respectively, would have
been limited to 30 per cent thereof by section 117(a), the real estate
having been held for more than 10 years prior to its sale in 1932.

In the case of decedents who die possessed of installment obliga-
tions, no gain on account of the transmission at death of such obli-
gations 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
file with the Commissioner a bond on Form 1132 in an amount not
less than the amount by which the tax of the decedent for the year
of his death would have been increased had no such bond been filed.
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The bond s.hg.ll be conditioned upon the return as income, by en
person recelving any payment in satisfaction of such oblign;tions o);
.the same proportion of such payment as would be retux'nable’ as
income by the decedent if he had lived and had received such pa
ment. The bond shall be executed by a surety company holdilll) Xaj
certificate of authority from the Secretary of the Treasury asgan
acceptable surety on Federal bonds, shall be subject to the approval
of the Commissioner, and must be filed at the time of ﬁlli)r? th
return of the decedent for the year of his death. See sectiongIIQZ
of the Bevenue Act of 1926 (paragraph 31 of the Appendix to thes
regu{a:}ons)z plt.'ovidfing that where a bond is required by law o:
regulations, in lieu of suret i i '
regulations ,the o of sure t{:r sureties there may be deposited bonds
See section 117 as to the limitation on capital losses sustained by

corporations and the limitation as to both capi i i
losses of individuals. upital gains and cepital

3EC. 45. ALLOCATION OF INCOME AND DEDUCTIONS

In any case of two or more or
(whether or not incorporated, whetl:g(:lrn:)zrn:llg: s(;r[:;l:li::('i :): tll)l‘;s;l;e?::(:
States, and whether or not affilinted) owned or controlled dlrl::ctl
or Indirectly by the same interests, the Commissioner is authori c{
to distribute, apportion, or allocate gross income or deductions zlfe-
tween or among such organizations, trades, or businesses, 1f he deter-
mlnes_ that such distribution, apportionment, or allocatlon’ s necessa
in order to prevent evasion of taxes or clearly to reflect the income z!
any of such organizations, trades, or businesses.

ART. 45-1. Determination of the taxable net income of a controlled tax
payer.—(a) Definitions.—When used in this article—- ]
.(1) The term “ organization ” includes any organization of an
kind, whether it be a sole proprietorship, a partnership, a trust i
estate, or a corporation (as each is defined or understoo:l in the ’Aa t
or these regulations), irrespective of the place where or anizeg
where operated, or where its trade or business is conducted gand r "
gardless of whether domestic or foreign, whether exempt 'Wheth .
affiliated, or whether a party to a consolidated return. ph hether

(2) 'I"h.e terms “ frade” or “ business ” include any trade or busi-
m;lsst;ctlwty of.an).' 1.(ind, regardless of whether or where organized,
:h:zmeza(::‘\rir:ld (:lrll.dlwdually or otherwise, and regardless of the place

(-3) .The term “ controlled” includes any kind of control, direct
or 1m.hrect, whether legally enforceable, and however exercis’able or
exercised, It is the reality of the control which is decisive, not its
fm:m nor the mode of its exercise. A presumption of contr::l arises
if income or deductions have been arbitrarily shifted.
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(4) The term “controlled tawpayer” means any one of two or
more organizations, trades, or businesses owned or controlled directly
or indirectly by the same interests.

(5) “Group” or “ group of controlled taxpayers » means the or-
ganizations, trades, or businesses owned or controlled by the same
interests.

(6) The term “ true net income ® means, in the case of a controlled
taxpayer, the net income (or, us the case may be, any item or element
affecting net income) which would have resulted to the controlled
taxpayer, had it in the conduct of its affairs (or, as the case may be,
in the particular contract, transaction, arrangement, or other act)
dealt with the other member or members of the group at arm’s length.
It does not mean the income, the deduction, or the itemn or element
of either, resulting to the controlled taxpayer by reason of the par-
ticular contract, transaction, or arrangement, the controlled taxpayer,
or the interests controlling it, choose to make (even though such con-
tract, transaction, or arrangement be legally binding upon the parties
thereto).

(b) Scope and purpose—The purpose of section 45 is to place a
controlled taxpayer on a tax parity with an uncontrolled taxpayer,
by determining, according to the standard of an uncontrolled tax-
payer, the true net income from the property and business of a con-
trolled taxpayer. The interests controlling a group of controlled
taxpayers are assumed to have complete power to cause each con-
trolled taxpayer so to conduct its affairs that its transactions and
accounting records truly reflect the net income from the property and
business of each of the controlled taxpayers. If, however, this has
not been done, and the taxable net incomes are thereby understated,
the statute contemplates that the Commissioner shall intervene, and,
by making such distributions, apportionments, 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 coptrolled
taxpayers constituting the group, shall determine the true net income
of each controlled taxpayer. The standard to be applied in every
case is that of an uncontrolled taxpayer dealing at arm’s length with
another uncontrolled taxpayer.

Section 45 and this article apply to the case of any controlled
taxpayer, whether such taxpayer makes a separate or a consolidated
return. If a controlled taxpayer makes a separate return, the deter-
mination is of its true separate net income. If a controlled taxpayer
is a party to a consolidated return, the true consolidated net income
of the affiliated group and the true separate net income of the con-
trolled taxpayer are determined consistently with the principles of
a consolidated return,
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Section 45 grants no right to a controlled taxpayer to apply its
provisions at will, nor does it grant any right to compel the Com-
missioner to apply such provisions. It is not intended (except in
the case of the computation of consolidated net income under a con-
solidated return) to effect in any case such a distribution, apportion-
ment or allocation of gross ipcome, deductions, or any item of either,
as would produce a result equivalent to a computation of consolidated
net income under section 141.

(¢) Application—Transactions between one controlled taxpayer
and another will be subjected to special scrutiny to ascertain whether
the common control is being used to reduce, avoid, or escape taxes.
In determining the true net income of a controlled taxpayer, the
Commissioner is not restricted to the case of improper accounting,
to the case of a fraudulent, colorable or sham transaction, or to the
case of a device designed to reduce or avoid tax by shifting or dis-
torting income or deductions. The authority to determine true net
income extends to any case in which either by inadvertence or design
the taxable net income, in whole or in part, of a controlled taxpayer,
is other than it would have been had the taxpayer in the conduct of
his affairs been an uncontrolled taxpayer dealing at arm’s length
with another uncontrolled taxpayer.

SEC. 46. CHANGE OF ACCOUNTING PERIOD.

If a taxpayer changes his accounting period from fiscal year to
calendar year, from calendar year to fiscal year, or from one fiscal
year to another, the net income shall, with the approval of the Com-
missioner, be computed on the.basis of such new accounting period,
subject to the provisions of section 47.

Agrr. 46-1. Change in accounting period.—If a taxpayer changes his
accounting period he shall, prior to the expiration of 30 days from
the close of the proposed period for which a return would be re-
quired to effect the change, furnish to the collector, for transmission
to the Commissioner, the information required on Form 1128. The.
due date of the separate return for such period is the 15th day of
the third month following the close of that period. If the change is
approved by the Commissioner, the taxpayer 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 LESS THAN TWELVE
MONTHS,

(a) Returns for short perlod 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
last fiscal year for which return was made and the following De-
cember 81. If the change Is from calendar year to fiscal year, a sep-
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arate return shall be made for the period between the close of the
Inst calendar year for which return was made and the date designated
as the close of the fiscal year. If the change is from one fiscal year
to another fiscal year a separate return shall be made for the period
between the close of the former fiscal year and the date designated as
the close of the new fiscal year.

(b) Income computed on basis of short period.—Where a separate
return is made under subsecltion (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 Secretary, to be made for a fractional part
of a year, then the income shall be computed on the basis of the period
for which separate return is made.

(¢) Income placed on annual basis.—If a separate return is made
under subsection (a) on account of a change in the accounting period,
the net incomne, computed on the basis of the period for which separate
return is made, shall be placed on an annual basis by multiplying the
amount thereof by twelve and dividing by the number of months in-
cluded in the period for which the separate return s made. The tax
ghall be such part of the tax computed on such annual basis as the
number of months in such period 18 of twelve months.

(d) Earned income—The Commissioner with the approval of the
Secretary shall by regulations prescribe the method of applying the pro-
visions 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 taxpayer makes a separate return under sub-
section (a) on account of a change in the accounting period, and it
appears that for the period for which the return is 8o made he has
received earned income.

(¢) Reduotion of oredits against net income.—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
personal exemption and credit for dependents shall be reduced respec-
tively to amounts which bear the same ratio to the full credits pro-
vided as the number of months in the period for which return is made
bears to twelve months.

(f) Closing of taxable year in case of jeopardy.—For closing of tax-
able year in case of jeopardy, see section 148.

AxT. 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 requn'efl wherevgr
there is a change, with the approval of the Commissioner, in the basis
of computing net income from one taxable year to another ti'lxable
year. The periods to be covered by such separate returns in the
several cases are stated in the Act. 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. (See sections
53 and 56.) If a return is made for a fractional part of a year,
except where a return is made for a period of less than 12 months

=
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by reason of a change in accounting period, the personal exemption
and credit for dependents shall be reduced to that proportion of
the full credit which the nuniber of months in the period for which
the return is made bears to 12 months.

In case of a change in accounting period the net income computed
on the return for the fractional part of a year shall be placed on an
annual basis and the tax computed as provided in section 47 (c).

Ewxample (1): A citizen of the United States made a return for a
10-month period by reason of a change in accounting period. His
net income including his earned net income for such 10-month period
was $10,000, and his earned net income for such period was $4,000,
He was entitled to a personal exemption of $2,500 but not to a credit
for dependents. His tax for the period is $525.67, computed as
follows:

Net income for 10-month period $10, 000. 00
Multiplied by 12l 120, 000. 00
Net income on annual basis ($120,0004+10) . __ . ____._ 12, 000. 00
Earned net income for 10-month perfod__________________ $4, 000. 00
Multiplied by 12.____ ——— 48, 000. 00
Barned net income on annual basis ($48,000+10).. 4, 800. 00
Subtracting :
Earned income credit (10 per cent of $4,800) —ee..... 480. 00
Personal exemption- 2, 500. 00
2, 980. 00
Net income subject to normal tax 9, 020. 00
Normal tax (4 per cent of $9,020) _ ..o 360. 80
Surtax net income ($12,000 less personal exemption of $2,500)....... 9, 500. 00
Surtaxon $9,500_.____ . ________________ . __ 270. 00
Total tax on annual basis ($360.80+8270) o _____ 630. 80
Amount of tax for period ($630.80X10/12) ——— 525 67

Ewample (2): The income tax of a domestic corporation making
a return (other than a consolidated return) under Title I for a 6-
month period by reason of a change in accounting period, and having
a net income of $4,000 for such 6-month period, is $550, computed
as follows:

Net income for 6-month period ! $4, 000
Multiplied by 12 _______________ L - 48,000
Net income on annual basis ($48,000-+6) S, 000
Tax on $8,000 at 133, per cent - 1, 100
Amount of tax for period ($1,100X ) 550

The return of a decedent or of his estate for the year in which he
died or the return of a corporation for the year in which it was
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incorporated, or the return of a corporation for the year in whl_ch it
was dissolved, is a return for 12 months and not for a fractional
part of a year.

SEC. 48. DEFINITIONS.

When used in this title—

(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 incomne iy computed under this Part. * Taxable year ” includes,
in the case of a return made for a fractional part of a year under the
provisions of this title or under regulations prescribed by the Com-
missioner with the approval of the Secretary, the period for which
such return is made.

(b) Fiscal year.—* Fiscal year” means an accounting period of
twelve months ending on the last day of any month other than
December. : ‘

(¢) Paid, inourred, acorued.—The terms “paid or incurred” and
“paid or accrued” shall be construed according to the method of
accounting upon the basis of which the net lngome is computed under
this Part.

(d) Trade or business.—The term * trade or business” includes the
performance of the functions of a public office.



Caarrer VIII
RETURNS AND PAYMENT OF TAX

Part V—Returns and Payment of Tax

SEC. 51. INDIVIDUAL RETURNS.

(a) Requirement.—The following individuals shall each make under
oath a return stating specifically the items of his gross income and

the deductions and credits allowed under this title—

(1) Bvery individual having a net income for the taxable year
of $1,000 or over, it single, or if/married and not living with
husband or wife;

(2) BEvery individual having a net income for the taxable year
of $2,500 or over, if married and living with husband or wife;
and

(3) Bvery individual having a gross income for the taxable
year of $6,000 or over, régardless of the amount of his net income.

(b) Husband and wife.—If a husband and wife living together have
an aggregate net income for the taxable year of $2,500 or_over, or an
aggregate grose income for such year of $5,000 or over-

(1) Each shall make such a return, or

(2) The income of each shall be included In a single Joint
return, in which case the tax shall be computed on the aggregate
income.

(c) Persons under disability.—If the taxpayer is unable to make his
own return, the return shall be made by a duly authorized agent or
by the guardian or other person charged with the care of the person
or property of such taxpayer.

(d) Fiduclaries.—For returns to be made by fiduciaries, see section
142.

Agrr. 51-1. Individual returns.—For each taxable year every single
person and every married person not living with husband or wife
for any part of the taxable year, whose gross income as defined in
sections 22 and 116 is $5,000 or over, or whose net income as defined
in section 21 is $1,000 or over, must make a return of income. Every
married person living with husband or wife for any part of the
taxable year, but not at the close of ‘the taxable year, must make a
return if his gross. income for the taxable year is $5,000 or more,
or his net income is equal to, or in excess of, the credit allowed him
by section 25(b) (1) and (8) (computed without regard to his status
as the head of a family). (See article 25-7.) A husband and wife
living together for the entire year need make no returns unless their
aggregate gross income for the taxable year is at least $5,000, or

(128)
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their aggregate net income is at least $2,500. If their aggregate
net income for the taxable year is $2,500 or more, or their aggregate
gross income is $5,000 or more, either each must make a return, or
the income of each must be included in a single joint return. A
husband and wife living together at the close of the taxable year
but not during the entire taxable year must make a return or returns
if their aggregate gross income for the taxable year is $5,000 or
more, or their aggregate net income is equal to, or in excess of, the
credit allowed them by section 25(b) (1) and (8) (computed without
regard to the status of either of them as the head of a family).
(See article 25-7.) If the income of each is included in a single
joint return, the tax is computed on the aggregate income and all
deductions and credits to which either is entitled shall be taken
from such aggregate income. A joint return of husband and wife
may be filed only if they were living together at the close of their
taxable year. If one spouse dies prior to the last day of the taxable
year, the surviving spouse may not include the income of the deceased
spouse in a joint return for such taxable year.

The joint return of a husband and wife (if not made by an agent
other than husband or wife, see article 51-2) must be signed by
both spouses, except that one spouse may sign the return as the agent
for the other, if the return is accompanied by a power of attorney
on Form 936, authorizing such action. The spouse acting as agent
shall, with the principal, assume the responsibility for making the
return and incur liability for the penalties provided for erroneous,
false, or fraudulent returns.

The joint return of a husband and wife must be sworn to before
an officer duly authorized to administer oaths (see article 51-4) by
the spouse preparing the return. The spouse who fills in the return
shall be considered to have prepared the return within the meaning
of this paragraph. If the return is prepared by both spouses, or
is prepared by neither spouse, then both spouses shall swear to the
return, except where one spouse acts for the other spouse .under a
power of attorney submitted on Form 936, or the return is made by
an agent by reason of illness or absence, as provided in article 51-2.

Whether or not an individual is the head of a family or has
dependents is immaterial in determining his liability to render
a return. For returns by fiduciaries, see section 142; by partner-
ships, see section 189; and by nonresident alien md1v1dua.ls see
section 217. See also sectlon 53.

Agr. 51-2. Form of return.—The return shall be on Form 1040, ex-
cept that it may be on short Form 1040A if the net income does
not exceed $5,000, and is derived chiefly from salaries and. wages.
The forms may be had from the collectors of the several districts.
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The return may be made by an agent if, by reason of illness, the
person liable for the making of the return is unable to make it.
The return may also be made by an agent if the taxpayer is unable
to make the return by reason of continuous absence from the United
States for a period of at least- 60 days prior to the date prescribed
by law for making the return. Whenevér a return is made by an
agent it must be accompanied by the prescribed power of attorney,
Form 935. The taxpayer and his agent, if any, are responsible
for the return as made and incur liability for the penalties provided
for erroneous, false, or fraudulent returns. For returns of non-
resident aliens, see article 216-1.

Agr. 51-3. Return of income of minor.—An individual, although a

_minor, is required to render a return of income if he has a net income

of his own of $1,000 or over, or a gross income of $5,000 or over,
for the taxable year. If he is married, see article 51-1. If under
the laws of a State the earnings of a minor belong to the minor,
such earnings, regardless of amount, are not required to be included
in the return of the parent. If the aggregate of the net income of
a minor from any property {vhich he possesses, and from any funds
held in trust for him by a trustee or guardian, and from his earnings
which belong to him, is at least $1,000, or his gross income is at least
$5,000, a return, as in the case of any other individual, must be made
by him or for him by his guardian, or other person charged with the
care of his person or property. (See article 142-2.) In the absence
of proof to the contrary, a parent will be assumed to have the legal
right to the earnings of the minor and must include them in his
return.

Arr. 514, Verification of returns.—All income tax returns must be
verified under oath or affirmation. The oath or affirmation may be
administered by any officer 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, wherein such oath is
administered, or by a consular officer of the United States. Persons
in the naval or military service of the United States may verify
their returns before any official authorized to administer oaths for
the purposes of those respective services. Income tax returns exe-
cuted abroad may be attested free of charge before United States
consular officers. If a foreign notary or other official having no seal
shall act as attesting officer, the authority of such attesting officer
should be certified to by some judicial official or other proper officer
having knowledge of the appointment and official character of the
attesting officer. _

Arr.51-5. Use of prescribed forms.—Copies of the prescribed return
forms will so far as possible be furnished taxpayers by collectors. ' A
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taxpayer will not be excused from making a return, however, by the
fact that no return form has been furnished to him. Taxpayers not
supplied with the proper forms should make application therefor to
the collector in ample time to have their returns prepared, verified,
and filed with the collector on or before the due date. Each tax-
payer should carefully prepare his return so as fully and clearly to
set forth the data therein called for. Imperfect or incorrect returns
will not be accepted as meeting the reguirements of the Act. In
lack of a prescribed form a statement made by a taxpayer disclosing
his gross income and the deductions therefrom may be accepted as a
tentative return, and if filed within the prescribed time the statement
s0 made will relieve the taxpayer from liability to penalties, pro-
vided that without unnecessary delay such a tentative return is sup-
plemented by a return made on the proper form. (See further
articles 53-2 to 53-4.)

SEC. 52. CORPORATION RETURNS.

Hvery corporation subject to taxation under this title shall make
a return, stating specifically the items of its gross income and the
deductions and credits allowed by this title. The return shall be
sworn to by the president, vice president, or other principal officer
and by the treasurer, assistant treasurer, or chief accounting officer.
In cases where receivers, trustees in bankruptcy, or assignees are
operating the property or business of corporations, such receivers,
trustees, or assignees shall make returns for such corporations in
the same manner and form as corporations are required te make
returns. Any tax due on the basls of such returns made by recefvers,
trustees, or assignees shall be collected in the same manuner as if
collected from the corporations of whose business or property they
have custody and control.

Arr. 52-1. Corporation returns.—Every corporation not expressly
exempt from tax must make a return of income, regardless of the
amount of its net income. In the case of ordinary corporations, the
return shall be on Form 1120. For returns of insurance companies,
see articles 201(b)-1, 204 (a)~1, and 207-1; of foreign corporations, see
section 285; and of affiliated corporations, see section 141 and article
141-1. A corporation having an existence during any portion of
a taxable year is required to make a return. A corporation which
has received a charter, but has never perfected its nrganization,
which has transacted no business and had no income from any
source, may upon presentation of the facts to the collector be re-
lieved from the necessity of making a return as long as it remains
in an unorganized condition. In the absence of a proper showing
to the collector such a corporation will be required to make a return.
A corporation which was dissolved in 1934 prior to the enactment
of the Revenue Act of 1934 is not reiieved from the necessity of

94750 *—35——11
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rendering returns thereunder for any period or perieds of its exist-
ence for which the Act is effective. For information returns by
corporations relating to profits of the taxable year declared as
dividends, see section 148(b). For verification of returns a.nd use
of prescribed forms, see articles 514 and 51-5. Upon liquidation
or dissolution of a corporation there shall be attached to the
final return a statement showing: (1) The date and manner of
dissolution, (2) the name and address of each shareholder at
dissolution and the number and par value of the shares of stock
held by each of them, (3) a deseription and the value of the liquidat-
ing assets received by each sharcholder, (4) the name and uddreﬁs
of each individual or corporation other than shareholders and credi-
tors, if any, that received assets at dissolution, (5) a description and
the value of the assets received by each such individual or corpora-
tion, and (8) the consideration, if any, paid by each of them for the
assets received. )

ART. 52-2. Returns by receivers.—Receivers, trustees in dissolution,
trustees in bankruptey, and assignees, operating the property or
business of corporations, must make returns of income for such cor-
porations. If a recpiver has full custody of and control over the
business or property of a corporation, he shall be fleemed to.be
operating such business or property within the meaning of §ect10n
52, whether he is engaged in carrying on the business f.or which t.he
corporation was organized or only in marshaling, sellmg, and (}ls-
posing of its assets for purposes of liquidation. Notwithstanding
that the powers and functions of a corporation are suspended and
that the property and business are for the time being in the custody
of the receiver, trustee, or assignee, subject to the order of the court,
such receiver, trustee, or assignee stands in the place of the corporate
officers and is required to perform all the duties and assume all the
liabilities which would devolve upon the officers of the corporation
were they in control. (See sections 274 and 298 and articles 274-1
and 274-2.) A receiver in charge of only part of the property of a
corporation, however, as, for example, a receiver in mortgage fore-
closure proceedings involving merely a small portion of its property,
need not make a return of income.

SEC. 53. TIME AND PLACE FOR FILING RETURNS.
(a) Time for filing.— )

(1) GENERAL RuULE—Returns made on the basis of the calendar
year shall be made on or before the 16th day of March following
the close of the calendar year. Returns made on the basls of a
fiscal year shall be made on or before the 15th day of the third
month following the close of the flscal year.

(2) BExtENsION oF TIME.—The Commissioner may grant a rea-
sonable extension of time for filing returns, under such rules and
regulations as he shall prescribe with the approval of the Secre-
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tary. Except in the case of taxpayers who are abroad, no such
extension shall be for more than six months.
(b) To whom return made.—

(1) InprvipuaLs.—Returns (other than corporation returns)
shall be made to the collector for the district in which is located
the legal residence or principal place of business of the person
making the return, or, if he has no legal residence or principal
place of business in the United States, then to the collector at
Baltimore, Maryland.

(2) CorroraTrONs.—Returns of corporations shall be made to
the collector of the district in which is located the principal place
of business or principal office or agency of the corporation, or, 1f
it has no principal place of business or principal office or agency
in the United States, then to the collector at Baltimore, Maryland.

Arr. 53-1. Time for filing returns.—Returns of income (except in
the case of nonresident alien individuals, as to which see section 216,
and foreign corporations, as to which see section 235) must be made
on or before the 15th day of the third month following the close
of the taxable year. A corporation going into liquidation during
any taxable year may, upon the completion of such liquidation, pre-
pare a return for that year covering its income for the part of the
year during which it was engaged in business and may immediately
file such return with the collector.

ARr. 53-2. Extensions of time for filing returns.—It is important that
the taxpayer render on or before the due date a return as nearly com-
plete 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 pre-
scribe 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 revenue. Appli-
cation for extensions of time for filing income tax returns should
be addressed to the collector of internal revenue for the district in
which the taxpayer files his returns and must contain a full recital
of the causes for the delay. 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 articles 53-3,
56-2, and 272-3.

ART. 53-3. Extensions of time in the case of foreign organizations,
certain domestic corporations, and citizens of United States residing or
traveling abroad.—An extension of time for filing returns of income
for taxable years begun after December 31, 1933 is hereby granted
up to and including the 15th day of the sixth month following the
close of the taxable year in the case of:

(a) Foreign partnerships regardless of whether they maintain an
office or place of business within the United States;
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(3) Foreign corporations which maintain an office or place of
business within the United States;

(¢) Domestic corporations which transact their business and keep
their records and books of account abroad;

(d) Domestic corporations whose principal income is from sources
within the possessions of the United States; and

(e¢) American citizens residing or traveling abroad, including per-
sons in military or naval service on duty outside the United States.

In all such cases an affidavit must be attached to the return, stat-
ing the cause of the delay in filing.

. An extension of time for paying the tax for such years is also
granted up to and including the 15th day of the sixth month follow-
ing the close of the taxable year in the case of the taxpayers specified,
in (), (¢), (d),and (¢). The installments of tax which are actually
due must be paid at the time of filing the return and the other in-
stallments shall be paid as they fall due. Taxpayers who take advan-
tage of this extension of time for paying the tax will be charged
‘with'interest at the rate of 6 per cent per annum on the first install-
ment of tax from the origix{al due date until paid.

