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IncoME Tax Uxper THE REVENUE Act or 1936
INTRODUCTORY

These regulations deal with the tax imposed on Income by
the Revenue Act of 1936.

Since these regulations deal only with the tax on income,
certain parts of the Act, which are general in their nature,
or which do not relate directly to the imposing and collecting
of the tax, have not been printed in the body of these
regulations, but have been inserted in the Appendix, where
they are grouped and classified under proper headings. For
this reason the main body of these regulations deals only
with Titles I, IA, and VIII of the Act. Treasury Decision
4666, approved July 16, 1936, and Treasury Decision 4690,
approved August 26, 1936, relating to the excess-profits tax
imposed under Title I of the Revenue Act of 1835, as
anrended by Title IT of the Revenue Act of 1936, have been
printed In their entirety in the Appendix. The regulations
under Title IIT of the Act, relating to the tax on unjust
enrichment, have been promulgated as Regulations 95.

The numbering of the respective articles in the body of the
regulations follows the plan adopted in Regulations 86 pre-
scribed under the Revenue Act of 1934. In accordance with
this plan the numbers of the sectlons of the Act are used as
key numbers, followed by a dash (—), with the number of the
article placed after the dash, By this means anyone who
desires to learn how a given section or subsection of the Act
hasbeenmterpreoedbytheBmumnreadnya.ndmuck!y
find that interpretation by using the key number. Thus, if
ane desires to learn what interpretation has been placed on
section 21 of the Act, he should tum to article 21-1 of the
regulations. In some cases several articles are necessary in
the Interpretation of different phases of one section or sub-
section or paragraph of the Act. For example, section 23 m),
dealing with “Depletion”, requires many articles. Each of
them, however, is designated by the key 23 (m) : for example,
article 23 (m)-1, article 23 (m) 2. It is believed that by this
keying the numbers of the articles to the sections, subsections,
and paragraphs of the Act, the material in the regulations is
made more readily available.

The regulations proper have been divided into chapters.
The material 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 sec-
tions of the Act.

Certain important provisions of prior Revenue Acts from
1924 to date, together with important sections of the Reyised
Statutes relating to Income tax, will be found in the Appendix,
classified and grouped under the proper headings,

CoNTENTS
CHAPTER 1

Scope of Regulations
Title I—Income Tax, Subtitle A—Introductory Provisions

[The section numbers refer to the Revenues Act of 1936 and the
srticle numbers to Regulations 94)

Spcrron 1. Application of title,
Article 1-1. Scope of regulations,
Sperion 2. Cross references,
Szerion 8. Classification of provisions.
Article 3-1. Divislon of regulations,
Sxcrion 4. Special clesses of taxpayers,
Article 4-1. Application of regulstions to special clusses of
taxpayers.

CHAPTER I
Rates of Tax
Subtitle B—General Provizsions, Part I—Rates of Tax

Sgcrron 11. Normal tax on individuals,
Article 11-1, Income tax on Individuals,
132 Cmng:xor residents of the United Btates llable
to .

11-8. Who 1a a citizen.
Spcrron 132, Surtax on individuals,
Article 12-1, Surtax.
12-2. Computation of gurtax,
Srertox 13. Normal tax on ons. 5
Article 13-1, Normal {ncome tax on corporations.
Sxcmion 14. Surtax on undistributed profits,
Article 14-1. Surtax on undistributed profits of corporations.
14-2. Method of computation of surtax—Example.
IH.Bpodn‘mO%oMtuadmsud net Income is less than

CHAPTER IO
Gross Income—Net Income
Part II—Computation of Net Incoms

Article 21-1. Meaning of net incoms.
Brcrion 22 (a). Gross Income: General definition.
Article 23 (a)~1. What included in gross income.
22}.)-2. Compensation for personal services.
22 (a)-3. Compensation pald other than in cash,
22 (a)-4. Compensation pald in notes.
22 (n)-6. Gross Income from business,
22 (a)~6. State contracts,
22 (0)~7. Gross income of farmers.
22 (a)-8. Sale of stock and rights.
22 (2)-9. Bale of patents and copyrights,
22 (a)-10, Sale of good will.
22 (a)-11. Sale of real property In lots.
22 (a)-12. Annuities and lusurance policies,
22 (a)~18, Improvements by lessees,
22 (a)—~14. Cancellation of indebtedness,
22 (a)-15. Creatlon of sinking fund by tion,
22 (a)-16. Acguisition or disposition by o corporation of
1ts own capital stock.

22 (8)-17. Contributions to corparation by shareholders,
22 (a)-18. Sale and purchsse by corporation of its bonds.
22 (a)-10. Bale of capital assets by corporation.
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Becrion 22 (8). Gross income: General definition —Continued.
Art. 22 (a)-20. Income to lessor corporstion from leased prop-

erty.
22 (a)~21. Gross income of corporation in liquidation.
Spcrion 22 (b). Gross income: Exclusions from gross income,
Article 22 (b)-1. Exemptions—Exciusions from gross income.

22 (b) (1)-1. Life insurance—Amounts paid by resson of
the desth of the insured.

22 (b) (2)-1. Life Insurnnce—Endowment contracts—
Amounts paid othor than by reason of the
death of the

22 (b) (2)-2. Annuities,

22 (b) (3)-1. Gifts und bequests.

22 (b) (4)-1. Interest upon State obligations.

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 ocor-
porations and assoclations,

22 (b) (4)-2. Dividends from Federal reserve banks.

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

22 (b) (4)-8. Treasury bond exemption in the case of trusts

or partnerships.
22 (b) (4)-6. Interest upon United BStates obligations In
the case of nonreudentaﬂennnndeeﬂdn}
foreign organisations.
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Secrion 22 (¢) Gross income: Inventories.
Article 22 (¢)-1. Need of Inventories.
22 (¢)-2. Valuation of inventories.
22 (¢)-3. Inventories at cost,
232 ()4 Lnlvcnwnu ot cost or market, whichever is
ower. .

by dealers In pecurities,
of live stock raiserm and other

2 ic;—’l. Inventories of miners and

sc)-c. Inventories
22 (¢)-8. Inventories

farmers.
mnna{wtmm

Deductions From Gross Income

SzcTon 23 (a). Deductions from gross income: EXpenses.
Articie 23 (a)~1, Business
23 {(a)-2. Traveling expenses,
23 (8)~3. Cost af materials,
23 (a)-4. Repairs.
23 (a)-5. Professional
23 (a)-8, Com on for services,
23 (o)-1. af excessive compensation.
g a Bonuses eoemployee:l you /10
() pensation for uries,
23 ng-lo. Rentals,
23 (a)-11, Expenses of farmers.
23 (a)~-12, Depositors’ guaranty fund.
Sxcrion 23 (b). Deductions from gross income: Interest,
Article (b)~1. Interest.
8scrion 23 (¢). Deductions from gross income: Taxes generally.
Article 23 ée -1. Taxes.
23 (c)-42, Federal duties and excise taxes
23 (c)-3. Taxes for local benefita,
Srcrion 23 (d). Deductions from gross income: Taxes of share-
holder pald by corporation.
Article 23 (d)~1. Tax on bank or other stock.
SxoTion 23 (¢). Deductions from gross income: Losses by individuals,
Article 23 (e)-1. Losses by individuals.

(e)-2. Voluntary removal of bufldings.
23 io)4. af

Loss value.
23 (e)—4. Shrinkage In value of stocks.
©)-5. Losses of farmers,

‘Sgeron 23 (f), Deductions from grogs income: Losses by corpora-

Wagering losses,
Basls for determin-

ing
Article 23 (h)-1. Basis for determining loss.
Srcrion 23 (1). Deductions from gross income: Loss on wash ssles
of stock or securities,
8rcrion 23 (§). Deductions from gross income: Capital losses.
Seorion 23 (k). Deductions from gross income: Bad debts
Article 23 (k)-1. Bad debts.
nik)—a. les of bad debts,
23 (k)-3. U ble deficiency upon sale of mortgaged

or pladged property.
23 (k;—{. Worthless bonds and similar obligations,
23 (k)-5, Rescrve for bad debts,

~2. Depreciable property.

23 (1)-3. Depreciation of intangible property.

23 (1)—4. Capital sum recoverable through depreciation
allowanoes.

23 (1)-5. Method of computing depreciation allowanoe.
23 (1)-6. Obsalescence,

23 (1)~7. Depreciation of patent or copyright,

23 u;-& Depreciation of drawings and models.

23 (1)-9. Records of depreciable property.

23 (1)~10. Depreciation in the case of farmers.
Sporion 23 (m). Deductions from groes income: Depletion.
Sperion 23 (n). Deductions from gross income: Basls for deprecisa-
tion and depletion.

Articlo 23 (m)-1. Depletion of mines, oil and gas wells, other
natural deposits, and timber; depreciation
of improvements,

23 (m)-2. Computation of depletion of mines, oil and
gas wells, and other natural deposita with-
out reference to discovery ue or por-
centage depletion.

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

23 (m)-4. Computation of depletion based on a per-
centage of income in the case of oil and
gus wells,

m(m)-&coggumtonotde based on A per-

tage of income in the case of coal mines,
metal mines, and sulphur mines or deposita,

23 (m)~6. Determination of cost of deposits.
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. Deductions from groas income—Continued,
m)~7. Determination of fair market value of min-
oral properties, Including oll and gsas
properties,
(m)-8. Revaluntion of mineral deposits not allowed.
23 (mn)-9. Determination of mineral contents of mines
and of oll or gas wells,
23 (m)~10. letion—Adjustments of accounts based on
nus or advanced royalty.
23 (m)~11. De&?kl:n and depreciation asccounts on
23 (m)~12. Statemont to be attached to return when
valusth depletion, or depreciation of
minersl property is cla!med.
23 {m)~13, Statement to be attached to return when
dopletion is clalmed on percentage basis.
23 (m)~14. Discovery of mines other than coal, metal,
or sulphur mines,
23 (m)-15. Allowable capital additions in case of mines.
23 (m)~16, Charges to capital and to expenss in the
case of oll and gas wells.
23 (m)~-17. Depreciation In the case of mines.
23 (m)-18. Depreciation of !mprovements in the case of
oll and gas wells,
23 (m)~19. Depletion and tion of ofl and gas
wells In years before 1916,
23 (m)~20. Capital recoverablo through depletion allow-
ance in the case of tunber,
Article 23 (m)-21, Computation of allowance for depletion of
timber for given year.
' 23 (m)-22. Revaluation of timber not allowed.
23 (m)-23. Depdn&lnnonw of Improvements In the case
mber.
23 (m)-24. Information to be furnished by taxpayer
claiming depletion of timber.
23 (m)-25. Determination of fair market value of

23 {m)—%. Determination of quantity of timber.

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

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

SzcrioN 23 (0). Deductions from gross income: Charitable and
other contributions.
Article 23 (o)-1. Contributions or gifts by individusals.
Sxcrion 23 (p). Deductions from gross income: Pension trusts,
Article 23 (p)~1. Payments to employees’ pension trusts.
SecTioN 23 (). Deductions from gross income: Charitable and
other oonmbuuomst;{ corporations,
Article 23 (q)~-1. Contributions or gifts by corporations,
SecTion 24, Items not deductible,
Article 24-1. Personal nnd family expenses.
24-2. Capital expenditures.
24-3. Premiums on business insurance.
24-4. Amounts allocable to exempt income, other than
interest.
24-5. Losses from sales between members of family and
between Indlividuals and corporations.
24-6. Life or terminable interests.

CHAPTER V
Credits Against Income

Szerion 25, Credits of iIndividual against net {ncome.
Article 25-1. Credits of Individual against net income.
26-2. Barned Income credit.
25-3, Amount of personal exemption allowable,
25-4. Personal exemption of head of family.
25-5. Personal exemption of married person.
25-6. Credit for dependents.
25-7. Personal exemption and credit for dependents
where status changes.
SecrionN 26, Credits of corporations.
Article 26-1. Credit of corporation for interest on obligations
of the United States and its Instrumentalities,
26-2. Credit In connection with contracts restricting
payment of dividends,
afiiliate

26-3. .
Secrron 27 (a). Corporation credit for dividends pald: Dividends
pald credit in gencral,
Article 27 (a)-1. Dividends pald credit in general.
Sxcrion 27 (b). Corporation credit for dividends paid: Dividend
carry-over,
Article 27 (b)~1. Dividend carry-over,
Sxerion 27 (¢, Corpo:at.:’on credit for dividends paid: Dividends
in kind.
Article 27 (¢)~1. Dividends in kind.
Sxcrion 27 (d). Corporation credit for dlvidends paid: Dividends
in obligations of the corporation.
Article 27 (d)-1. Dividends in obligations of the corporation.
Srerion 27 (e). Corporation credit for dividends paid: Tuxable
stock dividends.
Article 27 (0)-1. Tuxable stock dividends,
Brcrion 27 (f) Corporation credit for dividends paid: Distributions
in lgquidation.
Article 27 (f)-1. Dividends pald credit for distributions in
lquidation.
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Secrion 27 (g). ('kvr]:\ofa‘1 m‘)’g credit for dividends paid: Preferential
ividends,
Article 27 (g)-1. Preferential distributions.
Secrion 27 (h), Corporation credit for dividends pald: Nontaxable
distributions.
Article 27 (h)-1. Nontaxable distributions.

CHAPTER VI
Crodits Againat Taz
Part IIT—Credits Against Tax
msx.hgggmmmummdumm

Sperion 32, Tuxes withheld at source.
Sxzerion 33. Credit for overpayments,

CHAPTER VII
Accounting Periods and Methods
Part IV—Accounting Perlods and Methods of Accounting

SecerioN 41, General rule,
Article 41-1. Camputation of pet Income.
41-2. Basen of cumputation and changes In accounting
methods,
41-3, Methods of accounting.
41-4. Accounting period.
SecrioNn 42, Period In which items of gross Income included.
Article 43-1. When included In gross income.
42-2. Income not reduced to possession,
42-3. Examples of constructive receipt.
:g:&. ~term gonm at
5. Subtraction for redemption of trading stamps,
Secrion 43, Period for which deductions and credits taken.
Article 43-1. "Pald or incurred” and “pald or accrued.”
43-2. When charges deductible,
Secrion 44, Installment basis
Articlo 44-1. Sale of personal property on installment plan.
44-2. Sale of real property involving deferred payments.
44-3. Sale of real property on instaliment plan.
44-4. Deferred-payment sale of real property not on ine
stallment plan.
44-6. cun’or loss upon disposition of installment obli=
gations.
SecTioN 45, Allocation of income and deductions.
Article 45-1. Determination of the taxable net income of a
controlled 3
Seorion 46. Change of accounting period,
Article 46-1. Change In sccounting period.
Szerion 47. Returns for a period of less than twelve months.
Article 47-1. Returns for periods of less than 12 months,
Spcriox 48 (a). Definitions: Taxable year.
Srcrion 48 (b). Definitions: Fiscal year,
Secrton 48 (c). Definitions: Pald, incurred, accrued.
SecTiON 48 (d). Definitions: Trade or business.
Brcrion 48 (e). Definitions: Mutual investment companies.
Article 48 (e)-1. 'rné:tmo! mutunl investment companics—
n %
48 (e)-2. Definition of a mutual investment company.
48 (e)-3, Proof of status of s mutual investment come

pany.

48 (0)-4. Records to bo kept for purpose of ascertalning
actual ownership of ocutstanding stock of
mutual investment com o8,

48 (e)-5. Records to be kept for purpose of dntermm:g
whether a company cfumuxg to be & mut
investment company s a personal holding

company.
43 (e)-6. Additional Informstion required in returns of
shareholders.

CIAPTER VIIZ
Returns and Payment of Tax

Part V—Returns and Payment of Tax

Secrion 51, Individual returns,
Article 51-1. Individual returns,

51-2. Form of return.

51-8. Return of income of minor.

61-4. Verification of returns,

51-5. Use of prescribed forms,

Sgcrion 62, Corporation returns,
Article 52-1. Corporation returns.
52-2. Returns by recelvers,
Secrion 53. Time and piace for filing returns,
Article 53-1, Time for fliing returns,

53-2, Extenslons of time for filing returns.

53-3. Extenszions of time In the case of foreign organfza-
tions, certain domestic corporations, and clti-
zens of United States residing or traveling
abroad.

63-4. Due date of return,

53-8. Place for filing Individual returns,

Secrion 54, Records and spectal returns.
Article 54-1, Alds to collection of tax.
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Szerion 55. Publicity of returmns.
Article ﬁ(b; -1. Definitions,
b)-2, Coples of income returns.
65(b)-3. Inspection of copies of returns,
55(b)-4. Request for permission to inspect coples,
Seorion 56. Payment of tax.
Article 56-1. Date on which tax shall bo pald.
56-2. mdwﬂmtapmntdmtuam-

rtallment ~
56-3. When fractional part of eent may be disregarded.
56-4. Recelpts for tyx payments,
Srortox 57, Examination of retwrn and determination of tax.
Article 57-1. Examination
by the Commissioner.
Seorron 58. Additions to tax and penalties
Secrion 58, Administrative proceedings,

CHAPFTER IX
Misceligneous Provisions
Part VI—Miscellaneous Provisions

Sxcrion 61. Laws made applicable,

Secron 62. Rules and regulations.

SpcrioN 63. Taxes in lieu of taxes under 1934 Act.
SecTion 64. Short title,

CHAPTER X
Corporstions Ezempt From Taz

Subtitle C—Supplemental Provisions, Supplement A—Rates of Tax
(Supplementary to Subtitie B, Part I)

Szeroxn 101, Exemptions from tax on corporstions.
Article 101-1. Proaf of e tion.
- 101 (1)~1. Labor, agricuitural, and horticultural organ-
lzations,
101 (2)~1. Mutual savings banks.
101 (3)~1. Fraternal beneficiary societies.
101 (4)-1. Bullding and loan associations and cooperative

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

chests.
101 (7)-1. Buslneu leagues, chambers of commm real
te boards, and boards of trade.
101 (8)~1, Civic lecguu and local associations of employees.
101 (9)~1. Social clubs.

101 (10)-1. Local benevolent life Insurance associations, mu-
tusl Urigstion and telephone companies, and
like organizations.

Parmers' or other mutual hall, cyclone, casualty,
or fire insurance companies or associations,

Farmers' cooperstive marketing and purchasing

u:lcnunc. literary, and
community

101 (11)-1.

101 (12)-1.

associations
101 (13)~-1. Corporations orgtmmd to finance crop operations.
101 (18)-1. Religious or spostolic associations or corporations.

CHAPTER XX
Corporations Used to Avoid Surtar

Szcrion 1032, Surt.ul on corporations improperly saccumulating
surplus.
Article 102-1, Taxation of corporation formed or ultilized for
avoldance of surtax,

102-2. Purpose to avold surtax.
103-8. Unreasonable asccumulation of profits,
102-4. Computation of retained net income.
102-5. Payment of surtax on pro rata shares,

CIMAPTER XIT
Tar on Citizens and Corporations of Forelgn Countries
Banks and Trust Companies—Sale of Oll or Gas Properties

Sperion 103, Rates of tax on citizens and corporations of certaln
foreign countries,

Syorion 104. Banks and trust companies.

Secrion 105, Ssle of oll or gas properties.

CHAPTER XIIX
Geain or Loss—Recognition, Basis, Determination

Supplement B—Computation of Net Income (Supplementary to
Subtitle B, Part II)

Srorion 111. Dewrlmmatwn of amount of, and recognition of, galn
or loss,
Article 111-1, Computation of gain or loss.
Seerion 112 (a). Recognition of gain or loss: General rule,
Article 112 (a)-1, Sales or exchanges,
Szecriox 112 (b). Ba:ogmuon of gain or loss: Exchanges solely in
ind.