ARrr. 53-4. Due date of return.—The due date is the date on or before
which a return is required to be filed in accordance with the pro-
visions of the Act or the iast day of the period covered by an ex-
tension of time granted by the Commissioner or a collector. When
the due date falls on Sunday or a legal holiday, the due date for
filing returns will be the day following such Sunday or legal holiday.
If placed in the mails, the returns should be posted in ample time to

reach the collector’s office, under ordinary handling of the mails, on

or before the date on which the return is required to be filed. If a
return is made and placed in the mails in due course, properly ad-
dressed and postage paid, in ample time to reach the office of the
collector on or before the due date, no penalty will attach should the
return not actually be received by such officer until subsequent to that
date. If a question may be raised as to whether the return was
posted in ample time to reach the collector’s office on or before the
due date, the envelope in which the return was transmitted will be
preserved by the collector and forwarded to the Commissioner with
the return. As to additions to the tax in the case of failure to file
return within the prescribed time, see section 291.

SEC. 54. RECORDS AND SPECIAL RETURNS.

(a) By taxpayer.—Every person liable to any tax imposed by this
title or for the collection. thereof, shall keep such records, render
under oath such statements, make such returns, and comply with
such rules and regulations, as the Commissioner, with the approval
of the Secretary, may from time to time prescribe.
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(b) To determine lability to tax.—Whenever In the judgment of the
Commissioner necessary he may require any person, by notice served
upon him, to make a return, render un®r oath such statements, or
keep such records, as the Commissioner deems sufficlent to show
whether or not such person is llable to tax under this title.

(c) Information at the source.—For requirement of statements and
returns by one person to assist in determining the tax liability of
another person, see sections 147 to 150.

Arr. 54-1, Aids to collection of tax.—The Commissioner may require
any person to keep specific records, render under oath such statements
and returns, and comply with such rules and regulations as the Com-
missioner, with the approval of the Secretary, may prescribe, in order
that he may determine whether such person is liable for the tax or
for the collection thereof. In accordance with this provision, every
person subject to tax carrying on the business of producing, manu-
facturing, purchasing, or selling any commodities or merchandise,
except the business of growing and selling products of the soil, shall
for the purpose of determining the amount of income which may be
subject to the tax keep such permanent books of account or records,
including inventories, as are necessary to establish the amount of his
gross income and the deductions, credits, and other information
required to be shown in an income tax return. Forms relating to
Federal income taxes shall be prescribed by the Commissioner and
filled in according to the instructions contained thereon and the regu-
lations applicable thereto,

If a subsidiary corporation is not permitted by section 141 of the
Act to be included in a consolidated return, but was included in a
consolidated return under section 141 of the Revenue Act of 1932,
as amended by the National Industrial Recovery Act, for the last
period for which it was required to make a return under the Revenue
Act of 1932, as amended, such a subsidiary corporation for.any
taxable year beginning after December 31, 1933 (during which it
and the common parent corporation are members of the same affili-
ated group), may, in any case, make its return to the collector for
the district in which the return of such common parent corpora-
tion is made. Unless its return is so made, such subsidiary corpora-
tion shall file for such year a true and correct copy of its return
with the collector for the district in which the return of the com-
mon parent corporation is made. The copy shall be certified to by
the same officers as are required to swear to the return, and shall be
filed on or before the date prescribed for filing the return. The
terms “ subsidiary corporation,” * common parent corporation,” and
¢ affiliated group ” have in this paragraph the same meanings as in
section 141 of the Revenue Act of 1932, as amended, and the regu-
lations prescribed thereunder,
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SEC. 55. PUBLICITY OF RETURNS,

(a) Ret\ums made under this title shall be open to Inspection in
the same manner, to the same extent, and subject to the same pro-
visions of law, including penalties, as returns made under Title II
of the Revenue Act of 1926; and all returns made under this Act
shall constitute public records and shall be open to public exam-
ination and inspection to such extent as shall be authorized in rules
and regulations promulgated by the President.

(b) Bvery person required to file an income return shall file with his
return, upon a form prescribed by the Commissioner, a correct state-
ment of the following items shown upon the return: (1) name and
address, (2) total gross income, (3) total deductions, (4) net income,
(5) total credits against net income for purposes of normal tax, and
(6) tax payable. In case of any failure to file with the return the state-
ment required by this subsection, the collector shall prepare it from the
return, and $5 shall be added to the tax. The amount so added to the
tax shall be collected at the same time and in the same manner as
amounts added under section 291. Such statements or coples thereof
shall as soon as practicable be made available to public examination
and inspection In such manner as the Commissioner, with the approval
of the Secretary, may determine, in the office of the collector with which
they are flled, for a period of not less than three years from the date
they are required to be filed.

Agr. 55(b)-1. Definitions.—Any word or term used in this article
and articles 55(b)-2 to 55(b)~5 which is defined in the Act shall be
given the respective definition contained in the Act.

Agrr. §5(b)-2. Form of statement.—Form 1094 is hereby prescribed
as the form for the statement required by section 55(b).

Agrr. 55(b)-8. Persons required to file Form 1094.—FEach individual,
trust, estate, partnership, or corporation which is required to make an
income return under the provisions of sections 51, 52, 141, 142, 146 or
187 of Title I, section 851 of Title IA, or section 702 of Title V, shall
execute Form 1094 in accordance with the instructions contained on
that form, and file it with the return.

Agr, 55(b)-4. Addition to tax in case of failure to file Form 1094.—
In the case of failure to file with the income return the statement
upon Form 1094, the collector shall prepare the statement on such
form and shall increase by $5 the amount of tax shown to be due
on the return. The amount so added shall be collected at the same
time and in the same manner as the 25 per cent penalty for failure to
file an income tax return within the time prescribed by law is col-
lectible.

Agr. 55(b)-5. Examination and inspection of the statement.—Within
a reasonable time after the income return is filed, the statement on
Form 1094, or a copy thereof, under such procedure as may be pre-
scribed by the Commissioner, shall be available for public examina-
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tion and inspection in the office of the collector for the district in
which the return and statement were filed.

SEC. 56. PAYMENT OF TAX.

(a) Time of payment.—The total amount of tax imposed by this
title shall be paid on the fifteenth day of March following the close of
the caltndar year, or, if the return should be made on the basis of a
fiscal yegr, then on the fifteenth day of the third month following the
close of the fiscal year,

(b) Inltgllment payments.—The taxpayer may elect to pay the tax in
four equal #dnstallments, in which case 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 installient on the fifteenth day of the sixth month,
and the fourth installment on the fifteenth day of the ninth month,
after such date. If any installment is not paid on or before the date
fixed for its payment, the whole amount of the tax unpaid shall be paid
upon notice and demand from the collector.

(¢) Extension of time for payment.—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 the extension is granted shall be paid on or before
the date of the expiration of the period of the extension.

(d) Voluntary advance payment.—A tux imposed by this title, or any
installment thereof, may be paid, at the electlon of the taxpayer, prior
to the date prescribed for its payment.

(¢) Advance payment in case of jeopardy.—For advance payment In
case of jeopardy, see section 146.

(f) Tax withheld at source..—For requirement of withholding tax at
the source in the case of nonresident allens and foreign corporations,
and in the case of so-called * tax-free covenant bonds ", see sections 143
and 144,

(g) Fraotional parts of cent.—In the payment of any tax under this
title 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.

(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,

Arr. 56-1. Date on which tax shall be paid.—The tax, unless it is
required to be withheld at the source (see sections 143 and 144) or
unless it is to be paid by a nonresident alien individual (see section
217) or a foreign corporation not having any office or place of
business in the United States (see section 236), is to be paid on or
before the 15th day of March following the close of the calendar year,
or, if the return is made on the basis of a fiscal year, on or before
the 15th Jday of the third month following the close of such fiscal
year. (But see article 53-3.) The tax may, at the option of the
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taxpayer, be paid in four equal installments instead of in a single
payment, in which case the first installment is to be paid on or
hefore the date prescribed for the payment of the tax as a single
payment, the second installment on or before the 15th day of the
third month, the third installment on or before the 15th day of the
sixth month, and the fourth installment on or before the 15th day
of the ninth month, after such date. If the taxpayer elects to pay
the tax in four installments, each of the four installments must be
equal in amount, but any installment may be paid, at the election
of the taxpayer, prior to the date prescribed for its payment. If an
installment is not paid in full on or before the date fixed for its pay-
ment either by the Act or by the Commissioner in accordance with the
terms of an extension, the whole amount of the tax unpaid shall be
paid upon notice and demand from the collector.

ArT. 56-2. Extension of time for payment of the tax or installment
thereof.—If it is shown to the satisfaction of the Commissioner that
the payment of the amount determined as the tax by the taxpayer or
any part or installment thereof upon the date or dates prescribed for
the payment thereof will result in undue hardship to the taxpayer,
the Commissioner, at the request of the taxpayer, may grant an exten-
sion of time for the payment for a period not to exceed six months
from the date prescribed for the payment of such amount, part or
installment. The extension will not be granted upon a general state-
ment of hardship. The term “ undue hardship ” means more than an
inconvenience to the taxpayer. It must appear that substantial
financial loss, for example, due to the sale of property at a sacrifice
price, will result to the taxpayer from making payment of the amount
at the due date. If a market exists, the sale of property at the current

-market price is not ordinarily considered as resulting in an undue
hardship.

An application for an extension of time for the payment of such tax
should be made under oath on Form 1127 and must be accompanied or
supported by evidence showing the undue hardship that would result
to the taxpayer if the extension were refused. A sworn statement of
assets and liabilities of the taxpayer is required and should accompany
the application. An itemized statement showing all receipts and
disbursements for each of the three months preceding the due date of
the tax shall also be submitted. The application with the evidence
must be filed with the collector who will at once transmit it to the
Commissioner with his recommendations as to the extension. When
it is received by the Commissioner it will be examined immediately
and, if possible, within 30 days will be rejected, approved or tenta-
tively approved, subject to certain conditions of which the taxpayer
will be immediately notified. The Commissioner will not consider an

1\

139

application for an extension of time for the payment of a tax unless
such application is made in writing, and is made to the collector on
or before the due date of the tax or installment thereof for which the
extension is desired, or on or before the date or dates prescribed for
payment in any prior extension granted. .
As a condition to the granting of such an extension, the Commis-
sioner will usually require the taxpayer to furnish a bond on Form
1130 in an amount not exceeding double the amount of the tax or to
furnish other security satisfactory to the Commissioner for the pay-
ment of the tax, or installment thereof, on the date prescribed for
payment in the extension, so that the risk of loss to the GoYemment
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 must be filed
with the collector within 10 days after notification by the Com-
missioner that such 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 extension
granted, and shall be executed by a surety company holding a certifi-
cate of authority from the Secretary of the Treasury as an acceptable
surety on Federal bonds, and shall be subject to the approval of the
Commissioner. In lieu of such a bond, the taxpayer may file a bond
secured by deposit of Liberty bonds or other bonds or notes of the
United States equal in their total par value to an amount not exceed-
ing double the amount of the tax, or installment thereof. (See sec-
tion 1126 of the Revenue Act of 1926.) A request by the taxpayer
for an extension of time for the payment of one installment does not
operate to procurc an extension of time for payment of subsequent
installments. Nor does an extension of thme for filing a return oper-
ate to extend the time for the payment of the tax or any part thereof,
unless so specified in the extension. If an extension of time for pay-
ment of the tax or any installinent is granted, the amount, time for
payment of which is so extended, shall be paid on or before thg expi-
ration of the period of the extension, together with interest at the
rate of 6 per cent per annum on such amount fromn the date when the
payment should have been made if no extension had been granted
until the expiration of the period of the extension. (See section 295.)
Agr. 56-3. When fractional part of cent may be disregarded.—In the
payment of taxes a fractional part of g 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 disre-
garded in the computation of taxes. )
Agrr. 56-4. Receipts for tax payments.—Upon request a collector will
give a receipt for each tax payment. In the case of payments made
by check or money order the canceled check or the money order
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receipt is usually a sufficient receipt. In the case of payments in
cash, however, the taxpayer should in-every instance require and the

" collector should furnish a receipt.

SEC. 57. EXAMINATION OF RETURN AND DETERMINATION 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.

Arr, 57-1. Examination of return and determination of tax by the
Commissioner.—As soon as practicable after returns are filed, they will
be examined and the correct amount of the tax determined under
such procedure as may be prescribed from time to time by the Com—
missioner. (See section 272.)

SEC. 58. ADDITIONS TO TAX AND PENALTIES.

(a) For additions to the tax in case of negligence or fraud in the
ponpayment of tax or fallure to file return therefor, see Supple-
ment M.

(b) For criminal penalties for nonpayment of tax or fallure to
file return therefor, see gection 145,

SEC. 59. ADMINISTRATIVE PROCEEDINGS.

For; administrative proceedings in respect of the nonpayment or
overpayment of a tax imposed by this title, see as follows:

(a) Supplement L, relating to assessment and collection of

" deficiencies.

(b) Supplement M, relating to Interest and additions to tax.

. (¢) Supplement N, relating to claims agalnst transfereces and
fiduciarfes.
© (d) Supplement O, relating to overpayments.

Cuaprrer IX
MISCELLANEOUS PROVISIONS

Part VI—Miscellaneous Provisions

SEC. 61. LAWS MADE APPLICABLE.

All administrative, special, or stamp provisions of law, including
the law relating to the assessment of taxes, €o far as applicable, are
hereby extended to and made a part of this title,

SEC. 62. RULES AND REGULATIONS.

The Commissioner, with the approval of the Secretary, shall pre-
geribe and publish all needful rules and regulations for the enforce-
ment of this title.

SEC. 63. TAXES IN LIEU OF TAXES UNDER 1932 ACT.

The taxes imposed by this title shall be in leu of the correspond-

ing taxes imposed by the Revenue Act of 1982,
SEC. 64¢. SHORT TITLE.
This title may be cited as the * Income Tax Act of 1934.”
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Cuarrer X

CORPORATIONS EXEMPT FROM TAX

Subtitle C—Supplemental Provisions, Supplement A—Rates of Tax (Supple-
mentary to Subtitle B, Part I)

SEC. 101. EXEMPTIONS FROM TAX ON CORPORATIONS.
The following organigations shall be exempt from taxation under this
title—

Arrt, 101-1. Proof of exemption.—A corporation is not exempt merely
because it is not organized and operated for profit. In order to
establish its exemption and thus be relieved of the duty of filing
returns of income and paying the tax, it is necessary that every
organization claiming exemption file an affidavit with the collector
of the district in which it is located, showing the character of the

- organization, the purpose for which it was organized, its a-tual
activities, the sources of its income and its disposition, whether or
not any of its income is credited to surplus or may inure to the
benefit of any private shareholder or individual, and in general all
facts relating to its operations which affect its right to exemption.
To such affidavit should be attached a copy of the charter or articles
of incorporation, the by-laws of the organization, and the latest
financial statement, showing the assets, liabilities, receipts, and dis-
bursements of the organization. The words “ private sharcholder or
individual” in section 101 refer to individuals having a personal
and private interest in the activities of the corporation.

. In the case of the particular classes of organizations listed below,
the following additional information should be embodied in or at-
tached to, and made a part of, the affidavit referred to above:

(1) Fraternal beneficiary societies, orders, or associations:
(a) The number of subordinate lodges in active operation, (b)
whether periodical meetings are actually held;

(2) Building and loan associations and cooperative banks:
These associations and banks shall submit the information re-
quired by Questionnaire, Form 1027, copies of which muy be
obtained from any collector;

(8) Corporations, community chests, funds, or foundations
claiming exemption under section 101 (6): To what extent the

(142)
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activities of the organization involve carrying on propaganda,
or otherwise attempting to influence legislation ;

(4) Educational organizations: In addition to the informa-

~ tion called for in (8) above, whether any of the shareholders
are paid by the organization, and if so, the reason for each such
payment and the amount thereof;

(5) Hospitals: In addition to the information called for in
(3) above, whether nonpay patients are accepted ;

(6) Business leagues: (a) A statement of the services per-
formed for members, (b) a statement of the services performed
for nonmembers;

(7) Clubs: The income received from the use of the facilities
by the general public; .

(8) Benevolent life insurance associations: (¢) The number
of counties in which the association accepts risks, (b) copies of
the policies or certificates of membership;

(9) Mutual insurance companies: (a) Copies of the policies
or certificates of membership; (&) if any substantial amount of
income is claimed to be held for the payment of losses or ex-
penses, a statement based upon a reliable table of loss experience
demonstrating that the amount so held for the payment of losses
is reasonably necessary; or in the case of expenses, a statement
based upon reliable statistics showing that the expenses were
incurred or that in all probability they will be incurred;

(10) Farmers’ cooperative associations: These associations
shall submit the information required by Questionnaire, Form
1028, copies of which may be obtained from any collector;

(11) Holding companies: (¢) The name of the organization
for which it holds title, (5) the information necessary to estab-
lish the exemption, under section 101, of the organization for
which title is held.

The collector, upon receipt of the affidavit and other papers, will

forward them to the Commissioner for decision ag to whether the

organization is exempt.

When an organization has established its right to exemption, it
need not thereafter make a return of income or any further showing
with respect to its status under the lJaw, unless it changes the charac-
ter of its organization or operations or the purpose for which it was
originally created. Collectors will keep a list of all exempt corpora-
tions, to the end that they may occasionally inquire into their status
and ascertain whether or not they are observing the conditions upon
which their exemption is predicated.
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[SEC, 101. EXEMPTIONS FROM TAX ON CORPORATIONS.]

[The following organizations shall be exempt from taxation under
this title—]

(1) Labor, agricultural, or horticultural organlzations

Arr. 101(1)-1. Labor, agricultural, and horticultural organizations.—
The organwatmns contemplated by section 101 (1) as entitled to
exemption from income taxation are those which—

(1) Have no net income inuring to the benefit of any member;

(2) Are educational or instructive in character; and

(8) Have as their objects the betterment of the conditions of those
engaged in such pursuits, the improvement of the grade of their
products, and the development of a higher degree of efficiency in
their respective occupations.

Organizations such as county fairs and’like associations of a
quasi public character, which are designed to encourage the develop-
ment of better agricultural and horticultural products through a
system of awnrds, 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, associe-
tions which have for their purpose, for example, the holding of
periodical race meets, the profits from which may inure to the benefit
of their qhareh’olders, are not exempt. Similarly, corporations en-
gaged in growing agricultural or horticultural products for profit
are not exempt from tax.

[SEC. 101. EXEMPTIONS FROM TAX ON CORPORATIONS.]

[The following organizations shall be exempt from taxatlon under
this title—]

(2) Mutnal savings banks not having a capital stock represented by
shares ;

ARrr. 101(2)--1. Mutual savings banks.—In order that a corporation
may be entitled to exemption as a mutual savings bank, it must
appear that it is an organization—

(1) Which has no capital stock represented by shares, and

(2) Whose earnings, less only the expenses of operation, are dis-
tributable wholly among the depositors.

If it appears that the organization has shareholders who par-
ticipate in the profits, the organization will not be exempt.

A mutual savings bank need not be incorporated or be under
public supervision, nunless, 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.
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[SEC. 101. EXEMPTIONS FROM TAX ON CORPORATIONS.]

[The following organizations shall be exempt from taxatlon under
this title—1 .

(3) Fraternal beneficlary societies, orders, or assoclations, (A) oper-
ating under the lodge system or for the exclusive benefit of the mem-
bers of a fraternity itself operating under the lodge system; and (B)
providing for the payment of life, sick, accident, or other benefits to the
members of such soclety, order, or association or their dependents;

Art. 101(3)—1. Fraternal beneficiary societies.—A fraternal benefici-
ary society is exempt from tax only if operated under the “lodge
system,” or for the exclusive benefit of the members of a society so
operating. “ Operating under the lodge system ” means carrying on
its activities under a form of organization that comprises local
branches, chartered by a parent organization and largely self-gov-
erning, called lodges, chapters, or the like. In order to be exempt
it is also necessary that the society have an established system for
the payment to its gnembers or their dependents of life, sick, acci-
dent, or other benefits.

[SEC. 101. EXEMPTIONS FROM TAX ON CORPQRATIONS.]

[The following organizations shall be exempt from taxatlon under
this title—]

(4) Domestic building and loan assoctations substantially all the
business of which is confined to making loans to members; and coopera-
tive banks without capital stock organized and operated for mutual
purposes and. without profit;

ArT. 101 (4)-1. Building and loan associations and cooperative banks.—
A building and loan association organized pursuant to and operating
in accordance with the laws of the United States or a State or Terri-
tory thereof, substantially all the business of which association is
confined to making loans to members, is entitled to exemption.

Cooperative banks without capital stock organized and operated
for mutual purposes and without profit are exempt. Credit unions
such as those organized under the laws of Massachusetts, being in
substance and in fact the same as cooperative banks, are likewise
exempt from tax.

[SEC. 101. EXEMPTIONS FROM TAX ON CORPORATIONS.]

[The following organizations shall be exempt from taxation under
this title—]

(6) Cemetery companles owned and operated exclusively for the
beneflt of thelr members or which are not operated for profit; and any
corporation chartered solely for burial purposes as a cemetery corpora-
tion and not permitted by its charter to engage in any business not
necessarily incident to that purpose, no part of the net earnings of
which inures to the benefit of any private shareholder or individual;

ArT. 101(5)-1. Cemetery companies.—A cemetery company may be
entitled to exemption—
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(1) If it is owned by and operated exclusively for the benefit of
its lot owners who hold such lots for bona fide burial purposes and
not for purpose of resale, or

(2) If it is not operated for profit. ,

Any cemetery corporation chartered solely for burial purposes and
not permitted by its charter to engage in any business not necessarily
incident to that purpose, is exempt from income tax, provided that no
part of its net earnings inures to the benefit of any private shareholder
or individual. A cemetery company which fulfills the other require-
ments of the Act may be exempt, even though it issues preferred stock
entitling the holders to dividends at a fixed rate, not exceeding the
legal rate of interest in the State of incorporation, or 8 per cent per
annum, whichever is greater, on the value of the consideration for
which the stock was issued, provided that its drticles of incorporation
require— :

(1) That the preferred stock shall be retired at par as soon as suf-
ficient funds available therefor are realized from sales, and

(2) That all funds not required for the payment of dividends upon
or for the retirement of preferred stock shall be used by the company
for the care and improvement of the cemetery praperty.

[SEC. 101. EXEMPTIONS FROM TAX ON CORPORATIONS.]

{The following organizations shall be exempt from taxation under
this title—]

(8) Corporations, and any community chest, fund, or foundation,
organized and operated exclusively for religious, charitable, scientific,
literary, or educational purposes, or for the prevention of cruelty to
children or animals, no part of the net earnings of which inures to the
benefit of any private shureholder or individual, and no substantial
part of the activities of which i8 carrying on propaganda, or otherwise
attempting, to influence legislation;

Arr. 101(6)—1. Religious, charitable, scientifio, literary, and educa-
tional organizations and community chests.—In order to be exempt under
section 101 (6), the organization must meet three tests:

(1) It must be organized and operated exclusively for one or
more of the specified purposes;

(2) Its net income must not inure in whole or in pant to the bene-
fit of private shareholders or individuals; and

(3) It must not by any substantial part of its activities attempt
to influence legislation by propaganda or otherwise.

Corporations organized and operated exclusively for charitable
purposes comprise, in general, organizations for the relief of the
poor. The fact that a corporation established for the relief of
indigent persons may receive voluntary contributions from the per-

sons intended to be relieved will not necessarily deprive it of
exemption,
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An educational organization within the meaning of the Act is one
designed primarily for the improvement or development of the capa-
bilities of the individual, but, under exceptional circumstances, may
include an association whose sole purpose is the instruction 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 incidental amusement
features. An organization formed, or availed of, to disseminate con-
troversial or partisan propaganda is not an educational organization
within the meaning of the Act.

Since a corporation to be exempt under section 101 (6) must be
organized and operated exclusively for one or more of the specified
purposes, an organization which has certain religious purposes and
which also manufactures and sells articles to the public for profit,
is not exempt even though its property is held in common and its
prefits do not inure to the benefit of individual members of the
organization.

A corporation otherwise exempt under section 101 (8) does not
lose its status as an exempt corporation by receiving income such as
rent, dividends and interest from investments, provided such in-
come is devoted exclusively to one or more of the purposes specified
in that, section.

Money contributed by members of an organization to a common
fund to be applied to the relief of the particular members of the
organization or their families when in sickness, unemployed, in want,
or under other disability, is not a charitable fund.

_[SEC. 101. EXEMPTIONS FROM TAX ON CORPORATIONS.]

{The following organizations shall be exempt from taxation under
this title—]

(7) Business leagues, chambers of commerce, real-estute boards, or
boards of trade, not organized for profit and no part of the net earn-
ings of which inures to the benefit of any private shareholder or indi-
vidual ;

Art. 101(7)-1. Business leagues, chambers of commerce, real estate
boards, and boards of trade.—A business league is an association of per-
sons having some common business interest, the purpose of which is
to promote such common interest and not to engage in a regular busi-
ness of a kind ordinarily carried on for profit. It is an organization
of the same general class as a chamber of commerce or board of
trade. Thus its activities should be directed to the improvement of
business conditions of one or more lines of business as distinguished
from the performance of particular services for individual persons.
An organization whose purpose is to engage in a regular business of
a kind ordinarily carried on for profit, even though the business is
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conducted on a cooperative basis or produces only sufficient income
to be self-sustaining, is not a business league. An association en-
gaged in furnishing information to prospective investors, to enable
them to make sound investments, is not a business league, since its
activities do not further any common business interest, even though
all of its income is devoted to the purpose stated. A stock exchange
is not a business league, a chamber of commerce, or a board of trade
within the meaning of the law and is not exempt from tax.

[SEC. 101. EXEMPTIONS FROM TAX ON CORPORATIONS.]