Article 112 (b) (1)1, Propmy held for productive use In trade
business or for investment.
112 (b) (2)-1. chk for stock of the same corporation.
112 (b) (5)-1. Transfer of property to corporation con-
trolled by tranaferor.
112 (b) (5)-2a. cher:‘n to be kept and Information to be

FEDERAL REGISTER, November 14, 1936

Srerion 112 (D). Reeognluan of gain or loss—Continued.
Art. 112 (b) (6)~1. Distributions in liquidation of subsidiary
ocorparation.
112 (b) (6)-2. Liquidations completed within one taxe
able year.
112 (b) (6)-8. l.lquldnuou covering more than ono tax-

112 (d) (6)—+4 Dlmibuuans in liquidation as affecting

interests.
112 (b) (6)~5. Records to be kept and information to be
filed with return.
Szerow 113 (¢). Recognition of gain or loss: oun from exchanges
not solely in kind.
Article 112 (¢)-1. Recelpt of other property or money in tax-
free exchange not connected with ocorpo-
rate reorganization.
Seeron 112 (d), Becugmdon of gain or loss: Same—Galn of cor-

poration.

Szcrrox 112 (e). Bceognl:lzzl:’ol(nm or loss: Loss from exchanges
Article 112 (e)~-1. Nonrecognition of loes,

Secrion 112 (1). R.oeogruuon of wl.m or loss: Involuntary converw

Article 112 (1)~1. chment of proceeds of involuntary cone
version.

112 (1)-2. Replacement funds.
Seorion 112 (g). Recognition of galn or loss: Definition of reors

ganization.
Articie 112 (g)-1. Purpose and scope of exception of reorgani-
zation exchanges.
112 (g)~2. Definition of terms.
112 (g)-3. Exchanges solely of stock /or securities, or
pmpcrty. aolely for stock or securities, in
of plan of reorganization.
ll:(g)—«l,kchangu recrganization for stock or se-
curities and other property or money.
112 (g)~5. Receipt of stock or securities in reorganiza-
wx:’vm:outnmaswckbym
er.
112 (g)-6. Records to be kept and information to be
filed with returns.

Szcrion 112 (h). Recognition of gﬂn or loss: Definition of control,
Article 112 (h)-1, Control of corporation.
Secrion 112 (I) Recognition of gain or loss: Foreign corporations,
Article 112 (1)-1. on with, or transfer or prop=-
erty to, a fomtgn corporation.,
SsorioN 113 (a8). M]mtad basls for determining gain or loss:
Basis (unadjusted) of property.
Article 113 (a)-1. Scope of basis for determining gain or loss.
113 (a)~2, General rule,
113 (a) (1)-1. Property Included in Inventory.
113 (a) (2)-1. Prgpcrty transmitted by gift after December

1920,
+ 113 (s} (3)~1. Transfer in trust after December 31, 1920,
113 (a) (4 —Laultt;rtnnx(uln trust prior to January 1,
82

113 (a) (5)~1. Basis of property acquired by bequest, devise,
or inheritance.
113 (a) (6)-1. Property acquired upon & tax-free exchange.
113 (a) (7)~1. Pmpeny by tion in reorgan-
ter December 31, 1917.
113 (a) (8)-1. Propany ulnd by a corporation after
Decomber 1920,
113 (a) (9)~1, Property wquu-od os & result of an Involune
tary conversion.
113 (a) (10)~1. Stocks or securities acquired in “wash sales™
113 (n) (11)~1. Basls of property scquired during afliation.
113 (s) (12)-1. Basis of perty established by Revenue Act
113 (a) (13)-1.

of 193
Property contr'ibuted in kind by a partner to
113 (l 13)-a.
113 (l 14)-1.

partnership.
Readjuntnmt of partnership Interests,
o‘y scquired prior to March 1, 1913,

113 (8) (15)-1. Ba:l: property received in complete ligqui-

tion.
113 (a) (16)-1. Buluo‘ q.tarmperty established by Revenue Act
Szeriow 113 (b). Adjusted basis for determining gain or loss:
usted basls,

Ad) ;
Article 113 ib) ~1. Adjusted basiz: General rule,
113 (b)~2. Substituted basis,

CHAPTER XIV

Depreciation and Depletion

Secrion 114. Basis for depreclation and depletion.
Article 114-1. Basis for allowance of depreciation and a.epleuon.

CUAPTER XV
Distridutions by Corporations—Dividends

SecrioN 115. Distributions by corporstions.
Article 115-1. Dividends,
115-2. Sources of distributions in general.
115-3. Earnings or profits.
115-4. Distributions other than a dividend.

115-5. Distributions in lquidation.
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Sxcrion 115, Distributions by corparations—Continued.
Art. 115-8. Distributions from depletion or depreclation re-
sOrves,
115-17. Steck dividends,
115-8. Election of shareboldors as to medium of pay-
ment,
115-9. Distribution In redemption or cancellation of
stock taxable as a dividend.
115-10, Dividends pald In property.
116-11. Effect on earmings or profits of certain tax-free
exchanges and tax-free distributions,

CHAPTER XVI
Additional Exclusions From Gross Income

Sxcrion 116. Exclustons from gross income,
Article 116-1. Income of foreign governments, ambassadors, and
consuls,

116-2. Compensa'tion of State officers and employees.
116-3. Bridges to be scquired by State or political subdi-
vision.

CHAPTER XVIX
Capital Gains and Losses

Secrion 117, Capital gains and losses.
Article 117-1, Meaning of capital assets.

117-2. Limitations on capital gains and capital losses,

117-3. Determination of period for which capital assets
are held,

117-4, Application of section 117 generally,
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CHAPTER I
Scope of Regulations

Be it enacted by the Senate and House of Representatives of
the United States of America in Congress assembled, That
this Act, divided into titles and sections according to the fol-
lowing Table of Contents, may be cited as the “Revenue Act
of 1936™: \

-

Title I—Income Tax, Subtitle A—Introductory Provisions

Sxc. 1. Application of title—The provisions of this title shall ap-
ply only to taxable years beginning after December 31, 1935. In-
come, war-profits, and excess-profits taxes for taxable ycars begin-
ning prior to January 1, 1936, 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 provisions are modified by
legisiation enncted subsequent to this Act,

ArrticLe 1-1. Scope of regulations—These regulations deal
with the taxes upon net income imposed by Title I of the
Revenue Act of 1936, including the tax imposed by section 102
of Title I of that Act upon the net income of certain corpora-

| tions, and the tax imposed by Title IA of that Act upon the

undistributed adjusted net income of perscnal holding com-
panies (see section 351).

The articles of these regulations have been given key num-
bers corresponding to the numbers of the sections, subsec-
tions, or paragraphs of the Act. For example, articles 23
(a)-1 to 23 (a)-12, relating to deduction for expenses, bear
the key number 28 (a), which corresponds to subsection 23
(a) of the Act. The articles bearing a given key number are
the regulations prescribed with respect to the corresponding
section, subsection, or paragraph of the Act; and the section,
subsection, or paragraph of the Act shall be considered as &
part of the respective articles to which It corresponds,

Bzc. 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 convenience, and shall be given no legal effect.

Src, 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 Pirts and sections,

Subtitle C—Supplemental provisions, divided into Supple-
ments and sections,
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Art, 3-1. Division of regulations—These regulations have
been divided into 35 chapters., Chapter I relates to Intro-
ductory Provisions, Subtitle A of Title I. Chapters II to IX
relate to General Provisions, Subtitle B of Title I. Chapters
X to XXII relate to Supplements A to D of Supplemental
Provisions, Subtitle C of Title I. Chapters XXIIT to XXIX
relate to Supplements E to K of Supplemental Provisions,
Subtitle C of Title I. Chapters XXX to XXXIII relate to
Supplements L to O of Supplemental Provisions, Subtitle C of
Title I. Chapter XXXIV relates to Title IA, Surtax on Per-
sonal Holding Compéinies. Chapter XXXV relates to Title
VIII, General Provisions of the Act.

Szxo, 4. Special Classes of Tarpayers—The application of the
General Provisions and of Supplements A to D, inclusive, to each
of the following specinl classes of taxpayers, shall be subject to
the exceptions and additlonal provisions found in the Supplement
applicable to such class, as follows:

(s) Estates and trusts and the beneficiaries thereof—Supple-
ment B,

(b) Members of partnerships—Supplement F.

(¢) Insurance com, ot Q.

(d) Nonresident allen individ: t lement H,

(o) corparations—Supplement I.

{f) Individual citizens of any of the United States
who are not otherwise citizens of the United States and who are
not residents of the United States—Supplement J.

(g) Individual citizens of the United States or domestic cor-
porations, satisfying the conditions of section 251 by reason of
deriving o large portion of their gross income from sources within
o possesgion of the United ement J,

(h) China Trade Act pplement K.

ArT. 4-1. Application of regulations to special classes of
taxpayers—With respect to certain classes of taxpayers, the
application of the provisions of Chapters II to XXII is sub-
Ject to certain exceptions and additional provisions, which
are discussed in Chapters XXIII to XXIX, as follows:

pter nce companies.
%sp:r xxvx—-Non’:um; alien Individuals.
apter XVIT—Fore corporations,
XXVIII—Income

Chapter from sources in possesions of the
United States.

Chapter XXIX--China Trade Act corporations.

For provisions interpretative of section 351, surtax on per-
sonal holding companies, see articles 351-1 to 351-9, inclu-
stve. For provisions relative to surtax on corporations im-
properly accumulating surplus, see articles 102-1 to 102-6.

CHAPTER IT
Rates of Tax

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

Szc, 11, Normal Taxr on Individuals—There shall be levied, col-
lected, and pald for each-:taxabie year upon the net income of
every Individual a normal tax of 4 per eentum of the amount of
the net Income in excess of the credits agalnst net income provided
in section 25,

Art, 11-1. Income tax on individuals—Title I of the Act,
which applies only to taxable years beginning after Decem-
ber 31, 1935 (see section 1), imposes an income tax on in-
dividuals, including a normal tax (section 11) and a surtax
(section 12). The tax is upon net income which is deter-
mined 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 131). In general, the tax is
payable upon the basis of returns rendered by persons liable
thereto (sections 51, 53, 142, and 217), except that In some
Instances it 1s 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 corparations formed or
avalled of to prevent imposition of surtax. See section 351
as to shareholders of personal holding companies. See sec-
tion 117 as to treatment of capital gains and capital losses,

Axr, 11-2. Citizens or residents of the United States liable
o tax~—In general, citizens of the United States wherever

No. 176—-2

2101

resident, are liable to the tax, and it makes no difference that
they may own non assets within the United States and may
receive no income from socurces within the United States.
Every resident slien 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
211-219.

Art. 11-3. Who is a citizen—Every person born or nat-
uralized 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 coun-
try from which he came, or for five years in any other
foreign country, it is presumed that he has censed to be an
American citizen. This presumption does not apply, how=
ever, to residence abroad while the United States was at war,
nor does it apply in the case of individuals born In the United
States subject to its jurisdiction. However, even though an
individual born In the United States, subject to its jurisdic-
tion, of either citizen or alien parents, resided in a foreign
country for a number of years, he would still be a citizen
of the United States, unless he had become naturalized in,
or ‘taken an oath of allegiance to, the foreign country of
residence or some other 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 211-2 to 211-5
for distinction between a resident alien individual and a
nonresident alien individual,

Sec. 12. Surtar on Individuals —

(a) Definition of "surtax met income”—As used in this section
the term “surtax net income” means the amount of the net in-
come In excess of the-credits against net. income provided In
section 25 (b).

(b) Rates of surtax,—There shall be levied, collected, and paid
!mmmmeywummmmnotmmodmm-
vidual a surtax as follows:

Upon a surtax net income of $4,000 thers shall be no surtax:
upon surtax net incomes in excess of $4,000 and not In excess
of 86,000, 4 per centum of such excess,

830 upon surtax net incomes of $6000; 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.

8180 upon surtax net incomes of 8,000; and upon surtax net
Incomes In excess of $8,000 and not in excess of $10,000, 6 per
centum In addition of such excess

$300 upon surtax pet incomes of $10,000; and upon surtax net
Incomes In excess of $10.000 und not In excess of 812,000, 7 per
centum in addition of such excess.

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

$600 upon surtax net incomes of $14.000; and surtax net
Incomes In excess of $14,000 and not In excess of $16,000, 9 per
centum In addition of such excess,

$780 upon surtax net incomes of $18,000; 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.

81,000 upon surtax net Incomes of $18.000: and upon surtax
net incomes In excess of $18,000 and not In excess of $20,000,
13 per centum in nddition of such oxcess.

$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,

$1,560 upon surtax net Incomes of $22,000; and upon surtax
net incomes in excess of $22,000 and not In excess of 826,000, 17
por centum In addition of such excess.

$2240 upon surtax net Incomes of $26,000; and upon surtax
net Incomes in excess of $26,000 and not in excess of §32,000, 13
per centum in addition of such excess.

$3.380 upon surtax net Incomes of $32,000: and upon surtax
net incomes In excess of §32,000 and not In excess of 838,000, 21
per centum in addition of such excess,

$4,040 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,

86,080 upon surtax net incomes of $44,000; and upon surtax net
mmcamumam.womwmmdsso.ooo.:nm
centum in addition of such excess,

$7,700 upon surtax net incomes of $50.000; and upon surtax
net incomes In excess of 850,000 and not In excess of $56,000, 31

$0.560 upan surtax net incomes 02.456.000: and upon surtax
net Incomes in excess of $56,000 and not In excess of 882,000, 35

811,660 upon surtax met incomes of $62,000; and upon surtax
net incomes in excess of $62,000 and not In excess of $68,000, 39
per contum in addition of such excess.
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£14,000 upon surtax net incomes of $68.000; and upon surtax
net Incomes in excess of $68,000 and not in excess of $74,000, 43
per centum In addition of such excess,

$16,560 upon surtax net tocomes of $74,000; and upon surtax
net incomes In excess of $74,000 and not In excess of 80,000, 47
per centum in addition of such excess.

$19,400 upon surtax net Incomes of $80,000; and upon surtax
net incomes in excess of $80,000 and not in cxcess of $90,000, 61
per centum in addition of such excess.

£24,500 upon surtax net incomes of $50,000; and upon surtax
net incomes in excess of $90,000 and not in excess of $100,000, 55

£30,000 upon surtax net incomes of $100,000; and upon surtax
neomes in excess of $100,000 and not In excess of $150,000,

i

58 per centum in addition of such excess.

$50.000 upon surtax net Incomes of $150,000; and upon surtax
net incomes in excess of $150,000 and not in excess of §200,000,
60 per centum In addition of such excess,

£80,000 upon surtax net incomes of $200,000; and upon surtax
net incomes in exceas of $200,000 and not in excess of §260,000.
62 per centum in addition of such excess.

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

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

$218,000 upon surtax net Incomes of $400,000; and upan surtax
net incomes in excess of $400,000 and not in excess of $500,000
68 per centum in addition of such cxcess. ;

$486,000 upon surtax net incomes of 8500,000; and u surtax
net incomes in excess of $500,000 and not in excess of $750,000,
70 per centum in addition of such excess.

$461,000 upon surtax net incomes of $750,000; and
net incomes in excess of §750,000 and not in excess of $1,000,000
72 per centum in addition of such excess.

$641,000 upon surtax net incomes of $1,000,000; and upan sur-
tax net incomes in excess of $1,000,000 and not in excess of
$2,000,000, 73 per centum in addition to such excess.

$1,371,000 upon surtax net incomes of $2.000,000; and upon
surtax net incomes {n excess of $32,000,000 and not in excess of
$5,000,000, 74 per centum in addition of such excess.

$3,501,000 upon surtax net incomes of $5,000,000; snd

¢) Tax on persomal holding companies—For surtax on personal
ding companies, see section 351,
(d) Avoidance of surtexes by incorporation —For surtax on cor-
ons which accumulate surplus to avold surtax on stock-
see section 103,

ARrT. 12-1. Surtar—In addition to the normal tax imposed
by section 11 a surtax is imposed at the rates specified in
section 12 upon the surtax net income of every individual,
resident or nonresident, except nonresident alien individuals
subject to the tax imposed by section 211 (a). The surtax
net income Is the amount of the net income In excess of the
personal exemption and credit for dependents. (See gener-
ally articles 25-1 to 25-7.) For surtax on corporations im-
properly accumulating surplus see section 102. As to surtax
on personal holding companies, see section 351.

ART. 12-2. Computation of surtax—The following table
shows the surtax due for taxable years beginning after
December 31, 1935, upon certain specified amounts of surtax
net income. In each instance the first figure of the surtax
net income in the surtax pet-income column is to be excluded
and the second figure included. The percentage given oppo-
gite 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.

Surtox Table

Surtax net fncome Total surtax

$20,000 1o $22,000.

$22,000 10 526,000, ...

$26,000 w §32.00m

12,000 Lo 38,000,

$I,000 to $44.000_

$44,000 10 S5O0

E AN L TRTR L L L ———

E2EIZES¥LISELEY

PHOSFP -
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Surtar Table—Continued

Eurtax not Income Percent | Total surtax *
£58,000 Lo $62,000, - o oo 3 a5 1,000
$42,000 to $AS, 000 SR T T T 10 LSRG A ] 14,000
$455,000 1o $74,000, s “ 16, 580
o s saon A
000 Lo $90, 24, 50
$90,000 o tl.{{& s 0, 000
£100,000 to $150,000, ] 59,000
$150,000 to $200,000. o0 9, 000
$200,000 to $250,000. 62 120, 000
£210,000 to $300,000 (2} 152, 00
£300,000 t6 $400,000 ] 218, 00
400,000 to $500,000. s 254, 000
500,000 to §750,000. m 461, 000
$750,000 to $1,000,000. 72 0A1, 000
1,000,000 to $2,000,000 3 1,371,000
2,000,000 to $5,000,000._ ;; 3, S0l 000
ud-

the largest amount shown which is less than the surtax net
income, the surtax upon the excess over that amount at the
rate indicated in the table. Accordingly, the surtax due for
taxable years beginning after December 31, 1935, upon a
sm'hxononec income of $63,128 would be $12,099.82, computed
as follows:

Surtax on $62,000 from table. N $11, 650. 00
Surtax on $1,128 at 39 percent. 439.92
Total. 12,099.93

Szc, 13, Narmal Texr on Corporations.—
(8) Definition —As used in this title the term “normal-tax net
income” means the net income minus the sum of—

(1) Interest on obligatioms of the United States and {ts instri-
mentalities —The credit provided In section 26 (a).

(2) Dividends received~—The credit provided in section 26 (b).
Buch credit shall not be allowed In the case of a mutual invest
ment company, as defined in section 48,

(3) Dividends paid—In the care of o mutual investment come-
g::y the credit provided In section 37, computed without the
c)m. of subsaction (b) thercof (relating to dividend cmrry-
over).

(b) Imposition of tax~-There shall be levied, collected, and paid
for each taxable year upon the normal-tax net income of every
corporation, & normal tax as follows:

Upon normal-tax net Incomes not in excess of $2,000, 8 per
centum.

$160 upon normal-tax net incomes of $2,000; and upon normal.
tax not incomes in excess of $2,000 and not In excess of $15,000,
11 per centum in addition of such excess.

$1,500 upon normal-tax net incomes of $15,000; and upon nor-
mal-tax net incomes In exceas of $15000 and not In excess of
$40,000, 13 per centum in addition of such excess.

$4,540 upon normal-tax net incomes of $40,000; and upon nor-
mal-tax net Incomes in excess of $40,000, 15 per centum in
addition of such excess,

(c) Exempt corporations—For corporations exempt from taxation
under this title, see sectlon 101,

(d) Banks and trust companies—For rate of tax cn certain banks
and trust companies, see section 104.

Art. 13-1. Normal income tax on corporations.—In general,
the Act imposes a normal income tax on corporations at the
graduated rates specified in section 13 (b). Every corpora-
tion is liable to the normal income tax at such graduated
rates except (1) corporations expressly exempt from taxation
under Title I of the Act (see section 101), (2) banks, as
defined in section 104, (3) insurance companies (see sections
201, 204, and 207), (4) foreign corporations (see section 231),
(5) domestic corporations entitied to the benefits of section
251 by reason of deriving a large portion of their gross income
from sources within a possession of the United States, and
(6) China Trade Act corporations (sce Supplement K). It
makes no difference that a domestic corporation subject to
the graduated normal income tax imposed by section 13 (b)
may derive no income from sources within the United States.
The normal income tax on corporations is upon the normal-
tax net income, that is, the net income as defined In section
21 minus the sum of (1) the credit provided in section 26 (a)
for interest on obligations of the United States and its instru-

-
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mentalities and (2) the credit for dividends received provided
in section 26 (b), except that this credit is not allowed in the
case of a mutual Investment company, as defined in section
48 (¢). In the case of a mutual investment company, for
the purpose of the normal-tax net Income, a credit is allowed
against net income for dividends paid as provided in section
27, computed without the benefit of subsection (b) thereof,
relating to the dividend carry-over.