[The following orgamizations shall be exempt from taxation under
this title—]

(8) Civic leagues or organizations not orgunized for proflt but oper-
ated exclusively for the promotion of social welfare, or local associn-
tions of employees, the membership of which 1s limited to the employees
of a designated person or persons in a particular municipality, and the
net earnings of which are devoted exclusively to charitable, educational,
or recreational purposes;

.AX.RT. 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 purposes
beneﬁFiaI to the community as a whole, and, in general, include
organizations 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 exemp-
tion under section 101 (8). The Act prescribes as conditions to ex-
emption (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 de-
voted exclusively to charitable, educational, or recreational purposes.
See article 101(6)-1 with reference to the meaning of “charitable ”
and “educational ” and article 101(10)-1 as to the meaning of
“local ” as used in the Act.

[SEC. 101. EXEMPTIONS FROM TAX ON CORPORATIONS.]

[The following organizations shall be exempt from taxation
under
this title—]

(9) Clubs organized and operuted exclusively for pleasure, recrea-
tion, and other nonprofitable purposes, no part of the net carnings of
which inures to the benefit of any private shareholder;

Art. 101(9)-1. Social clubs.—The exemption granted by section
101 (9) applies to practically all social and recreation clubs which
are supported by membership fees, dues, and assessments. If a club
by reason of the comprehensive powers granted in its charter en-,
gages in traffic, in agriculture or horticulture, or in the sale of’real
estate, timber, etc., for profit, such club is not orgunized and oper-
ated exclusively for pleasure, recreation, or social purposes, and an
profit realized from such activities is subject to tax. I% a club}:

149

otherwise exempt, sells any of its property at a profit, it is not
exempt for the taxable year for which the profit is taxable.

[SEC. 101. EXEMPTIONS FROM TAX ON CORPORATIONS.]

[The following organizations shall be exempt from taxation under
this title—]

(10) Benevolent life insurance associations of a purely local charac-
ter, mutual ditch or irrigation companies, mutual or cooperative tele-
phone companies, or like organizations; but only it 85 per centum or
more of the Income consists of amounts collected from members for
the sole purpose of meeting losses and expenses;

Axrr. 101(10)-1. Local benevolent life insurance associations, mutual
irrigation and telephone companies, and like organizations.—It is a pre-
requisite to exemption under section 101 (10) that at least 85 per cent
of the income of the organization shall consist of amounts collected
from members for the sole purpose of meeting losses and expenses.
If an organization issues policies for stipulated cash premiums, or if
it requires advance deposits to cover the cost of the insurance and
maintains investments from which more than 15 per cent of its in-
come is derived, it is not entitled to exemption. On the other hand, an
organization may be entitled to exemption, although it makes ad-
vance assessments for the sole purpose of meeting future losses and
expenses, provided that the balance of such assessments remaining on
hand at the end of the year is retained to meet losses and expenses or
is returned to members.

The phrase “ of a purely local character ” applies to benevolent life
insurance associations, and not to the other organizations specified in
section 101 (10). It applies, however, to any organization seeking
exemption on the ground that it is’an organization similar to a be-
nevolent life insurance association. An organization of a purely local
character is one whose business activities are confined to a particular
community, place, or district, irrespective, however, of political sub-
divisions. If the activities of an organization are limited only by
the borders of a State it can not be considered to be purely local in
character.,

[SEC. 101. EXEMPTIONS FROM TAX ON CORPORATIONS.]

[The following organizations shall be exempt from taxation under
this title—]

(11) Farmers' or other mutual hail, cycione, casualty, or fire insur-
ance companies or associations (including interinsurers and recipro-
eal underwriters) the income of which is used or held for the purpose
of paying losses or expenses;

Arrt. 101(11)-1, Farmers’ or other mutual hail, cyclone, casualty, or
fire insurance companies or associations.—A * farmers’ mutual insurance
company ” within the meaning of section 101 (11) is a local assess-
ment mutual company operating in a restricted territory. In order
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to be exempt under section 101 (11) the other mutual insurance
companies or associations enumerated therein ‘must be of the same
general character as a farmers’ mutual insurance company and their
operations must be likewise restricted.

The term “ casualty ” as used in section 101 (11) is limited to those
forms of indemnity insurance providing for payment of loss or dam-
age to property resulting from accident or some such unanticipated
tontingency other than fire or the elements, and does not include

indemnity from loss th ; O ' not 1
death. y from loss through accident resulting in bodily injury or

[SEC. 101. EXEMPTIONS FROM TAX ON CORPORATIONS.]

tm[g’l‘l;;eﬂio_ll;ming organizations shall be exempt from taxation under
(12) Farmers’, fruit growers’, or like associations organized and op-
erated on a cooperative basis (a) for the purpose of marketing the
products of members or other producers, and turning back to éhem the
DProceeds of sales, less the necessary marketing cxpenses, on the basis
of cither the quantity or the value of the products furnh:hcd by them
or (b) for the purpose of purchasing supplies and equipment for tbe'
use qt members or other persons, and turning over such supplies and
equipment to them at actual cost, plus necessary expenscs. Exemption
shall not be denied any such assoclatlon because it hus ;:apltul sx; (;(
if the dividend rate of such stock is fixed at not to exceed the l:c ({
rate of interest in the State of incorporation or 8 per centum ge‘r
annum, whichever i8 greater, on the value of the consideration gr
which the stock was issued, and if substantially all such stock (oth(e)r
than nonvoting preferred stock, the owners of which are not entitled or
Permitted to participate, directly or indirectly, in the profits of the
asgsociation, upon dissolution or otherwise, beyond the fixed divldendsl)
is owned by producers who market their products or purchase their
supplies and cquipment through the ussocin'tion; nor shall exemption
be denled any such assovintion because there Is accumulated and main
tained by it u reserve required by State law or a reasonable reserve to;
any necessary purpose. Such an associntion may market the products
of nonmembers in an amount the value of which does not exceed th
value of the products marketed for members, and may purchase sup lloi
and equipment for nonmembers in an amount the value of which ?ioe;s
not exceed the value of the supplies and equipment purchased for mem-
bers, provided the value of the purchases made for persuﬁs who ar
neither members nor producers does not exceed 15 per centum of thc
Z;llil:: of ullllts [;ulﬁlmsoﬂ. Business done for the United States or an;
agencles shull be djsreg y
tion under this puragrnplh; Farded in determinlag the right to exemp-

.Am-. 101(12)-1. Farmers’ cooperative marketing and purchasing associ-
ations.—(a) Cooperative associations engaged in the marketing of
farm products for farmers, fruit growers, live stock growers dfir -
men, etc., and turning back to the producers the proceeds of tixe salys
of their products, less the necessary operating expenses, on the bas?s
of the products furnished by them, are exempt from in(,:ome tax and
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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 expenses, among the producers upon the basis of the quan-
tity of milk or of butter fat in the milk furnished by such producers,
are exempt from the tax. 1f the proceeds of the business are dis-
tributed in any other way than on such a proportionate basis, the
association does not meet the requirements of the Act and is not
exempt. In other words, nonmember patrons must be treated the
same as members in so far as the distribution of patronage dividends
is concerned, that is, if products are marketed for nonmember pro-
ducers, 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 as-
sociation, In order to show its cooperative nature and to establish
compliance with the requirement of the Act that the proceeds of
sales, less necessary expenses, be turned back to all producers on the
basis of the products furnished by them, it is necessary for such an
association to keep permanent records of the business done both with
members and nonmembers. The statute 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 coopera-
tive basis in the distribution of patronage dividends to all producers
will suffice.  While under the Act patronage dividends must be paid
to all producers on the same basis, this requirement is complied with
if an association, instead of paying patronage dividends to non-
member 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 exemption, (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 per cent per annum, whichever is greater, on the value of the
consideration for which the stock was issued, and (2) if substantially
all of such stock (with the exception noted below) is owned by pro-
ducers 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 buen re-
stricted as far as passible to such actual producers. If by statutory
requirement all officers of an association must be shareholders, the
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ownershi.p of a share of stock by a nonproducer to qualify him as an
officer will not destroy the association’s exemption. Likewise, if a
s‘hare‘holder for any reason ceases to be a producer and the as;ocia-
tion is unable, because of a constitutional restriction or prohibition
or f)ther reason beyond the control of the association, to purchase or
retire the stock of such nonproducer, the fact that ;mdcr such cir-
cumstances a small amount of the outstanding capital stock is owned
by shm:eholders who are no longer producers will not destroy the
exemption. The restriction placed on the ownership of capital stock
of an exempt cooperative association shall not apply to nonvotin

preferrefi_ stock, provided the owners of such stock are not entitleg
or perml.ttefl to participate, directly or indirectly, in the profits of
the association, upon dissolution or otherwise, beyond the fixed divi-

dends. The accumulation and maintenance of a reserve required by -

State statute, or the accumulation and maintenance of a reasonable
reserve or surplus fur any necessary purpose, such as to provide for
the erection of buildings and facilities required in business or for
t?w Rurchase and installment of machinery and equipment or to re-
tire m(?ebtedness incurred for such purposes, will not destroy the
exemption. An association will not be denied exemption because it
markets the products of nonmembers, provided the value of the prod-
ucts marketed for nonmembers does not exceed the value of the prod-
ucts marketed for members. Anyone who shares in the profits of a
f-ax:mers’. cooperative marketing association, and is entitled to par-
ticipate in the management of the association, must be regarded as
a member of such association within the meaning of section 101 (12)
.(b) Cooperative associations engaged in the purchasing of sup:
pl{eS and equipment for farmers, fruit growers, live-stock growers,
dairymen, etc., and turning over such supplies and equipment tc:
them at actual cost, plus the necessary operating expenses, are cxempt.
The term “ supplies and equipment ” as used in section ’101 (12) in-.
(_:ludes groceries and all other goods and merchandise used by farmers
in the op.ex:ation and maintenance of a farm or farmer’s household
The provisions of paragraph (a) relating to a reserve or surplus an(i
to capital stock shall apply to associations coming under this para-
graph. An association which purchases supplies and equipment for
nonmembers will not for such reason be denied exemption provided
the value of the purchases for nonmembers does not exceed’ the value
of the supplies and equipment purchased for members, and provided
the value of the purchases made for nonmembers wh’o are not pro-
ducers does not exceed 15 per cent of the value of all its purchases
In qrder to be exempt under either (a) or (b) an association must;
establish that it has no net income for its own account other than
that reﬂ(j,cti‘ad in a reserve or surplus authorized in paragraph (a)
An association engaged both in marketing furm products and in pur:
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chasing supplies and equipment is exempt if as to each of its func-
tions it meets the requirements of the Act. Business done for the

United States or any of its agencies shall be disregarded in deter-
mining the right to exemption under section 101 (i2) and this
article. An association to be entitled to exemption must not only
be organized but actually operated in the manner and for the pur-
poses specified in section 101 (12).
[SEC, 10. EXEMPTIONS FROM TAX ON CORPORATIONS.]
[The following organizations shall be exempt from taxation under

this titlée—]

(13) Corpovatlons orgunized by an association exempt under the pro-
visions of paragraph (12), or members thereof, for the purpose of
financing the ordinary crop operations of such members or other pro-
ducers, and operated in conjunction with such assoclation. Exemption
shall not be denled 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 iy greater, on the value of the consideration for which the
stock was issued, and if substantially all such stock (other than non-
voting preferred stock, the owners of which are not entitled or per-
mitted to participate, directly or indirectly, in the profits of the cor-
poration, upon dissolution or otherwise, bey'ond the fixed dividends) is
owned by such associution, or members thereof ; nor shall exemption be
denied any such corporation because there is accumulated and main-
tained by it a reserve required by State law or a reasonable reserve for
any necessary purpose;

Axr. 101(13)-1. Corporations organized to finance crop operations.—
Corporations organized by farmers’ cooperative marketing or pur-
chasing sssociations, or the members thereof, for the purpose of
financing the ordinary crop operations of such members or other pro-
ducers are also exempt, provided the marketing or purchasing asso-
ciation is exempt under section 101 (12), and the financing corpora-
tion is operated in conjunction with the marketing or purchasing
associntion. The provisions of article 101(12)-1 relating to a re-
serve or surplus and to capital stock shall also apply to corporations

coming under this article.

Cooperative organizations engaged in occupations dissimilar from
those of farmers, fruit growers, and the like, such as marketing
building materials, are not exempt. A

[SEC. 101. EXEMPTIONS FROM TAX ON CORPORATIONS.
[The following organizations shall be exempt from taxation under

this title—)

(14) Corporations organized for the exclusive purpose of holding
title to property, collécting income therefrom, and turning over the en-
tire amount thereof, less expenses, to an organization which itself is
exempt from the tax imposed by this title;

(15) Corporations organized under Act of Congress, if such corpora-
tions are instrumentalities of the United States and if, under such Act,
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as amended and supplemented, such co

eral income taxes;
(18) tVoxl?untmy employees’ beneficlary associatl

payment of life, sick, accident, or other b
A 'r benefits to the members of
f:::‘)ciatl(:xlll or their dependents, if (A) no burt of their net ournsizcg
sh.u-e? (;:j er ‘than through such payments) to the benefit of any prlvnlt;e
conﬂe ;o (;r or individual, and (B) 85 per centum or more of the income
sts of amounts collected from members for the =ole pur
mauking such payments and meeting expenses; pose of
(17) Teachers’ retirement fund assoc
acter, if (A) no part of their net eurni
gzi::n;rt;i(lszi:elx;erlt benefits) to the benefit of any private share
ldual, and (B) the income consists sol i
J $ el !

ct;rlved t"lrt;m publie taxuation, amounts recefved from a:,sgss::::x(::lsnts on
e teaching sularjes of members, and income in respect of lnvestm::g::

rporations are exempt from Fed-

ons providing for the

lations of g purely local char-
ngs inures (other than through

Cuarrer X1
CORPORATIONS USED TO AVOID SURTAX

SEC. 102. SURTAX ON CORPORATIONS IMPROPERLY ACCUMU-
LATING SURPLUS.

(a) Imposition of tax.—There shall be levied, collected, and paild

for each tnxable year upon the adjusted net income of every corpora-

tion (other than a personal holding company as defined in section 851)

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 gains and profits to accumulate instead of being
divided or distributed, a surtax equal to the sum of the following:
(1) 25 per centum of the amount of the adjusted net income not
in- excess of $100,000, plus
(2) 35 per centum of the amount of the adlusted net income in
excess of $100,000.

(b) Prima facie evidence.—The fact that any corporation i3 a mere
holding or investment company, or that the gains or profits are per-

. mitted to accumulate beyond the reasonable needs of the business, shall
be prima facie evidence of a purpose to avold surtax.

(0) Definition of “adjusted net income ”.—As used in this section,
the term * adjusted net income ” means the net income computed with-
out the allowance of the dividend deduction otherwise aliowable, but
diminished by the amount of dividends paid during the tuxable year,

(4) Payment of surtax on pro rata shares.—The tax imposed by this
section shall not apply If all the shareholders of the corporation include
(at the time of filing their returns) in thelr gross income their entire
pro rata shares, whether distributed or not, of the “adjusted net in-
come” of the corporation for such year., Any amount so included in
the gross income of a shareholder shall be treated as a dividend re-
ceived. Any subsequent distribution made by the corporation out of
earnings or profits for such taxable year shall, if distributed to any
shareholder who has so included in his gross income his pro rata
share, be exempt from tax in the amount of the share so included.

(e¢) Tax an personal holding companies.—For surtax on personal
holding companies, see section 851.

ArT. 102-1. Taxation of corporation formed or utilized for avoidance of
surtax.—Section 102 imposes a graduated income tax or surtax upon
any domestic or foreign organization formed or availed of to avoid
the imposition of the individual surtax upon its shareholders or the
shareholders of any other corporation through the wedium of per-
mitting gains and profits to accumulate instead of dividing or dis-
tributing them. However, personal holding companies, as defined

(155)
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il.l section 351, being taxed separately in accordance with the provi-
sions th.ereof, are excepted from taxation under section 102. The
surtax imposed by section 102 applies whether the avoidance was
accompl%shed through the formation or use of only one corporation
or a chain of corporations. For example, if the capital stock of the
M C?rporntion is held by the N Corporation so that the dividend
dlst.rxbutions of the M Corporation would not be returned as income
subject to the individual surtax until distributed in turn by the
.:N Corporation to its individual shareholders, nevertheless the surtax
1{npo_sed by section 102 applies to the M Corporation, if that corpora-
thI} is formed or availed of for the purpose of preventing the im-
position of the individual surtax upon the individual shareholders
of the N Corporation. The surtax is in addition to the taxes levied
upon corporations generally by Title I. For the computation of the
surtax see article 102-4.

A:m-. 102-2. Purpose to avoid surtax.—The Act provides two prima
facie presumptions of the existence of a purpose to avoid surtax
The fact (1) that any corporation is a mere holding or investmenl;
company, or (2) that the gains and profits are permitted to accumu-
late beyf)nd the reasonable needs of the business, constitutes prima
facie .ev1dence of a purpose to avoid the individual surtax. A cor-
poratu')n having practically no activities except holding property, and
cpllectmg the income therefrom or investing therein, shall be ,con-
s1dered.a. holding company within the meaning of sc,ection 102. If
the.actxwties further include, or consist substantially of, buying and
selling stocks, securities, real estate, or other investme’nt property
'(whet.her upon an outright or a marginal basis) so that the income
is derived not only from the investment yield but also from profits
upon market fluctuations, the corporation shall be considered an
nvestment company within the meaning of section 102.

. _The assumed purpose to avoid the individual surtax is subject to
disproof by competent evidence like any other question. Proof of
the purpose, therefore, depends upon the particular circumstances of
each case. In other words, the purpose may be evidenced by circum-
stapces other than the presumptions specified in the Act. A corpo-
ratl.on is subject to taxation under section 102 when it is formed or
ayalled of for the purpose of preventing the imposition of the indi-
vidual surtax regardless of whether it is a mere holding or invest-
ment company, or whether the accumulations, if any, are in cxcess
o-f the l_)usineSS needs. On the other hand, the statutory presump-
tions will be overcome if the corporation can show, by a disclosure
of all the facts, that it was neither formed nor availed of for the
purpose of avoiding the individual surtax, but the mere fact that it
distributed a large portion of its earnings for the year in question is
not sufficient to overcome the presumption. All the circumstances
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which might be construed as evidence of the purpose can not be out-
lined. Among other things the following will be taken into consid-
eration in determining the existence of such purpose: (1) Dealings
between the corporation and its shareholders such as withdrawals by
the shareholders as personal loans or the expenditure of funds by the
corporation for the personal benefit of the shareholders and (2) the
investment by the corporation of undistributed earnings in assets
having no reasonable connection with the business.
AgT. 102-3. Unreasonable acoumulation of profits—An accumula-
tion of gains and profits (including the undistributed earnings or
profits of prior years) is unreasonable if it is not required for the
purposes of the business, considering all the circumstances of the
case. It is not intended, however, to prevent reasonable accumula-
tions of surplus for the needs of the business if the purpose is not
to prevent the imposition of the surtax. No attempt can be made
to enumerate all the ways in which gains and profits of a corpora-
tion may be accumulated for the reasonable needs of the business.
Undistributed income is properly accumulated if retained for work-
ing 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 retiring bonds issued by the corporation. The nature of
the investment of gains and 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.
"I'he business of a corporation is not merely that which it has previ-
ously carried on, but includes in general any line of business which
it may legitimately undertake, However, a radical change of busi-
ness when a considerable surplus has been accumulated may afford
evidence of a purpose to avoid the surtax. If one corporation owns
the stock of another corporation 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 the business of the first cor-
poration. Gains and profits of the first corporation put into the
second through the purchase of stock or otherwise may, therefore,
if a subsidiary relationship is established, constitute employment of
the income in its own business, Tq establish that the business of
one corporation can be regarded as including the business of another
it is ordinarily essential that the first corporation own substantially
all of the stock of the second. Investment by a corporation of its
income in stock and securities of another corporation is not of itself
to be regarded as employment of the income in its business,
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The Commissioner, or any collector upon direction from the Com-
missioner, may require any corporation to furnish a statement of
its accumulated gains 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).)

Art, 102-4. Computation of adjusted net income.—The surtax under
section 102 is imposed upon the adjusted net income for the taxable

year. The adjusted net income means the net income computed

without the allowance of the dividend deduction otherwise allow-
able, but diminished by the amount of dividends paid during the
taxable year. Stated specifically, the adjusted net income consists
of the net income as computed under sections 21, 119, and 204, plus
the amount of dividends received but allowable as a deduction under
section 23 (p) in computing the net income, and minus the amount
of dividends paid during the taxable year. The deduction for divi-
dends paid during the taxable year is limited to dividends as defined
in section 115 (a), or to distributions by a corporation out of its
earnings or profits accumulated after February 28, 1913. The credit
against net income for interest received upon obligations of the
United States, or of corporations organized under Act of Congress,
as allowable by section 26 in computing the ordinary income tax
liability, is not allowable for purposes of the surtax. ‘

Arr. 102-5. Rate of surtax.—The surtax is to be computed at the
rate of 25 per cent upon the amount of the adjusted net income not
in excess of $100,000, and at the rate of 35 per cent upon the amount’
of the adjusted net income in excess of $100,000.

Arr, 102-6. Payment of surtax on pro rata shares.—The surtax im-
posed by section 102 does not apply to any taxable year if each share-
holder includes, at the time of filing his return, in his gross income
his entire pro rata share of the adjusted net income of the corpora-
tion for the taxable year of such corporation ending with or during-
his taxable year.

Crarrer XIT

TAX ON CITIZENS AND CORPORATIONS OF
FOREIGN COUNTRIES

SEC. 103. RATES OF TAX ON CITIZENS AND CORPORATIONS
OF CERTAIN FOREIGN COUNTRIES.

Whenever the President finds that, under the laws of any foreign
country, citizens or corporations of the United States are being
subjected to discriminatory or extraterritorial taxes, the President
shall so proclajm and the rates of tax imposed by sections 11, 12,
18, 201(b), and 204(a) 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 sectlon 11, 12, 13, 201(b), or 204(a), 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 provislions of this section have been modified so that
discriminatory and extraterritorial taxes applicable to citizens and
corporations of the United States have been removed, he shall so
proclaim, and the provisions of thls 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,
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GAIN OR LOSS—RECOGNITION, BASIS,
DETERMINATION

Part II]

TION OF, GAIN OR LOSS.

fuir mavket value of the property (other than money) recelved.

under the provisions of section 112,

payment 1s received.

(160)

Supplement B—Computation of Net Income [Supplementary to Subtitle B,

SEC. 111. DETERMINATION OF AMOUNT OF, AND RECOGNI-

(a) Computation of gain or loss.—The gain from the sale or other
disposition of property shall be the excess of the amount realized
therefrom over the adjusted basis provided in section 118(b) for
determining gain, and the loss shall be the excess of the adjusted basis
provided in such section for determining loss over the amount realized.

(b) Amount realized.—The amount realized from the sale or other
disposition of property shall be the sum of any money received plus the

(¢) Recognition of gain or loss.—In the case of a sale or exchange,
the extent to which the gain or loss determined under this section
shall be recognized for the purposes of this title, shall be determined

(d) Installment sales—Nothing in this sectlon shall be construed to
prevent (in the case of property sold under contract providing for
payment in installments) the taxatlon of that portion of any lnstall-
ment payment representing gain or profit in the year in which such

_ARt. 111-1, Computation of gain or loss.—Except as otherwise pro-
vided, the Act regards as income or as loss sustained, the gain or
loss realized from the conversion of property into cash, or from
the exchange of property for other property differing materially
either in kind or in extent. The amount realized from a sale or
other disposition of property is the sum of any money received plus
the fair market value of any property which is received. The fair
market value of property is a question of fact, but only in rare
and extraordinary cases will property be considered .to have no
fair market value. The general method of computing such gain
or loss is prescribed by section 111, which contemplates that from
the amount realized upon the sale or exchange there shall be with-
drawn a sum sufficient to restore the adjusted basis preseribed by
section 113 (b) (i. e., the cost or other basis provided by section
113 (a), adjusted for receipts, expenditures, losses, allowances, and
other items chargeable against and applicable to such cost or other
basis). The amount which remains after the adjusted basis has
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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 de-
pending upon whether gain or loss is being computed.

.Even though roperty is not sold or otherwise disposed of, gain
(includible in gross income under section 22 (a) as “ gains or profits
and income derived from any source whatever ) is realized if the
sum of all the amounts received which are required by section 113
(b) to be applied agninst 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 property, for the reason that
until such sale or other disposition occurs there remains the possi-
bility that the taxpayer may recover or recoup the adjusted basis

‘of the property. Until some identifiable event fixes the actual sus-

taining of a loss and the amount thereof the Act takes no account
of it. The provisions of this paragraph may be illustrated by the
following example:

Ezample: A purchased certain shares of stock subsequent to Feb-
ruary 28, 1913, for $10,000. On January 1, 1934, A’s adjusted basis
for the stock had been reduced to $1,000, by reason of receipts and
distributions described in section 113 (b) (1) (A) and (D). He
received in 1934 a further distribution of $5,000, being a distribu-
tion described in section 113 (b) (1) (D). This distribution applied
against the adjusted basis as required by section 113 (b) (1) (D)
exceeds that basis by $4,000. The amount of the excess, namely,
$4,000, is & gain realized by A in 1934 includible, as a gain fram
the stock, in gross income in his return for that calendar year. In.
computing gain from the stock, as in adjusting basis, no distinction
is made between items of receipts or distributions described in sec-
tion 118 (b). If A sells.the stock in 1935.for $5,000, he realizes in
1935 a gain of $5,000, since the adjusted basis of the stock for the
purpose of computing gain or loss from the sale is zero.

In the case of property sold on the installment plan, special rules
for the taxation of the gain are prescribed in section 44,

SEC. 112. RECOGNITION OF GAIN OR LOSS.

(a) General rule.—Upon the sale or exchange of property the entire
amount of the galn or loss, determined under section 111, shall be recog-
nized, except as hereinafter provided in this section.

Arr. 112(a)-1. Sales or exchanges.—The extent to which the amount
of gain or loss, determined under section 111, from the sale or ex-
change of property is to be recognized is governed by the provisions
of section 112. The general rule is that the entire amount of such
gain or loss is to be recognized.
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An exception to the general rule is made by section 112 (b)
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 aequired, but
such differences are more formal than substantial. As to these, the
Act provides that such differences shall not be deemed controlling,
and that gain or loss shall not be recognized at the time of the ex-
change. The underlying assumption of these exceptions is that the
new property is substantially a continuation of the old investment
still unliquidated ; and, in the case of rcorganizations, that the new
enterprise, the new corporate structure, and the new property are
substantially continuations of the old still unliquidated.

The Act makes specific provision for the case in which, in addi-
tion to property which may be received tax free on the exchange,
there is received as boot other property or money. In such a case
gain is recognized to the extent of the boot (see section 112 (c)
and (d)), but no loss of any kind is recognized (see section 112 (e)).

The exceptions from the gencral rule requiring the recognition of
all gains and losses, like other exceptions from a rule of taxation of
general and uniform application, are strictly construed and do not
extend either beyond the words or the underlying assumptions and
purposes of the exception. Nonrecognition is accorded by the Act
only if the exchange is one which satisfies both (I) the specific de-
scription in the Act of an excepted exchange, and (2) the under-
lying purpose for which such exchange is excepted from the general
rule. The exchange must be germane to, and a necessary incident
of, the investment or enterprise in hand. The relationship of the
exchange to the venture or enterprise is always material, and the
surrounding facts and circumstances must be shown. As elsewhere,

the taxpayer-claiming the benefit of the exception must show him-
self within the exception,

To constitute an exchange within the meaning of section 112 (b)
the transaction must be a reciprocal transfer of property, as distin-
guished from a transfer of property for a money consideration only.

[SEC. 112. RECOGNITION OF GAIN OR LOSS.]
(b) Exchanges solely in kind.—

(1) PROPERTY HELD ¥FOR PRODUCTIVE USH OR INVESTMENT.—NoO 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 interest, or
other securities or evidences of indebtedness or interest) is ex-
changed solely for property of a like kind to be held elther for
productive use in trade or business or for investment,
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ARr. 112'(b) (1)-1. Property held for productive use in trade or busi-
ness or for investment.—As used in section 112(b) (1), the words “ like
kind 7 _havq reference to the nature or character of the property and
not to its grade or quality. One kind or class of property may not
under this paragraph, be exchanged for property of a different kind’
or class. "I‘he fact that any real estate involved is improved or un-
Jmpx:oved 1s not material, for such fact relates only to the grade or
quality of the property and not to its kind or class. Unproductive
real-estate held by one other than a dealer for future use or future
1-e1_xhzation of the increment in value is held for investment and not
primarily for sale,

No gain or loss is recognized if (1) a taxpayer exchanges
held for productive use in his trade or busli)ngss, togethegr w}i)tl;:)l::::?
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 éstate,
or improved real estate for unimproved real estate, or (3) a tax-’
payer exchanges investment property and cash for investment
property. ,

.Gam or loss is recognized if a taxpayer exchanges (1) Fourth
Liberty loan 41/ per cent bonds for new Treasury bonds matuting
October 15, 1945, or (2) a real estate mortgage for bonds of the Home
Owners’ Loan Corporation.

[SEC. 112. RECOGNITION OF GAIN OR LOSS.]

[(b) Exchanges solely in kind.—]

(2) STOCK ¥OR STOCK OF BAME CORPORATION.—-No gain or loss
shall be recognized if common stock in a corporation is exchanged
solely for common stock in the snme corporation, or if preferred
stock In a corporation is exchanged solely for preferred stock in
the same corporation.

Agrr. 112(b) (2)-1. Stock for stock of the same corporation.—The ex-
change of common stock for common stock, or of preferred stock for
pre'fen'ed stock, in the same corporation is not limited to a trans-
action between a stockholder and the corporation; it includes an
exchange between two individual stockholders. However, gain or
loss will be recognized if stock is exchanged for bonds, or preferred
stock is exchanged for common stock, or common stock is exchanged
for preferred stock in the same corporation, unless the exchange is
made in connection with a “reorganization.” - If a taxpayer ex-
changes common stock in one corporation for common stock in
another corporation gain or loss is recognized unless the exchange is
made in connection with a “ reorganization.”

94750°—35——13
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[SEC. 112. RECOGNITION OF GAIN OR LOSS.]
[(b) Exchanges solely in kind.—]

(3) STOCK FOR STOCK ON REORGANIZATION.—No gain or loss shall
be recognized if stock or securities in a corporation a party to a
reorganization 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 gshall be
recognized if a corporation a party to a reorganization exchanges
property, in pursuance of the plan of reorganization, solely for
stock or securitles in another corporation a party to the reorgani-

zation.!

(5) TRANSFER TO CORPORATION CONTROLLED BY TRANSFEROB.—NO
galn or loss shall be recognized if property ls transferred to a
corporation by one or more persous solely in exchange for stock
or securitles in such corporation, and immediately after the ex-
change such person or persons are in control of the corporation ;
but in the case of an exchange by two or more persons this para-
graph 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.

Arr, 112(b) (5)-1. Transfer of property to corporation controlled by
transferor.—As used in section 112(b) (5), the phrase “ one or more
persons” includes individuals, trusts or estates, partnerships and
corporations (see section 801) ; and to be in “ control ” of. the trans-
feree corporation such person or persons must own immediately after
the transfer at least 80 per cent of the voting stock and at least 80
per cent of the total number of shares of all other classes of stqck of
such corporation. (See section 112 (h).) The phrase “ immediately
after the exchange” does not necessarily require simultaneous ex-
changes by two or more persons, but comprehends a situation where
the rights of the parties have been previously defined and the execu-
tion of the agreement proceeds with an expedition consistent with
orderly procedure, . .

Ewample 1: A owns certain real estate which cost }n‘m $50,000 in
1920, but which has a fair market value of $150,000 in 1934. He
transfers this property to the M Corporation, a newly formed com-
pany, for all the latter’s capital stock. No gain or loss is recognized
from the transaction. |

Eoample 2: C owns a patent right worth $25,000 t.md 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

1 For a discussion of the scope of reorganization exchanges whlch are excepted from
the general rule' with respect to the recognition of gain or loss, and for the definition ot

the teem * reorganization” and related te,rms, see gection 112(g) and articles 112(g)~1 .

to 112(g)-6.
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transfers his plant to the new corporation for $75,000 of its stock.
No gain or loss to C or D is recognized.

Epample 3: B owns certain real estate which cost him $50,000 in
1920, but which has a fair market value of $200,000 in 1934. He
transfers the property to the N Corporation in 1934 for 78 percent
of all classes of stock of the corporation, the remaining 22 per cent
of the stock of the corporation having been issued by the corporation
in 1938 to other persons for cash. B realizes a taxable gain of
$150,000 on this transaction. (See section 112 (h).)

Arr. 112(b) (5)-2. Records to be kept and information to be filed.—
Every person who claims the benefit of a tax-free exchange of prop-
erty for the stock or securities of a controlled corporation under sec-
tion 112(b) (3) shall file with his income tax return for the taxable
year in which the exchange takes place: »

1. A description of the property transferred, or of his interest in
such property, together with a statement of the cost or other basis
thereof, adjusted to the date of the transfer,’and ,

2. A statement of the amount of stock or securities and other
property or money received in the exchange. 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 trans-
ferors, together with a statement of the cost or other basis thereof in
the hands of the transferors adjusted to the date of the transfer, and

(2) A statement of the amount of stock or securities and other
property or money which passed to the transferors in the transac-
tion, together with a full statement of the amount of the issued and
outstanding stock and securities of such controlled corponation im-
mediately after the exchange,

Permanent records in substantial form shall be kept by every tax-
payer who participates in a tax-free exchange under section
112(b) (5) showing the cost or other basis in his hands of the trans-
ferred property, and of the amount of stock or securities and other
property or money received, in order to facilitate the determination
of gain or loss from a subsequent disposition of such stock or
securities and other property received in the exchange.

[SEC. 112. RECOGNITION OF GAIN OR LOSS.]

(c) Gain from exchanges not solely in kind.—
(1) If an exchange would be within the provisions of subsection
(b) (1), (2), (8), or (5) of this section if it were not for the fact
that the property received in exchange consists not only of property
permitted by such paragraph to be received without the recognition
of gain, but also of other property or money, then the gain, if any,
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to the recipient shall be recognized, but in an amount not in excess
of the sum of such money and the fair market value of such other

property.

(2) If a distribution made in pursuance of a plan .of reorgani-
zation is within the provisions of paragraph (1) of this subsection
but has the effect of the distribution of a taxable dividend, then
there shall be taxed as a dividend to each distributee such an
amount of the gain recognized under paragraph (1) as is not in
excess of hig ratable share of the undistributed earnings and profits
of the corporation accumulated after February 28, 1913. The re-
mainder, if any, of the gain recognized under paragraph (1) shall
be taxed as a gain from the exchange of property.

Art. 112(c)-1. Receipt of other property or money in tax-free ex-
change not conneoted with corporate reorganization.—If in any trans-
action in which (a) property 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 pre-
ferred stock, in the same corporation and not in connection with a
corporate reorganization; of (¢) property is transferred by one or
more persons to a corporation for its stock or securities, within the
meaning of section 112 (b) (8), there is received 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) No loss from such an exchange will be recognized in any case
(see section 112 (e)).

Ezample: A, who is not a dealer in real estate, in 1934 exchanges
real estate, which he purchased (for investment) in 1921 for $5,000,
for other real estate (to be held for productive use in trade or busi-
ness) which has a fair market value of $6,000, and he receives in
addition $2,000 in cash. The gain from the transaction is $3,000, but
is recognized only to the extent of the cash received of $2,000.

See article 113(a) (6)~1 for the basis for determining the gain or
loss from the subsequent sale of the property received in exchanges
such as described in this article.

As to the receipt of other property or money on an exchange of
stock or securities in connection with a reorganization, and as to dis-
tributions in pursuance of a plan of reorganization which have the
effect of a taxable dividend, see article 112(g)-3.

[SEC. 112. RECOGNITION OF GAIN OR LOSS.]

(d) Same-—@Gain of corporation.—If an exchange 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
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or securities permitted by such paragraph to be received without the
recognition of gain, but also of other property or money, then—*

(1) If the corporation recelving such other property or money
distributes it in pursuance of the plan of reorganization, no galn
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 galn, 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 is not so distributed.

(e) Loss fgom exchanges not solely in kind.—If an exchange would be
within the provisions of subsection (b) (1) to (5), inclusive, of this
section if it were not for the fact that the property received in ex-
change consists not only of property permitted by such paragraph to
be received without the recognition of gain or loss, but also of other
property or money, then no loss from the exchange shall be recognized.

Arr, 112(e)-1. Nonrecognition of loss.—The Act provides that in
no event shall a loss be recognized from a tax-free exchange of prop-
erty under section 112 (b) (1) to (5), inclusive, notwithstanding the
fact that there is received in the exchange other property or money
in addition to property permitted to be received without recognition
of gain or loss.

As to the effect on the basis of the property received in such an
exchange for the purpose of determining gain or loss from the
subsequent sale thereof, see article 113(a) (6)~1.

[SEC. 112. RECOGNITION OF GAIN OR LOSS.]

(f) Involuntary conversions.—If property (as a result of its destruc-
tion 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 or involuntarily converted into property similar or
related in service or use to the property so converted, or into money
which is forthwith in good falth, under regulations prescribed by
the Commissioner with the approval of the Secretary, expended In the
acquisition of other property similar or related in service or use to
the property so converted, or in the acquisition of control of a corpo-
ration owning such other property, or in the establishment of a re-
placement fund, no gain or loss shall be recognized. If any part of
the money Is not so expended, the galn, if any, shall be recognized,
but in an amount not in excess of the money which is not so expended.

Arr. 112(f)-1. Reinvestment of proceeds of involuntary conversion.—
In order to avail himself of the benefits of section 112 (£) it is not
sufficient for the taxpayer to show that subsequent to the receipt
of money from a condemnation award he purchased other property
similar or related in use. The taxpayer must trace the proceeds of

t For a discussion of the application of section 112(d), see article 112(g)-3.
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the award into-the payments for the property 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) can not 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 and mortgages against
the property and itself pays the same, the amount so retained should
be included in determining the amount of the net award. An amount
expended for replacement of an asset, in excess of the recovery for
loss, is not a deductible loss for income tax purposes if the amount
of the recovery is equal to or greater than the cost or other basis
of the converted property.

The provisions of section 112(f) are applicable to property used
for residential or farming purposes.

The proceeds of a use and occupancy insurance contract, which by
its terms insured against actual loss sustained of net profits in the
business, are not proceeds of an involuntary conversion but are in-
come in the same manner that the profits for which they are
substituted would have been.

There is no investment in  property similar in character and
devoted to a similar use if—

(1) The proceeds of unimproved real estate, taken upon con-
demnation proceedings, are invested in improved real estate.

(2) The proceeds of conversion of real property are applied
in reduction of indebtedness previously incurred in the pur-
chase of a leasehold.

(8) The owner of a requisitioned tug uses the proceeds to
buy barges.

(4) An award for property taken for street widening is
applied toward payment of special assessments for benefits
aceruing to the remaining property.

It is incumbent upon a taxpayer * forthwith” to apply for and
receive permission 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 establish-
ment of & replacement fund would likewise be too late.

Arr. 112(f)-2. Replacement funds.—In any case where the taxpayer
elects to replace or restore the converted property but it is not
practicable to do so immediately, he may obtain permission to
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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 applica-
tion should recite all the facts relating to the transaction and de-
clare that he will proceed as expeditiously as possible to replace
or restore such property. The taxpayer will be required to furnish
a bond with such surety as the Commissioner may require in an
amount not in excess of double the estimated additional income taxes
which would be payable if no replacement fund were established.
See section 1126 of the Revenue Act of 1926 (paragraph 31 of the
Appendix to these regulations), providing that where a bond is re-
quired by law or regulations, in lieu of surety or sureties there may
be deposited bonds or notes of the United States. The estimated
additional taxes, for the amount of which the applicant is required to
furnish security, should be computed at the rates at which the
applicant would have been obliged to pay, taking into consideration
the remainder of his net income and resolving against him all matters
in dispute affecting the amount of the tax. Only surety companies
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 Com-
missioner, the applicant, and the surety or depositary may each have
a copy.
[SEC. 112. RECOGNITION OF GAIN OR LOSS.]

(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 cor-
poration; or of substantially all the properties of another corpora-
tion, or (C) a transfer by a corporation of all or a part of its
usscts to another corporation iIf immedlately after the transfer
the transferor or its stockholders or both are in control of the cor-
poration to which the assets arve transferred, or (D) a recapitaliza-
tion, or (E) a mere change in identity, form, or place of organiza-
tion, however effected.

(2) The term “a party to a reorganization ” Includes a corpora-
tion resulting from a reorganization and includes both corporations
in the case of a reorgunization resulting from the acquisition by
one corpuration of stock or properties of another.

e e b e v
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Art, 112(g)-1. Purpose and scope of exception of reorganization ex-
changes.—Pirpose; Under the general rule, upon the exchange of
property, gain or loss must be accounted for if the new property
differs in a material particular, either in kind or in extent, from the
old property. The purpose of the reorganization provisions of the
Act is to except from the general rule cerfain specifically described
exchanges incident to such readjustments of corporate structures,
made in one of the particular ways specified in the Act, as are re-
quired by business exigencies, and which effect only a readjustment
of continuing interests in property under modified corporate forms.
Requisite to a reorganization under the Act are a continuity of the
business enterprise under the modified corporate form, and a con-
tinuity of interest therein on the part of those persons who were
the owners of the enterprise prior to the reorganization. The Act
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 cor-
poration, but not the creation of a temporary subsidiary as a device
for the making of an ordinary dividend. The Act recognizes as a
reorganization the amalgamation (occurring in a specified way) of
two corporate enterprises under a single corporate structure if there
exists among the holders of the stock and securities of either of the
old corporations the requisite continuity of interest in the new cor-
poration, 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 exclude transactions
not intended to be included, the specifications of the reorganization
provisions of the law are precise. Both the terms of the specifica-
tions and their underlying assumptions and purposes must be satis-
fied in order to entitle the taxpayer to the benefit of the exception
from the general rule. Accordingly, under the Act, a short-term
purchase money note is not a security of a party to a reorganization,
an ordinary dividend is to be treated as an ordinary dividend, and
a sale is nevertheless to be treated as a sale, even though the
mechanics of a reorganization have been set up.

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 reorganization are, in pursuance of a plan
of reorganization, exchanged for the stock or securities in a corpora-
tion a party to the same reorganization; and the exchange that is
provided for in section 112(b) (4) in which a corporation a party to
the reorganization exchanges property, in pursuance of a plan of
reorganization, for stock or securities in another corporation a party
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to the same reorganization. Section 112(g) limits the definition
of the term “ reorganization ” to five kinds of transactions and ex-
cludes all others. From its context, the term “a party to a reor-
ganization ” can only mean a party to a transaction specifically de-
fined as a reorganization by section 112(g). Certain rules respecting
boot received in either of the two types of exchanges provided for in
section 112(b) (3) and (4) are prescribed in subsections (c) and (d)
of section 112. Under section 112(i) a limitation is placed on all
these provisions by providing that except under specified conditions
foreign corporations shall not be deemed within their scope.

The provisions of the Act referred to in the preceding paragraph
of this article are inapplicable unless there is a plan of reorganiza-
tion. A plan of reorganization must contemplate the bona fide
execution of one of the transactions specifically described as a reor-
ganization in section 112(g) and for the bona fide consummation of
each of the requisite acts under which nonrecognition of gain is
claimed. Such transaction and such acts must be an ordinary and
necessary incident of the conduct of the enterprise and must provide
for a continuation of the enterprise. A scheme which involves an
abrupt departure from normal reorganization procedure, devised and
adopted with reference to a transaction on which the imposition of
the tax is imminent, is not a plan of reorganization.

Arr. 112(g)-2. Definition of terms.—The application of the term
“ reorganization ” 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 stockholders in the properties transferved. If the properties
arc 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 consolidation ” refer to a merger
or a consolidation effected in pursuance of the corporation laws of a
State or Territory or the District of Columbia.

In order to qualify as a “ reorganization ” under section 112 (g) (1)
(B), the acquisition by the acquiring corporation of the required
amount of the stock, or of substantially all the properties, 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, Corpo-
ration X exchanges nonvoting preferred stock or bonds in addition
to all or a part of its voting stock in the acquisition of the required
amount of stock, or of the properties, of Corporation Y, the trans-
action is not a “reorganization” exchange, and the gain or loss
therefrom will be recognized.
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A “recapitalization,” and therefore a reorganization, takes place
if, for example
(1) A corporation with $200,000 par value of bonds outstanding,

instead of paying them off in cash, discharges them by issuing -

preferred shares to the bondholders, par for par;

(2) There is surrendered to a corporation for cancellation 25 per
cent of its preferred stock in exchange for no par value common

3) A corporation fssues preferred stock, previously authorized
but unissued, for outstanding common stock; or |

(4) An exchange is made of a corporation’s outstanding pre-
ferred stock, having certain priorities with reference to the amount
and time of payment of dividends and the distribution of the cor-
porate assets upon liquidation, for a new issue of such corporation’s
common stock having no such rights.

The statutory definition in section 112 (g)(2) of the words “a
party to a reorganization” is not an all-inclusive one. The term
inc.lndes both corporations if under statutory authority Corporation
-A is merged into Corporation B, and all three of the corporations
if, pursuant to statutory authority, Corporations C and D are con-
solidated into Corporation E, a new company. Both corporations
are parties to the reorganization in the case where Corporation F,
organizes, and transfers a part of its assets to Corporation G in
exchfmge for all of the latter’s capital stock, or in the case of the
acquisition by Corporation H in exchange solely for all or a part of
its voting stock of at least 80 per cent of the voting stock and at least;
80 per cent of the total number of shares of all other classes of stock
or substantially all of the properties, of Corporation J. ’
~ The term “plan of reorganization ” has reference to a consum-
mated transaction specifically defined as a reorganization under sec-
tion 112 (g) (1). The term is not to be construed as broadening the
fieﬁnition of “ reorganization ” as set forth in section 112(g) (1), but
is to be taken ag limiting the nonrecognition of gain or loss to such
ex(fha.nges as are directly a part of the transaction specifically de-
scn'bed a8 a reorganization in that subsection. Moreover, the trans-
a.-ctlon, or series of transactions, embraced in a plan of reorganiza-
tion must not only come within the specific language of section
.112(g) (1), but, the readjustments involved in the exchanges effected
in the consummation thereof must be undertaken for reasons germane
to the c.onti.nuance of the business of a corporation a party to the
reorga.m.zat{on. Section 112(g) (1) contemplates genuine corporate
reorganizations which are designed to effect a readjustment of con-
tinuing interests under modified corporate forms.
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As used in section 112, as well as in other provisions of the Act,
if the context so requires, the conjunction “ or ” denotes both the con-
junctive and the disjunctive, and the singular 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 securities ”’ are received.

Arr. 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 sustained,
if the shareholders in a corporation a party to the following

" reorganization transactions exchange stock or securities solely for

stock or securities of the same corporation, or of another corporation
mentioned, or if one of such corporations transfers property to
another of the corporations solely for stock or securities of such
other corporation, in pursuance of the plan of reorganization:

(1) The merger of Corperation A, in accordunce with statutory
authority, into Corporation B;

(2) The consolidation, pursuant to statutory authority, of Corpo-
rations C and D into Corporation E, a new corporation;

(3) The acquisition by Corporation F, in exchange solely for all
or a part of its voting stock, of at least 80 per cent of the voting
stock and at least 80 per cent of the total number of shares of all
other classes of the stock of Corporation G, or substantially all of the
properties of Corporation G;

(4) The transfer by Corporation H of all or a part of its assets
to Corporation K, if immediately after the transfer Corporation H
or its stockholders, or both, are in control of Corporation K (“con-
trol” for the purpose of this transaction being defined in section
112 (h) as the ownership by Corporation H or its stockholders, or
both, of the stock of Corporation K to the extent of at least 80 per

"cent of the voting stock and at least 80 per cent of the total number

of shares of all other classes thereof) ; or

(5) The exchange of stock or securities solely for stock or securi-

“ties of the same corporation in the case of (a) a recupitalization of
n corporation, or (b) a mere change in the identity, form, or place
“of organization of a corporation, however effected.

Agrt. 112(g)—4. Exchanges in reorganization for stock or securities
and other property or money.—If in an exchange of stuok 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
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(1) As provided in section 112 (c¢) (1), the gain, if any, to the
taxpayer will be recognized in an amount not in excess of the sum
of money and the fair market value of the other property, but

(2) No loss from such an exchange will be recognized (see section
112 (e)).

Ewample: A, in connection with a reorganization, in 1934, ex-
changes a share of stock purchased in 1928 at a cost of $100 for a
share of stock of the Y Corporation (a party to the reorganization),
which has a fair market value of $90, plus $20 in cash. The gain
from the transaction of $10 is recognized and taxed as a gain from
the exchange of property. But see section 117. However, if the
share of stock received had a fair market value of $70, the loss from
the transaction of $10 would not be recognized.

If the distribution of such other property or money by or on be-
half of a corporation 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 divi-
dend, 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.

Ewample: The X Corporation has a capital of $100,000 and earn-
ings and profits of $50,000 accumulated since February 28, 1913,
The X Corporation in 1934 transfers all of its assets to the Y Corpo-
ration in exchange for the issuance of all of the stock of the Y
Corporation and the payment of $50,000 in cash to the stockholders
‘of the X Corporation. A, who owns one share of stock in the X
Corporation, for which he in 1928 paid $100, receives a share of
stock in the Y Corporation worth $100 and the sum of $50 in cash in
addition. A is liable to the surtax on $50,

I£, in pursuance of a plan of reorganization, property is exchanged
by a corporation a party to the reorganization for stock or securities
in another corporation a party to the reorganization and other prop-

- erty or money, then, as provided in section 112 (d) (1), if the other
property or money received by the corporation is distributed by it pur-
suant to the plan of reorganization, no gain to the corporation will be
recognized. If -the other property or money received by the corpora-
tion is not distributed by it pursuant to the plan of reorganization,
.the gain, if any, to the corporatibn from the exchange will be recog-

_ nized, under the provisions of section 112 (d) (2),.in an amount not
in excess of the sum of the money and the fair market value of the
other property so received which is not distributed. In either case
‘no loss from the exchange will be recognized (see section 112 (e)).
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Agxr. 112(g)-5. Receipt of stock or securities in reorganization with-
out surrender of stock by shareholder.—Any distribution, though in
pursuance of a plan of reorganization, to shareholders without the
surrender of their stock, in any taxable year beginning after Decem-
ber 31, 1933, by or on behalf of a corporation a party to a reorgani-
zatlon, of its securities (other than its own stock) or of stock or
securities of another corporation a party to the reorganization, shall
be taxed to such shareholders as a dividend, within the meaning of
section 115, to the extent that the fair market value of such stock or
securities at the date of the distribution is not in excess of the earn-
ings or profits of the corporation accumulated after February 28,
1913. Any remainder of such fair market value of the stock or
securities distributed over the amount of such earnings or profits
accumulated after February 28, 1913, shall be applied against and
used to reduce the basis provided in section 113 of the stock in respect
of which the distribution was made; and if in excess of such basis,
such excess shall be taxable in the same manner as a gain from the
sale or exchange of property. (See article 111-1.)