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 surtax on undistributed profits
of corporations, see section 14, For surtax on corporations
improperly accumulating surplus, see section 102. As to sur-
tax on personal holding companles, see section 351. For
what the term “corporation” includes and for the difference
between domestic and foreign corporations, see section 1001,

The following table shows the normal income tax due from
corporations In general upon certain specified amounts of
normal-tax net income. In each instance the first figure of
the normal-tax net income In the normal-tax net income
column is to be excluded and the second figure included.
The percentage given opposite applies to the excess of income
over the first figure In the normal-tax net income column.
The last column gives the total tax on a normal-tax net
income equal to the second figure In the normal-tax net
income column,

Corporation Normal Income Tax Table

Normal tax net Income Percent

$0 to $2,000.
$2,000 1o $15.000_,
$15,000 1o $40,000,
$40,000 up

The normal tax for any amount of normal-tax
not shown in the table is computed by adding to
the largest amount shown which Is less than
tax net income, the tax upon the excess over
at the rate indicated in the table. Accordingly,
tax due upen a normal-tax net income of $20,000
$2,240, computed as follows:

Tax on $15,000 from table.
Tax on $5,000 at 13 percent.

Total

Sxc, 14. Surtear on Undistriduted Profits—
(a) Definitions—As used in this title—

(1) The mmo';adjusm net Income™ means the net income

(A) The normal tax im

by sectlon 13,
(B) The credit provid
est on certain

in section 26 (a), relating to inter-
of the United States and Govern-
ment tions.
(C) In the case of s holding company
section 2 of the Banking Act of 1933), the amount allowed a4
A credit under section 26 (d).
(D) In the case of & natlonal mortgage sssociation created
under Title III of the Natlional Housing Act, the amount
allowed as u credit under section 26 (e).

(2) The term “undistributed net Income” means the adjusted
net income minus the sum of the dividends pald credit provided
mmumwmmmsmvmmmmu(c).m;
to contracts restricting dividends,

(b) Imposition of tux—There shall be levied, collected, and paid
for each taxable year upon the net Income of every corporation s
Furtax equal to the sum of the following, subject to the applica-
Hon of the specific credit as provided in n (e):

7 per centum of the portion of the undistributed net Income
?!chunotmumdwpermnmmormwmdw

come,

12 per centum of the portion of the undistributed net tnoome
wmchhmumorwpcrecnmmwdnotmmdea
centum of the adjusted not Income.

17 per centum of the portion of the undistributed net income
Which Is in excess of 20 per centum and not in excess of 40
per centum of the adjusted net Income. -
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22 per centum of the portion of the undistributed net Income
vhlchulnexoeuoldopcreanmmmmcxmo(wpc
centum of the aijusted net income,

27 per centum of the portion of the undistributed net income
which 1s ln excess of 60 per centum of the adjusted net lbcome.

(c) Adfurted net fncome less than $50,000—

(1) Specific credit—If the adjusted net income Is less than
$50,000, there shall be allowed n specific credit equal to the

specific credit, the tax shall be equal to the sum of
following:
(A) A tax computed under subsection (b) upon the amount
the undistributed net Income reduced by the amount of

(d) Erxemption from suriar—The following corporations shall
not be subject to the surtax imposed by this section:

(1) Banks as defined In section 104,
(2) Damestic corporations which for any portion of the tax-

able year are In under tho laws of the United

States, or are insolvent and In recetvership in any court of the
United States or of any State, Territory, or the District of
Cal <

es subject to the tax Imposed under

umbia

(3) Insurance com
section 201, 204, or

(4) Foreign corporations.

(6) Corporations which, by reason of deriving o large portion
of their gross income from sources within o of the
United States, are entitled to the benefits of section 251,

(6) Coarporations organized under the China Trade Act, 1022

(7) Joint Stock Land Banks organized

Loan Act, as anmonded.

(e) Ezempt ations—For corporations exempt from taxae

of surplus
tions which asccumulate surplus o avold surtax on stoc
see section 102,

Arr. 14-1. Surtaxr on undistributed profils of corporations—
In general, the Act imposes a surtax on the net income of core
porations In an amount measured by the undistributed net
income. The rates of surtax are graduated in brackets,
the lowest rate being T percent of that portion of the
undistributed net income not in excess of 10 percent of the
adjusted net income and the highest rate being 27 percent
of that portion of the undistributed net income which is in
excess of 60 percent of the adjusted net income.

The adjusted net income is defined in section 14 (a) (1) as
the net income (see section 21) minus the sum of (1) the
normal tax imposed by section 13 and (2) the credit provided
in section 26 (a), relating to interest on certain obligations
of the United States and its instrumentalities. In the case
of a holding company affiliate, as defined in section 2 of the
Banking Act of 1933, the amount to be deducted in determin-
ing the adjusted net Income includes also the credit allowed
under section 26 (d). In the case of a national mortgage
association created under Title III of the National Housing
Act, the amount to be deducted also includes the amount al-
lowed as a credit under section 26 (e).

The undistributed net income is defined In section 14 (a)
(2) as the adjusted net income minus the sum of (@) the divi-
dends paid credit provided in section 27 (see articles 27 (a)-1
to 27 (hi -1, inclusive), and () the credit provided in section
26 (¢), relating to contracts restricting the payment of divi-
dends (see article 26-2).

Every corporation is subject to the surtax imposed by sec-
tion 14 (b) except corporations expressly exempt from
taxation under Title I (see section 101) and those corpora-
tions enumerated in section 14 (d).

A domestic corporation {5 not subject to the surtax on
undistributed profits if for any portion of its taxable year—

(1) it i5 in bankruptcy under the laws of the United
States; or

(2) it is insolvent and in receivership in any court of the
United States or any State, Territory, or the District of
Columbia.
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Generally, in the case of proceedings for the relief of debtors
under section 77 or 77B of the Bankruptcy Act of 1898, as
amended, if the debtor corporation has pending a debtor’s
petition or answer which has been approved by the court
finally determined to have jurisdiction thereof, it is in bank-
ruptey under the laws of the United States. In such case
no exemption from the surtax on undistributed profits is
allowed—

(a) the debtor corporation if the proceeding is dismissed
prior to the confirmation by the court of & plan of reor-
ganization;

(b) any corporation organized pursuant to the provisions
of the plan;

(¢) any corperation which pursuant to the plan acquires
any of the properties of the debtor corporation by way of
consolidation or merger or any corporation which is
merged or consolidated with the debtor corporation
pursuant to the plan; or

(d) the debtor corporation for any taxable year subse-
quent to the taxable year during which any of the proper-
ties dealt with by the plan either—

(1) are transferred and conveyved by the trustee or
trustees to the debtor corporation or the other corpora-
tion or corporations provided for by the plan, or,

(2) if no trustee has been appointed, are retained by
the debtor corporation,

free and clear of all claims of the debtor corporation, its
shareholders and creditors, except such clalms as may con-
sistently with the plan be reserved in the order confirming
the plan or directing the transfer and conveyance or reten-
tion of such properties.

Any corporation claiming an exemption from surtax under
section 14 (d) shall file as a part of its return for each taxa-
ble year for which the exemption is claimed a statement
under oath of all facts pertinent to its claim,

ART. 14-2. Method of computation of surtar—Ezrample —
The application of the provisions of section 14 (b) to cor-
porations having an adjusted net income of not less than
$50,000 may be {[llustrated generally by the following
example:

Ezample~The A Company, a domestic corporation, has
for the calendar year 1936 a net income of $500,000, includ-
ing interest on United States obligations in the amount of
$25,000 and dividends amounting to $50,000 from domestic
corporations subject to taxation under Title I. The normal
tax of the A Company (not a mutual investment company)
computed under section 13 is $63,715, Its dividends pald
credit computed under section 27 (see articles 27 (a)-1 to
27 (h) -1, inclusive) amounts to $100,000, and its credit under
sectlon 26 (¢) (see article 26-2) relating to contracts restrict-
ing the payment of dividends amounts to $80,000. The sur-
tax for the calendar year 1936 is $36,487.73, computed as
follows:

JEOR - ADICOMNIR o oo e e ey v eyt s Sy e $500, 000
Minus:
(1) Normal tax under ssotion 18.. . . ... $63, 7156
(2) Credit under section 28 (a) for interest
on United States obligations. .. ... 25, 000
88,715
Adjusted net income as defined In section
(TR ) pe B DR R SR R RS 411, 285
Minus:
(1) Dividends pald credit under section 27. $100, 000
(2) Credit relating to contraotual restric-
tions under soction 28 (€) e eeevveern 80, 000
180, 000
Undistributed net income as defined in sec-
RO A D ) e e e e - 231,285

The brackets into which the undistributed net income is
divided, the amount of the undistributed net income in each
bracket, the rate of surtax applicable thereto, the surtax at
such rate, and the total surtax, are as follows:
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Amounnt of
Drackot undistribatod] Feaof| Sur tax
not incotue
First, portion of undistributed incame not in
mi‘& l.m_:_ e o $LIR D 7| 5800
of
Second, portion of undistributed net income in
exvess of 10 t of mdjustod not income and
not in of 20 percent of net
(10 percent of $4RLIE) oo oo €1, 12550 13] 40542
Third, partion of buted net income in
exoess of 20 percont of adjusted net Incame and
not in excess of 40 pervant of adjasted nos income
(20 O ALLIBE) . o et pmtiia e 82, 247,00 17 | 13,683, 60
D640 pereent of adjusiad ook ocome &
cxcoss pereant net lpcowe
not {1 axeess of 00 percent of adjusted not fncomme
(5231 285 less $104,514, the sum of $41,125.50 plus
TR AT S S s — 08, 77100 22 | 1, 080.02
Total . - A B, =500 3, 481.73

Arnt. 14-3. Specific credit if edjusted net income is less
than $50,000—~Section 14 (¢) provides for a specific credit
in the case of a corporation which has an adjusted net in-
come of less than $50,000. This specific credit is an amount
equal to the excess of $5,000 or the total undistributed net
income, whichever is less, over 10 percent of the adjusted
net income, and is to be deducted from the undistributed
net income before computing the surtax. After deducting
the specific credit from the undistributed net income a sur-
tax is computed on the remainder. The computation is made
first according to the brackets as set forth in section 14 (b).
Then there is added 7 percent of the amount of the specific
credit. The sum is the total surtax on the corporation’s net
income. o

The application of the specific credit may be illustrated by
the following examples:

Example (1) —The A Company has an adjusted net income
for the calendar year 1936 of $1,000. Its undistributed net
income likewise is $1,000. Giving effect to the specific credit,
the surtax payable is $70, computed as follows:

Adjusted net 1 s $1, 000
Undistributad net Income....... izl B9
L
Computation of specific credit:
Undistributed net income, or $5.000, whichever is lesa _ 1,000
Less 10 percent of adjusted net iNCOMe. . oo 100
Specific credit under section 14 (¢) (1) amcnaan L2 000
[ ————
Computation of the surtax:
Undistributed net income.. S aatd 1, 000
Less specific credit. ..o —— 900
Remalinder subject to surtax under section 14 (b) - 100
Surtax on remainder (7 percent of 8100) ... :I‘
Plus 7 percent of amount of specific credit (7 percent of
11 ) PR AR TR S S SR RS NS S
Total surtax computed under section 14 (¢) (2) - 70

In those cases in which the undistributed net income does
not exceed $5,000, the result produced by application of the
statutory method of computation fllustrated by this example
is obtainable by computing the surtax directly as 7 percent
on the whole of the undistributed net income.

Example (2) —The B Company has an adjusted net income
for the calendar year 1936 of $25,000. It pays no dividends
during its taxable year and is allowed no credit under section
26 (¢). It has, consequently, an undistributed net income
of $25,000. Giving effect to the specific credit, the surtax
payable is $4,625, computed as follows:

Adjusted net income. .. — - 825,000
Undistributed net incomeo. St 25, 000

Computation of specific credit:
Undistributed net income, or 85,000, whichever Is less_. 5, 000
Less 10 percent of adjusted net Income. e vveeeeee 2,500
—— 2,500

Specific credit under section 14 (c) (1)
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Computation of the surtax:
ndistributed net income. $25, 000
Less specific credit. 2, 500

Remainder subject to surtax under section 14 (b) - 22,505

Surtax on $22,500 4, 450
Plus 7 percent of amount of mpecific credit (7 per-
cent of $2,600) 175

Total surtax computed under section 14 (¢) (2) —. 4,625
Ezample (3) —~The C Company has an adjusted net in-
come for the calendar year 1936 of $49,900. It pays no divi-
dends during its taxable year, and is entitled to no credits,
other than the specific credit, so that it has for the taxable
year an undistributed net income of an equal amount. Giv-
ing effect to the specific credit, the surtax payable is $10,-
22750, computed as follows:
ted net income.
A bra Taes faacme

Computation of specifio credit:
Undistributed net tncome, or $5,000, which ever is

less AL
Less 10 percent of adjusted net Income
Specific credit under section 14 (¢) (1)
Com tion of the surtax:
ndistri

nemuz;’d)cr subject to surtax under section
14 (

Burtax on $490.800
Plus 7 percent of mmount of specific crodit (7 per-
cent of $10) 255

10, 226. 80
.70

Total surtax computed under section 14
(¢) (2)

10, 227. 50

CHAPTER ITT
Gross income—Net income
Part II—Computation of Net Income

Src, 21, Net Imcome~—"Net income” means the gross income
computed under section 22, less the deductions allowed by sec-
tion 23.

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

(a) Income (in thesbroad 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 de-
scribed as gains and profits, including 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 sec-
tions 22, 23, and 117.)

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

(¢) Net income, meaning gross income less statutory de-
ductions. 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, 26, and 27.)

The normal taxes and surtaxes imposed on individuals and
on corporations are computed upon net income less certain
credits. Although taxable net income is a statutory concep-
tlon, it follows, subject to certain modifications as to exemp-
tions and as to deductions for partial losses in some cases,
the lines of commercial usage. Subject to these modifica-
Hons statutory net income is commercial net income. This
appears from the fact that ordinarily it is to be computed

2105

In accordance with the method of accounting regularly em-
ployed 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 individuals, but
the deductions allowed corporations are not precisely the
same as those allowed individuals. (See sections 23, 24, 102,
118, 121, 203, 204, 207, 232, and 351.)

Sec, 22. Gross fnoome—

(8) General definition—"Gross income™ includes gnins, profita,
and income derived from salaries, wages, or compensatlon for per-
sonal service, of whatever kind and in whatever form pald, or from
professions, vocations, trades, bualnesses, commerce, or sales, or
dealings In property, whether real or personal, growing out of the
ownership or use of or interest fn such property; also from intere
est, rent, dividends, securitics, or the transsction of any business
carried on for gain or profit, or gains or profits and income de=
rived from any source whatever. In the case of Presidents of the
United Btates and judges of courts of the United States taking
office after June 6, 1833, the compensation recolved as such shall
bomdudodmummme:lndlumnnnngwmpcmuoa
of such Presidents and judges are hereby amended accardingly.

ArT, 22 (a)-1—What included in gross income —Gross
income includes fn general compensation for personal and
professional services, business income, profits from sales of
and dealings in property, interest, rent, dividends, and gains,
profifs, and income derived from any source whatever, un-
less exempt from tax by law. (See sections 22 (b) and 116)
In general, income is the gain derived from capital, from
labor, or from both combined, provided it be understood to
Include profit gained through a sale or conversion of capis
tal assets. Profits of citizens, residents, or domestic cor-
porations derived from sales in foreign commerce must be
included in their gross Income; but special provisions are
made for nonresident aliens and foreign corporations by soc-
tions 211-238 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 115. )

If property is transferred by & corporation to a share-
holder, or by an employer to an employee, for an amount
substantially les than its fair market value, such share-
holder of the corporation or such employee shall inelude in
gross income the difference between the amount paid for the
property and the amount of its fair market value. In com-
puting the gain or loss from the subsequent sale of such
property its basis shall be the amount paid for the property,
increased by the amount of such difference included in gross
income. This paragraph does not apply, however, to the 15—
suance by a corporation to its shareholders of the right to
subscribe to its stock, as to which see article 22 (a)-8.

The fact that a dividend is declared shortly after the sale
of corporate stock and the is influenced by the
expectation of the payment
such dividend when paid taxable e vendor as & dividend.
The amount advanced by the vendee to the vendor in con-
templation of the next dividend payment is an investment of -
capital and may not be claimed as a deduction from gross
income. As to the amount of income tax paid for a bond-
holder by the obligor pursuant to a so-called tax-free cove-
nant, see section 143 (a) (3). As to the determination of
gain or loss from the sale or other disposition of property, see
sections 111-113,

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

ArrT. 22 (a)-2. Compensation for personal services—Com-
missions 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 Federal and other officers,
and pensions or retiring allowances paid by private persons
or by the United States are income to the recipients; as are
also marriage fees, baptismal offerings, sums paid for sayving
masses for the dead, and other contributions received by a
clergyman, evangelist, or religious worker for services ren-
dered. However, so-called pensions awarded by one to whom
no services have been rendered are mere gifts or gratuities
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and are not taxable. The salaries of Federal officers and em-
ployees are subject to tax. See article 116-2 as to compensa~
tion of State officers and employees.

Art. 22 (a)-3. Compensation paid other than in cash—I
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 valua
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 compensation of the employees,
but if a person receives as compensation for services ren-
dered a salary and in addition thereto living quarters, the
value to such person of the quarters furnished constitutes
income subject to tax. The value of quarters furnished
Army and Navy officers, members of the Coast Guard, Coast
and Geodetic Survey, and Public Health Service, or amounts
recelved as commutation of quarters by such officers or
members, do not constitute taxable income. (See also sec-
tion 22 (b) (6).) 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,

sare not income to the employees. (See article 24-3.)

Anr. 22 (a)-4. Compensation paid in notes—Notes or other
evidences of indebtedness received in payvment 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 falr dis-
counted value of the note at such time. Thus, if it appears
that such a note is or could be discounted on a 6 percent
basis, the recipient shall include such note in his gross in-
come to the amount of its face value less discount computed
at the prevailing rate for such transactions., If the payments
due on a note so accounted for are met as they become due,
there should be included as income in respect of each such
payment so much thereof as represents recovery for the
discount originally deducted.

AnrT. 22 (a)-5. Gross income from dusiness—In the case
of a manufacturing, merchandising, or mining business
“gross income” means the total sales, less the cost of goods
sold, plus any income from (nvestments 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 ordi-
narily used in computing the cost of goods sold. Bulb see
article 23 (m)-1 ().

ART, 22 (a)-8, 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 polifical subdivision of a State, and are accepted by
the contractor in payment for public work done, the fair
market value of such warrants should be returned as in-
come, 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 the excess in his gross income for the year in which
realized

ART. 22 (a)-1. Gross fncome of Jarmers—A farmer report-
ing on the basis of receipts and disbursements (in which no
inventory to determine profits is used) shall include in his
gross income for the taxable year (1) the amount of cash
or the value of merchandise or other property received dur-
ing the taxable year from the sale of live stock and produce

_which were ralsed during the taxable year or prior years,
(2) the profits from the sale of any live stock or other itens
which were purchased, and (3) gross income from all other
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sources. The profit from the sale of live stock or other items
which were purchased after February 28, 1913, is to be ascer-
tained 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 ascertained by adding to the inventory
value of live stock and products on hand at the end of the
year the amount received from the sale of live stock and

E‘

ltvesmckmxsednrpmhasedforsalemnbeincludedm
the inventory at their proper valuation determined in ac-
cordance with the method authorized and adopted for the
purpose. Also live stock acquired, for draft, breeding, or
dairy purposes and not for sale, may be included in the
inventory, instead of being treated as capital assets subject
to depreciation, provided such practice is followed consist-
ently 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 (e)-8)

In every case of the sale of machinery, farm equipment,
or other capital assets purchased after February 28, 1913
(which are not to be included in an inventory if one is used
to determine profits), any excess over the cost thereof less
the amount of depreciation theretofore allowed (but not less
than the amount allowable) in respect of such property as
a deduction in computing net income, shall be included as
gross income. If farm produce is exchanged for merchan-
dise, groceries, or the like, the market value of the article
received in exchange is to be included in gross income, Rents
received in crop shares shall be returned as of the year in
which the crop shares are reduced to money or the equiva-
lent of money. Proceeds of insurance, such as hail and fire
insurance on growing crops, should be included in gross in~
come fo the amount received in cash or its equivalent for
the crop injured or destroyed. If a farmer is engaged in
producing crops which take more than a year from the time
of planting to the time of gathering and disposing, the income
therefrom may, with the consent of the Commissioner (see
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
ordinarlly accepted sense, and includes stock, dairy, poultry,
fruit, and truck farms; also plantations, ranches, and all
land used for farming operations, All individuals, partner-
ships, 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 con-
tinual 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.)