Arr. 112(g)—6. Becords to be kept and information to be filed with
returns.—(a) The plan of reorganization must be adopted by each
of the corporations parties thereto; and the adoption must be shown
by the acts of its duly constituted responsible officers, and appear
upon the official records of the corporation. Each corporation a
party to a reorganization shall file as a part of its return for its
taxable year within which the reorganization occurred:

1. A duly certified copy of the plan of reorganization, together
with a statement under oath showing in full the purposes thereof
and in detail all transactions incident to, or pursuant to, the plan.

2. A complete statement of the cost or other basis of all property,
including all stock or securities, transferred incident to the plan.

8. A statement of the amount of stock or securities and other
property or money received from the exchange, including a statement
of all distributions or other disposition made thereof. The amount
of each kind of stock or sécurities and other property received shall
be stated on the basis of the fair market value thereof at the date of
the exchange.

(b) Every taxpayer, other than a corporation a party to the reor-
ganization, who claims the benefit of a tax-free exchange in connec-
tion with a corporate reorganization shall incorporate in his income
tax return for the taxable year in which the exchange takes place: .

1. A statement of the cost or other basis of the stock or securities
transferred in the exchange, and

2. A statement in full of the amount of stock or securities and
other property or money received from the exchange. The amount
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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 ths
date of the exchange.

(¢) Permanent records in substantial form. shall be kept by every
taxpayer who claims the benefit of a tax-free exchange in connection
with a corporate reorganization showing the cost or other basis of
the transferred property and the amount of stock or securities and
‘other property or money received, in order to facilitate the determi-
nation of gain or loss from a subsequent disposition of such stock or
securities and other property received from the exchange.

[SEC. 112. RECOGNITION OF GAIN OR LOSS.}

(h) Definition of control.—As used in this section the term * con-
trol ” means the ownership 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 the corporation.

Arr. 112(h)-1. Control of corporation.—Section 112(h) defines the
term “ control ” in reference to the phrase “ control of the corpora-
tion,” as used in section 112(b) (5) and section 112(g) (1). It is
provided specifically that this definition is limited to the meaning of
the term “ control ” as that term is used in section 112.

[SEC. 112. RECOGNITION ‘OF GAIN OR LOSS.)

(1) Foreign corporations.—In determining the extent to which gain
shall be recognized in the case of any of the exchanges (made after
the date of the enactment of this Act) described in subsection (b) (3),
(4), or (5), or described In 80 much of subsection (c) as refers to
subsection (b) (3) or (8), or described in subsection (d), a foreign
corporation shall not be considered as a corporation unless, prior to
such exchange, It has been established to the satisfaction of the Com-
missloner that such exchange is not in pursuance of a plan having
as one of its principal purposes the avoidance of Federal income taxes.

Arr. 112(i)-1. Reorganization with, or transfer of property to, a for-
eign corporation.—A foreign corporation will not be considered a
corporation to which a tax-free transfer of property for stock or
securities may be made, or a corporation a party to a reorganization
with which a tax-free reorganization exchange may be made, unless,
prior to the transfer or exchange, it has been established to the satis-
faction of the Commissioner that such transfer or exchange is not in
pursuance of a plan having as one of its principal purposes the
avoidance of Federal income taxes. The term “ Federal income
taxes ” includes the excess-profits tax on the net income of a corpora-
tion referred to in sections 702 and 703 of the Act.

Whether any of the exchanges or distributions referred to in sec-
tion 112 (i), involving a foreign corporation, is in pursuance of a
plan having as one of its principal purposes the avoidance of Fed-
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eral income or excess-profits taxes, is a question to be determined
from the facts and circumstances of each particular case. In any
such case if a taxpayer desires to establish that the exchange or
distribution is not in pursuance of such a plan, a statement under

"oath of the facts relating to the plan under which the exchange or

distribution is to be made, together with a copy of the plan, shall be
forwarded to the Commissioner of Internal Revenue, Washington,
D. C,, for a ruling. A letter setting forth the Commissioner’s de-
termination will be mailed to the taxpayer. If the Commissioner
determines that the exchange or distribution is not in pursuance of &
plan having as one of its principal purposes the avoidance of Fed-
eral income or excess-profits taxes, the taxpayer should retain a
copy of the Commissioner’s letter as authority for treating the for-
eign corporation as a corporation in determining the extent to which
gain is recognized from the exchange or distribution. If the re-
organization or the transfer is not carried out in accordance with
the plan submitted, the Commissioner’s approval will not render the

transaction tax free.

SEC. 113. ADJUSTED BASIS FOR DETERMINING GAIN OR LOSS.

(a) Basis (unadjusted) of property.—The basis of property shall be -
the cost of such property; except that—

Agr, 113(a)-1. Scope of basis for determining gain or loss.—The
basis of property for the purpose of determining gain or loss from
the sale or other disposition thereof is the unadjusted basis prescribed
in section 113(a), adjusted for the various applicable items specified
in section 118(b). Unless otherwise indicated, the word “basis,” as

‘used in this article and articles 113(a)-2 to 118(a) (14)-1, inclusive,

has reference to the unadjusted basis.
Art. 113(a)-2. General rule—In general, the basis of property is
the cost thereof. This rule is subject, however, to the exceptions

stated in paragraphs (1) to (14) of section 113(a).

[SEC. 113. ADJUSTED BASIS FOR DETERMINING GAIN OR
LOSS.]

[(a) Basis (unadjusted) of property.—The basis of property shall
be the cost of such property, except that—])
(1) INVENTORY VALUE—If the property should have been included
in the last inventory, the basis ghall be the last inventory value
thereof.

Arr. 118(a) (1)-1. Property included in inventory.—The last inven-
tory value of property which should be included in inventory is the
basis of such property. The requirements with respect to the valua-
tion of an inventory are stated in articles 22(c)-1 to 22(c)-8,
inclusive.



178

[SEC. 113. ADJUSTED BASIS FOR DETERMINING GAIN OR
LOSS.]
{(a) Basis (unadjusted) of property.—The basis of property shall be
the cost of such property; except that—] '

(2) Girrs ayTer Decempme 81, 1920.—If the property was ac-
quired by gift after December 31, 1920, the basis shall be the
same -a8 it would be in the hands of the donor or the last pre-
ceding owner by whom it was not acquired by gift, except that
for the purpose of determining loss the basis shall be the basis
80 determined or the fair market value of the property at the
time of the gift, whichever is lower. If the facts necessary to
determine the basis in the hands of the donor or the last pre-
ceding owner are unkhown 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 Cominis-
sloner finds it impossible to obtain such facts, the basis in the
hands of such donor or last preceding owner shall be the fair
market value of such property as found by the Commissioner as
of the date or approximate date at which, according to the best
information that the Commissioner is able to obtain, such prop-
erty was acquired by such donor or last preceding owner,

Arr. 113(a) (2)-1. Property transmitted by gift after December 31,
1920.—(a) Property included.—Section 113(a)(2) applies to all
property acquired after December 31, 1920, by gift, whether by trans-
fer in trust or otherwise. It does not apply to property acquired by

(1) devise or bequest (sce section 113(a) (5)); or
(2) an instrument which, under section 113(a)(5), is to be
treated as though it were a will.

Section 113(u) (2) applies to all gifts of whatever description;
whether by a transfer in trust or otherwise; whenever and however
made, perfected, or taking effect; whether in contemplation of or
intended to take effect in possession or enjoyment at or after the
donor’s death; whether subject at any time to any change through
the exercise of any power of appointment, revocation or otherwise;
or whether made by means of the exercise (other than by will) of a
power of appointment or revocation, or any other power.

(b) Basis—For the purpose of determining gain, the basis is the
same as it would be in the hands of the donor, or the last preceding
owner by whom it was not acquired by gift. For the purpose of
determining loss, the basis is as so determined, or the fair market
value of the property at the time of the gift, whichever is lower.

All titles to property acquired by gift relate back to the time of the
gift, even though the interest of him who takes the title was, at the
time of the gift, legal, equitable, vested, contingent, conditional, or
otherwise. Accordingly, all property acquired by gift is acquired at
the time of the gift. In the hands of every person acquiring prop-
erty by gift, the basis is always the same, whether such person be the
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trustee under the gift instrument, the beneficiary, or any other person
to whom such uniform basis is applicable, and whether during the
term of the trust or after distribution of the trust corpus. Adjust-
ments 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 (¢) of article
113(a) (5)-1. :

The time of the gift is the time when the gift is consummated.
Delivery, actual or constructive, is requisite to a gift. In determining
the time of the gift, the passing of title by the donor is not decisive;
the time when the donor relinquishes substantial dominion over the
property is decisive.

(¢) Fair market value—For the purposes of this article, the value
of property as appraised for the purpose of the Federal gift tax, or if
the gift is not subject to such tax, its value as appraised for the
purpose of a State gift tax shall be deemed to be the fair market value
of the property at the time of the gift.

(d) Reinvestments by fiduciary.—If the property is an investment
by the fiduciary under the instrument of gift (as, for example, in the
case of a sale by the fiduciury of property transferred under the in-
strument of gift, and the reinvestment of the proceeds), the cost or
other basis to the fiduciary is taken in lieu of the basis specified in
paragraph (b).

(¢) Records—To insure & fair and adequate determination of the
proper basis under section 113(a) (2), persons making gifts of prop-
erty should preserve and keep accessible a record of the facts neces-
sary to determine the cost of the property and, if pertinent, its fair
market value as of March 1, 1913,

[SEC. 1i3. ADJUSTED BASIS FOR DETERMINING GAIN OR
LOSS.]

[(a) Basis (unadjusted) of property.—The basis of property shall be
the cost of such property, except that—]

(3) TRANSBFER IN TRUST AFTER DBcEMBER 31, 1920.—If the prop-
erty was acquired after December 81, 1820, by a trunsfer in trust
(other than by a transfer in trust by a bequest or devisc) the basis
shall be the same as it would be in the hands of the grantor, in-
creased in the amount of gain or decreased in the amount of loss
recognized to the grantor upon such transfer under the law appli-
cable to the year in which the transfer was made.

Arr. 113(a) (3)-1. Transfer in trust after December 31, 1920.—(a)
Property included.—Section 113(a) (3) applies in general to all prop-
erty acquired after December 31, 1920, by transfer in trust. It does
not apply to property acquired as a gift by transfer in trust, or by
bequest or devise; or by an instrument which, under section 113(a)
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(5),. is to be treated as though it were a will. With these exceptions
section 113(a) (3) applies to all property acquired after Decembez3
81, 1920, by any transfer in trust of whatever description. If the
tr?,nsfer in trust be a gift, it is not within section 113(a) (3), but is
within section 113 (a) (2) or section 113(a) (4). ’

(b) Basis—The basis of property so acquired is the same as it
wo.uld 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. If the taxpayer acquired the property by a
transfer in trust, this basis applies whether the property be in the
hand.s of. the trustee, or the beneficiary, and whether prior to the
:;I‘;Tel:;::n of the trust and distribution of the property, or

(¢) Reinvestments by fiduciary.—1f 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 reinvest-
ment 9f the proceeds), the cost or other basis to the fiduciary is
taken in lieu of the basis specified in paragraph (3).

[SEC. 113. ADJUSTED BASIS FOR DETERMINING GAIN OR
LOSS.]

[(a) Basis (unadjusted) of property.—The basis of property shall be
the cost of such property; except that—]

(4) GIFT OR TRANSFER IN TRUST BEFORE JANUARY 1, 1921.—1If the
property was acquired by gift or transfer in trust on or before
December 31, 1920, the basis shall be the fair market value of such
property at the time of such acquisition.

ARrT. 113 () (4)~1. @ift or transfer in trust prior to January 1, 1621.—
(2) {’roperty 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. ¢

(b) Basis.—The basis is the fair market value of suc
the time of the gift or at the time of the transfer in trus};. prgg:;lt)f,a?:
market value is to be ascertained in the manner prescribed in para-
graph (c) of article 113(a) (2)-1.

[SEC. 113. ADJUSTED BASIS FOR
1088 ] DETERMINING GAIN OR

[(a) Basis (unadjusted) of property.—The basis of property shall be
the cost of such property ; except that—1])

(5) PROPERTY TRANSMITTED AT DEATH.—If the property was ac-
quired by bequest, devise, or Inberitance, or by the (lecedent'é
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 {n trust to pay the income for life to or upoil

the order or direction of the grantor, with the right reserved to
the grantor at all times prior to his death to revoke the trust, the
basis of such property in the hands of the persons entitled under
the terms of the trust instrument to th¢ property after the grant-
or's death shall, after such death, be the same as if the trust
jnstrument had been a will executed on the day of the grantor's
death. For the purpose of this paragraph property passing with- .
out full and adequate consideration under a general power of ap-
pointment exercised by will shall be deemed to be property passing
from the indivjdual exercising such power by bequest or devise.

Art. 113(a)(5)-1. Basis of property aoquired by bequest, devise, or
inheritance.—(2) 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 o

(2) to property passing under an instrument 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
118(a) (5).

(b) Basis—Under the law governing wills and the descent and
distribution of the property of decedents, all titles to property ac-
quired by bequest, devise, or inheritance relate back to the death
of the decedent, even though the interest of him who takes the title
was, at the date of death of the decedent, legal, equitable, vested,
contingent, general, specific, residual, conditional, executory, or
otherwise. Pursuant to this rule of law, section 113(a)(5) pre-
scribes a single uniform basis rule applicable to all property passing
from a decedent by will or under the law governing the descent and
distribution of the property of decedents. Accordingly, the time of
acquisition of such property is the death of the decedent, and its
basis is the fair market value at the time of the decederit’s death,
regardless of the time when the taxpayer comes into possession and
enjoyment of the property. For example, if distribution of per-
sonal property left by a decedent is not made until one year after
his death, the basis of such property in the hands of the legatee is
its fair market value at the time when the decedent died, and not
when the legatee actually received the property; or, if the bequest
is of the residue to trustees in trust, and the executors do not dis-
tribute the residue to such trustees until five years after the death
of the decedent, the basis of each piece of property left by the
decedent and thus received, in the hands of the trustees,.is its fair
market value at the time when the decedent dies; or, if the bequest
is to trustees in trust to pay to A during his lifetime the income of
the property bequeathed,and after his death to distribute such prop-
erty to the survivors of a class, and upon A’s death the-property is

-
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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 decedent died.

The purpose of the Act, in prescribing a single uniform basis rule
for property acquired by bequest, 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 taxpayer
would take or gain anything) ; and, on the other hand, not to recog-
nize as gain any element of value solely from the circumstance that
the possession or enjoyment of the taxpayer was postponed. Such
vostponement 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 uncertain event has
happened. It is the increase or decrease in the value of property
reflected in a sale or other disposition which section 113(a) (5) recog-
nizes as the measure of gain or loss, ‘

(¢} Fair market value—For the purposes of this article, the value
of property as appraised for the purpose of the Federal estate tax
or if the estate is not subject to such tax, its value as appraised for
the purpose of State inheritance or transmission taxes, shall be
deemed to be its fair market value at the time of the death of the
decedent.

(2) Property acquired before Marok 1, 1913; reinvestments by
fiduciary.—If the decedent died before March 1, 19183, the fair market
value on that date is taken in lieu of the fair market value on the
date of death, but only to the same extent and for the same purposes
as the fair market value on March 1, 1913, is taken under section
113(a) (14):

If the property is an investment by the fiduciary under a will (as,
for example, in the case of a sale by a fiduciary under a will of
property transmitted from the decedent, and the reinvestment of the
proceeds), the cost or other basis to the fiduciary is taken in lieu of
the fair market value at the time when the decedent died.

(e) Adjustments to the wniform basis—In the hands of every
person who acquires the property of a decedent (or any estate or in-
terest therein) by bequest, or devise, or inheritance, the basis of the
property is always the same,

(1) whether such person be the executor or administrator, the
heir, the legatee, the devisee, the trustee of a trust created by the
will, or any beneficiary of such trust, and whatever the nature
of any such person’s interest or estate may be;

(2) whether during or after administration and settlement of
the estate of the decedent, during or after the term of any trust
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under the will, or before or after the distribution by the executor
or administrator, or the trustee.

Adjustments to basis required by section 113(b) are made in ac-
cordance with the same uniform rule. Thus the deductions for
depreciation and for depletion allowed or allowable, under section
23(1) and section 23(m), to a legal life tenant as if the life tenant
were the absolute owner of the property, constitute an adjustment to
the basis of the property in the hands not only of the life tenant, but
also in the hands of the remainderman and every other person to
whom the same uniform basis is applicable. Similarly, the deduc-
tions allowed or allowable under section 23(1) and section 23(m),
both to the trustee and to the trust beneficiaries, constitute an adjust-
ment to the basis of the property not only in the hands of the trustee,
but also in the hands of the trust beneficiaries and every other person
to whom the uniform basis is applicable. See, however, section
24(a). Similarly, adjustments in respect of capital expenditures or
losses, tax-free distributions, or other distributions applicable in
reduction of basis, or other items for which the basis is adjustable
are made without regard to which one of the persons to whom the
same uniform basis is applicable makes the capital expenditures or
sustains the capital losses, or to whom the tax-free or other distribu-
tions are made, or to whom the deductions are allowed or allowable.

The executor or other legal representative of the decedent, the
fiduciary of a trust under a will, the life tenant and every other per-
son to whom a uniform basis under this article is applicable, shall
make and maintain records showing in detail all deductions, dis-
tributions, or other items for which adjustment to basis is required
to be made by section 113(b), and shall furnish to the Commissioner
information with respect to such matters in such detail at such time
and in such manner as the Commissioner may require.

(f) Sales of remainder and other interests in property transmitted
at death—~The following is an illustration of the rule stated in
paragraph (b) of this article that, under section 113(a)(5), the
measure of gain or loss 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 disposition: 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 reflected, and realized by B, in the proceeds from the sale
of his remainder interest constitutes the gain recognized upon the
sale. (See section 111,) Such gain (or as the case may be, the loss)
is computed by comparing the amount of the proceeds received from
the sale with the amount of the part of the uniform basis assignable
to such sale of B’s remainder interest. The part of the uniform basis
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assignable to such a sale by B is the part of the unif; i

; ! orm basis (ad-

zusted to th? time of the sale) of the land transmitted from (the
ecedent which bears the same proportion to such uniform basis g

B’s remainder interest, at the ti
s e time of the sale, bea
estate transmitted from the decedent. ) bears to the wholo

[ . d J E

[(a) Basis (unsdjusted) of property,—
the cost of such property); exv‘:eptpth:rtz——]'rhe busts of property shall be
(8) TAX-FREN MXCHANGES GONERALLY —If the
quired, after February 28, 1913, upon an exhchn[::‘:epe ;gcrv::esd alc-
sectlon 112 (b) to (e), inclusive, the basis shall be the same .
in the case of the property exchanged, decreased fn the amount :;
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 upori such exchange under the law applicable to th
year In which the exchange was made. If the property so acqulre:l’
consisted in part of the type of property permitted by sectlon
1112 (b) to be received without the recognition of gain or loss, and
n part of other property, the basis provided in thils para ; aph
shall be allocated between the properties (other than mg:xep)
recelved, and for the purpose of the allocation there shall {)e
:ns::ir;:dv;;)usu:? t(;)thedr property an amount equivalent to its fair
e e date of the exchange. )

not apply to property acquired by a corpirutl:‘xln l;ypt“hr:‘l;::::ncsh?:
its stock or securities as the consideration in whole or in et
the transfer of the property to it. part for

_ ,’Am'. 113(a) (6)~1. Property acquired upon a tax-free exchange.—In
the case of an ex.change, after February 28, 1913, of propert s.ol 1
of the type.descmbed in section 112 (b), if no fmr; of the irf or lf)sy
was recognized under the law applicable to the year in whgi::h the ex?
change ‘Wwas made, the basis of the property acquired is the sam

the-; basis of the property transferred by the taxpayer with Jper
ndlj};st'ments to tl;e date of the exchange. proper

y In an exchange, after February 28, 191: ' i

the type indicated in section 112 (b{, gsjin 9t1: ’tl(l): &l}"ﬂl:ﬂ‘::‘es o
recogmz?d. under the provisions of section 112 (c) or (d) I:n‘ya, si::\»:s
lar provision o.f'a prior Revenue Act, on account of the receipt o‘;
money in addition in the transaction, the basis of the progerty

acquired is the basis of the property transferred (adjusted to the

date of the exchange), decreased by the amount of money received

and increased by the amount of gain recognized on the exchange
For example: A purchased a share of stock in the X Corpo;'ntiongin.
1926 for $100 Pursuant to a plan of reorganization, A in 1934 ex
changed.lns share for one share in the Y Corporati,on worth $90.
and $30 in cl.lsh. Under the provisions of section 112 (c)’ A realized’
@ taxable gain of $20 from the exchange. As to the amo,unt of such
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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 received by A ($30) plus the amount of gain recognized
on the exchange ($20).

If, upon an exchange of properties of the type described in
section 112 (b), there was received by the taxpayer in addition other
property (not permitted to be received without the recognition of
gain) and money, and gain from the transaction was recognized as
required under section 112 (c) or (d) or a similar provision of a
prior Revenue Act, the basis (adjusted to the date of the exchange)
of the property transferred by the taxpayer, decreased by the
amount of money received and increased by the amount of gain
recognized, must be apportioned to and is the basis of the properties
(other than money) received on the exchange. For the purpose of
the allocation of such basis to the properties received, there must be
assigned to such other property an amount equivalent to its fair
market value at the date of the exchange.

Ewample: A purchased a share of stock in the X Corporation in
1924 for $100. Upon a reorganization of the X Corporation in
1934, A received in place of bis stock in the X Corporation a share
of stock in the Y Corperation worth $60, a Liberty bond worth $50,
and in addition $20 in cash. Under section 112 (c) (1), A realized
a gain of $30 from the exchange. As to the amount of such gain to
be taken into account in computing net income, see section 117. The
basis of the property received in exchange is the basis of the old
stock ($100) decreased in the amount of money received ($20) and
increased in the amount of gain that was realized ($30), which
results in s basis for the property received of $110. This basis of
$110 is apportioned between the Liberty bond and the share of stock,
the basis of the Liberty bond being ite fair market value at the date
of the exchange, $50, and of the share of stack, the remainder, $60.

Section 112 (e) of the Act, and similar provisions of prior Reve-
nue Acts, provide that no loss may be recognized on an exchange of
properties of a type described in section 112 (b), although the tax-
payer receives other property or money from the transaction. How-
ever, the basis of the propertyor properties received by the taxpayer
(other than money) is the baeis (adjusted to the date of the ex-
change) of the property transferred, decreased by the amount of
money received. This basis must be apportioned to the-properties
received, and for this purpose there must be allocated to-such other
property (not permitted to be exchanged tax free) an amount of such
basis equivalent to the fair market value of such other property at
the date of the exchange. 0
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Paragraph (6) of section 118 (a) does not i ini

. : apply in ascertainin
the basis of pr'ox;)erty acquired by a corporation by the issuance of itg
:tockfor sefzcu;ltxes as the consideration in whole or in part for the
ransfer of the property to it. But see pa I

e o paragraphs (7) and (8) of

[SEC. 113. ADJUSTED BASIS FOR DETERMINING GAIN OR
LOSS.] .
[(a) Basis (unadjusted) of property.—The basis of property shall be
the cost of such property; except that—]

(7) TRANSFEES TO CORPOBATION WHERE CONTROL OF PROPERTY RE-
MAINS IN BAME PERsONS.—If the property was acquired after De-
cember 31, 1917, by a corporation in connection with a reorgani-
zatlon, and immediately after the transfer an interest or control
in such property of 50 per centum or more remained in the same
persous or any of them, then the basis shall be the sume as it
would be in the hands of the transferor, increased in the amount
of gnin or decreased in the amount of loss recognized to the trans-
feror upon such transfer under the law applicable to the year in
which the transfer was made. This paragraph shall not apply if
the property acquired conslsts of stock or securities in a corpora-
tlon a party to the reorganization, unless acquired by the lssuance
of stock or securities of the transferee as the consideration in whole
or in part for the transfer,

Axr. 113(a) (7)~1. Property acquired by corporation in izati
gfter December 31, 1917.—The provisions of s:ction 113 (;;0(1‘78 ;111:12: tl;n
Hllustrated by the following example: e
) Ezample: If the X Corporation, which owns property purchased
in 1925 for $10,000, causes the organization of the Y Corporation to
which t;he property mentioned is transferred in exchange for all of
tl}e capital stock of Y, no gain or loss from the transaction is recog-
nized under section 112(b)(4). The basis of the property in the
l;arllg(sl (1)1f thehYd(_?or[t)}(:ra}tliondis $10,000, the basis which the property

o ave had in the hands of th ion i
moytd have had in the X Corporation if the transfer

Paragraph (7) of section 118(a) does not apply i
acquired consists of stock or securiiies in a corl?oli'gtiofx t: Z)E:t;p:;t{
?eorgamzation, 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 application of this article

-to a cale where such stock or securities are acquired by the issuance

of stock or securities of the transferce may be illustrated as follows:

Ewvample: The Y Corporation owns all of the stock of the X
Cor.'porution, which stock it acquired in 1934 by the issuance of all
of its own stock to the individual shareholders of the X Corporation
The stock of the X Corporation was acquired by the individuals iI;
1924 for $100,000 in cash. The stock of the Y Corporation had a
fair market value of $1,000,000 at the time it was exchanged in
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1984 for the stock of the X Corporation. The fair market value
of the stock of the X Corporation at the time of the exchange in
1934 was also $1,000,000., The basis to the Y Corporation of the
stock of the X Corporation is the basis which such stock would have
had in the hands of the individuals from whom it was acquired by
the Y Corporation, that is, $100,000.

[SEC. 113. ADJUSTED BASIS FOR DETERMINING GAIN OR
LOSS.]
[(a) Basis (unadjusted) of property.—The basis of property shall be

the cost of such property, except that—1]
(8) PROPERTY AOQUIEED BY 188UANCE OF STOCK OR A8 PAIDIN
sURPLUS.—If the property was acquired after December 31, 1920,

by a corporation~—
(A) by the issuance of its stock or gecurities in connection

with a transaction described in section 112(b) (6) (including,
also, cases where part of the consideration for the transfer of
such property to the corporation was property or money, in
addition to such stock or securities), or
(B) as paid-in surplus or as a contribution to capital,
then the basis shall be the same as it would be in the hands of the
transferor, increased in the amount of gain or decreased in the
amount of loss recognized to the transferor upon such transfer
under the law applicable to the year in which the transfer was
made,

ARrr. 113(a) (8)-1. Property acquired by a corporation after December
31, 1920.—The acquisition of property by a corporation after Decem-
ber 31, 1917, by the issuance of its stock or securities in connection
with a reorganization may not fall within the provisions of para-
graph (7) of section 113 (a), because of the fact that an interest or
control in such property of 50 per cent or more did not remain in the
same persons or any of them. If, however, the acquisition of such
property occurred after December 31, 1920, and falls within the pro-
visions of paragraph (8) of section 113 (a), the limitations therein
imposed upon the basis of such property are applicable.

In respect of property acquired by a corporation after December
31, 1920, from a shareholder as paid-in surplus, or from any person
as a contribution to capital, the basis of the property in the hands of
the corporation is the basis which the property would have had in
the hands of the transferor if the transfer had not been made. In the
case of property acquired by a corporation after December 31, 1920, as
a gift, the basis thereof shall be determined under section 113(a) (2).

[SEC. 113. ADJUSTED BASIS FOR DETERMINING GAIN OR
LOSS.]
[(a) Basis (unadjusted) of property.—The basis of property shall be

the cost of such property; except that—1]
(9) INVOLUNTARY com‘mqmn.—lt the property was acquired,
after February 28, 1913, as the result of a compuleory or involun-



188

tary 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 taxpayer which was not ex-
pended in accordance with the provisions of law (applicable to the
year in which such conversion was made) determining the taxable
status of the gain or loss upon such converslon, and increased in
the amount of gain or decreased in the amount of loss to the tax-
payer recognized upon such conversion under the law applicable to
the year in which such conversion was made.

Arr. 113(a) (9)-1. Property acquired as a result of an involuntary
conversion.—The provisions of section 113(a)(9) may be illustrated
by the following example:

Ewample: A vessel purchased by A in 1926 for $100,000 is destroyed
in 1934 and A receives insurance in the amount of $200,000, Disre-
garding, for the purpose of this example, the adjustment for depre-
ciation, if A invests $150,000 in a new vessel, taxable gain to the
extent of $50,000 would be recognized. As to the amount of such
gain to be taken into account in computing net income, see section 117,
The basis of the new vessel is $100,000; that is, the cost of the old
vessel ($100,000) minus the money received by the taxpayer which
was not expended in the acquisition, of the new vessel ($50,000) plus
the amount of gain recognized upon the conversion ($50,000).

[SEC. 113. ADJUSTED BASIS FOR DETERMINING GAIN OR

LOSS.] !

‘[(a) Basis (unadjusted) of property.—The basis of property shall be
the cost of such property; except that—] '
(10) WASH BALES 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 (under section
118 of this Act or corresponding provisions of prior income tax
laws, relating to wash sales) of the loss fromn the sule 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 ncqulred’

and the price at which such substantially identical stock or
securities were sold or otherwise disposed of.

Arr. 113(a) (10)-1. “tocks or securities acquired in * wash sales.”—
The application of section 113(a)(10) may be illustrated by the
following examples:

Example (1): A purchased a share of common stock of the X
Corporation for $100 in 1926, which he sold January 15, 1934, for
$80. On February 1, 1934, he purchased a share of common (;tock
of the same corporation for $90. No loss from the sale is recognized
und.er section 118. The basis of the new share is $110; that is, the
basis of the old share ($100) increased by $10, the excess of the price
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at which the new share was acquired ($90) over the price at which
the old share was sold ($80).

FExample (2): A purchased a share of common stock of the Y
Corporation for $100 in 1926, which he sold January 15, 1934, for
$80. On February 1, 1934, he purchased a share of common stock of
the same corporation for $70. No loss from the sale is recognized
under section 118. The basis of the new share is $90; that is, the
basis of the old share ($100) decreased by $10, the excess of the price
at which the old share was sold ($80) over the price at which the new
share was acquired ($70).

[SEC. 113. ADJUSTED BASIS FOR DETERMINING GAIN OR
LOSS.1

[(a) Basis (unadjusted) of property.—The basis of property shall be
the cost of such property; except that—]

(11) PROPERTY ACQUIRED DURING AFFILIATION.—In the case of
property acquired by a corporation, 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 Commissioner with
the approval of the Secretary, without regard to inter-company
transactions in respect of which gain or loss was not recognized.
For the purposes of this paragraph, the term “period of affilia-
tion” means the period during which such corporations were
affillated (determined in accordance with the law applicable
thereto) but does not include any taxable year beginning on or
after January 1, 1022, unless a consolidated return was made, nor
any taxable year after the taxable year 1928. The basis in case
of property acquired by a corporation during any peried, in the
taxable year 1029 or any subsequent taxable year, in respect of '
which a consolidated return is made by such corporation under
section 141 of this Act or the Revenue Act of 1928 or the Revenue
Act of 1982, shall be determined in accordance with regulations
prescribed under section 141 (b) of this Act or the Revenue Act
of 1928 or the Revenue Act of 1932. The basis in the case of
property held by a corporation during any period, in the taxable
year 1920 or any subsequent taxable year, in respect of which
a consolidated return is made by such corporation under section
141 of this Act or the Revenue Act of 1928 or the Revenue Act
of 1932, shall be adjusted in respect of any items relating to such
period, in accordance with regulatlons prescribed under section
141 (b) of this Act or the Revenue Act of 1928 or the Revenue Act
of 1932, applicable to such perfod.

Arr. 113(a) (11)-1. Basis of property acquired during afiliation.—
The basis of property acquired by a corporation during a period of
affiliation from a corporation with which it was affiliated shall be the
same as it would be in the hands of the corporation from which
acquired. This rule is applicable if the basis of the property is
material in determining tax liability for any year, whether a separate
return or a consolidated return is made in respect of such year, For
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the purpose of this article, the term “ period of affiliation ” means the
period during which such corporations were affiliated (determined in
accordance with the law applicable thereto), but does not include any
taxable year beginning on or after January 1,-1922, unless a con-
solidated return was made, nor any taxable year after the taxable
year 1928,

Ewxample: The X Corporation, the Y Corporation, and the Z Cor-
poration were affiliated for the taxable year 1920. During that year
the X Corporation transferred assets to the Y Corporation for
$120,000 cash, and the Y Corporation in turn transferred the assets
during the same year to the Z Corporation for $130,000 cash. The
assets were acquired by the X Corporation in 1916 at a cost of
$100,000. The basis of the assets in the hands of the Z Corporation
is $100,000.

The basis of property acquired by a corporation during any
period, in the taxable year 1929 or any subsequent taxable year, in
respect of which a consolidated return was made or was required
under Regulations 75, Regulations 78, or Regulations 89, relating to
consolidated returns, shall be determined in accordance with such
regulations. The basis in the case of property held by a corporation
during any period, in the taxable year 1929 or any subsequent taxable
year, in respect of which a consolidated return is made or is re-
quired under Regulations 75, Regulations 78, or Regulations 89,
shall be adjusted in respect of any items relating to such period in
accordance with such regulations. ‘

The basis of property after a consolidated return period shall be
the same as immediately prior to the close of such period. This rule
is applicable, for instance, to the making of separate returns by the
members of an affiliated group of corporations for taxable years
beginning after December 31, 1933, due to the withdrawal under the
law of the privilege of making consolidated returns. For example, if
a corporation has been a member of an affiliated group which has
made a consolidated return on the calendar year basis for the tax-
able year 1933 and is required to make a separate return for the
taxable year 1934 and succeeding taxable years, the value of the
opening inventory to be used in computing such corporation’s net
income for the taxable year 1934 is the proper value of the closing

inventory used in computing the consolidated net income for the-

preceding taxable year.

[SEC. 113, ADJUSTED BASIS FOR DETERMINING GAIN OR
LOSS.]
[(a) Basis (unadjusted) of property.—The basis of property shall be
the cost of such property ; except that—].
(12) BaAsis ESTABLISHED BY REVENUE Act oF 1932.—If the prop-
erty was acquired, after February 28, 1913, in any taxable year
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beginning prior to January 1, 1934, and the basis thereof, for the
purposes of the Revenue Act of 1932 was prescribed by section
113 (a) (8), (7), or (9) of such Act, then for the purposes of this
Act the basis shall be the same as the basis therein prescribed in
the Revenue Act of 1082,

Art. 113(a) (12)-1. Basis of property established by Revenue Aot of
1932.—Section 113(a) (12) provides that if the property was acquired,
after February 28, 1913, in any taxable year beginning prior to Jan-
uary 1, 1934, and the basis of the property, for the purposes of the
Revenue Act of 1932, was prescribed by section 113(a) (8), (7), or
(9) of that Act, then for the purposes of the Revenue Act of 1934,
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 January 1, 1934, in pursuance of a plan of reorganization
and without the surrender of his stock, there was distributed to a
shareholder in a corporation a party to the reorganization stock or
securities of a corporation a party to the reorganization, then as is
provided in section 113(a) (9) of the Revenue Act of 1932, the basis
of the stock in respect of which the distribution was made must be
apportioned between such stock and the stock or securities so dis-
tributed to the shareholder. The basis of the old shares and the new
shares or securities shall be determined in accordance with the fol-
lowing rules: -

(1) If the stock distributed in reorganization 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.

(2) If the stock distributed in reorganization is in whole or in
part stock in a corporation a party to the reorganization other than
the distributing corporation, or where the stock distributed in re-
organization is in whole or in part stock of a character or preference
materially different from the stock in respect of which the distribu-
tion is made, or if the distribution consists wholly or partly of securi-
ties other than stock, the cost or other basis of the stock in respect
of which the distribution is made shall be apportioned between such
stock and the stock or securities distributed in proportion, as nearly
as may be, to the respective values of each class of stock or security,
old and new, at the time of such distribution, and the basis of each
share of stock or unit of security will be the quotient of the cost or
other basis of the class of stock or security to which such share or
unit belongs, divided by the number of shares or units in the class,
Within the meaning of the foregoing provisions, securities are-differ.
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ent in class from stocks, stocks or secirities in one corporation are
different in class from stocks or-securities in another corporation,
and, in general, any material difference in character or preference or
terms sufficient to distinguish one stock or security from another
stock or security so that different values ‘ aay properly be assigned
thereto, will constitute a difference in class. o

(8) If the stock in respect of which a distribution in reorganiza-
tion is made was purchased at different times or at different prices,
and the identity of the lots can not be determined, any sale of the
original stock will be charged to the earliest purchases of suc}l stqck
(see article 22(a)-8), and any sale of the stock or securities dis-
tributed in reorganization will be presumed to have been made from
the stock or securities distributed in respect of the earliest purchased
stock. ’

(4) If the stock in respect of which a distribution in reorganiza-
tion is made was purchased at different times or at different prices,
and the stock or securities distributed in reorganization can not be
identified as having been djstributed in respect of any particular

. Iot of such stock, then any sale of the stock or securities distributed

in reorganization will be presumed to have been made from the stock
or securities distributed in respect of the earliest purchased stock.

If in any taxable year beginning after December 31, 1933, without
the surrender 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 2 cor-
poration a party to the reorganization, such acquisition of new shares
or securities by the shareholder will be treated as a dividend to the
extent that such distribution has the effect of a taxable dividend.
There shall be taxed as a dividend to each shareholder in such case
such portion of the fair market value as of the date of distribution
of such stock or securities as is not in excess of his ratable share
of the undistributed earnings and profits of the corporation making
the distribution as have been accumulated after February 28, 1913.
Any remainder of such value will be applied against and used to
reduce the basis of the old shares held by the shareholder.,

_[SEC. 113. ADJUSTED BASIS FOR DETERMINING GAIN OR

LOSS.]

{(a) Basis (unadjusted) of property.—The basis of property shwil be
the cost of such property; except that—]

(13) ParTnersHIP8.—If the property was acquired, after Febru-
ary 28, 1918, by a partnership and the basis is not otherwise deter-
mined under any of the paragraphs (1) to (12), inclusive, of this
subsection, then the basis shall be the same as it would be in the
hands of the transferor, increased in the amount of gain or
decreased in the amount of loss recognized to the transferor upon

»
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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
partrership interest as is properly allocable to such property.

Art. 113(a) (13)-1. Property contributed in kind by a pariner to a
partnership.—The basis of property contributed in kind by a partner
to partnership capital after February 28, 1913, is the cost or other
basis thereof to the contributing partner. Annual allowances to the
partnership for depletion and depreciation are to be computed on
such basis. If such basis is greater than the fair market value
of the property at the date of the transfer to the partnership, the
annual depletion or depreciation allowances shall be allocated to and
included in the determination of the distributive shares of the part-

-ners in accordance 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 fdir market value thereof
at the date of transfer to the partnership, the annual allowances for
depletion and depreciation are to be limited to such basis and may
be apportioned among the partners according to their agreement
with respect to the sharing of gains or losses affecting partnership
capital. On the sale or other disposition of such contributed prop-
erty by the partnership the gain or loss, determined on such trans-
ferred basis, adjusted as required by section 118(b), shall be prorated
in determining the distributive shares of the partners according to
their gain or loss ratios on the disposition of a partnership asset
under the partnership agreement.

Arr. 113(a) (13)-2. Readjustment of partnership interests.—When a
partner retires from a partnership, or it is dissolved, he realizes a
gain or loss measured by the difference between the price received for
his interest and the sum of the adjusted cost or other basis to him of

his interest in the partnership plus the amount of his share in any

undistributed partnership net income earned since he became a part-
ner on which the income tax has been paid. ‘However, if such interest
in the partnership was acquired prior to March 1, 1918, 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 undistributed
partnership net income earned since’ February 28, 1918, on which the
income tax has been paid, shall be ascertained, and the gain derived
or the loss sustained shall be computed as provided in article 111-1.
See also section 117. If the partnership distributes its assets in kind
and not in cash, the partner realizes no gain or 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
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hands of his partnership interest as is properly allocable to such
property. ) . . )
If a new partner is admitted to the partnership, or an exist-
ing partnership is reorganized, the facts as to such change or reor-
ganization should be fully set forth in the next return of income,
in order that the Commissioner may determine whether any gain has
been realized or loss sustained by any partner.
[SEC. 113. ADJUSTED BASIS FOR DETERMINING GAIN OR
LOSS.] .
[(a) Basis (unadjusted) of property.—The basls of property shall
be the cost of such property; except that—]

(14) PROPERTY ACQUIRED BEFORE MagmcH 1, 1913.—In the case of
property acquired before March 1, 1013, if the basis otherwise de-
termined 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
deterntining gain shall be such fair market value. Tu determining
the fair market value of stock In a corporation as of March 1, 1813,
due regard shall be given to the fair market value of the assets of
the corporation as of that date.

Agr. 113(a) (14)~1. Property acquired prior to }Iarch 1, 1913.—The
basis as of March 1, 1913, for determining gain in t!xe case ?f prop-
erty acquired prior to that date, is the 'basis otherwise p.rov1de-d for
such property under section 113(a), adjusted for the period prior to
March 1, 1913, or the fair market value of the property as of March
1, 1918, whichever is higher. - .

The basis as of March 1, 1913, for determining loss in the case of
property acquired prior to that date is the cost or other basis pro-
vided for such property under section 113(a) ad_]usbed as required
by section 113(b), but without reference to the fair market value of
the property as of March 1, 1913. )

Ewample: A, who makes his returns upon the ca.!endar year basis,
in 1908 purchased property for $100,000. A'sx?ummg, for the pur-
poses of this example, that there are no addltl.ons and betterments
to be taken into account, the depreciation susts.m.mi. on the pro_perty
prior to March 1, 1913, was $10,000, so that tl}e orlgu.ml cost adjusted
as of March 1, 1913, for depreciation sustained prior to/thatvdate
was $90,000. As of that date the fair market ‘\tal.ue of t:he property
was $94,000. (@) For the purpose of determining gain from tl}e
sale or other disposition’ of the property on March 1, 1?34, the basis
of the property is the fair market valye O,f $94,000 as of March 1,

1913, adjusted for depreciation for the period subsequfent to Febru-
ary 98, 1913, computed on such fair market value. If it be assumed
that the amount of depreciation deductions allowed (not less t.ha_n
the amount allowable) after February 28, 1913, to the year 1934 is
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in the aggregate sum of $39,480, the adjusted basis for determining
gain in 1934 ($94,000 less $39,480) is $54,520. (5) For the purpose
of determining a loss from the sale or other disposition of such
property in 1934, the basis of the property is the cost of the prop-
erty, without reference to the fair market value as of March 1, 1913,
adjusted for depreciation before March 1, 1913, and after February
28, 1913. The amount of depreciation sustained prior to March 1,
1913, in this example is $10,000, and if the amount of depreciation
to be accounted for after February 28, 1918, is assumed to be $39,480,
the aggregate amount of depreciation for which adjustment of such
cost must be made is $49,480. The adjusted basis for determining
loss in 1934 ($100,000 less $49,480) is $50,520.

What the fair market value of property was on March 1, 1913, is
a question of fact to be established by competent evidence. In de-
termining the fair market value of stock in a corporation, due re-
gard shall be given to the fair market valug of the corporate nssets
on such date. In the case of property traded in on public exchanges,
actual sales at or about the basic date afford evidence of value. In
general, the fair market value of a block or aggregate of a particular
kind of property is not to be determined by a forced sale price or
by an estimate of what a whole block or aggregate would bring if
placed upon the market at one and the same time, but such value
should be determined by ascertaining as the basis the fair market
value of each unit of the property. All relevant facts and elements
of value as of the basic date should be considered in every case.

[SEC. 113. ADJUSTED BASIS FOR DETERMINING GAIN OR
LOSS.] '

(b) Adjusted basis.—The adjusted basis for determining the gain or
loss from the sale or other disposition of property, whenever acquired,
shall be the basis determined under subsection (a), adjusted as here-
inafter provided.

(1) GoNmRAL RULE—Proper adjustment in respect of the prop-
erty shall in all cases be made—

(A) for expenditures, receipts, losses, or other items, prop-
erly chargeable to capital account, including taxes and other
carrying charges on unimproved and unproductive real prop-
erty, but no such adjustment shall be made for taxes or
other carrying charges for which deductions have been taken
by the taxpayer in determining net income for the taxable
year or prior taxable years;

(B) in respect of any period since February 28, 1918, for
exhaustion, wear and tear, obsolescence, amortization, and
depletion, to the extent allowed (but not less than the amount
allowable) under this Act or prior income tax laws. Where
for any taxable year prlor to the taxable year 1932 the de-
pletion allowance was based on discovery valune or a per-
centage of income, then the adjustment for depletion for such

84759 °—36——18
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year shall be based on the depletion which would have been
allowable for such year if computed without referemnce to
discovery value or a percentage of income;

(C) in respect of any pertod prior to March 1, 1918, for
exhaustion, wear and tear, obsolescence, amortization, and
depletion, to the extent sustained;

(D) in the case of stock (to the extent not provided for in
the foregoing subparagraphs) for the amount of distributions
previously made which, under the law applicable to the year
in which the distribution was made, either were tax-free or
were applicable In reduction of basis (not including distribu-
tions made by a corporaiion, which was classified as a per-
gonal service ecorporation under the provisions of the Revenue
Act of 1918 or 1921, out of its earnings or profits which were
taxable in accordance with the provisions of section 218 of
the Revenue Act of 1918 or 1921).

(2) SussTiTUTED BaSIS.—The term “substituted basis™ as used
in this subsection means a basis determined under any provision
of subsection (a) of this section or under any corresponding pro-
vision of a prior income tax law, providing that the basis shall
be determined—

(A) by reference to the basis in the hands of a transferor,
donor, or grantor, or

(B) by reference to other property held at any time by the
person for whom the basis is to be determined.

Whenever it appears that the basls of property in the hands of
the taxpayer is a substituted basis, then the adjustments provided
in paragraph (1) of this subsection shall be made after first mak-
ing in respect of such substituted basis proper adjustments of a
simllar 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.

Arr. 113(b)-1. Adjusted basis: General rule.—The adjusted basis for
determining the gain or loss from the sale or other disposition of
property, is the cost of such property or, in the case of such property
as is described in paragraphs (1) to (14), inclusive, of section
113(a), the basis therein provided, adjusted to the extent provided
in section 113(b).

The cost or other basis shall be properly adjusted for any expendi-
ture, receipt, loss, or other item, properly chargeable to capital
account, including the cost of improvements and betterments made
to the property. In the case of mines and oil or gas wells the fol-
lowing shall not be considered as items properly chargeable to capital
account: (1) Expenditures made in the taxable year 1982 or subse-
quent taxable years which are allowable under article 285 or article
236 of Regulations 77 and articles 23(m)-15 or 28(m)-16 of these
regulations as deductions in computing net income; (2) expenditures
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made in taxable years prior to 1982 which were allowed, or which
may hereafter be allowed, as deductions in computing the net income
of the taxpayer for such taxable years. In the case of unimproved
and unproductive real property, carrying charges, such as taxes and
interest, which have not been taken as deductions by the taxpayer
in determining net income for the taxable year, or a prior taxable
year, are properly chargeable to capital account. .

Ewample: A, who makes his returns on the calendar year basis,
purchased property in 1927 for $10,000. He subsequently expended
$6,000 for improvements. Disregarding, for the purpose of this
example, the adjustments required for depreciation, the adjusted
basis of the property is $16,000. If A sells the property in 1934 for
$20,000, the amount of his gain will be $4,000. As to the amount of
such gain to be taken into account in computing net income, see

‘gection 117.

The cost or other basis must also be decreased by the amount of
tpe deductions for exhaustion, wear and tear, obsolescence, amortiza-
tion, and depletion to the extent such deductions have in respect of
any period since February 28, 1913, been allowed (but such decrease
shall not be less than the amount of deductions allowable) under the
Revenue Act of 1934 or prior income tax laws. The adjustment
required for any taxable year or period is the amount allowed or the
amount allowable for such year or period under the law applicable
thereto, whichever is the greater amount. A taxpayer is not per-
mitted to take advantage in a later year of his prior failure to take
any depreciation allowance or of his action in taking an allowance
plainly inadequate under the known facts in prior years. The de-
termination of the amount properly allowable shall, however, be
made on the basis of facts reasonably known to exist at the en(’l of
such year or period. The aggregate sum of the greater of such
annual amounts is the amount by which the cost or other basis of
the property shall be adjusted. For example, the case of Corpora-
tion A discloses the following facts as of January 1, 1934:

Year Allowed Allowable 1'3:"5.;"1' 3:233:
allowable

J 1.1 $6, 000 $5, 000
1928 L TITIIITTIIIIi 7, 000 6, 500 sg, %
1929 oo e - 6, 500 6, 500 8, 500
1980 e eam 6, 500 6, 000 6, 500
1931 e emeam 5, 000 6, 000 8 000
1982 e mcmc— e —eaa 4, 500 6, 000 8, 000
1988 e cccmecc e cmmen———- 4, 000 6, 000 8, 000
39, 500 42, 000 44, 000
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The depreciation allowed but not less than the amount allowable
in this example as of January 1, 1934, is $44,000, and the cost or
other basis of the property is to be adjusted by that amount. The
deductions by which the cost or other basis is to be decreased shall
include deductions allowed under section 114(b) (2), (3), and (4)
of the Revenue Act of 1932 and the Revenue Act of 1934, 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 ref-
erence to discovery value in the case of mines, or without reference
to discovery value or a percentage of income in the case of oil and
gas wells. -

The cost or other basis shall also be decreased by the exhaustion,
wear and tear, obsolescence, amortization, and depletion sustained
in respect of any period prior to March 1, 1913.

In the case of stock, the cost or other basis must be diminished by
the amount of distributions previously made which, under the law
applicable to the year in which the distribution was made, either
were tax free or were applicable in reduction of basis (not includ-
ing distributions made by a corporation, which was classified as a
personal service corporation under the provisions of the Revenue Act
of 1918 or 1921, out of its earnings or profits which were taxable in
accordance with the provisions of section 218 of the Revenue Act of
1918 or 1921). ‘

Example: A, who makes his returns upon the calendar year basis,
purchased stock in 1923 for $5,000. He received in 1924 a distribu-
tion of $2,000 paid out of earnings and profits of the corporation
accumulated prior to March 1, 1913. The adjusted basis for deter-
mining the gain or loss from the sale or other disposition of the
stock in 1934 is $5,000 less $2,000, or $3,000, and the amount of the
gain or loss from the sale or other disposition of the stock is the
difference between $3,000 and the amount realized from the sale or
other disposition. But see section 117.