Art. 22 (a)-8. Sale of stock and rights—If shares of stock
in & corporation are sold from lots purchased at different
dates or at different prices and the identity of the lots can
not be determined, the stock sold shall be charged against
the earliest purchases of such stock. In the determination
of the earliest purchases of stock the rules prescribed in
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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 was paid a stock
dividend which did not constitute income under the Consti-
tution, the basis for defermining gain or loss from a sale
of either the stock In respect of which the distribution was
made or the stock dividend shall be ascertained in accord-
ance with the principles set forth in article 113 (a) (12)-1.
If common stock 13 received as a bonus with the purchase of
preferred stock or bonds, the total purchase price shall be
fairly apportioned between such common stock and the
securities purchased for the purpose of determining the
portion of the cost attributable to each class of stock or
securities, but if that should be impracticable in any case,
no profit on any subsequent sale of any part of the stock
or securities will be realized until out of the proceeds of sales
shall have been recovered the total cost.

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

(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 are issued shall be apportioned between the
rights and the stock in proportion to the respective values
thereaf 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.

Example—A taxpayer in 1831 purchased 500 shares of
common stock at $125 a share, and in 1936, by reason of the
ownership of such stock, recelved 500 rights entitling him to
subscribe to 100 additional shares of such stock at $100 a
share. Upon the i{ssuance 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

2—‘;—'% of $62,500 =$60.975.61, cost of old stock appor-
' tioned to such stock affer issuance
of rights

61 soq- Of §62.500  =$1524.3, cast of old stock appor-
’ tioned to rights

$2,000 (proceeds of sale of rights) less $1,52439 (cost of
old stock apportioned to rights) =$475.61, profit.

For the purpose of determining the gain or loss from the
subsequent sale of the stock in respect of which the rights
were issued, the adjusted cost of each share is $121.95—
that is, $60,975.61+500,

(2) If the sharcholder exercises 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 determined as in paragraph (1). The basis
for determining gain or loss from a subsequent sale of a
ahnrco(ﬂzestockobtunedthmughexaddngtbengms
shall be determined by dividing the part of the cost or other
basis of the old shares assigned to the rights, plus the sub-
scription price of the new shares, by the number of new
shares obtained.
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Example—A taxpayer in 1933 purchased 500 shares of
common stock at $125 a share, and in 1936, by reason of the
ownership of such stock, received 500 rights entitling him to
subscribe to 100 additional shares of such stock at $100 a

'métameruerciwdmsr&htswsub-
to the additional shares and later sold one of such
¥ t is computed as follows,

the example under paragraph (1))
~+$10,000 (subscription price of additional shares)—$11.-
524.39, basis for determining gain or loss from sale of addi-
tional 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 subse-
quent sale of the stock in respect of which the rights were
issued is $60,975.61+500, or $121.85 a share.

If 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 hay-
ing 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 exercised, shall be ascertained in ace
cordance with the principles laid down In article 113 (a)
(12)-1. .

If a stock right is distributed tax free under section 115 (1),
the taxpayer may at his option include the entire proceeds
from the sale of nontaxable stock rights in gross income, in
Jhich case the basis for determining gain or loss from the
subsequent sale of the stock in respect of which the rights
were issued shall be the same as though the rights had not
been issued.

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

Art. 22 (a)-9. Sale of patents and copyrights —A taxpayer
disposing of patents or copyrights by sale should 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 depreciation, as provided in articles
1111, 113 (a) (14)-1, 113 (b)-1, and 113 (b)-2.

Art, 22 (8)-10, Sale of good will —Gain or loss from a sale
of good will results only when the business, or a part of if,
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.)

. 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 apportioned to the several lots or

a matter of record on the books of the tax-

d that any gain derived from the sale of any

parcels which constitutes taxable income may

as income for the year in which the sale is

rule contemplates that there will be gain or loss

lot or parcel sold, and not that the capital in the

entire tract may be recovered before any taxable income
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shall be returned. The sale of each lot or parcel will be
treated as a separate transaction, and gain or loss computed
accordingly.

ART. 22 (a)-12. Annuities and insurance policies—Annu-
ities paid by religious, charitable, and educational corpora-
tions 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 income any sums pald to the an-
nuitant. Amounts received as a return of premiums paid
under life insurance, endowment, or annuity contracts, and
the so-called “dividend” of a mutual insurance company
which may be credited against the current premium, are not
subject to tax.

AnT. 22 (a)-13. Improvements by lessees—I{ buildings are
erected or improvements made by a lessee and such buildings
or improvements immediately become the property of the
lessor, as, for instance, if they are not subject to 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 buildings or improvements are completed the fair mar-
ket 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 improve-
ments at the expiration of the lease and report as income
for each year of the lease an aliquot part thereof.

Except in cases where the lessor has reported income upon
basis (a), if the lease is terminated so that the lessor comes
into possession or control of the property prior to the time
originally fixed for the expiration of the 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 possession
exceeds the amount already reported as income on account
of the erection of such buildings or improvements. No ap-
preciation in value due to causes other than the termination
of the lease shall be included.

If the buildings or improvements are destroyed prior to the
expiration of the lease, the lessor is entitled to deduct as a
loss for the year when such destruction takes place the
amount previously reported as income because of the erec-
tion of such buildings or improvements, less proper adjust-
ment for depreciation in case option (a) was exercised, and
Jess any salvage value subject to the lease to the extent
that such loss is not compensated for by insurance or other-
wise, (See sections 23 (e) and (f) and 113 (a) (14).)

Ant. 22 (a)-14. Cancellation of indebtedness—The can-
cellation 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 real-
ized by the debtor as compensation for his services. A tax-
payer 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 in-
debted to him gratuitously forgives the debt, the transac-
tion amounts to a contribution to the capital of the cor-
poration. Income is not realized by a taxpayer by virtue
of the discharge of his indebtedness as the result of an ad-
judication in bankruptey, or by virtue of a composition
agreement among his creditors, If immediately thereafter the
taxpayer's liabilities exceed the value of his assets.

ARt 22 (a) 15. Creation of sinking fund by corporation.—
If a corporation, in order solely to secure the payment of its
bonds or other Indebtedness, places property In trust or sets
aside certain-amounts in a sinking fund under the control
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of a trustee who may be authorized to invest and reinvest

such sums from time to time, the property or fund thus set

aside by the corporation and held by the trustee {s an asset

of the corporation, and any gain arising therefrom is income

ohfthecorponuonandshanbemcmdednssuchmusm
come.

Axrt. 22 (a)-16. Acquisition or disposition by a corporation
of its own capital stock.—Whether the acquisition or dispo-
sition by a corporation of shares of its own capital stock gives
rise to taxable gain or deductible loss depends upon the real
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 corpo-
ration 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 man-
ner as though the payment had been made in any other
property. Any gain derived from such transactions is sub-
ject to tax, and any loss sustained is allowable as a deduction
where permitted by the provisions of the Act.

ART. 22 (a)-17. Coniributions to cprporalion by share
holders—If a corporation requires additional funds for con-
ducting its business and obtains such needed money through
voluntary pro rata payments by its shareholders, the amounts
so received being credited to its surplus account or to a
special capital account, such amounts will not be considered
income although there is no increase in the outstanding
shares of stock of the corporation. The payments under
such circumstances are in the nature of voluntary assess-
ments upon, and represent an additional price paid for, the
shares of stock held by the individual shareholders, and will
be treated as an addition to and as & part of the operating
capital of the company. (See articles 22 (a)-14 and 24-2.)

ArT. 22 (a)-18. Sale and purchase by corporation of ils
bonds—(1) (a) If bonds are issued by a corporation at their
face value, the corporation realizes no gain or loss. () I
the corporation purchases any of such bonds at a price in
excess of the issuing price or face value, the excess of the
purchase price over the issuing price or face value is a de-
ductible 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 year.

(2) (a) If, subsequent to February 28, 1913, bonds are
issued by a corpgration 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) Jf the corporation
purchases any of such bonds at a price in excess of the issuing
price minus any amount of premium already returned as
income, the excess of the purchase price over the issuing price
minus any amount of premium already returned as income
(or over the face value plus any amount of premium not yet
retirned as income) is a deductible expense for the taxable
year. (¢) I, however, the corporation purchases any of such
bonds at a price less than the issuing price minus any amount
of premium already returned as income, the excess of the
issuing price, minus any amount of premium already returned
as income (or of the face value plus any amount of premium
not yet returned as income), over the purchase price is gain
or income for the taxable year.

(3) (a) If bonds are issued by a 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 purchases any of such bonds at a price
in excess of the issuing price plus any amount of discount
already deducted, the eéxcess of the purchase price over the
issuing price plus any amount of discount already deducted
(or over the face value minus any amount of discount not
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yet deducted) 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 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 galn or income for the taxable
year.

(4) (a) If bonds were issued by a corporation prior to
March 1, 1813, at a premium, the net amount of such pre-
mium was gain or income for the year in which the bonds
were issued and should not be prorated or amortized over
the life of the bonds. (d) If the corporation 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
15 a deductible expense for the taxable year. (¢) If, however,
the corporation purchases any of such bonds at a price less
than the face value, the excess of the face value over the
purchase price is gain or 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, & 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. If the purchaser takes over
all the assets and assumes the liabilities, the amount so
assumed is part of the selling price.

Ant, 22 (a)-20. Income to lessor corporation from leased
property—If a corporation has leased its property in con-
sideration that the lessee shall pay in lleu 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 outstand-
ing 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 in-
come, notwithstanding the fact that the dividends and
interest are pald 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 liabllity to the tax. While the payments made by
the lessce directly to the bondholders or shareholders of
the lessor are rentals as to both the lessee and lessor (rentals
pald 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.

Art. 22 (a)-21, Gross income of corporalion in liquida-
tion—~When a corporation s dissolved, its affairs are usually
wound up by a receiver or trustees in dissalution. The cor-
porate 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 mede by the corporation for the pur-
pose 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 depreciated in value since
their acquisition. But see section 44 (d) and article 44-5.
(See further article 52-2.)

{S¥r, 22, Gross Imcome.)
(b) Exclusions from gross income~The following items shall

not be included in gross income and shall be exempt from taxa-
tion under this title:

ArT. 22 (b)-1. Ezemptions—Ezxclusions from gross in-
cume~Certain items of income specified in section 22 (b)
are exempt from tax and may be excluded from gross in-
come, 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 Goy-
crimment; (2) those items of income which are exempt from
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tax on income under the provisions of any Act of Congress
not incansistent with or repealed by the Act; (3) the income
exempted under the provisions of section 118, Since the
tax 1s imposed on net income, the exemption referred to
above Is not to be confused with the deductions allowed by
section 23 and other provisions of the 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) Ezclusions from gross imcome—The following items shall

not be included In gross incoms and ehall bo exempt from taxu-
tion under this title:]

(1) Life tnsurance—Amounts received under a life Insurance
contract pald by reason of the death of the Insured, whether in
& single sum or otharwise (‘but if such amounts nre held by the
Insurer under an to pay interest thereon, the interest
payments shall be included in gross income);

Art. 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 cor-
poration, 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 pald 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 pro-
vides no option for payment upon the death of the insured,
or provides only for payments In installments, there is ex-
empted only the amount which the insurance company
would have pald Immediately after the death of the insured
had the policy not provided for payment at a later date or
dates. Any increment thereto is taxable. In any mode of
settlement the portion of each distribution which is to be
50 included in gross income shall be determined as follows:

(@) Proceeds held dy the insurer—If the proceeds are held
by the insurer under an agreement (whether with the insured
or with a beneflciary) to distribute either the increment to
such proceeds currently, or the proceeds and increment in
equal installments until both are exhausted, there shall be
included in gross income, the increment so paid to the bene-
ficlary, or so credited to the fund in each year by the insurer,

(b) Proceeds payable in installments for a fixed number of
years—I{ the proceeds are payable in installments for a

“fixed number of years, the amount that would have been

payable by the inswrance 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
installments payable over the fixed number of years for
which payment is to be made, and the quotlent represents the
portion of each instaliment to be exciuded from gross income,
The amount of each installment in ‘excess of such excluded
portion is to be included in gross income. For example, if,
at the insured’s death, $1,000 would have been payable in a
single installment, but 10 equal annusl payments are made
in lieu thereof, the portion of the installment recelved during
any taxable year to be excluded from gross income is $100
($1,000 divided by 10). Any amount received as an install-
ment {n excess of $§100 is to be included {n gress Income.

(¢) Proceeds payable in installments during the life of the
bensficiary.—If the proceeds are payable {n installments dur-
ing the life of the beneficiary the amount of each installment
that is to be included in gross income will be determined as
in paragraph (b) of this article, except that the number
of years to be used in the specified computation will be de-
termined by the life expectancy of the beneficiary, as cal-
culated by the table of mortality used by the particular
insurance company in determining the amount of the
annuity.

(d) Proceeds payable for a fized number of years and jor
continued life—~If the proceeds are payable In Installments
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for a fixed number of years and for continued life, the amount
of each installment that is to be included in gross income will
be determined either as provided in paragraph (b) of this
article if the fixed number of years for which payment is to be
made exceeds the life expectancy of the beneficiary, as calcu-
lated by the table of mortality used by the particular insur-
ance company in determining the amount of the annuity; or,
as provided in paragraph (¢) of this article if such life
expectancy exceeds the specified fixed period.

1f a mode of settlement has been in effect prior to the first
taxable year which begins after December 31, 1933 (or after
December 31, 1835, in the case of a mode of settlement de-
scribed in paragraph (d) of this article), 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 insured: 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 aggre-
gate 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.

[8=0. 22, Gross Incomae.]

{(b) Exclusions from gross income-—The following items shall not

be included in gross income and shall be exempt from taxation un-
der this title:]

(2) Annuities. etc——Amounts received (other than amounts
paid by reason of the death of the insured and interest payments
on such amounts and other than amounts received as annuities)
under a lfe insurance or endowment contract, but if such
amounts (when added to amounts recelved before the taxable
year under such contract) exceed the aggregate premiums or con-
sideration paid (whether or not pald during the taxable year)
then the excess shall be included in gross income, Amounts
recelved as an annuity under an annuity or endowment contract
shull be included in gross income; except that there shall be
excluded from groes income the excess of the amount received in
the taxable year over an amount equal to 3 per centum of the
aggregate premiums or consideration pald for such annuity
(whether o rnot pald during such year), untll the
amount excluded from gross income under this title or prior
income tax laws In rtspect. of such annm:y nqua)s the aggregate
premiums or considerstion pald for such annulty. In the case
of o trinafer for a valuable consideration, by assignment or other-
wise, of a life insurunce, endowment, or annuity contract, or any
interest thereln, only the actual value of such consideration and
the mmount of the premiums and other sums subsequently paid
by the transfereo shall be exempt fro mtaxation under paragraph
(1) or this paragroph;

Ant. 22 (b) (2)-1. Life insurance—Endowment contracts—
Amounts paid other than by reason of the death of the in-
sured —Amounts received under a life insurance or endow-
ment policy (other than amounts paid by reason of the
death of the insured, interest payments on such amounts,
and amounts received as annuities) are not taxable untll
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 pald during the taxable year,

ART. 22 (b) (2)-2, Annuities —Amounts received as an
annuity under an annuity or endowment contract include
amounts received In periodical installments, whether an-
nually, semiannually, quarterly, monthly, or otherwise, and
whether for a fixed period, such as a term of years, or for
an indefinite period, such as for life, or for life and a guar-
anteed fixed period, and which installments are payable or
may be payable over a period longer than one year, If
an annuity is payable in annual installments, there shall be
included in gross income only such portion of the amounts
received in any taxable year as is equal to 3 percent of the
aggregate premiums or consideration paid for such anmuity,
whether or not paid during such year. If an annuity is pay-
able in two or more installments over each 12-month period,
such portion of each Installment shall be taxable as is equal
to 3 percent of the aggregate premiums or consideration paid
for such annuity, whether or not paid during the taxable
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year, divided by the number of installments payable during
such year. As soon as the aggregate of the amounts received
and excluded from gross income equals the aggregate pre-
miums or consideration pald for such annuity, the entire
amount received thereafter in each taxable year must in-
cluded in gross income. The provisions of this article may
be illustrated by the following examples:

Ezxample (1) —A bought in 1933, for $50,000 consideration,
a life annuity, payable in annual installments of $5,000. For
the calendar year 1936 he would be required to include in
gross income $1,500 of the $5,000 received during that year
(3 percent of $50,000), $3500 being exempt. If A should
live long enough to receive as exempt $50,000, then all
amounts he receives thereafter under the annuity contract
wotild be included in gross income.

Example (2) —A bought an annuity on November 1, 1936,
paying $96,000 as consideration therefor, The annuity
amounts to $12,000 a year, payable in monthly installments
of $1,000, and on December 1, 1936, A received the first
installment. A shall include in his gross income for the
calendar year 1936 the sum of $240, being 3 percent 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) Gifts, bequests, and devises—The value of property nc-
quired by gift, bequest, dovise, or inheritance (but the Income
from such property shall be included In gross Income);

ArT. 22 (b) (3)—1. Gifts and bequesis—Property received
as a gift, or received under a will, or under statutes of
descent and distribution, is exempt from the income tax, al-
though the income therefrom derived from investment, sale,
or otherwise is not. An amount of principal paid under a
marriage settlement is a gift. Neither alimony nor an allow-
ance based on a separation agreement is taxable income,
(See article 24-1.)

Sxc, 22. Gross Incomie. |

(b) Ezclusions from gross income—The following {temsa shall
not be included [n gross income and shall be exempt from taxation
under this title:]

(4) Tar-free interest—Interest upon (A) the obligations of
a State, Territory, or any political subdivision thereof, or the
District of Columbin; or (B) obligations of a corporation organ-
ized under Act of Congress, If such corporation is an instru-
mentality of the United States: or (C) the obligations of the
United States or its posséssions. Every person owning any of
the obligations 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 recelved therefrom, in such form and with such informa-
tion as the Commissioner may require, In the case of obligations
of the United States issucd after September 1, 1917 (other than

savings certificates of deposit) and in the case of obliga-

tions of n 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 thercof as amended and

supplemented, and shall be excluded from gross income only if

::g toumo extent it is wholly exempt from the taxes impaosed by
title;

ART. 22 (b) (4)-1. Interest upon State obligations—Inter-
est 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 sub-
division acting by constituted authorities empowered to Issue
such obligations, are the obligations of a State or Territory
or a political subdivision thereof. Special tax bills issued
for special benefits to property, if such tax bilis are legally
collectible only from owners of the property benefiled, are
not the obligations of a State, Territory, or political sub-
division. The term “‘political subdivision”, within the mean-
ing of the exemption, denotes any division of the State or
Territory which is & 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 political
subdivision of a State or Territory may, for the purpose of
exemption, include special assessment districts so created,
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such as road, water, sewer, gas, light, reclamation, drainage,
irrigation, Jevee, school, harbor, port improvement, and simi-
lar districts and divisions of a State or Territory.