Adjustments must always be made to eliminate double dsductions
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 conseli-
dated retirns were made,

In determining basis, and adjustments to basis, the principles of
estoppel apply, as elsewhere under the Act.

Art. 113(b)-2. Substituted basis.—Whenever it appears that the
basis of property in the hands of the taxpayer is a substituted basis,
as defined in section 113 (b) (2), the adjustments indicated in
article 113(b)~-1 shall be made after first making in 18spect of such
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substituted basis proper adjustments of a similar nature in respect
of the period during which the property was held by the trans-
feror, donor, or grantor, or during which the property was held
by the person for whom the basis is to be determined. A similar
Eule shall also be applied in the case of a series of substituted
ases. :
' Example: A, who makes his returns upon the calendar year basis
In 1926 purchased the X Building and subsequently gave it to his sor;
B. B exchanged the X Building for the Y Building in a tax-free
exchange, and then gave the Y Building to his wife C. C, in
detgrmining the gain from the sale or other disposition of th:e Y
Building in 1934, is required to reduce the basis of the building by
deductions for depreciation which were successively allowed (but not
less than the amount allowable) to A and B upon the X Building
and to B upon the Y Building, in addition to the deductions for
depreciation allowed (but mot less than the amount allowable) te

| herself during her ownership of the Y Building,
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(4) PEBCENTAGE DEPLETION FOR COAL AND METAL MINES AND
sULPHUR.—The allowance for depletion under section 23(m) shall
be, in the case of coal mines, § per centum, in the case of metal
mines, 16 per centum, and, in the case of sulphur mines or deposits,
23 per centu.n, of the gross income from the property during the
Cuarrer XIV taxable year, excluding from such gross income un amount equal

. to any rents or roysalties paid or incurred by the taxpayer in
DEPRECIATION AND DEPLETION ‘ respect of the property, Such allowance shall not exceed 50 per

centum of the net income of the taxpayer (computed without
SEC. 114. BASIS FOR DEPRECIATION AND DEPLETION, allowance for depletion) fromi the property. A taxpayer making

(a) " Basis for depreciation.—The basis upon which exhaustion, wear his first return under this title in respect of a property shall state
and tear, and obsolescence are to be allowed In respect of any l whether he elects to have the depletion allowance for such prop-
property shall be the adjusted basis provided in section 118(b) for erty for the taxable year for which the return is made computed
the purpose of determlning the gain upon the sale or other disposition with or without regard to percentage depletion, and the depletion

bbbl s, ik s i

(b) Basis for depletion.—.
(1) GENERAL RULE—~—The basis upon which depletion is to be
allowed in respect of any property shall be the adjusted basis pro-
vided 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) DIBCOVERY VALUE IN CASE OF MINES.—In the case of mines
(other than metal, coal or sulphur mines) discovered by the tax-
payer after February 28, 1913, the basis for depletion shall be
the fair market value of the property at the date of discovery or
within thirty days thereafter, if such mines were not acquired
as the result of purchase of a proven tract or lease, and if the
fair market value of the property is materlally disproportionate
to the cost. The depletion allowance under section 23(m) based
on discovery value provided in this puragraph shall not exceed
50 per centum of the net income of the taxpayer (computed with-
out 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 com-
puted without reference to discovery value. Discoverles shall
include minerals in commercial guantities contalned within a
veln or deposit discovered in an existing mine or mining tract
by the taxpayer after February 28, 1913, if the vein or deposit
thus discovered was not merely the uninterrupted extension of a
continuing commercial veln or deposit already known to exist,
and if the discovered minerals are of sufficlent value and quantfty
that they could be separately mined and marketed at a profit.

(3) PERCENTAGE DEPLETION ¥OBR OIL AND GAS WELLS.—In the case
of oil and gas wells the allowance for depletion under section
283(m) sball be 274 per centum of the gross income from the
property during the taxable year, excluding from such gross in-
come an amount equal to any rents or royalties paid or incurred
by the taxpayer in respect of the p-operty. Such allowance shall
not exceed B0 per centum of the net income of the taxpayer (com-
puted without allowance for depletion) from the property, except
that in no case shall the depletion allowance under section 28(m)
be less than it would be if computed without reference to this
paragraph.
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of such property. allowance in respect of such property for such year shall be com-

puted according to the election thus made. If the taxpayer fails
to make such statement in the return, the depletion allowance
for such property for such year shall be computed without refer-
ence to percentage depletion, The method, determined as above,
of computing the depletion allowance shall be applied in the case
of the property for all taxable years in which it is in the hands
of such taxpayer, or of any other person if the basis of the
property (for determining gain) in his hands is, under section 113,
determined by reference to the basis in the hands of such tax-
payer, either directly or through one or more substituted bases,
as deflned in that section.

ARrr. 114-). Basis for allowance of depreciation and depletion.—The
basis upon which exhaustion, wear and tear, obsolescence, and de-
pletion will be allowed in respect of any property is the same as is
provided in section 113 (a), adjusted as provided in section 113 (b),
for the purpose of determining the gain from the sale or other
disposition of such property, except as provided in article 23(m)-3,
relating to depletion based on discovery value, in article 23(m)—4,
relating to percentage depletion in the case of oil and gas wells, and
in article 23 (m)-5, relating to percentage depletion in the case of coal
mines, metal mines, and sulphur mines or deposits,




Caarrer XV

DISTRIBUTIONS BY CORPORATIONS—DIVIDENDS

SEC. 115. DISTRIBUTIONS BY CORPORATIONS.

(a) Definition of dividend.—The term “ dividend " when used in this
title (except in section 203 (a) (4) and section 207 (c¢) (1), relating to
insurance companies) means any distribution made by a corporation
to its shareholders, whether in money or in other property, out of its
earnings or profits accnmulated after February 28, 1918,

(b) Source of distributions.—For the purposes of this Act every dis-
tribution is made out of earnings or profits to the extent thereof, and
from the most recently accumulated earnings or profits. Any earnings
or profits accumulated, or increase in value of property acerued, before
March 1, 1913, may be distributed exempt from tax, after the earnings
and profits accumulated after February 28, 1913, have been distributed,
but any such tax-free distribution shall be applied against and reduce
the adjusted basis of the stock provided in section 113.

(o) Distributions in liquidation.—Amounts distributed in complete
ligquidation of a corporation shall be 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 loss to the distributee resulting from such
exchange shall be determined under section 111, but shall be recognized
only to the extent provided in section 112. Despite the provisions of
section 117(a), 100 per centum of the galn 8o recognized shall be taken
into account in computing net income. In the case of amounts dis-
tributed (whether before January 1, 1834, or on or after such date) In
partial liquidation (other than a distribution within the provistons
of subsection (h) of this section of stock or securities in connection
with a reorganization) the part of such @istribution which is properly
chargeable to capital account shall not be considered a distribution of
earnings or profits within the meaning of subsection (b) of this section
for the purpose of determining the taxubility of subsequent distribu-
tions by the corporation.

(d) Other distributions from capital.—If any distribution (not in
partial or complete lquidation) made by a corporution to its share-
holders is not out of increase in value of property accrued before
March 1, 1913, and is not out of earnings or profits, then the amount
of such distribution shall be applied against and reduce the adjusted
basis of the stock provided in section 113, and If in excess of such
basis, such excess shall be taxable in the sume manner as a gain from
the sale or exchange of property.

(e) Distributions by personal service corporations.—Any distribution
made by a corporation, which wus classified as a personal service cor-
poration under the provisions of the Revenue Act of 1918 or the
Revenue Act of 1921, out of its earnings or profits which were taxable
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in accordance with the provisions of section 218 of the Revenue Act of
1918 or section 218 of the Revenue Act of 1021, shall be exempt from
tax to the distributees.

() Stock dividends.—A stock dividend shall not be subject to tax.

(g) Redemption of stock.—If a corporation cancels or redeems its
stock (whether or not such stock was issued as a stock dividend) at
guch time and in such manner as to make the distribution and can-
cellation or redemption in whole or in part essentially equivalent to
the distribution of a taxable dividend, the amount so distributed in
redemption or cancellation of the stock, to the extent that it represents
a distribution of earnings or profits accumulated after February 28,
1913, shall be treated as a taxable dividend.

(h) Distribution of stock on reorganization-—Effect on future distri.
butions.—The distribution before January 1, 1934, in pursuance of a
plan of reorganization, by or on behalf of a corporation a party to the
reorganization, of its stock or securities or stock or securities in a
corporation a party to the reorganization, if no gain to the distributee
from the receipt of such stock or securities was recognized by law,
shall not be considered a distribution of earnings or profits within the
meaning of this sectlon for the purpose of determining the taxability of
subsequent distributions by the corporation. As used in this subsection,
the terms * reorganization” and “ party to the reorganization” ghall
have the meanings assigned to such terms in section 112 of the Revenue
Act of 1932.

(1) Definition of partial liquidation.—As used in this sectlon the
term “ amounts distributed in partial liquidation” means a distribu-
tion 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.

Agrr, 115—1. Dividends.—The term * dividends ” for the purpose of
Title I (except when used in sections 203 (a) (4) and 207 (c) (1))
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 its earnings or profits accumu-
lated since February 28, 1913. Among the items entering into the
computation of corporate “earnings or profits” for a particular
period are all income exempted by statute, income not taxable
by the Federal Government under the Constitution, as well as all
items includible in gross income under section 22 (a) of the Act or
corresponding provisions of prior Acts. Gains and losses within the
purview of section 112, are brought into the earnings and profits
account at the time and to the extent such gains and losses are recog-
nized under that section. Although interest on State bonds and
certain other obligations is not taxable when received by a corpora-
tion, when distributed to shareholders in dividends is taxable to the
same extent as other dividends.

A taxable distribution made by a corporation to its shareholders
shall be included in the gross income of the distributees when the
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cash or other property is unqualifiedly made subject to their de-
mands. ' (See article 42-3.)

.Am'. 115-2. Source of distribution.—For the purpose of income tax-
ation every distribution made by a corporation is made out of earn-
ings or profits to the extent thereof and from the most recently
accumulated earnings or profits.

In determining whether a dividend is out of earnings or profits
accu.mula.ted since February 28, 1913, or prior to March 1, 1913, due
cons'ldex"a.tion must be given to the facts, and mere bookkeeping
entries increasing or decreasing surplus will not be conclusive.

The excess of a loss sustained for a year subsequent to February
28, 1913, over the undistributed earnings or profits accumulated since
F(fbruary 28, 1913 and prior to the year for which the loss was sus-
tained, reduces surplus as of March 1, 1913, to the extent of such
excess. Assuming that the surplus as of March 1, 1918, was sufficient
to absorb such excess, distributions to shareholders after the year of
the loss are out of earnings or profits accumulated since the year of the
loss to the extent of such earnings. This paragraph may be illue-
trated by the following example:

E‘wample The M Corporation had surplus as of March 1, 1913
and income and losses subsequent to February 28, 1913, as fol]ows’:
Surplus as of March 1, 1913 $400,000

Total of net income for fiscal year ended February 28, 1918, and each
year thereafter to and including the fiscal year ended February 28
1918, '

Total of losses for fiscal year ended February 28, 19—19, and ;ach year
thereafter to and including the fiscal year ended February 28, 1988_. 160, 000

Net income for fiscal year ended February 28, 1984__________________ 110' 000

50, 000

On March 1, 1985, the M Corporation makes a distribution to its
shareholders in the amount of $110,000, no prior distributions to
shareholders having been made subsequent to February 28, 1913.
:I‘he $110,000 distributed on March 1, 1985, is out of earnings o;' prof-
its accumulated since February 28, 1913.

* Arr. 115-3. Distributions out of earnings or profits accumulated, or in-
orease in value of property accrued, prior to March 1, 1915.—Any distri-
bution 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, 1918 (whether or not realized by sale or other disposi-
!;wn, and, if realized, whether prior to or on or after March 1 1913)
is not a dividend within the meaning of Title I. For the purl;oses of’
the Act, a corporation can not distribute earnings or profits accumu-
lated or increase in value of property accrued prior to March 1, 1913,

unless and until all earnings or profits accumulated since Feb
28, 1913, have been distributed. ey
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A distribution made by a corporation out of earnings or profits
accumulated or increase in value of property accrued prior to March
1, 1913, is not, as such, subject to tax, but shall be applied against
the basis of the stock. For the treatment of gains from the stock,
see article 111-1. The provisions of this paragraph are applicable
to a distribution received by one corporation from another corpora-
tion out of increase in value of property accrued or earnings or
profits accumulated prior to March 1, 1913,

Ewample: In 1934 the M Corporation purchased certain shares of
stock in the O Corporation for $10,000. During that year the M
Corporation received a distribution from the O Corporation of
$2,000 paid out of earnings or profits of the O Corporation accumu-
lated prior to March 1, 1918. This distribution must be applied by
the M Corporation against the basis of its stock in the O Corporation
reducing such basis to $8,000. The $2,000 does not constitute a part
of the earnings or profits of the M Corporation. If the M Corpora-
tion subsequently sells the stock of the O Corporation for $9,000, it
realizes a gain of $1,000, which constitutes a part of its earnings or
profits for the year in which the stock is sold. If the distribution
had amounted to $14,000, the gain of $4,000, computed as provided in
article 111-1, would have constituted a part of the earnings or profits
of the M Corporation for the year in which the distribution was
made.

ARrT. 115—4. Distributions other than those out of increase in value of
property accrued prior to March 1, 1913, or out of earnings or profits—
Any distribution (not in partial or complete liquidation) made by
a corporation to its shareholders otherwise than out of increase in
value of property accrued prior to March 1, 1913, or earnings or
profits, shall be taxable to the recipient only if and to the extent
that such distribution exceeds the basis of his stock as provided in
gection 118. Any such distribution, however, shall be applied against
and reduce the cost or other basis of the stock upon which declared.
For the treatment of the gains from the stock, see article 111-1.

Arr. 115-5. Distributions in liquidation—Amounts distributed in
complete liquidation of a corporation are to be treated as in full pay-
ment 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 phrase “ amounts dis-
tributed in partial liquidation” means a distribution by a corpo-
ration in complete cancellation or redemption of a part of its stock,
or one of a series of distributions in complete cancellation or re-
demption of all or a portion of its stock. A complete cancellation or
redemption of a part of the corporate stock may be accomplished, fcr
example, by the complete retirement of all the shares of a particular



preference or series, or by taking up all the old shares of a particular

preference dr series and issuing new shares to replace a portion
thereof, or by the complete retirement of any part of the stock,
whether or not pro rata among the shareholders.

The gain or loss to a shareholder from a distribution in liquida-
tion is to be determined, as provided in section 111 and article 1111,
by comparing the amount of the distribution with the cost or other
basis of the stock provided in section 113; but the gain or loss will be
recognized only to the extent provided in section 112. The entire
amount of the gain so recognized shall be taken into account in com-
puting net income despite the provisions of section 117, but the losses
are subject to the limitations in sections 24 (a) (6) and 117. In the
case of amounts distributed in partial liquidation, the part of such
distribution which is properly chargeable to capital account shall not
be considered a distribution of earnings or profits within the meaning
of section 115 (b) for the purpose of determining taxablhty of subse-
quent distributions by the corporation.

Esample (1): A, an individual whose taxable year is the calendar
year, owns 10 shares of stock in the M Corporation for which he
paid $1,.50 in 1927. He receives in 1934 a dividend of $1,500 in
complete liquidation. A is subject both to the normsl tax and to
the surtax upon his profit of $250,

Ewsample (2): A, an individual whose taxable year is the calendar
year, owns 10 shares of preferred stock and 10 shares of common
stock in the M Corporation which he purchased in 1922 for $1,100
and $1,000, respectively. In 1934 the M Corporation has on hand
$225,000 f capital, eaxnings and profits of $25,000 accumulated prior
to March 1, 1918, and earnings and profits of $125,000 accumulated
after February 28, 1913. The preferred stock is retired at $125 per
share, $125,000 being used by the corporation for this purpose. A
receives $1,250 in exchange for his 10 shares of preferred stock and
is therefore subject to the normal tax and the surtax on $150. The
M Corporation then distributes a cash dividend of $25,000 on the
common stock, which is subject only to the surtax. Without any fur-
ther accumulation of earnings and profits, the M Corporation there-
after liquidates completely. A receives $2,250 in exchange for his
10 shares of common stock and is therefore subject to the normal tax
and the surtax on $1,250,

Ewample (3): A, an individual whose taxable year is the calendar
year, owns 100 shares of stock in the X Corporation and 200 shares of
stock in the Y Corporation which he purchased in 1927 for $10,000
and $15,000, respectively. In 1984 he received in complete liquida:
tion of the X Corporation and the Y Corporation, the sums of
$18,000 and $8,000, respectively, realizing a gain on the X Corpora-

tion stock of $3,000 and sustaining a loss of $7,000 on the Y Corpora-
tion stock. The gain of $3,000 is included in full in gross income
for both normal tax and surtax purposes. (See section 115 (c). For
limitations on the loss of $7,000 see section 117.)

Agr. 115-6. Distributions from depletion or depreciation reserves.—A
reserve set up out of gross income by a corporation 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 distribution made from a
depletion or a depreciation reserve based upon the cost of the prop-
erty will not be considered as having been paid out of earnings or
profits, but the amount thereof shall be applied against and reduce
the cost or other basis of the stock upon which declared. If such a
distribution is in excess of the basis, the excess shall be taxed as a

' gain from the sale or other disposition of property as provided in

article 111-1. A distribution from a depletion reserve based upon
discovery value to the extent that such reserve represents the excess
of the discovery value over cost or March 1, 1913, value, is, when
received by the shareholders, taxable as an ordinary dividend. The
amount by which a corporation’s percentage depletion allowance for
any year exceeds depletion sustained on the basis of cost or March 1,

" 4913, value, computed without regard to discovery or percentage de-

pletion allowances for the year of distribution or prior years, consti-
tutes 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 éxcess of the
depletion reserve based upon cost, will not be considered as having
been paid out of earnings or profits, but the amount of the distribu-
tion shall be applied against and reduce the cost or other basis of the
stock upon which declared. (See article 111-1.) No distribution,
however, can be made from such a reserve until all the earnings or
profits of the corporation have first been distributed.

ARrr. 115-7. Dividends paid in property.—Dividends paid in securities
or other property (other than its own stock) in which the earnings
of a corporation have been invested, are income to the recipients to
the amount of the market value of such property when receivable by
the shareholders. (See, however, section 115 (h).) If a corporation
declares a dividend payable in stock of another corporation, setting
aside the stock to be so distributed and notifying the shareholders
of its action, the income arising to the recipients of such stock is
its market value at the time the dividend becomes payable. (See
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article 42-3.) Scrip dividends are subject to tax in the year in which
the warrants are issued.

Arr. 115-8. Stock dividends.—The issuance of its own stock by a
corporation as a dividend to its shareholders does not result in tax-
able income to such shareholders, but gain may be derived or loss
sustained by the shareholders from the sale of such stock. The
amount of gain derived or loss sustained from the sale of such stock,
or from the sale of the stock in respect of which it is icsued, shall be
determined as provided in articles 111-1 and 113 (a) (12)-1.

ARgr. 115-9. Distribution in redemption or cancellation of stock taxable
as a dividend.—If a corporation cancels or redeems its stock (whether
or not such stock was issued as a stock dividend) at such time and
in such manner as to make the distribution and cancellation or re-
demption in whole or in part essentially equivalent to the distribu-
tion of a taxable dividend, the amount so distributed in redemption
or cancellation of the stock, to the extent that it represents a dis-
tribution 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 cancel-
lation or redemption of stock is essentially equivalent to the dis-
tribution of a taxable dividend depends upon the circumstances of
each case. A cancellation or redemption by a corporation of a por-
tion of its stock pro rata among all the shareholders will generally
be considered as effecting a distribution essentially equivalent to a
dividend distribution to the extent of the earnings and profits accu-
mulated after February 28, 1918. On the other hand, a cancellation
or redemption by a corporation of all of the stock of a particular
shareholder, so that the shareholder ceases to be interested in the
affairs of the corporation, does not effect a distribution of a taxable
dividend. A bona fide distribution in complete cancellation or re-
demption of all of the stock of a corporation, or one of a series
"of bona fide distributions in complete cancellation or redemption of
all of the stock of a corporation, is not essentially equivalent to
the distribution of a taxable dividend. If a distribution is made
pursuant to a corporate resolution. reciting that the distribution is
made in liquidation of the corporation, and the corporation is com-
pletely liquidated and dissolved within one year after the distribu-
tion, the distribution will not be considered essentially equivalent
to the distribution of a taxable dividend; in all other cases the facts
and circumstances should be reported to the Commissioner for his
determination whether the distribution, or any part thereof, is
essentially equivalent to the distribution of a taxable dividend.

Arr. 115-10. Source of tax-free distribution of stock or securities in
ocorporate reorganization.—The general rule provided in section 115(b),
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that every distribution is made out of earnings or profits to the
extent thereof and from the most recently accumulated earnings or
profits, does not apply to:

(1) A stock dividend. See section 115(f).

(2) The distribution to its shareholders, in any taxable year
whether beginning: before or after December 81, 1983, in pur-
suance of a plan of reorganization, by or on behalf of a cor-
poration a party to the reorganization, of stock or securities in
such corporation or in enother corporation a party to the reor-
ganization, in exchange for its stock or securities, if no gain to
the distributees from the receipt of such stock or securities was
recognized by law. See section 112(b) (8).

(8) The distribution, in pursuance of a plan of reorganization,
in any taxable year beginning before January 1, 1984, by or on
behalf of a corporation a party to the reorganization, to its
shareholders without the surrender by them of stock or securi-
ties in such corporation, of its stock or securities or of stock or
securities in another corporation a party to the reorganization,
if no gain to the distributees from the receipt of such stock or
securities was recognized by law. See section 112(g) of the
Revenue Act of 1982,

A distribution described in (1), (2), or (8) above will not be con-
sidered a distribution of earnings or profits within the meaning of
section 115 for the purpose of determining the taxability of subse-
quent distributions. (Ses article 112(g)-5.) '
For the purposes of this article, the terms “reorganization ” and
“ party to the reorganization ” shall, for any taxable year beginning
before January 1, 1984, have the meanings assigned to such terms in
section 112 of the Revenue Act of 1932.
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Cuarrer XVI

ADDITIONAL EXCLUSIONS FROM GROSS INCOME

SEC. 116. EXCLUSIONS FROM GROSS INCOME.

In addition to the items specified in section 22 (b), the following
items shall not be included In gross income and shall be exempt
from taxation under this title:

(a) Earned income from sources without United States.—In the case
of an individual citizen of the United States, a bona fide nonresident
of the United States for more than six months during the axable
year, amounts received from sources witbout the United States (ex-
cept amounts paid by the United States or any agency thereof) if
such amounts would constitute earned income as deflned in section
25 (a) If received from sources within the United States; but such
individual shall not be allowed as a deduction from his gross income
any deductions properly allocable to or chargeable against amounts
excluded from gross income under this subsection.

(b) Teachers in Alaska and Hawaii.—In the case of an individual
employed by Alaska or Hawaii or any political subdivision thereof as
a teacher in any educational institution, the compensation received
as such., This subsection shall not exempt compensation paid directly
or indirectly -by the Government of the United States.

(0) Income of foreign governments.—The income of forelgn govern-
ments received frorg investments in the United States in stocks, bonds,
or other domestic securities, owned by such foreign governments, or
from interest on deposits in banks in the United States of moneys
belonging_ to such foreign governments, or from any other source
within the United States.

(d) Income of States, municipalities, ete.—Income derived from any
public utility or the exercise of any essential governmental function
and accruing to any State, Territory, or the District of Columbia,
or any political subdivision of a State or Territory, or income accru-
ing to‘ the government of any possession of the United States, or any
political subdivision thereof.

Whenever any State, Territory, or the District of Columbia, or
any political subdivision of a State or Territory, prior to September
8, 1916, entered in good faith Into a contract with any person, the
object and purpose of which 18 to acquire, construct, operate, or
maintain a public utflity—

(1) If by the terms of such contract the tax imposed by this
title is to be pald out of the proceeds from the operation of such
public utility, prior to any division of such proceeds between the
pergon and the B8tate, Territory, political subdivision, or the
District of Columbia, and if, but for the imposition of the tax
imposed by this title, a part of such proceeds for thé taxable year
would accrue directly to or for the use of such State, Territory,

(210)
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political subdivision, or the District of Columbia, then & tax upon
the net income from the operation of such puplic utility shall be
levied, assessed, collected, and pald in the manner and at the rates
prescribed in this title, but there shall be refunded to such State,
Territory, political subdivision, or the District of OColumbia
(under rules and regulations to be prescribed by the Commis-
sioner with the approval of the Secretary) an amount which
bears the same relation to the amount of the tax as the amount
which (but for the lmposition of the tax imposed by this title)
would have accrued directly to or for the use of such State,
Territory, political subdlvision, or the District of Columbia, bears
to the amount of the net income from the operation of such
public utility for such taxable year.

(2) If by the terms of such contract no part of the proceeds
from the operation of the public uttlity for the taxable year
would, irrespective of the tax imposed by this title, accrue directly
to or for the use of such State, Territory, political subdivision, or
the District of Columbia, then the tax upon the net income of
such person from the operation of such public utility shall be
levied, assessed, collected, and pald in the manner and at the
rates prescribed in this title.