ArT, 22 (b) (4)-2. Dividends and interest from Federal
land banks, Federal intermediate credit banks, national

Federal Farm Loan Act of July 17, 1916 (39 Stat, 380), as
amended by an Act approved March 4, 1923 (42 Stat. 1454),
provides that Federal land banks, Federal intermediate
credit banks, and national farm-loan associations, including
the capital and reserve or surplus therein and the income
derived therefrom, shall be exempt from taxation, except

secured by such first mortgages, or from such farm-loan
bands or debentures, is not subject to the income tax. How-
ever, dividends on the stock of the central bank for coopera-
tives, the production credit corporations, production credit
associations, and banks for cooperatives, organized under the
provisions of the Farm Credit Act of 1933, constitute income
to the recipients, subject to both normal tax and surtax.

Arr. 22 (b) (4)-3. Dividends from Federal reserve banks.—
Section 7 of the Federal Reserve Act of December 23, 1913,
provides that Federal reserve banks, including the capital
stock and surplus therein and the income derived therefrom,
shall be exempt from taxation, except taxes upon real estate.
‘This exemption attaches to and follows the income derfved
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 fax. Dividends paid by member banks, however, are
treated like dividends of ordinary corporations.

Anrt, 22 (b) (4)-4. Inlerest upon United Stales obliga-
tions.—Although interest upon the obligations of the United
States and its possessions and upon obligations of a cor-
poration organized under Act of Congress, if such corpora-
tion 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 Treas-
ury certificates of indebtedness, Treasury bonds, and Treas-
ury 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 authoriz-
ing 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 (maturity) value and (2) the “income received there-
Ifrom” is the net excess of the amount realized during the
taxable year from the sale or other disposition of the bills
over the cost or other basis thereof, a separate computation
of discount being unnecessary.

The interest on Treasury certificates of indebiedness is
entirely exempt from Federal income taxes. Interest upon
Treasury notes Is exempt only to the extent provided in the
terms of the issue. Interest (discount at which issued) on
Treasury bills and any gain from the sale ar other disposi-
tion of such bills are also entirely exempt from Federsal in-

The interest on Treasury bonds is exempt from Federal
Income taxes except surtaxes imposed upon the income or
profits of individuals, partnerships, associations, or corpora-

Treasury bonds are entitled to a limited exemption from
surtaxes imposed by the United States. Interest on an aggre-
gate of not exceeding $5,000 principal amount of these obliga-
tions is exempt from the surtaxes imposed by the Act.
Interest in excess of the interest on an aggregate of not
exceeding $5,000 principal amount of such obligations is sub-
Ject 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.

Arz, 22 (b) (-5, Treasury bond exemption in the case of
trusts or parinerships—{(a) When the income of a trust is
taxable to beneficiaries, as in the case of a trust the income of
which is to be distributed to the beneficiaries currently, each
beneficiary is entitled to exemption as if he owned directly a
propartionate part of the Treasury bonds held in trust. When,
on the other hand, income is taxable to the trustee, as in the
case of a trust the iIncome of which is accumulated for the
benefit of unbarn or unascertained persons, the trust, as the
owner of the bonds held in trust, is entitled to the exemption
on account of suclk ownership,

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

Art, 22 (b) (4)-6. Interest upon United States obligations
in the case of nonresident aliens and certain foreign organ-
fzations —By virtue of section 4 of the Victory Liberty Loan
Act of March 3, 1919, amending 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 in-
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be included in gross incomes and shall be Mngumtanmn
under this title:)

fnfuries or sickness—Amounts recelved,
insurance or under workmen's com-

agreement on account of such injuries or sickness;
(6) Ministers— rental value of a dwell house and ap-
furnished to a minister of gospel as part

of his compensation;
(’l)tlncoma exempt under treaty —Incoms of any kind, to the

exten of the United States;
(8) Miscellaneous itemas~—~-The I
provided in s

Earned from sources without the United States;
Balaries of certaln Territorial employees;

The income of foreign
mamwmmmmmm

Beeelunr mutual and
P shilpowners' protection indemnity

Dividends from China Trade Act corporations;
Compensation of employees of forelgn governments.
Spo. 22, Gross Income.]
¢) Inventories~—Whenever in the opinjon of the Commissioner
the use of inventories is necessary in order clearly to determine
&hemmontmhmyer Inventories shall be taken by such
taxpayer upon the Commissioner, with the
dmw.mypm“mlmmguwﬂyumbe
to the best practice in the trade or business and as
most clearly reflecting the incomse.

Art, 22 (c)-1. Need of inventorics—In order to refiect the
net income correctly, Inventories at the beginning and end
of each taxable year are necessary in every case in which
the production, purchase, or sale of merchandise is an in-
come-producing factor. The inventory should include all
finished or partly finished goods and, in the case of raw mate-
risls 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 included In
the inventory only if title thereto is vested in the taxpayer,
Accordingly, the seller should include in his inventory goods
under contract for sale but not yet segregated and applied
to the contract and goods out upon consignment, but should
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exclude from inventory goods sold, title to which has passed
to the purchaser, A purchaser should include in inventory
merchandise purchased, title to which has passed to him,
although such merchandise is in transit or for other reasons
has not been reduced to physical possession, but should not
include goods ordered for future delivery, transfer of title
to which has not yet been effected.

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

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

(2) It must clearly reflect the Income.

It follows, therefore, that inventory rules can not be uni-
form 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 welght is to be given to consistency
than to any particular method of inventorying or basis of
valuation 50 long as the method or basis used is substantially
in accaord 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 (¢)
are (a) cost and (b)) cost or market, whichever is lower.
(For inventories by dealers in securities, see article 23 (¢)-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 (a) or (b)
is used, or if such goods consist of raw materials or partly
finished goods held for use or consumption, they shall be
valued upon a reasonable basis, taking into consideration the
usability and the condition of the goods, but in no case shall
such value be less than the scrap value. Bona fide selling
price means actual offering of goods during a period ending
not later than 30 days after inventory date. The burden of
proof will rest upon the taxpayer to show that such excep-
fional goods as are valued upon such selling basis come within
the classifications indicated above, and he shall maintain
such records of the disposition of the goods as will enable &
verification of the inventory to be made.

In respect of normal goods, whichever basis is adopted
must be applied with reasonable consistency to the entire
Inventory. Taxpayers 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

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 pur-
thased 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 ac-
guired. Where the taxpayer maintains book inventories in
accordance with a sound accounting system in which the
respective inventory accounts are charged with the actual
cost of the goods purchased or produced and credited with
the value of goods used, transferred, or sold, calculated upon
the besis 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
sthown 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
somputed and summarized, and should be preserved as a part
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of the accounting records of the taxpayer, The inventories of
taxpayers on whatever basis taken will be subject to investi-
gation by the Commissioner, and the taxpayer must satisfy
the Commissioner of the correctness of the prices adopted.

The following methods, among others, are sometimes used
in taking or valuing inventories, but are not in accord with
these regulations, viz:

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

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

(3) Omitiing portions of the stock on hand.

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

(5) Including stock in transit, either shipped to or from
the taxpayer, the title to which is not vested in the taxpayer.

ARrt, 22 (0)-3. Inventories at cost—Cost means:

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

(2) In the case of merchandise purchased since the begin~
ning of the taxable year, the Invoice price less trade or other
discounts, except strictly cash discounts approximating a fair
interest rate, which may be deducted or not at the option of
the taxpayer, provided a consistent course is followed. To
this net invoice price should be added transportation or other
neoemrym charges Incurred in acquiring possesion of tne
4

(3) In the case of merchandise produced by the taxpayer
since the beginning of the taxable year, (@) the cost of raw
materials and supplies entering into or consumed in connec-
tion with the product, (b) expenditures for direct labor, (c)
indirect expenses incident to and necessary for the produc~
tion of the particular article, including in such indirect ex-
penses 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 computa~
tion 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 (a) farmers and ralsers of
live stock (see article 22 (¢)-6), (® miners and manufac-
turers 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 (¢) retail merchants who use what i{s known as the
“retail method” in ascertaining approximate cost (see articlo
22 (©)-8).

Art. 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 pre-
vailing at the date of the Inventory for the particular mer-
chandise in the volume in which usually purchased by the
taxpayer, and is applicable in the cases—

(a) Of goods purchased and on hand, and

(b) Of basic elements of cost (materials, labor, and bur-
den) 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 con-
tracts (L. e, those not legally subject to cancellation by
either party) at fixed prices entered into before the date
of the inventory, under which the taxpayer is protected
against actual loss, which goods must be inventoried at cost.

Where no open market exists or where quotations are
nominal, due to stagnant market conditions, the taxpayer
must use such evidence of & fair market price at the date or
dates nearest the inventory as may be available, such as
specific purchases or sales by the taxpayer or others in
reasonable volume and made in good faith, or compensation
paid for cancellation of contracts for purchase commit-
ments, Where the taxpayer In the regular course of business
has offered for sale such merchandise at prices lower than
the current price as above defined, the inventory may be
valued at such prices less direct cost of disposition, and the
correctness of such prices will be determined by reference
to the actual sales of the taxpayer for a reasonable period
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inventories unsold securities on hand either—

(@) At cost;
(b) At cost or market, whichever is lower; or
(¢) At market value,

may make his return upon the basis upon which his accounts

years, unless another method be authorized by the Com-
missioner pursuant to & written application therefor filed
with the Commissioner as provided in article 41-2. A dealer

tions of the gain or loss

of securities sold are made on

lot shall be regarded, for the purposes of this article, as regu
larly inventorying his securities at cost. For the

of this rule a dealer in securities is a merchant of securities,
whether an individual, partnership, or
established place of business, regularly

chase of securities and their resale to customers; that is,
who as & merchant buys securities and

ers with a view to the gains and profits

therefrom. If such business Is simply a

tivities carried on by such person, the securities

as here provided may include only those held for

of resale and not for investment. Taxpayers w
sell or hold securities for investment or speculati -
spective of whether such buying or selling constitutes
carrying on of a trade or business, and officers of corpora-
tions and members of partnerships who in their individual
capacities buy and sell securities, are not dealers in securities
within the meaning of this rule,

ArT. 22 (¢)-6. Inventories of live stock raisers and other

basis provided adjustments are mgde
of the two methods outlined in (1) and (2) below. It is
optional with the taxpayer which method is used, but, having

amended returns upon the basis of the other method.
(1) Opening and closing inventories shall be used for the
year in which the change is

paid (f any be due) at the rate
Ordinarily an adjustment sheet for
sufficient, but if, in the opinion of the Commissioner, such
adjustment is not sufficient clearly to reflect income, adjust-
ments for earlier years may be accepted or required. If it is
impossible to render complete inventories for the preceding
year or years, the Commissioner will accept estimates which,
in his opinion, substantislly reflect the income on the inven-
tory basis for such preceding year or years; but inventories
must not include real estate, buildings, permanent improve-
ments, 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 computed without deducting from the sum of the
closing inventory and the sales and other receipts, the
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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

valuing inventories for any taxable year
in method of valuing Inventories from
prior years, permission for such change shall
from the Commissioner as provided in article 41
case the opening inventory for the
the change is made should be brought in
as the closing inventory for the preceding taxable year.
such valuation of the opening inventoary for the taxable ye
in which the change is made results in an abnormally
tncome for that year, there may be submitted with
return for such taxable year an adjustment statement
the preceding year. This statement shall be based on
“farm-price method
amount of which adjustments the tax, if any be due, shall
be assessed and paid at the rate of tax In effect for such
preceding year. If an adjustment for the preceding year
is not, in the opinion of the Commissioner, sufficient clearly
to reflect income, adjustment sheets for prior years may be
accepted or required.

If returns have been made in which the taxable net income
has been computed upon incomplete inventories, the abnor-
mality should be corrected by submitting with the return for
the current taxable year a statement for the preceding year.
In this statement such adjustments shall be made as are nec-

into agreement with the opening complete inventory for the
current taxabie year, If necessary clearly to reflect income,
similar adjustments may be made as at the beginning of the
preceding year or years, and the tax, if any be due, shall be
assessed and paid at the rate of tax in effect for such year or

years.

Axt. 22 (¢)-17. Inventories of miners and manufacturers —
A taxpayer engaged in mining or manufacturing who by a sin-
gle process or uniform series of processes derives a product of
two or more kinds, sizes, or grades, the unit cost of which is

or grade of product, which in the aggregate will absorb
total cost of production, may, with the consent of the Com-~
missioner, use such allocated cost as a basis for pricing in-
ventories, provided such allocation bears a reasonable relation
to the respective seiling values of the different kinds ‘of
product.

ART. 22 (¢c)-8. Inventories of retail merchants —Retall mer-

* | chants who employ what is known as the “retall method" of

pricing inventories may make their refurns upon thal basis,
provided (1) that the use of such method is designated upon
the return, (2) that accurate accounts are kept, and (3) that
such method Is consistently adhered to unless a change is
authorized by the Commissioner as provided in article 41-2.
this method the total of the retall selling prices of the
on hand at the end of the year in each department or
class of goods is reduced to approximate cost by
deducting therefrom an amount which bears the same ratio
to such total as—
(a) the total of the retail selling prices of the goods

included {n the opening inventory plus the retail selling
prices of the goods purchased during the year, with proper
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adjustment to such selling prices for all mark-ups and
mark-downs,

less

(b) the cost of the goods included in the opening inven-
tory plus the cost of the goods purchased during the year,

bears to (a).

This amount should represent as accurately as may be the
amounts added to the cost price of the goods to cover selling
and other expenses of doing 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 percent-
ages of gross profit should not use a percentage of profit
based upon an average of his entire business, but should com-
pute and use in valuing his inventory the proper percentages
for the respective departments or classes of goods.

[Src. 22. Gross Income.)

(d) Distributions by corporations—Distributions by corporations
ghall be taxable to the shareholders as provided in sectfon 115

(e) Determination of gain or loss—In the case of a sale or other
disposition of property, the gain or loss shall be computed &5 pro-
vided in section 111,

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

CHAPTER IV
Deductions From Gross Income

Sgo. 23. Deductions From Gross Income.—In computing net in-
come there shall be allowed as deductlons:

(a) Expenses—All the ordinary and necessary expenses paid or
incurred during the taxable year in carrying on any trade or
business, including a reasonable allowance for salaries or other
compensation for personal seryices sctually rendered; travel
expenses (including the entire amount expended for meals &n
lodging) while away from home in the pursult of a trade or
business; and rentals or other payments required to be made bs
a condition to the continued use or possession, for purposes of
the trade or business, of property to which the taxpayer bas not
taken or is not taking title or in which he has no equity.

ART. 23 (a)-1. Business erpenses—Business expenses de-
ductible from gross income include the ordinary and neces-
sary expenditures directly connected with or pertaining to
the taxpayer's trade or business, except the classes of items
which are deductible under 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 adjust-
ment for opening and closing inventories, is deducted from
gross sales in computing gross income. (See article 22
(a)-5.) Among the items included in business expenses are
management expenses, commissions, labor, supplies, inci-
dental 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 premiums against fire, storm, theft, accident,
or other similar losses in the case of a business, and rental
for the use of business property. Penalty payments with re-
spect to Federal taxes, whether on account of negligence,
delinquency, or fraud, are not deductible from gross income.
The full amount of the allowable deduction for ordinary and
necessary expenses in carrying on a business is nevertheless
deductible, even though such expenses exceed the gross in-
come derived during the taxable year from such business.
As to items not deductible under any provision of section
23, see section 24.

ART, 23 (a)-2. Traveling evpenses—Traveling expenses, as
ordinarily understood, include railroad fares and meals and
lodging. If the trip is undertaken for other than business
purposes, the railroad fares are personal expenses and the
menls and lodgiug are living expenses. If the trip is solely
on business. the reasonable and necessary traveling expenses,
{ncluding roilrond fares, meals, and lodging, are business
EXPEenszes.
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(@) If, then, an individual, whose business requires bim
{o travel, receives a =alary as full compensalion for his serv-
jces, without reimbursement for traveling expenses, or is
cl}!ployed on & commission basis with no expense allowance,
his traveling expenses, including the entire amount expended
for meals and lodging, are deductible from gross income.

(b) If an individual receives a salary and is also repaid his
actual traveling expenses, he shall include in gross income
the amount 50 repaid and may deduct such expenses,

(¢) If an individual receives a salary and also an allow-
ance for meals and lodging, as, for example, & per diem al-
lowance in lieu of subsistence, the amount of the allowance
should be included in gross income and the cost of such
meals and lodging may be deducted therefrom.

A payment for the use of & sample room at a hotel for the
display of goods Is a business expense. Only such expenses
as are reasonable and necessary in the conduct of the busi-
ness and directly attributable 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 ,or the business in which engaged; (2) the num-
ber of days away from home during the taxable year on
account of business; (3) the total amount of expenses inci-
dent to meals and lodging while absent from home on busi-
ness during the taxable year; and (4) the total amount of
other expenses incident to travel and claimed as a deduction.

Claim for the deductions referred to herein must be sub-
stantiated, 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.

ART. 23 (a)-3. Cost of materials —Taxpayers carrying ma-
terials and supplies on band should include in expenses the
charges for materials and supplies only to the amount that
they are actually consumed and used in operation during
the year for which the return is made, provided that the
cost of such materials and supplies has not been deducted in
determining the net income for any previous year. If a tax-
payer carries incidental materials or supplies on hand for
which no record of consumption is kept or of which physical
inventories at the beginning and end of the year are not
taken, it will be permissible for the taxpayer to include In his
expenses and deduct from gross income the total cost of
such supplies and materials as were purchased during the
vear for which the return is made, provided the net income
is clearly reflected by this method.

ART. 23 (a)-4. Repairs—The cost of incidental repalrs
which neither materially add to the value of the property nor
appreciably prolong its life, but keep it in an ordinarily eff-
cient operating condition, 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 deterioration
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 (D-10.)

ArT. 23 (a)-5. Professional expenses—A professional man
may clalm as deductions the cost of supplies used by him in
the practice of his profession, expenses paid in the operation
and repair of an automobile used in making professionsal calls,
dues to professional societies and subscriptions to professional
journals, the rent paid for office rooms, the cost of the fuel,
light, water, telephone, ete., used in such offices, and the hire
of office assistants., Amounts currently expended for books,
furniture, and professional instruments and cquipment, the
useful life of which is short, may be deducted. As to items
not. deductible, sce section 24.

ArT. 23 (a)-8. Compensation for personal services. —
Among the ordinary 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
veasonable and are in fact payments purely for services.
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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.
(@) An ostensible salary paid by a corporation may be a dis-
tribution of a dividend on stock. This is likely to occur in
the case of a corporation having few shareholders, practically
ull 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 & close relation-
ship to the stock holdings of the officers or employees, it
would seem likely that the salaries are not paid wholly for
services rendered, but that the excessive payments are a dis-
tribution of earnings upon the stock. (b) An ostensible
salary may be in part payment for property. This may
occur, for example, where a partnership sells out to a cor-
poration, 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 scrufiny as a possible distribution of
carnings of the enterprise, it does not follow that payments
on & contingent basis are to be treated fundamentally on any
basis different from that applying to compensation at a flat
rate. Generally speaking, if contingent compensation is paid
pursuant to a free bargain between the employer and the
individual made before the services are rendered, not influ-
enced by any consideration on the part of the employer other
than that of securing on fair and advantageous terms the
services of the indlvidual, 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 circum-
stances, It is in general just to assume that reasonable and
true compensation is only such amount as would ordinarily
be paid for like services by like enterprises under like cir-
cumstances: The circumstances to be taken into considera-
tion are those existing at the date when the contract for
services was made, not those existing at the date when the
contract is questioned.

Anr. 23 (2)-7. Treatment of excessive compensation —The
income tax lHability of the recipient in respect of an amount
ostensibly paid to him as compensation, but not allowed to
be deducted as such by the payor, will depend upon the cir-
cumstances of each case. Thus, in the case of excessive pay-
ments by corporations, if such payments correspond or bear
& close relationship to stock holdings, and are found to be &
distribution of earnings or profits, the excessive payments
will be treated as a dividend. If such payments constitute
payment for property, they should be treated by the payor as
a capital expenditure and by the recipient as part of the
purchase price. In the absence of evidence to justify other
treatment, excessive payments for salaries or other compen-
sation for personal services will be included in gross income
of the recipient and subjected to both normal tax and
surtax.