(¢) Bridges to be acquired by State or political subdivision..—When-
ever any State or political subdivision thereof, in pursuance of a con-
tract to which it I8 not a party entered into before the enactment of
the Revenue Act of 1928, is to acquire a bridge—

(1) If by the terms of such contract the tax imposed by this
title is to be pald out of the proceeds from the operation of such
bridge prior to any division of such proceeds, and if, but for the
imposition of the tax imposed by this title, a part of such proceeds
for the taxable year would accrue directly to or for the use of
or would be applied for the benefit of such State or political
subdivision, then a tax upon the net income from the operation of
such bridge shall be levied, assessed, collected, and paid In the
manner and at the rates prescribed in this title, but there shall be
refunded to such State or political subdivision (under rules and
regulations to be préscribed by the Commissioner with the ap-
proval of the Secretary) an amount which bears the same relation
to the amount of the tax as the amount which (but for the
imposition of the tax imposed by this title) would have accrued
directly to or for the use of or would be applied for the benefit
of such 8tate 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 applied in part payment for the acquisition
of such bridge.

(2) If by the terms of such contract no part of the proceeds
from the operation of the bridge for the taxable year would,
irrespective of the tax imposed by this title, acerue directly to or
for the use of or be applied for the benefit of such State or
political subdivision, then the tax upon the net income from the
operation of such bridge shall be levied, assessed, collected, and
paid in the manner and at the rates prescribed in this title.

94750°—35——186 '
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(f) Dividend from ‘“ China Trade Aot Corporation.—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, if, at the time
of such distribution, he 18 a resident of China, and the equitable right
to the Income of the shares of stock of the corporation is in good faith
vested in him.

(g) Shipowners’ protection and indemnity associations.—The receipts
of shipowners’ mutual protection and indemnity assoclations not or-
ganized for profit, and no part of the net earnings of which inures
to the benefit of any private shareholder; but such corporations shall
be subject as other persons to the tax upon their net income from
interest, dividends, and rents.

Agrr. 116-1. Income of foreign governments, ambassadors, and con-
suls.—The exemption of the income of foreign governments 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.

Ambassadors and ministers accredited to the United States and the
members of their households (including secretaries, attachés, and
servants) who are not citizens of the United States, are exempt froin
the payment of Federal income tax upon their salaries, fees, or wages.
The income from investments in the United States in bonds and
stocks and from interest on bank balances received by ambassadors
and ministers accredited to the United States, who are not citizens of
the United States, is exempt from tax, but income from any business
carried on by them in the United States is taxable. These provisions
are also applicable to the wives and minor children of foreign ambas-
sadors and ministers and the members of their households, including
secretaries, attachés, and servants,

All foreign consular officers and employees in foreign consulates
in the United States who are nationals of the state appointing them
are exempt from Federal income tax with respect to wages, fees, and
salaries received by them in compensation for their consular services,
provided the appointing state grants a similar exemption to citizens
of the United States who are American consular officers or employees
of the American consulates in such state. The income received by
foreign consular officers and employees of foreign consalates from
investments in the United States in bonds and stocks and from in-
terest on bank balances as well as income from any business carried
on by them in the United States is subject to Federal income tax.

The compensation of citizens of the United States who are officers
or employees of a foreign government is not exempt from income
tax. (But see section 116 (a).)

Anxt, 116-2. Compensation of State officers and employees.—The oper-
ations of a State or political subdivision thereof essential to the
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exercise of its governmental functions, and which only the State or
the political subdivision can do itself, are exempt from Federal tax-
ation. Compensation received for services rendered to a State or a
political subdivision thereof is to be included in gross income unless
(a) the person receives such compensation from the State or political
subdivision as an officer or employee thereof, and (b) the services are
rendered in connection with the exercise of an essential governmental
function. The commissions of receivers appointed by State courts
and the fees received by notaries public are taxable.

One is not an officer or employee of a State or of a political sub-
division thereof merely by reason of rendering services to the State
or subdivision and receiving compensation therefor. Persons em-
ployed by a State or political subdivision thereof, under a contract
for the rendering of services of a special nature, such as those per-
formed by a consulting engineer who is employed to advise a State
or political subdivision thereof with respect to waler supply or
sewage disposal systems, whose duties are prescribed by the contract
and whose work is not of a permanent or continuous character, are
not officers or employees of the State.

If all or part of the compensation of an officer or employee of a
State or political subdivision thereof is paid directly or indirectly
by the United States, such compensation (or part) is taxable, as, for

_example, any compensation paid by the United States to officers of

the National Guard of a State, or compensation paid by a State to
officers or employees of an agricultural school or college wholly or
partly out of grants from the United States.

ARrr. 116-8. Bridges to be acquired by State or political subdivisions.—
(1) Any State or political subdivision thereof claiming a refund
under the provisions of section 116 (e) of an amount equal to all
or a portion of any income tax levied, assessed, collected, and paid in
the manner and at the rates prescribed in Title I, shall file a claim
therefor on Form 843 (to which there shall be attached as exhibits
the matter hereinafter prescribed) with the collector of internal
revenue for the district in which the tax was paid, which claim shall
be executed on behalf of such State or political subdivision thereof
by the treasurer or other fiscal officer thereof and shall contain—

(a) A statement of the name of the taxpayer, of the amount of tax
levied, assessed, collected, and paid for the taxable year or period in

“vespect of which the claim is made, and the amount of refund thereby

sought; .
(3) A full statement of the facts considered by the claimant suffi-
"cient to entitle it to receive the refund, including copies of all con-

* Practs and other documents bearing on the casg, and a statement that

the claim is submitted under the provisions of section 116 (e) ;
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(¢) A showing which will establish to the satisfaction of the Com-
missioner that the fiscal officer presenting the claim has suthority to
receive the amount of the refund on behalf of the State or political
subdivision which he assumes to represent and to apply without delay
the entire amount of such refund in part payment for the acquisition
of such bridge, including copies of the laws, ordinances, or similar
enactments considered by the claimant sufficient to establish its au-
thority to receive the refund and so to apply it, together with a state-
ment that such fiscal officer will receive and immediately so apply the
entire amount of the refund; and ,

(d) An affidavit made by or on behalf of the taxpayer, which affi-
davit shall state that the taxpayer thereby joins with and concurs in
the request of the State or political subdivision thereof that a refund
of an amount equal to all or a portion of the tax previously paid by
such taxpayer be made to such State or political subdivision, that the
taxpayer agrees to receive the amount refunded from the State or
political subdivision to which it is paid and immediately to apply
the entire amount of such refund in part payment for the acquisition
of such bridge, and that if for any reason the contract which is the
basis of the claim for refund is not fully executed and performed, the
taxpayer will repay to the United States upon its demand the entire
amount of the refund with interest at 6 per cent per annum 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.

.(2) No refund shall be made of any amount in excess of the
amount of the tax levied, assessed, collected, and paid by the tax-
payer for any taxable year or period. A separate claim shall be made
in respect of each separate taxable year or period. If by the terms
of the contract on which the claim is based two or more States or
political subdivisions of a State or States are entitled to acquire the
bridge, the claim for refund in respect of each separate taxable year
or period must be made jointly by the States or political subdivisions
thereof so entitled. The amount refunded under section 116 (e) and
this article is not considered an overpayment within the meaning of
section 614 of the Revenue Act of 1928 (paragraph 37 of the Appen-
dix to these regulations), relating to interest on overpayments, and
no interest shall be allowed or paid upon the amount of the refund.

(3) A check or voucher in payment of a claim for refund allowed
under section 116 (e) will be drawn in the name of the fiscal officer
or officers having authority, as established under paragraph (1) (¢)
hereof, to receive the same, and will contain an express provision that
it is issued for the sole purpose and subject to the conditions pre-
scribed in that section and this article.

Crarrer XVII
CAPITAL GAINS AND LOSSES ’

SEC. 117. CAPITAL GAINS AND LOSSES.

(a) General rule.—In the case of a taxpayer, other than a corpora-
tion, only-the following percentages of the gain or loss recognized upon
the sale or exchange of a capital asset shall be taken into account in
computing net income:

100 per centum if the capital asset has been held for not more
than 1 year;

80 per centum if the capital asset has been held for more than
1 year but not for more thun 2 years;

60 per centum if the capital asset has been held 1or more than
2 years but not for more than 5 years;

40 per centum if the capital asset has been held for more than
5 years but not for more than 10 years;

30 per centum if the capital asset has been held for more than
10 years.

(b) Definition of capital asse*s.—For the purposes of this title, * capi-
tal assets ” means property held by the taxpayer (whether or not con-
nected with his trade or business), but does not include stock im trade
of the taxpayer or other property of a kind which would properly be
included in the inventory of the taxpayer if on hand at the close of
the taxable year, or property held by the taxpayer primarily for sale to
customers in the ordinary course of his trade or business. :

(¢) Determination of period for which held.—For the purpose of
subsection (a)—

(1) In determining the period for which the taxpayer has held -
property received on an exchange there shall be included the
period for which he held the property exchanged, if under the pro-
visions of section 113, the property received has, for the purpose of
determining gailn or loss from a sale or exchange, the same basis
in whole or in part in his hands as the property exchanged.

(2) In determining the period for which the taxpayer has held
property however acquired there shall be included the period for
which such property was held by any other person, if under the
provisions of section 113, such property has, for the purpose of de-
termining gain or loss from a sale or exchange, the same basis in
whole or in part in his hands as it would have in tbe hands of such
other person.

(3) In determining the period for which the taxpayer has held
stock or securities received upon a distribution whére no gain was
recognized to the distributee under the provisions of section 112(g)
of the Revenue Act of 1928 or the Revenue Act of 1932, there shall
be included the perlod for which he held the stock or securities in
the distributing corporation prior to the receipt of the stock or
securities upon such distribution.

(4) In determining the period for which the taxpayer has held
stock or securities the acquisition of which (or the contract or
option to acquire which) resulted in the nondeductibility (under
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section 118 of this Act or section 118 of the Revenue Act of 1928
or the Revenue Act of 1932, relating to wash sales) of the loss
from the sale or other disposition of substantially identical stock
or securities, there shall be Included the perfod for which he held
the stock or securities the loss from the sale or other disposition
of which was not deductible.

(d) Limitation on ocapital losses.—Losses from sales or exchanges of
capilal assets shall be allowed only to the extent of $2,000 plus the
gains from such sales or exchanges. If a bank or trust company in-
corporated under the laws of the United States or of any State or
Territory, a substantial part of whose business 1s the receipt of de-
posits, sells any bond, debenture, note, or certificate or other evidence
of indebtedness {ssued by any corporation (Including one issued by a
government or political subdivision thereof), with interest coupons or
In registered form, any loss resulting from such sale (except such' por-
tion of the loss as does not exceed the amount, if any, by which the
adjusted busis of such instrument exceeds the par or face value
thereof) ghall not be subject to the foregoing limitation and shall not
be included in determining the applicability of such limitation to other
losses,

(¢) Gains and losses from short sales, eto.—For the purpose of this
title—

(1) gains or losses from short sules of property shall be con-
8ldered as gains or losses from sales or exchanges of capltal assets;
and

(2) galns or lossey attributable to the fullure to exercise privi-
leges or options to buy or sell property shall be considered as
gains or losses from sales or exchanges of capital assets held for
one year or less,

(f) Retirement of bonds, ete.—For the purposes of this title, amounts
received by the holder upon the retirement of honds, debentures,
or certificates or other evidences of indebtedness issued by any cor-
poration (Including those issued by a government or politleal subdi-
vision thereof), with interest coupons or In registered form, shall be
consldered as amounts recetved In exchange therefor.

ART. 117-1. Meaning of capital assets—The term ©

notes,

capital assets”

includes all classes of property not specifically excluded by section

117(b). The term is not limited to stocks and bonds nor to property
held for more than two years. In determining whether property is
a “ capital asset,” the period for which held is immaterial,

Arr. 117-2, Limitations on capital gains and capital losses.—In com-
puting the net income of a taxpayer, other than a corporation, the
amount of the gain or loss, computed under section 111 and recog-
nized under section 112, upon the sale or exchange of a capital asset
shall be taken into account only to the extent provided .in section 117
(a). The percentage of the gain or loss to be taken into account
ranges from 100 per cent to 80 per cent, depending upon the period
for which the asset was held. For instance, if unimproved real
estate which is a capital asset, purchased for $20,000, is sold for
$25,000 after having been held for more than 10 years, only 30 per
cent of the recognized gain ($5,000), or $1,500, shall be taken into
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account in computing net income; or if. such property was sol(li 81;(:)1'
$14,000, only 30 per cent of the recognized loss ($6,000), or $1,800,
into account. ) )

Shg:c??o?kl?l(d) provides a limitation on dedl'lctlons fo:: csipltal
losses affecting all taxpayers including corporations, that 1s,d :dsses
from sales or exchanges of capital assets sha'll be allowed asl uc(i
tions only to the extent of $2,000 plus thg gains from such sales sf.ns
exchanges. However, in the case of certain banks. or t.x:ust compa:x.le ,
this limitation is subject to the modiﬁcatn.on provided in thnft ﬁec ion.

The provisions of this article may be illustrated by the following
exaE'lggrjﬁe: During the taxable year, A, an individual, had ga:;:s
and losses from sales and exchanges of c.a;'ntal assets as fo!lowsf(the
deduction for the losses not being prohibited by any section oI the
Act other than sections 111, 112, and 117) :

Sin | am

QGain rec- | Loss rec- .

ognized osnh:d Per cent | into so- h;:oun-f
under un eld | applica- | coun

Item sections | sections | Time M PPl under | under

111 and | 111 and

section
113 12

117 (a)

tock 000
9 months.... $5,
Corporate 8 . $montba...| 10 Ra08 |
Boa) esiate. 234 years.... 00
ramen b | &years. 2l 0| L0
bonds. ... 8,000 |........| 6 years...... 3600
gglmr::m&mexudu option to buy |---------- 2,000 |.comeenneonne
o ants : 4 40 7,000
Gains and losses taken into socount. _.|....ooooceeiiiienioiiiiae e

i e limitation of section 117 (d), the losses of $7,600

ta]ﬁlx)lpilr{;l ix::l:mnt are allowablfe $8.48 ;{,)(()iiitcti({n t‘(())nlz;c :)c:l :;l:)a extent of
lus the gains of $4, en into a .

$6i?;.(ﬁ,'?—03?. !Z)Determins.tion of period for whi?h o?pitsl s'uets are
held.—Under section 117 (c) if property is acquired in 'oertam tr:.nsh;
actions described in sections 112, 113, and 118, the period for w 1ct
such property is considered to have been held by the taxpayer is no
computed from the date such property was acquired by the taxpayeir
but from a prior date. For instance: In t.l.le case of stfock or secur t
ties in a corporation a party to & reorganization received pursnf:,.n
to a plan of reorganization in exchange solely‘for-stock or sec.:u:ix f1es
in another corporation a party to the reorganization, the period for
which the stock or securities exchanged were held by Ph.e taxp:}ye:{
must be added to the period for which the stock or securities recelve
on the exchange were held by the taxpayer. Ir} the case of propi-
erty acquired after December 81, 1920, by gift (if underfthemproy )
sions of section 113, such property has, for the purpose o d-e rm:lr:
ing gain or loss from the -sale or excho:nge, the same ba.slsdm e
hands of the taxpayer as it would have in the hands of the donor),
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the period for which the property was held by the donor must be
added to the period for which the property was held by the taxpayer
In the case of stock or securities the acquisition of which resulted iI;
the nondeductibility (under section 118, Revenue Act of 1928, 1932, or
1934) of the loss from the sale or other disposition of subs’tanti:;liy
identical stock or securities, the period for which the stock er securi-
ties the loss from the sale or other disposition of which was not de-
ductible were held must be added to the period for which the stock
or securitit?s acquired were held by the taxpayer.

The period for which the taxpayer has held stock issued to him
as a stock dividend shall be determined as though the stock dividend
were the stock in respect of which the dividend was issued.

An.'r. 117-4. Application of section 117 generally.—Section 117
applies only to gains and losses upon the sale or exchange of capital
assets and, therefore, has no application to loss of useful value upon
the permanent abandonment of the use of property (see article
28(e)-3), or loss sustained as the result of corporate stock or debts
becoming worthless.

'Am'. 117-5. Application of section 117 in the case of husband and
wife.—In the application of section 117, a husband and wife regard-
l?ss of whether a joint return or separate returns are made ’are con-
snde.red to be separate taxpayers. Accordingly, the limitati’on under
section 117 (d) on the allowance of losses of one spouse from sales
or exchanges. of capital assets is in all cases to be computed without
regard to gains and losses of the other spouse upon sales or exchanges
of capital assets: &

Art. 117-8. Gains and losses from short sales.—For income tax
purposes, a short sale is not deemed to be consummated until delivery
of property to cover the short sale, and the percentage of the recog-
nized gain or loss to be taken into account under section 117 (a) 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
salg of.shares of stock and covered the short sale by purchasing and
delivering shares which he held for not more than one year, 100 per
cen§ of the recognized gain or loss would be taken into accou’nt under
section 117 (a), even though he had on hand other shares of the
same stock which he held for more than one year. If, however, he
covered the short sale by delivering shares which he held for n;ore
than one year but not for more than two years, only 80 per cent of
the recognized gain or loss would be taken into account. If the
short sale is made through a broker and the broker borrows property
to make delivery, the short sale is not deemed to be consummated
uptil the obligation of the seller created by the short sale is finally
discharged by delivery of property to the broker to replace the
property borrowed by the broker. :

Caarrer XVIII
LOSS FROM WASH SALES

SEC. 118. LOSS FROM WASH SALES OF STOCK OR SECURITIES.

(a) In the case of any loss claimed to have been sustained from
any sale or other disposition of shares of stock or securities where
it appears that, within a period beginning 80 days before the date
of such sale or disposition and endiug 30 days after such date, the
taxpayer has acquired (by purchase or by an exchange upon which
the entire amount of galn or loss was recognized by law), or has
entered Into a contract or option so to acquire, substantially identi-
cal stock or securities, then no deduction for the loss shall be allowed
under section 28 (e) (2); nor shall such deduction be allowed under
section 23 (f) unless the claim is made by & corporation, & dealer in
stocks or securities, and with respect to a trunsaction made in the
ordinary course of its business.

(b) If the amount of stock or securitles acquired (or covered by
the contract or option to acquire) is less than the amount of stock
or securities sold or otherwise disposed of, then the particular ghares
of stock or securities the loss from the sale or other disposition of
which is not deductible shall be determined under ruies and regu-
lations prescribed by the Commissioner with the approval of the
Secretary.

(¢c) It the amount of stock or securities acquired (or covered by
the contract or option to acquire) is not less than the amount of stock
or securities sold or otherwise disposed of, then the particular ghares
of Btock or securities the acquisition of which (or the contract or
option to acquire which) resulted in the nondeductibility of the loss
shall be determined under rules and regulations prescribed by the
Commissioner with the approval of the Secretary.

AgT. 118-1. Losses from wash sales of stock or seourities.—(a) A tax-
payer can not deduct any loss claimed to have been sustained from
the sale or other disposition of stock or securities, if, within a period
beginning 30 days before the date of such sale or disposition and
ending 80 days after such date (referred to in this article as the
61-day period), he has acquired (by purchase or by an exchange
upon which the entire amount of gain or loss wag recognized by
law), or has entered into a contract or option so to acquire, substan-
tially identical stock or securities. However, this prohibition does
not apply (1) in the case of a taxpayer, not a corporation, if the
sale or other disposition of stock or securities is made in connection
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VYlth the taxpgyer’s trade or business, or (2) in the case of a corpora
tion, a dealer in stock or securities, if the sale or other dispositign o£
stock or securities is made in the ordinary course of its business as
such dealer. See article 22(a)-8 as to stock or securities sold from
!ots purchased at different dates or at different prices where th
identity of the lots can not be determined and article 113(a) (10)-;
for :;}he basis for determining gain or loss from the subsequent sale
:)vxa;)l 1 ::;e(ifsposmlon of stock or securities acquired in connection with
.(b.) Where more than one loss is claimed to i
within t!l(.s taxable year from the sale or other }()I?JSOSPA‘:?gnSz;t:gﬁﬁ
or securities, the provisions of this article shall be applied to the
losses in the ord.er in which the stock or securities the disposition of
w!nch l'esulte.d In the respective losses were disposed of I()be innin
with thc? _earhgst disposition). If the order of disposition ffl stoclg
or securities disposed of at a loss on the same day can not be dete
mu}ed, the stock or securities will be considered to have been dis ose:i
of. in the order in which they were originally acquired (be o
with the earliest acquisition). whnine
(¢) Where the amount of stock or securities i ithi
61-day.peri('>d is less than the amount of stock ::q sl:cl:;]it::;ﬂsl(l)llldth:
qtherwxse disposed of, then the particular shares of stock or tsecu‘3
Fles the loss from the sale or other disposition of which is not dedur:-
ible shall- be those with which the stock or securities acquired e
m?It‘;:lheci 1‘1;( accordance with the following rule: ! e
e stock or securities acquired will be matched i i
t!le 01'd§1' of their acquisition (beginning withe(ilt: ::(:'tl)i:i:n:e :llth
tion) with an equal number of the shares of stock or securiti o ol
or otherwise disposed of. rities sold
(d) Where the amount of stock or securities i ithi
61-day pqriod_is not less than the amount of stoziq:;r:eiuvg:i}:: f)ll‘s
or otherwise (.h.s;.msed of, then the particular shares of stock or se uri
ties the acquisition of which resulted in the nondeductibilit og l:,ll;l
loss shall.be those with which the stock or securities dis oseg f o
mt}It‘(}:lhed t::) l;a.ccordance with the following rule: i o e
e stock or securities sold or otherwise di i
matc.hed .w1th an equal number of the shares (;iflssf)bzsc(;:d o:fsezvliilit'be
acquu'eq in accordance with the order of acquisition (beginnin ﬁ
th(z e;r’lll‘;St acquisition) of the stock or securities acquire?l i
¢) The acquisition of any share of stock o iri i
res:xlts in the non.deductibility of a loss under :h:n;i'os:fslilzg ov;tafil;
::hl::el ;l:ll be disregarded in determining the deductibility of any
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(f) The word - acquired ” as used in this article 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 tax-
payer has entered into a contract or option within the 61-day period
to acquire by purchase or by such an exchange.

Ewample (1): A, whose taxable year is the calendar year, on De-
cember 1, 1933, purchased 100 shares of common stock in the M
Company for $10,000 and on December 15, 1933, purchased 100 addi-
tional shares for $9,000. On January 2, 1934, he sold the 100 shares
purchased on December 1, 1833, for $9,000. Because of the provi-
sions of section 118 no loss from the sale is allowable as a deduction.

Example (2): A, whose taxable year is the calendar year, on Sep-
tember 21, 1933, purchased 100 shares of the common stock of the M
Company for $5,000. On December 21, 1933, he purchased 50 shares
of substantially identical stock for $2,750, and on December 26, 1933,
he purchased 25 additional shares of such stock for $1,125. On
January 2, 1934, he sold for $4,000 the 100 shares purchased on

September 21, 1933. There is an indicated loss of $1,000 on the sale
of the 100 shares. Since within the 61-day period A purchased
75 shares of substantially identical stock, the loss on the sale of
75 of the shares ($3,750—$3,000, or $750) is not allowable as a de-
.duction because of the provisions of section 118. The loss on the
sale of the remaining 25 shares ($1,250—%$1,000, or $250) is de-
ductible subject to the limitations provided in sections 24 (a) (6)
and 117. The basis of the 50 shares purchased December 21, 1933,
the acquisition of which resulted in the nondeductibility of the loss
($500) sustained on 50 of the 100 shares sold on January 2, 1934, is
$2,500 (the cost of 50 of the shares sold on January 2, 1934), plus
$750 (the difference between the purchase price of the 50 shares
acquired on December 21, 1933 ($2,750) and the selling price of 50
of the shares sold on January 2, 1934 ($2,000)), or $3,250. Simi-
larly the basis of the 25 shares purchased on December 26, 1933, the
acquisition of which resulted in the nondeductibility of the loss
($250) sustained on 25 of the shares sold on January 2, 1934, is
$1,250 plus $125, or $1,375. (See article 118(s) (10)-1.)

Ezample (3): A, whose taxable year iz the calendar year, on
September 15, 1932, purchased 100 shares of the stock of the M
Company for $5,000. He sold these shares on February 1, 1934, for
$4,000. On each of the four days from February 15, 1934, to Feb-
ruary 18, 1934, he purchased 50 shares of substantially identical
stock for $2,000. There is an indicated loss of $1,000 from the sale
of the 100 shares on February 1, 1934, but, since within the 81-day
period A purchased not less than 100 shares of substantially identi-
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cal stock, the loss is not deductible. The particular shares of stock
the purchase of which resulted in the nondeductibility of the loss
are the first 100 shares purchased within such period, that is, the
50 shares purchased on February 15, 1934, and the 50 shares pur-

chased on February 16, 1934. In determining the period for which Craprer XIX
the 50 shares purchased on February 15, 1934, and the 50 shares
purchased on February 16, 1934, were held, there is to be included INCOME FROM SOURCES WITHIN UNITED STATES

the period for which the 100 shares purchased on September 15,

. SEC. 119. INCOME FROM SOURCES WITHIN UNITED STATES.
1932, and sold on February 1, 1934, were held.

(a) Gross income from sources in United States.—The following items
of gross income shall be treated as income from sources within the
United States:

(1) InTEREST~—~Interest from the United States, any Territory,
any political subdivision of a Territory, or the District of Colum-
bia, and interest on bonds, notes, or other interest-beuring obliga-
tions of residents, corporate or otherwise, not including—

(A) Interest on deposits with persons carrylng on the bank-
ing business