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

ArT, 23 (a)-9. Pensions—Compensation for injuries.—
Amounts paid by a taxpayer for pensions to retired em-
ployees 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 expenses.
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 te deductions for payments to employees' pen-
slon trusts, see section 23 (p).

ArT, 23 (a)-10. Renials—If 8 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 number of years the lease has
to run. Taxes paid by a tenant to or for a landlord for
business property are additional rent and constitute a de-
ductible item to the tenant and taxable income to the land-
lord, the amount of the tax being deductible by the latier,
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 a busi-
ness expeénse. In order to return to such taxpayer his in-
vestment 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 depreciation. If the remainder of the term
of lease is greater than the probable life of the buildings
erected, or of the improvements made, this deduction shall
take the form of an allowance for depreciation. (See article
22 (a)-13.)

Ant, 23 (a)-11. Expenses of farmers—A farmer who oper-
ates a farm for profit is entitled to deduct from gross
income as necessary expenses all amounts actually expended
in the carrying on of the business of farming., The cost
of ordinary tools of short life or small cost, such as hand
tools, including shovels, rakes, etc., may be deducted. The
cost of feeding and raising live stock may be treated as an
expense deduction, in so far as such cost represents actual
outlay, but not including the value of farm produce grown
upon the farm or the labor of the taxpayer. Where a
farmer is engaged in producing crops which take more than
a year from the time of planting to the process of gathering
and disposal, 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
vear in which the gross income from the crop has been
realized. The cost of farm machinery, equipment, and farm
buildings represents a capital investment and is not an
allowable deduction as an item of expense. Amounts ex-
pended 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 investments 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 automo-
bile, even when wholly used in carrying on farming oper-
tions, is not deductible, but is regarded as an investment 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 pur-
poses and partly for the pleasure or convenience of the tax-
payer or his family, such cost may be apportioned accord-
ing 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
R/S a necessary expense. If a farm is operated for recreation
or pleasure and not on a commercial basis, and if the ex-
penses incurred in connection 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 i{ncome,
and the expenses incurred, being regarded as personal
expenses, will not constitute aliowable deductions. (See also
articles 22 (a) -7, 23 (e)-5, and 23 (1)-10.)

Art, 23 (a)-12. Depositors’ guarantly fund—Banking cor-
porations which pursuant to the laws of the States in which
they are doing business are required to set apart, keep, and
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maintain in their banks the amount levied and assessed
against them by the State authorities as a “Depositors’ guar-
anty fund’', may deduct from their gross income the amount
£0 set apart each year to this fund, provided that such fund,
when set aside and carried to the credit of the State banking
board or duly authorized State officer, ceases to be an asset
of the bank and may be withdrawn in whole or in part upon
demand by such board or State officer to meet the needs of
these officers in reimbursing depositors in insolvent banks,
and provided further that no portion of the amount thus set
aside and credited is returnable under the laws of the State
to the assets of the banking corporation. If, however, such
amount is simply set up on the books of the bank as a re-
serve to meet a contingent liability and remains an asset of
the bank, it will not be deductible except as it is actually
paid out as required by law and upon demand of the proper
State officers.

|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 continued
to purchsse aor carry obligations (other than obligations of the
United States issued after September 24, 1817, and originally sub-
scribed for by the taxpayer) the Interest upon which is wholly ex-
empt from the taxes imposed by this title,

Anrt, 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 Liberty loan 3% percent bonds, or (in case of a taxpayer
not an original subscriber) obligations of the United States
issued after September 24, 1917, the interest upon which
is wholly exempt from tax, is not deductible. Interest paid
or accrued within the year on indebtedness incurred or con-
tinued to purchase or carry (a) obligations of the United
States issued after September 24, 1917, the interest upon
which is not wholly exempt from the taxes imposed by Title I
of the Act, or (b) (in the case of an original subscriber) obli-
gations of the United States issued after September 24, 1917,
the interest upon which is wholly exempt from the taxes im-
posed 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. Payments made for Maryland or Pennsyl-
vania 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 which
does not represent 4 charge arising under an interest-bearing
obligation, is not an allowable deduction from gross income.
Interest paid by a corporation on scrip dividends is an allow-
Able deduction. So-called Interest on preferred stock, which
is in reality a dividend thereon, can not be deducted in com-
puting net income, (See, however, article 22 (a)-18 and
section 121.) In the case of banks and loan or trust com-
panies, interest paid within the year on deposits such as inter-
est paid on moneys received for investment and secured by
interest-bearing certificates of indebtedness issued by such
bhank or loan or trust company may be deducted from gross
income.

Sec, 23. Deductions from Gross Income,)

In computing net income there shall be allowed as deductions: )

(¢) Taxes generally —Taxes pald or accrued within the taxable
year, except—

(1) Federal Income, war-profits, and excess-profits taxes (other
than the excess-profits tax {mpoesed by section 106 of the Reve-
nue Act of 1835);

(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 forelgn countries and possessions of the United States):

(3) estate, inheritance, 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
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shall not exclude the allowance as a deduction of so much of

such taxes as Is properly allocable to malntenance or interesy

charges,

ARrT. 23 (c)-1. Tares.—Subject to the exceptions stated in
this article and articles 23 (¢)-2 and 23 (¢)-3, taxes imposed
by the United States, any State or Territory, or political
subdivision of either, possessions of the United States, or
foreign countries, are deductible from gross income for the
year in which paid or accrued (see section 43)., Estate,
inheritance, legacy, succession, and gift taxes and Federal
income, war-profits, and excess-profits taxes (other than
the excess-profits tax imposed by section 106 of the Revenue
Act of 1935) are not deductible from gross income. Income,
war-profits, and excess-profits taxes imposed by the author-
ity of any foreign country or possession of the United States
are deductible from gross income in cases where the tax-
payer does not signify in his retwrn 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 131-1 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 tource on interest from tax-free covenant
bonds, see section 143 (a) (3).

ART, 23 (¢)-2. Federal duties and excise taxres—Import or
tariff duties paid to the proper customs officers, and busi-
ness, license, privilege, excise, and stamp taxes pald to inter-
nal 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.)

ART, 23 (c)-3. Taxes for local benefits—So-called taxes,
more properly assessments, paid for local benefits, such as
street, sidewalk, and other like improvements, imposed be-
cause of and measured by some benefit inuring directly to
the property against which the assessment is levied, do not
constitute an allowable deduction from gross income. A tax
is considered assessed against local benefits when the prop-
erty subject to the tax is limited to property benefited.
Special assessments are not deductible, even though an inci-
dental 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 authori-
ties 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 levees, are limited to property benefited, and if the assess-
ments 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 beneflts
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 different purposes. If the allocation can not be
made, none of the amounts so paid is deductible,

|Sec. 23. Deductions from Gross Imcome.]

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

(d) Taxes of shareholder paid by ration—The deduction
for taxes allowed by subsection (c¢) shall be allowed to & corpora-
tion in the case of taxes imposed upon o shareholder of the cor-
poration upon his interest as sharebolder which are pald by the
corporation without reimbursement from the shareholder, but In
such cases no deduction shall be allowed the shareholder for the
amount of such taxes,

ART. 28 (d)-1. Tax on bank or other stock—Banks or
other corporations paying taxes assessed against their share-
holders 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
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the shareholders may not deduct the amount of the taxes
The amount so paid should not be included in the income
of the shareholder.

{8rc, 23, Deductions from Gross Income.)

{In computing not income there shall be ailowed as deductions:

{0) Losses by individuala—In the case of an individual, josses
sustained during the taxable year and not compensated for by In-
SUrRDee Or otherwise-—

(1) if incwrred in trade or business, or
(2) i incurred In" any transaction entered into for profif,
though not connected with the trade or business; or
connected with the trade or business, If

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
{n the estate tax return, or (d) if not prohibited or lim-
ited by any of the following sections of the Act: Section
23 (g), relating to wagering losses; section 24 (a) (6), relat-
ing to losses from sales or exchanges of property between
members of a family or between a corporation and its share-
holders; section 112, relating to recognition of gain or loss
upon sales or exchanges of property; section 117, relating to
limitation 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 213 as to limitation upon losses
sustained by nonresident aliens.

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

A loss occasioned by damage to an automobile maintained
for pleasure, where such damage results from the faulty driv-
ing of the taxpayer or other person operating the automo-
bile, but is not due to the willful act or negligence of the tax-
payer, 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
automoblle 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 loss on the sale of residential property purchased or con-
structed by the taxpayer for use as his personal residence and
so used by him up to the time of the sale is not deductible.
If, however, property so purchased or constructed is prior to
its sale rented or otherwise appropriated to income-produc-
ing purposes and is used for such purposes up to the time of
its sale, a loss from the sale of the property, computed as
provided in section 111, is, subject to the limitations provided
in section 117, an allowable deduction in an amount not to
exceed the excess of the value of the property at the time it
was appropriated to income-producing purpcses (with proper
?gjcussatgent for depreciation) over the amount realized from

Example (1) —Residential property was purchased by a
taxpayer {n 1926 for use as his personal residence at a cost
of $25,000, of which $15,000 was allocable to the building.
The property was s0 used by the taxpayer until January 1,
1933. Prom that date to January 1, 1936, when the property
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was sold, it was rented by the taxpayer. The fair market
value of the property at the time it was rented on January 1,
1933, was £22,000, of which $12,000 was allocable to the build-
ing. The building had an estimated life of 20 years on
January 1, 1933, The property was sold on January 1, 1936,
for $18,000. The loss from the sale allowable as a deduction
except as limited by section 117 Is $4,.200, computed as
follows:

Cost of property In 1026 e 25,000
Lesa depreciation allowed (not less than amount allowable)
in respect of the bullding (depreciation for 3 years at
B percent based on $12,000, value of bullding when con-

verted to business use) 1,800

23, 200

Selling price of property. 16, 000

Loss computed as provided in section 111.._..... 7,200

Value of property st time it was rented on January 1, 1833. 22, 000

Less proper adjustment for deprecistion 1, 800

20, 200

Selling price of property. e 16,000

Portion of $7,200 loss which 1s deductible except as Hmited
by section 117 D ik i S S et N
Ezample (2) —If, under the circumstances set forth in
example (1), the property had been purchased at a cost
of $20,000, of which $10,000 was allocable to the bullding,
otherwise the facts assumed are the same, the deductible
loss, except as limited by section 117, is $2,500, computled as
follows:
Cost of property in 1026 e —eeem $20, 000
Less

allowed (not less than amount allowable)
in respect of the dbuilding (depreciation for 3 years &t §

g

percent based on $10,000, cost of bullding) . 1,500
18, 500

Selling price of property. 16, 000
Loss computed as provided In section 111 2,500
Deductible loss, except as lmited by sectlon 117 . 3,50

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

ArT. 23 (e)-2. Voluntary removal of buildings—Loss due
to the volunfary removal or demolition of old buildings, the
scrapping of old machinery, equipment, etc., incident to re-
newals and replacements, is deductible from gross income.
When a taxpayer buys real estate upon which is located &
building, which he proceeds to raze with a view to erecting
thereon another building, it will be considered that the tax-
payer has sustained no deductible loss by reason 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 purchase price of the land and building plus the
cost of removing the useless bullding.

ArT. 23 (e)-3. Loss of useful value —When, through some
change in business conditions, the usefulness in the busi-
ness of some or all of the capital assets is suddenly termi-
nated, so that the taxpayer discontinues the business or dis-
cards such assets permanently from use in such business,
he may claim as a loss for the year in which he takes such
action the difference between the basis (adjusted as pro-
vided in section 113 (b) and articles 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 gome
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 property tmpossible. 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 exception applies to
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bulldings only when they are permanently abandoned or
permanently devoted to a radically different use, and to
machinery onlg when its use as such is permanently aban-
doned. Any loss to be deductible under this exception must be
fully explained In the return of income, The limitations pro-
vided in section 117 with respect to the sale or exchange of
capital assets have no application to losses due to the dis-
carding of capital assets,

If the depreciable assets of a taxpayer consist of more than
one item and depreciation, whether in respect of items or
groups of items, is based upon the average lives of such assets,
losses claimed on the normal retirement of such assets are not
allowable inasmuch as the use of an average rate contem-
plates a 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 circum-
stances until all assets confained in the group have been re-
tired. In order to account properly for such retirement the
entire cost or other basis of assets retired, adjusted for salvage,
will be charged to the depreciation reserve account, which
will enable the full cost or other basis of the property to be
recovered.

In cases in which depreciable property is disposed of due to
causes other than exhaustion, wear and tear, and normal
obsolescence, such as casualty, obsolescence other than nor-
mal, or sale, a deduction for the difference between the basis
of the property (adjusted as provided in section 113 (b) and
articles 113 (a) (14)-1, 113 (b)-1, and 113 (b)-2) and its
salvage value and/or amount realized upon its disposition
may be allowed subject to the limitations provided in the Act
upon deductions for losses, but oaly if it is clearly evident
that such disposition was not contemplated in the rate of
depreciation.

In the case of classified accounts, if it is the consistent
practice of the taxpayer to base the rate of depreciation on
the expected life of the longest lived asset contained in the
account, or in the case of single item accounts if the rate
of depreciation is based on the maximum expected life of the
asset, a deduction for the basis of the asset (adjusted as
provided in section 113 (b) and articles 113 (a) (14)-1,
113 (b)-1, and 113 (b)-2) less its salvage value is allowable
upon its retirement, (See articles 23 (1)-1 to 23 (1) -10.)

Ant. 23 (e)-4. Shrinkage in value of stocks.—A person pos-
sessing stock of a corporation can not deduct from gross in-
come any amount claimed as a loss merely on account of
shrinkage in value of such stock through fluctuation of the
market or otherwise. The loss allowable in such cases is
that actually suffered when the stock is dispeosed of. If stock
of a corporation becomes worthless, its cost or other basis
as determined and adjusted under section 113 is deductible by
the owner for the taxable year in which the stock became
worthless, provided a satisfactory showing is made of its
worthlessness. Federal or State authorities incident to the
regulation of banks and certain other corporations may re-
quire 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 con-
sidered prima facie evidence of worthlessness; but if the
charging off or writing down is due to market fluctuations, or
if no reasonable attempt-has been made to determine worth-
lessness, no deduction for income tax purposes of the amount
s0 charged off or written down can be allowed. For dealers
in securities, see article 22 (¢)-5. For limitations on deduc-
tions for losses from sales or exchanges of capital assets gen-
erally, Including stocks and bonds, see section 117.

ART. 23 (e)-H. Losses of Jarmers—Losses incurred in the
operation of farms as business enterprises are deductible
from gross income. If farm products are held for favor-
able markets, no deduction on account of shrinkage In welght
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 en-
gaged in raising and selling stock, such as cattle, sheep,
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horses, etc., is not entitled to claim as a loss the value of
animals that perish from among those animals that were
raised on the farm, except as such loss is reflected in an in-
ventory if used. If live stock has been purchased after Feb-
ruary 28, 1913, for any purpose, and afterwards dies from
disease, exposure, or injury, or is killed by order of the au-
tharities of a 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 de-
ducted as a loss if the loss is not compensated for by insur-
ance or otherwise., The actual cost of other property (with
proper adjustment for depreciation) which is destroyed by
order of the authorities of a State or of the United States,
may in llkke 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 recefved 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 aif expense
of operation shall not be included as part of the cost of the
stock for the purpose of ascertaining the amount of a de-
ductible loss. If gross income is ascertained by inventories,
no deduction can be made for livestock or products lost
during the year, whether purchased for resale or produced
on the farm, as such losses will be refiected 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, busi-
ness, 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.

Isu:. 23, Deductions [rom Gross Income.)

In computing net income there shall be allowed as deductions:]
(f) Losses by corporations—In the case of a corporation, losses
sustained during the taxable year and not compensated for by
insurance or otherwise.

ArT. 23 (f)-1. Losses by corporations.—Losses sustained by
domestic corporations during the taxable year and not com-
pensated for by insurance or otherwise are deductible except
in so far as not prohibited or limited by sections 23 (g),
24 () (6), 112, 117, 118, and 251. The provisions of articles
23 (e)-1, 23 (e)-2, 23 (e)-3, 23 (e)-4, 23 (e)-H, and 23 (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.)

jIn computing net Income there shall be allowed as deductions: |

(g) Wogertng losses—Losses from wagering transactions shall be
allowed only to the extent of the gains from such transactions.

(h) Basis for determining loss—The basis for determining the
amount of deduction far losses sustained, to be allowed under sub-
section (e) or (f), shall be the adjusted basis provided in section
113 (b) for determining the loss from the sale or other disposaition
of property.

ARrt. 23 (h)-1. Basis Jor determining loss—The basis for
determining 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 disposition of property. Proper ad-
justment must be made in each case for any expenditure,
receipt, loss, or other item properly chargeable fo capital
account, and for depreciation, obsolescence, amortization, or
depletion, (See section 113 (b))

[Sxc. 23. Deductions from Gross Income.|

[In eomputing net income there shall be allowed ns deductions: ]

(1) Loss on wash sales of stock or securities —For disallowance of
loss deduction in the case of sales of stock or securities where
within thirty days befare or after the date of the sale the taxpayer
has sequired substantially identical property, see scction 118,

()) Capital losses—Losses from sales or exchanges of capital
nusets 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 discretion of the Commis-
sioner, s reasonable addition to a reserve for bad debts); and when
satisfied that & debt Is recoverable only in part, the Commissioner
may allow such debt, in an amount not in excess of the part

off within the taxuble year, as o deduction,
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Ant. 23 (k)-1. Bad debis—Bad debts may be treated In
either of two ways—

(1) By a deduction from income in respect of debts ascer-
tained to be worthless in whole or in part, or

(2) By a deduction from income of an addition to & 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 Regulations 63.) The method used in the return for
1921 must be used in returns for subsequent years and in
returns under the Revenue Act of 1936 unleéss 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 30 days prior to the close of the taxable year for which
the change is to be effective. (See also article 23 (k)-5.)

If all the surrounding and attending circumstances Indi-
cate that a debt is worthless, either wholly or in part, the
amount which is worthless and charged off or written down
to a nominal amount on the books of the taxpayer shall be
allowed as a deduction in computing net income, There
should accompany the return a statement showing the pro-
priety of any deduction claimed for bad debis. No deduc-
tion 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 worthiess and
is finally charged off or Is written down to a nominal amount,
or the loss is determined in some other manner by a closed
and completed transaction. Before a taxpayer may charge
off and deduct a debt in part, he must ascertain and be able
to demonstrate, with a reasonable degree of certainty, the
amount thereof which Is uncollectible. Any amount subse-
quently 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 deter-
mining 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 umcollectible and that legal action to en-
force payment would In all probability not result in the
satisfaction of execution on a judgment, a showing of these
facts will be sufficient evidence of the worthlessness of the
debt for the purpose of deduction. Bankruptcy is generally
an indication of the worthlessness of atleast a part of an un-
secured and unpreferred debt. Actual determination of
worthlessness in bankruptcy cases Is sometimes possible be-
fore and at other times only when a settlement in bank-
ruptey shall have been had. Where a taxpayer ascertained
a debt to be worthless and charged it off In one year, the
mere fact that bankruptcy proceedings instituted against
the debtor are terminated In a later year, confirming the
conclusion that the debt is worthless, will not authorize shift-
ing the deductions to such later year. If a taxpayer com-
putes his income upon the basis of valuing his notes or
accounts receivable at their fair market value when received,
which may be less than their face value, the amount deduct-
ible for bad debts in any case is limited to such original
valuation.

Where banks or other corporations which are subject to
supervision by Federal authorities (or by State authorities
maintaining substantially equivalent standards) in obedience
to the specific orders of such supervisory officers charge off
debts in whole or in part, such debts shall be conclusively
presumed, for income tax purposes, to be worthless or recov-
crable only In part, as the case may be, but in order that
any amount of the charge-off may be allowed as a deduction
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for any taxable year it must be shown that the charge-off
took place within such taxable year.

ArT. 23 (k)-2. Examples of bad debls—Worthless debts
arising from unpaid wages, salaries, rents, and similar [tems
of taxable {ncome will 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

is sought to be made or for a previous year.

the difference between the amount received in distribu-
assets of & bankrupt and the amount of the

be deducted as a bad debt. The difference be-

amount received by a creditor of a decedent In

of the assets of the decedent's estate and the

ount of his claim may be considered a worthless debt. A

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.

ARrT. 23 (K)-3. Uncollectible deficiency upon sale of mort-

gaged or pledged property—If mortgaged or pledged prop-

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 prop-
erty so acquired, the basis for determining gain or loss is
the fair market value of the property at the date of
acquisition.

Accrued interest may be included as part of the deduction
only if it has previously been returned as income.

ART. 23 (kK)-4. Worthiess bonds and similar obligations—
Bonds, if ascertained to be worthless, may be treated as bad
debts to the amount 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 later than the
year of the foreclosure sale, and no deduction for a bad debt
is allowable in computing a bondholder's income for a sub-
sequent year.

A taxpayer (other than a dealer in securities) possessing
debts evidenced by bonds or other similar obligations can not
deduct from gross income any amount merely on account of
market fluctuation. If a taxpayer ascertains, however, that
due, for instance, to the financial condition of the debtor, or
conditions other than market fluctusation, he will recover
upon maturity none or only & part of the debt evidenced by
the bonds or other similar obligaticns and so demonstrates
to the satisfaction of the Commissioner, he may deduct In
computing net income the uncollectible part of the debt evi-
denced by the bonds or other similar obligations,

ArT. 23 (k)-5. Reserve for bad debis—Taxpayers who
have established the reserve method of treating bad debts
and maintained proper reserve accounts for bad debts, or
who, In accordance with article 23 (k)-1 adopt the reserve
method of treating bad debts, may deduct from gross Income
8 reasonable addition to a reserve for bad debts In lieu of a
deduction for specific bad debt items.

What constitutes a reasonable addition to a reserve for bad
debis must be determined In the light of the facts, and will
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vary as between classes of business and with conditions of
business prosperity. It will depend primarily upon the total
amount of debts outstanding as of the close of the taxable
year, those arising currently as well as those arising in prior
taxable years, and the total amount of the existing reserve.
In case subsequent realizetions upon outstanding debts prove
to be more or less than estimated at the time of the creation
of the existing reserve, the amount of the excess or inade-
quacy in the existing reserve should be reflected in the deter-
mination of the reasonable addition necessary in the taxable
year. A taxpayer using the reserve method should make a
statement in his return showing the volume of his charge
sales (or other business 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 worthless and
charged against the reserve account during the taxable year.

Sec. 23. Deductions from Gross Income.)

In computing net Income there shall be allowed as deductions:)

u) Depreaciation.—A reasonable allowance for the exhaustion,
wear and tenr of property used in the trade or business, including
A reasonanble sllowance for obsolescence. In the case of property
held by one person for life with remainder to another person, the
deduction shall be computed as if the Jife tenant were the absolute
owner of the property and shall be allowed to the life tenant. In
the case of property held in trust the allowable deduction shall be
apportioned between the Income beneficlaries and the trustee in
accordance with the pertinent provisions of the instrument creating

the trust, or, In the absence of such provisions, on the basis of the
trust tncome allocable to each.

ArT, 23 (D-1. Depreciation—A reasonable allowance for
the exhaustion, wear and tear, and obsolescence of property
used in the trade or business may be deducted from gross in-
come. For convenience such an allowance will usually be
referred to as depreciation, excluding from the term any idea
of a mere reduction in market value not resulting from ex-
haustion, wear and tear, or obsolescence. The proper al-
lowance 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 con-
sistent 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 cwrrent upkeep. In the
case of property held by one person for life with remainder
to another person, the deduction for depreciation shall be
computed as If the life tenant were the absolute owner of the
property so that he will be entitled to the deduction during
his life, and thereafter the deduction, if any, will be allowed
to the remainderman, In the case of property heid 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
creating the trust, or, in the obsénce of such provisions, on
the basis of 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 entitled 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 granted in full to the trustee.

Arrt. 23 (1)-2. Depreciable property—The necessity for a
depreciation allowance arises from the fact that certain prop-
erty used in the business gradually approaches s point where
its usefulness is exhausted. The allowance should be confined
to property of this nature. In the case of tangible property,
it applies to that which is subject to wear and tear, to decay
or decline from natural causes, to exhaustion, and to obsoles-
cence due to the normal progress of the art, as where machin-
ery or other property must be replaced by a new invention, or
due to the inadequacy of the property to the growing needs
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of the business. It does not apply to Inventories or to stock in
trade, or to land apart from the improvements or physical
development added to it. It does not apply to bodies of min-
erals which through the process of removal suffer depletion,
other provisions for this being made in the Act. (See sec-
tions 23 (m) and 114.) Property kept in repair may, never-
theless, be the subject of a depreciation allowance., (See arti-
cle 23 (a)—-4,) The deduction of an allowance for deprecia-
tion is limited to property used in the taxpayer's trade or
business. No such allowance may be made in respect of auto-
mobiles or other vehicles used solely for pleasure, a building
used by the taxpayer solely as his residence, or in respect of
furnifure 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 depreci-
ation allowance.

Anrt. 23 (1)-3. Depreciation of intangible property—Intan-
gibles, the use of which in the trade or business is definitely
lIimited in duration, may be the subject of a depreciation
allowance. Examples are patents and copyrights, licenses,
and franchises. Intangibles, the use of which in the business
or trade is not so limited, will not usually be a proper subject
of such an allowance. If, however, an intangible asset ac-
quired through capital outlay is known from experience to be
of value in the business for only a limited period, the length
of which can be estimated from experience with reason-
able certainty, such intangible asset may be the subject of a
depreciation allowance, provided the facts are fully shown in
the return or prior thereto to the satisfaction of the Commis-
sioner. No deduction for depreciation, including obsolescence,
is allowable in respect of good will.

ArT. 23 (1)-4. Capital sum recoverable through depre-
ciation allowances—The capital sum to be replaced by
depreciation allowances is the cost or other basis of the
property in respect of which the allowance is made. (See
sections 113 (a) and 114.) To this amount should be added
from time to time the cost of improvements, additions, and
betterments, and from it should be deducted from time
to time the amount of any definite loss or damage sustained
by the property through casualty, as distinguished from the
gradual exhaustion of its utility which is the basis of the
depreciation allowance. (See section 113 (b).) In the
case of the acquisition on or after March 1, 1913, of a com-
bination of depreciable and nondepreciable property for
a lump price, as, for example, bulldings and land, the capi-
tal sum to be replaced is limited to an amount which bears
the same proportion to the lump price as the value of the
depreciable property at the time of acquisition bears to the
value of the entire property at that time. If the lessee of
real property erects buildings, or makes permanent im-
provements which become part of the realty and income
has been returned by the lessor as a result thereof, as pro-
vided in paragraphs (b) and (¢) 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 com-
puted 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.

Ant, 23 (D-5. Method of computing depreciation allow-
ance.~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 ap-
portionment s adopted must be reasonable and must have
due regard th operating conditions during the taxable period.
The reasonableness of any claim for depreciation shall be
determined upon the conditions known to exist at the end of
the period for which the return is made. If the cost or other
basis of the property has been recovered through deprecia-
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tion or other allowances no further deduction for deprecia-
tion shall be allowed. The deduction for depreciation in re-
spect of any depreciable property for any taxable year shall
be limited to such ratable amount as may reasonably be
considered necessary to recover during the remaining useful
life of the property the unrecovered cost or other basis. The
burden of proof will rest upon the taxpaver to sustain the
deduction claimed. Therefore, taxpayers must furnish full
and complete information with respect to the cost or other
basis of the assets in respect of which depreciation is claimed,
their age, condition, and remaining 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 sub-
stantiation of the deduction claimed.

A taxpayer is not permitted under the law to take advan-
tage in later years of his prior fallure to take any deprecia-
tion allowance or of his action in taking an allowance plainly
inadequate under the known facts in prior years. This para-
graph may be {llustrated by the following example:

Erample—An asset was purchased January 1, 1931, at a
cost of $10,000. The useful life of the asset is 10 years. It
has no salvage value. Depreciation was deducted and al-
lowed for 1931 to 1935 as followed:

(Yool o e e = $1,000.00
O R s s - A atDOL 3 e LV ST
1 R S R S e es S o St S oe 2, 000. 00
1984 . 2, 000.00
19356 Yo - s

Total amount allowed - 5,000.00

The correct amended reserve as of December 31, 1935, is
computed as follows:

8, e n e e mae s a e em e —————

Reserve December 81, 1885 oo 6, 668,07

Depreciation for 1936 and subsequent taxable years Is
$666.67, computed as follows:

Lo+ TSRS $10, 000. 00

Roserve as of December 31, 10860 e e 6, 888, 67

Unrecovered o8t oo e —ee. 3,333,383
Depreciation allowable for 1936 and elch t

taxable year (6% percent of $10,000) ce e e 668. 67

Art, 23 (1)-8. Obsolescence—With respect to physical prop-
erty the whole or any portion of which is clearly shown by
the taxpayer as 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 deduc-
tion for obsolescence, in addition to depreciation, may be
allowed iIn accordance with the facts obtaining with respect
to each item of property concerning which a claim for obso-
lescence 'is made. No deduction for obsolescence will be per-
mitted merely because, in the opinion of a taxpeayer, the
property may become obsolete at some later date, This
allowance will be confined to such portion of the property on
which obsolescence is definitely shown to be sustained and
cannot be Held applicable to an entire property unless all
portions thereof are affected by the conditions to which obso~
lescence is found to be due.

Arr, 23 (D-1. 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 copyright. 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 in the case of a copyright, since March
1, 1913, as the case may be. If the patent or copyright was
acquired from the Government, its cost consists of the vari-
ous Government fees, cost of drawings, experimental models,
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attorneys' fees, development or experimental expenses, etc.,
actually paid. Depreciation of a copyright can be taken on
the basis of the fair market value as of March 1, 1913, only
when afirmative and satisfactory evidence of such yalue is
offered. Such evidence should whenever practicable be sub-
mitted with the return. If the patent becomes obsolete prior
to its expiration, such proportion of the amount on which
{ts depreciation may be based as the number of years of its
remaining life bears to the whole number of years inter-
vening between the basic date and the date when it legally,
expires may be deducted, if permission so0 to do is specifically
secured from the Commissioner. Owing to the difficulty of
allocating to a particular year the obsolescence of a patent,
such permission will be granted only if affirmative and satis-
factory evidence that the patent became obsolete in the
year for which the return is made is submitted to the Com-
missioner. 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,

ArT. 23 (1)-8. Depreciation of drawings and models—If a
taxpayer has incurred expenditures in his business for
designs, drawings, patterns, models, or work of an experi-
mental 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 reason-
able accuracy, It may be the subject of depreciation allow-
ances 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 deprecia-
tion allowances no deduction shall be made by the taxpayer
against any sum so set up as an asset except on the sale or
other disposition of such asset at a loss or on proof of a total
loss thereof.

Art, 23 (D-9, Records of depreciable property.—In order
that the verification of depreciation allowances claimed by
the taxpayer may be facilitated, depreciation shall be recorded
on the taxpayer’s books, the amount measuring a reasonable
allowance for depreciation either being deducted directly from
the book value of the assets or preferably being credited to a
depreciation reserve account, which should be reflected in the
annual balance sheet. For the same reason the allowances
shall be computed and recorded with express reference to
specific items, units, or groups of property, each item or unif
being considered separately or specifically included in a group
with others to which the same factors apply. Also, the tax-
payer'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.’

Art, 23 (1)-10. Depreciation in the case of jarmers—A
reasonable allowance for depreciation may be claimed on’
farm bulldings (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 de-
terming 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 in-
cluded in an inventory no depreciation thereof will be al-
lowed, as the corresponding reduction in their value will be
reflected in the inventory. (See also articles 23 (a)-11 and
23 (e)-5.) :

8Sxc. 23. Deductions from Gross Income.) ’

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

m

the case of mines, oll and gas wells, other
deposits, and timber, a reasonable aliowance for depletion
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and for depreciation of Improvements, 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 Com-
missioner, with the approval of the Secretary. In any case in which
it is pacertnined ns a result of operations or of development work
that the recoverable units are greater or less than the prior esti-
mate thereof, then such prior estimats (but not the basis for
depletion) shall be revised and the allowance under this subsection
for subsequent taxable years shall be based upon such revised esti-
mate. In the case of leases the deductions shall be equitably
apportioned between thoe lessor and lessee. In the case of prop-
erty held by one person for 1ife with remainder to another per-
son, the deduction shall be computed as If tho life tenant were
the absolute owner of the property and shall be allowed to the
itffe tenant, In the case of held in trust the allowable
deduction shall be apportioned between the income benefictaries
and the trustee In aocordance with the pertinent provistons of the
instrument creating the trust, or, in the absence of such provi-
nlons, on the basls of the trust Incomoe allocable to each, (For
percentage depletion allowable under this subsection, seco section
114 (b), (3) and (4).)

(n) Basis for depreciation and depletion.—The basis upon which
depletion, exhaustion, wear and tear, and obsolescence are to be
allowed )le?' respect of any property shall be #s provided in
section R

Art, 23 (m)-1. Depletion of mines, ofl and gas wells, other
natural deposits, and timber: depreciation of improve-
ments.—Section 23 (m) provides that there shall be allowed
85 a deduction in computing net income in the case of
mines, oil and gas wells, other natural deposits, and timber,
& reasonable allowance for depletion and for depreciation of
improvements. Section 114 prescribes the bases upon which
depreciation and depletion are to be allowed.

Under these provisions of the Act the owner of an interest
in mineral deposits, mineral properties, or timber, whether
freehold or leasehold, is allowed annual depletion and de-
preciation deductions which, in the aggregate, will return
to him the cost or other basis of such property as provided
in section 113, plus, in either case, subsequent allowable
capital additions (see articles 23 (m)-15 and 23 (m)-16)
with the following exceptions and qualifications:

(1) In the case of coal mines, metal mines, sulphur mines
or deposits, and oil and gas wells the aggregate annual
allowable deductions may, because of percentage depletion,
ultimately exceed the cost or otber basis;

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

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

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

The principles governing the apportionment of depreciation
in the case of property held by one person for life with re-
mainder to another person and in the case of property held
in trust are also applicable to depletion. (See article 23
(-1,

When used in these articles (23 (m)~1 to 23 (m)-28) cov-
ering 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.

(b) A “mineral property” is the mineral deposit, the de-
velopment and plant necessary for its extraction, and so
much of the surface of the land only as is necessary for
purposes of mineral extraction. The value of a mineral prop-
erty 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 oll 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 pro-
portion of the total cost of the mineral property which the
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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 as-
phaltum, barytes, borax, building stone, cement rock. clay,
crushed stone, feldspar, fluorspar, fuller's earth, graphite,
gravel, gypsum, limestone, magnesite, marl, mica, mineral
plgments, peat, potash, precious stones, refractories, rock
:l:gsphaw, salt, sand, silica, slate, soapstone, soda, sulphur,

tale.

(e) "“Operating profit” {s the net amount received from
the sale of minerals before depletion and deprecigtion are
deducted. It is distinct from net income, as defined in sec-
tion 21, and from the net income from the property as de-
fined in paragraph (h) of this article.

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

(g) “Gross income from the property” as used in section
114 (b) (3) and (4) and articles 23 (m)-1 to 23 (m)-28,
inclusive, means the amount for which the taxpayer sells
(@) the crude mineral product of the property or () the
product derived therefrom, not to exceed in the case of (a)
the representative market or field price (as of the date of
sale) of crude mineral product of like kind and grade be-
fore transporfation from the immediate vicinity of the mine
or well, or in the case of (b) the representative market or
fleld 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 repre-
sentative market or field price (as of the date of sale), then
there shall be used in lieu thereof the representative market
or field price of the first marketable product resulting from
any process or processes mints the costs (including trans-
portation costs) of the processes not listed below. The proc-
esses excepted are as follows:

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

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

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

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

In the case of oil and gas, if the crude mineral product is
not sold on the property but is manufactured or converted
into a refined product or is transported from the property
prior to the sale, then the “gross income from the property”
shall be assumed to be equivalent to the market or field
price of the oil or gas before conversion or transportation.

In all cases there shall be excluded in determining the
“gross income from the property” an amount equal to any
rents or royalties which were pald or incurred ‘by the tax-
payer in respect of the property and are not otherwise
excluded fom the “gross income from the property.” If
royalties in the form of bonus payments or advanced royalties
(see article 23 (m)-10) have been paid in respect of the
property in the taxable year or in prior years, the amount
excluded from “gross income from the property” for the
taxable year on account of such payments shall be an amount
equal to that part of such payvments which is allocable to
the products sold during the taxable year.

(k) “Net income of the taxpayer (computed without al-
lowance for depletion) from the property”, as used in section
114 (b) (2), (3), and (4) and articles 23 (m)-1 to 23 (m)-28,
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inclusive, means the “gross income from the property” as
defined in paragraph (g) less the allowable deductions at-
tributable to the mineral property upon which the depletion
is claimed and the allowable deductions atiributable to the
processes listed in paragraph (g) in so far as they relate to
the product of such property, including overhead and oper-
ating expenses, development costs properly charged to ex-
pense, depreciation, taxes, losses sustained, etc., but exclud-
ing any allowance for depletion. Deductions not directly
attributable to particular properties or processes shall be
fairly allocated. To [llustrate: In cases where the taxpayer
engages in activities in addition to mineral extraction and to
the processes listed in paragraph (g), deductions for de-
preciation, taxes, general expenses, and overhead, which can
not be directly attributed to any specific activity, shall be
fairly apportioned between (1) the mineral extraction and
the processes listed in paragraph (¢) and (2) the additional
activities, taking into account the ratio which the operating
expenses directly attributable to the mineral extraction and
the processes listed in paragraph (g) bear to the operating
expenses directly attributable to the additional activities. If
more than one mineral property is involved, the deductions
apportioned to the mineral extraction and the processes listed
in paragraph (g) shall, In turn, be fairly apportioned to the
several properties, taking iInto account their relative
production.

(i) “Crude mineral product”, as used in paragraph (g) of
this article, means the product in the form in which it
emerges from the mine or well,

() “The property”, as used in section 114 (b) (2), (3), and
(4) and articles 23 (m)-1 to 23 (m)-19, inclusive, means the
interest owned by the taxpayer, freehold or leasehold, in any
mineral property. The taxpayer's interest in each separate
mineral property is g separate “property”; but, where two or
more mineral properties are included in a single tract or par-
cel of land, the taxpayer's interest In such mineral properties
may be considered to be a single “property", provided such
treatment is consistently followed.

Ant. 23 (m)-2. Computation of depletion of mines, oil and
pas wells, and other natural deposits without reference to dis-
covery value or percentage depletion —The basis upon which
depletion, other than discovery depletion or percentage de-
pletion, 1s to be allowed in respect of any property is the
basis provided in section 113 (a), adjusted as provided in
section 113 (b) for the purpose of determining the gain upon
the sale or other disposition of such property. (See articles
113 (a)-1 to 114-1.) If the amount of the basis as adjusted
applicable to the mineral deposit has been determined for
the taxable year, the depletion for that year shall be com-
puted by dividing that amount by the number of units of
mineral remaining as of the taxable year, and by multiplying
the depletion unit, so determined, by the number of units of
mineral sold within the taxable year. In the selection of a
unit of mineral for depletion, preference shall be given to the
principal or customary unit or units paid for in the products
sold, such as tons of ore, barrels of oil, or thousands of cubic
feet of natural gas. :

As used in this 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, in-
cludes units for which payments were received within the
taxable year although produced or sold prior to the taxable
year, and excludes units sold but not paid for in the tax-
able vear. The phrase does not Include units with respect
to which depletion deductions were allowed or allowable prior
to the taxable year.

"“The number of units of mineral remaining as of the tax-
able year"” is the number of units of mineral remaining at
the end of the year to be recovered from the property (in-
cluding 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 ap-
plicable to the mineral deposit there shall be excluded (a)
amounts representing the cost or value ¢f the land for pur-
poses other than mineral production (b) the amount recov-
erable through depreciation and through deductions other

than depletion, and (¢) the residual value of other property
at the end of operations, but there shall be included, in the
case of oil and gas wells, those amounts of capitalized drill-
Ing and development costs which, as provided in article
23 (m)-16, are recoverable through depletion.

In the case of a natural gas well, where the annual pro-
duction is not metered and Is not capable of being estimated
with reasonable accuracy, the taxpayer may compute the
depletion allowance (without reference to percentage de-
pletion) in respect of such property for the taxable year by
multiplying the adjusted basis of the property by a fraction,
the numerator of which is equal to the decline in closed
or rock pressure during the taxable year and the denomi-
nator of which Is equal to the expected total decline in closed
or rock pressure from the taxable year to the economic limit
of production. Taxpayers computing depletion by this
method must keep accurate records of periodical pressure
determinations,

Art. 23 (m)-3. 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 dis-
covery or within 30 days thereafter, if such mines were not
acquired as the result of purchase of a proven tract or jcase,
and if the falr market value of the property is materially
disproportionate to cost. The value must be equitably ap-
portioned between the lessor and the lessee. For the method
of determining whether g 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 valua
is the taxpayer’s basis for depletion, the depletion for any
taxable year shall be computed by (1) adding to the dis-
covery value of the mineral deposit in the property any
subgsequent allowable capital additions made by the tax-
payer, (2) substracting 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 Hmitation, (3) dividing the remainder by
the number of units of mineral remaining as of the taxable
year, and (4) multiplying the depletion unit, thus de-
termined, 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 percent of the net income
of the taxpayer (computed without allowance for depletion)
from the property upon which the discovery was made, ex-
cept that in no case shall the depletion be less than it would
be if computed without reference to discovery value. For
definition of “net income of the taxpayer (computed without
allowance for depletion) from the property”, see article
23 (m)-1 (h).

This article does not apply to metal mines, coal mines,
sulphur mines or deposits, or to ofl 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, in-
cludes units for which payments were received within the
taxable year although produced and sold prior to the tax-
able year, and excludes units sold but not paid for in the
taxable year. The phrase does not include units with re-
spect to which depletion deductions were allowed or allow-
able prior to the taxable year.

“The number of units of mineral remaining &s 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,

ART. 23 (m)-4. Computation of depletion based on a per-
centage of income in the case of oil and pus wells—Under
section 114 (b) (3), In the case of ofl and gas wells, a tax-
payer may deduct for depletion an amount equal to 2745 per-
cent of the gross income from the property during the taxable
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year, but such deduction shall not exceed 50 percent of the
net income of the taxpayer (computed without allowance for
depletion) from the property. (For definitions of “gross in-
come from the property” and “net income of the taxpayer
(computed without allowance for depletion) from the prop-
erty”, see article 23 (m)-1 (¢) and (h).) In no case shall
the deduction computed under this article be less than it
would be if computed upon the cost or other basis of the
property provided in section 113.

Arr. 23 (m)-5. Computation of depletion based on a per-
centage of tncome in the case of coal mines, metal mines, and
sulphur mines or deposiis —Under section 114 (b) (4) a tax-
payer may deduct for depletion an amount equal to § percent
of the gross income from the property during the taxable year
in the case of coal mines, an amount equal to 15 percent of
the gross income from the property during the taxable year
in the case of metal mines, and an amount equal to 23 percent
of the gross income from the property during the taxable
year in the case of sulphur mines or deposits, but such deduc~
tion shall not in any case exceed 50 percent of the net income
of the taxpayer (computed without allowance for depletion)
from the property. (For definitions of “gross income from
the property” and “net income of the taxpayer (computed
without allowance for depletion) from the property”, see
article 23 (m)-1 (g) and (h).) :

Subject to the qualification specified in the last sentence
of this paragraph, a taxpayer making his first return under
Title I of the Act (for a taxable year beginning after
December 31, 1935) in respect of a property must state as
to each such property whether he elects to have the de-
pletion allowance for each such property for the taxable
yvear computed with or without reference to percentage
depletion. For the purpose of this article the taxpayer’s
first return under Title I of the Act in respect of a property
i3 the return made under that title for his first taxable year
(beginning after December 31, 1935) for which he has any
item: of Income or deduction with respect to such property.
An eclection once exercised 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 prop-
erty 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 gn eclection 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 de-
pletion 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 prop-
erty (for determining gain) in his hands is, under section
113, determined by reference to the basis In the hands of
such taxpayer, either directly or through one or more sub-
stituted bases, as defined in that section. The right of
election specified in this paragraph is subject to the qualifi-
cation that section 114 (b) (4) shall, for the purpose of
determining whether the method of computing the depletion
allowance follows the property, be considered a continuation
of section 114 (b) (4) of the Revenue Act of 1934, and as
giving no new election in cases where such section would
if applied, give no new election.

Ary. 23 (m)-8. Deiermination 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 ac-
quired, 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 infiated
cost or price will be permitted to form the basis of any
calculation of a depletion or depreciation deduction, and in
determining whether the price or cost at which any pur-
chase or sale was made represented the actual market
value of the property sold, due weight will be given to the
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relationship or connection existing between the person
selling the property and the buyer thereof.

ArTt. 23 (m) -1, Determination of fair market value of mién-
eral properties, 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 de-
pletion and depreciation deductions, such value must be de-
termined, subject to approval or revision by the Commis-
sioner, by the owner of the property in the light of the
conditions and circumstances known at that date, regardless
of later discoveries or developments in the property or sub-
sequent improvements in methods of extraction and treat-
ment of the mineral product. The value sought should be
that established assuming a transfer between a willing seller
and a willing buyer as of that particular date. The Com-
missioner 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 fransfers 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 taxation, partnership
accountings, records of litigation 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 ap-
proved methods. Valuations by analytic appraisal methods,
such as the present value method, are not entitled to great
weight, (1) if the value of a mineral deposit can be deter-
mined 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 re-
moval of the mineral does not materially reduce the value
of the property from which it is taken, or (4) if the profits
arising from the exploitation. of the mineral deposit are
wholly or In great part due to the manufacturing or market-
ing ability of the taxpayer or to extrinsic causes other than
the possession of the mineral itself, If the fair market value
must be ascertained as of a certain date, analytic appraisal
methods will not be used if the fair market value can rea-
sonably be determined by any other method.

(b) To determine the fair market value of a mineral
property by the present value method, the essential factors
must be determined for each deposit included in the prop-
erty. The factors essential in the case of all mineral deposits
are (1) the total operating profit, (2) the rate at which this
profit will be obtained, and (3) the rate of interest com-
mensurate with the risk for the particular deposit. In case
of oil and gas properties the additional factors are (A) the
total quantity of oil and gas in terms of the principal or
customary unit (or units) paid for in the product marketed,
(B) the quantity of oil and gas expected to be recovered
during each operating period, (C) the average quality or
grade of the oil and gas reserves, (D) the expected percent-
age of recovery in each process or operation necessary for
the preparation of the oll and 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 is5, cost of production exclusive of depreciation and
depletion. In order to estimate the total operating profit
for mines it is necessary to determine the quantity, guality,
and recoverable mineral content of the developed, probable,
and prospective ore reserves in all cases. For mines with
& 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 re-
quired in estimates of the total expected profit. For mines
with no prior operating record the future sales price and
future production cost per unit of mineral must be estimated
in order to determine the “spread of profit” per unit of
recoverable mineral,

(¢) If the deposit has been sufficiently developed the valu-
ation factors specified in paragraph () may be determined
from past operating experience. In the application of fac-
tors derived from past experience full allowance should be
made for probable future variations in the rate of exhaustion,
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'qu,allt.y. 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 iife
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 general 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 oll-gas ratlo, 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
o 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 23 (m)-9,
In estimating the average grade of the developed and pro-
spective mineral, account should be taken of probable in-
creases or decreases as indicated by the operating history.
The rate of exhaustion of a mineral deposit should be de-
termined 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 de-
posit 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 oll and
gas wells is influenced by the natural decline in pressure and
flow, and also by voluntary or enforced curtailment of pro-
duction. The operating cost includes all current expenss of
producing, preparing, and marketing the mineral product
sold (due consideration being given to taxes) exclusive of
allowable capital additions as defined in article 23 (m)-15
and 23 (m)-16 and deductions for depreciation and deple-
tion, but including cost of repairs. For definitions of *de-
velopment expenses” and “operating expenses” in the case
of oil and gas wells, see article 23 (m)-16. This cost of re-
pairs is not to be confused with the depreciation deduction
by which the cost or value of plant and equipment is re-
turned 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.

(e) The number of units of mineral recoverable in mar-
ketable 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 fur-
ther 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 oper-
nting 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 deter-
mined as of the same date, shall together never exceed the
value at that date of the mineral property in fee simple,

Art, 23 (m)-8. Revaluation of mineral deposits not al-
lowed —No revaluation of a property whose value as of any
specific date has been determined and approved will be made
or allowed during the continuance of the ownership under
which the value was so determined and approved, except in

No. 176——5

2125

the case of a subsequent discovery of nonmetallic minerals,
otheér 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 Commissioner. 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 accord-
ance with section 23 (m) and article 23 (m)-9, and

(b) In case of the sale of & part of the property, between
the part sold and the part retained.

ART. 23 (m)-9. Determination of mineral conients of mines
and of oil or gas wells—If it 1s necessary to estimate or
determine with respect to any property as of any specific
date the total recoverable units (tons, pounds, ounces, bar-
rels, 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 cur-
rent in the Industry and in the light of the most accurate
and reliable information obtainable. In the selection of &
unit of estimate, preference shall be given to the principal
unit (or units) paid for in the product marketed. The esti-
mate of the recoverable units of the mineral products in
the property for the purposes of valuation and depletion
shall include as to both quantity and grade—

(a) The ores and minerals “in sight”, “blocked out”, “de-
veloped”, or “assured”, in the usual or conventional meaning
of these téerms with respect to the type of the deposit, and

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

If the number of recoverable units of mineral in the prop-
erty 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 property 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
development work that the recoverable mineral units are
materially greater or less than the prior estimate thereof,
then such prior estimate shall be revised and the annual
depletion allowance with respect to the property for subse~
quent 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 &
bonus in addition to royalties, there shall be allowed ns a
depletion deductlon in respect of the bonus an amount
equal to that proportion of the basis for depletion as pro-
vided in section 114 (b) (1) or (2) which the amount of the
bonus bears to the sum of the bonus and the royaities ax-
pected to be recelved. Such allowance shall be deducted
from the lessor’'s basis for depletion, and the remainder is
recoverable through depletion deductions cn the basis of
royalties thereafter recelved.

(b) 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 sgreed units of measurement, of such min-
eral, or shall pay, annually, a specified sum of money which
shall be applied in payment of the purchase price or royally
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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
ferminates or is abandoned before the mineral which has
been paid for in advance has been extracted and removed,
the lessor shall adjust his capital account by restoring
thereto the depletion deductions made in prior years on
account of royslties on mineral paid for but not removed,
and a corresponding amount must be returned as income for
the year in which the lease expires, terminates, or is
abandoned.

(d) In leu of the freatment provided for iIn th¢ above
paragraphs the lessor of oil and gas wells may take as a
depletion deduction in respect of any bonus or advanced roy-
alty from the property for the taxable year 27, percent of
the amount thereof; and the lessors of sulphur mines, metal
mines, and coal mines may take as a depletion deduction in
respect of any bonus or advanced royalty from the property
for the taxable year beginning after December 31, 1935, for
which he first makes return in respect of the property (and
for subsequent taxable years in case an election to have
depletion computed on a percentage basis has been exercised
in the proper return) 23 percent, 15 percent, and 5 percent,
respectively, of the amount thereof; but the deduction shall
not in any case exceed 50 percent of the net income of the
taxpayer (computed without allowance for depletion) from
the property.

AnT. 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 (&), 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 the plan or method of depletion and depreciation ac-
counting adopted by the taxpayer has once been approved
by the Commissioner, it can not be changed by the taxpayer
without the consent of the Commissioner, These accounts
shail thereafter be credited annually 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 capital additions, no further deduc-
tions for depletion and depreciation with respect to the prop-
erty shall be allowed, except such depletion deductions as
may thereafter be allowable under section 114 (b) (2), (3), or
(4) and articles 23 (m)-3, 23 (m)-4, or 23 (m)-b.

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

ART. 23 (m)-12. Statement to be attached lo return when
valuation, depletion, or depreciation. of mineral property is
claimed.—(a) Except as provided in article 23 (m)-13, therc
shall be aftached to the return of every taxpayer asserting
a value for any mineral property as of a specific date or
claiming a deduction for depletion or depreciation a state-
ment 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;
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(3) 'The date of acquisition and, {f under lease, the exact”
téerms 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 valu-
ation is necessary to establish the basis as provided by sec-
tion 113 (a);

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

(7) An allocation of the cost or value as between the min-
eral 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 min-
eral 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 of the min-
:ural valued, including the grade or gravity in the case of

(9) The number of units sold and the number of units
for which payment was received during the year for which
the return is made (in the case of newly developed oil and
gas properties it Is desirable that this information be fur-
nished by 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
aliowed, (B) were allowable, and (C) would have been al-
lowable without reference to percentage depletion or dis-
covery value; and

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

(b) To the return of every taxpayer claiming a deduction
for depletion in respect of (1) property in which he owns a
fractional interest only, or (2) a leasehold, or (3) property
subject to lease, there shall also be attached a statement set-
ting 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 prop-
erty, 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 o
lessor or an operating lessee, and who claims depletion with
respect to such property or interest, shall state the &xact
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 fore-
going the following information with respect to each property:

(1) The number of acres of producing oil or gas land
and, if additional acreage i3 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 prop-
erty and of the producing and abandoned wells, dry
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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 avallable) ;

(6) The number of pay sands and average thickness of
each pay sand or zone on the property;

(7) The average depth ot 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
vear, the average number of wells producing during each
vear, and the initial daily production of each well (the
extent to which oil or gas is used for fuel on the property
should be stated with reasonable accuracy):

(9) All available data regarding change In operating
conditions, such as unit operation, proration, flooding, use
of air-gas lift, vacuum, shooting, ete., which have a direct
effect on the production of the property: and

(10> Avallable 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 reservoir rock, percentage of re-
covery, expected date of cessation of natural flow, decline
in estimated potential, and characteristics similar to char-
acteristics of other known fields.

(d) All of the foregoing information must be furnished
under oath, should be summarized, and may be included in
a single affidavit,

(e¢) Any of the information required by this article which
has been previously filed by the taxpayer need not be filed
again but the statement attached to the return must indi-
cate clearly when and in what form the information was
previously filed. When & taxpayer has filed adequate maps
with the Commissioner he may be relieved of further
maps of the same properties, provided all additional infor-
mation 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, ete.

ArT, 23 (m)-13. Statement to be attached to return when
depletion is claimed on percentage basis.—(a) There shall be|
attached to the return of every taxpayer who claims deple-
tion of oll 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 23
(m)-5, a statement containing the following information
with respect to every property for which percentage depletion
is allowable:

(1) All data necessary for the determination of the
“gross income from the property” as defined in paragraph
() of article 23 (m)-1, including the amounts paid to
lessors as rents or royalties, the amounts pald 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 (k) of article 23 (m)-1; and

(3) The information required by paragraphs (a) (1),
(@) (2), (@) (3), and (b) of article 23 (m)-12, The other
information required by article 23 (m)-12 shall also b2
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 neces-
sary for any purpose. The taxpayer may find it desirable
to furnish such other information in all cases.

() ANl of the foregoing information shall be furnished
under oath, should be summarized, and may be included in
a single affidavit,

Art. 23 (m)-14. Discovery of mines other than coal, metal,
ar 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 ofl or gas, coal,
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sulphur, metal, or metallic ores), it must appear that the
mine or minerals were not acquired as the result of the pur-
chase 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 dis-
proportionate to the cost. The fair market value of the
property will be deemed to have become disproportionate to
the cost when the newly discovered minerals are of such
quantity and of such quality as to afford a reasonable ex-
pectation of return to the taxpayer of an amount materially
in excess of the capital expended in making such discovery
plus the cost of future development, equipment, and exploi-
tation.

(b) A mine or minerals of a kind not excepted by this
article may be said to be discovegred when (1) there is found
a natural deposit of mineral, or (2) there is disclosed by
drilling or exploration, conducted above or below ground, a
mineral deposit not previously known to exist and the exist-
ence of which was o 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 tax-
payer to a valuation has been meade, the Commissioner will
take into account the pecullar conditions of each case; but
no discovery, for the purposes of depletion, can be allowed
as to minerals which constitute merely uninterrupted exten-
sions of continuing commercial veins or deposits already
known to exist, which have been or should have been in-
cluded 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 there-
for has resulted or will result in excessive allowances for
depletion.

(d) Discoveries include minerals in commercial quantities
contained within & 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 unin-
terrupted 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.

(¢) The value of property claimed as the result of a dis-
covery must be the fair market value, as defined in article
23 (m)-17, 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.

ArT., 23 (m)-15. Allowable capital additions in case of
mines—(a) All expenditures in excess of net receipts from
minerals sold shall be charged to capital account recoverable
through depletion while the mine is in the development
stage. The mine will be considered to have passed from
& development to & producing status when the major portion
of the mineral production is obfained from workings other
than those opened for the purpose of development, or when
the principal activity of the mine becomes the production of
developed ore rather than the development of additional ores
for mining,

(b) Expenditures for plant and equipment and for replace-
ments, not including expenditures for maintenance and for
ordinary and necessary repairs, shall ordinarily be charged
to capital account recoverable through depreciation. Ex-
penditures for equipment (including its installation and
housing) and for 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 (3) do not represent
an amount expended in restoring property or in making good
the exhaustion thereof for which an allowance is or has
been made, shall be deducted as ordinary and necessary
business expenses.

- "
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ARTt, 23 (m)-16. Charges to capital and to exrpense in the
case of oil and gas wells—(a) Items chargeable to capital or
to expense at taxpayer's option:

(1) Option with respect to intangible drilling and devel-
opment costs in general: All expenditures for wages, fuel,
repairs, haualing, supplies, ete., 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 tax-
payer, be deducted from gross iIncome as an expense or
charged to capital account. Such expenditures have for
convenience been termed intangible drilling and develop-
ment costs. Examples of items to which this option ap-
plies are, all amounts pald for labor, fuel, repairs, hauling,
and supplies, or any of them, which are used (A) in the
drilling, shooting, and cleahing of wells; (B) in such clear-
ing of ground, draining, road making, surveying, and geo-
logical work as are necessary in preparation for the drill-
ing of wells; and (C) in the construction of such derricks,
tanks, pipe lines, and other physical structures as are nec-
essary for the drilling of wells and the preparation of
wells for the production of oil or gas. In general, this
option applies only to expenditures for those drilling and
developing items which in themselves do not have & salvage
value. For the purpose of this option labor, fuel, repairs,
hauling, supplies, etc., are not considered as having a sal-
vage value, even though used in connection with the in-
staliation 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 con-
tract 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 addition to the foregoing option the cost of drilling
nonproductive wells at the option of the taxpayer may be
deducted from gross income for the year in which the
taxpayer completes such a well or be charged to capital
gccount 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 specifically as depreciation or de~
pletion, or if capital expenditures have been cliarged to
expense in lieu of depreclation or depletion, a statement
indicating the extent to which this practice has been
carried should accompany the return.

(b) Recovery of optional {tems, if capitalized:

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

(2) Items returnable through depreciation; If in exer-
cising these options, the taxpayer charges such expendi-
tures as fall within the opiions to capital account, the
amounts so capitalized, in so far as they are represented
by physical property, are returnable through depreciation.
Such expenditures are amounts paid for wages, fuel, re-
pairs, hauling, supplies, ete., used in the installation of cas-
ing and equipment and in the construction on the property
of derricks and other physical structures,

(3) In the case of capitalized intangible drilling and de-
velopment costs incurred under a contract, such costs shall
be allocated between the foregoing classes of items for the
purposes of determining the depletion and depreciation
allowances,
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(¢) 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 considered as hiving a salvage value,
Examples of such items are the costs of the actual ma-
terials in those struc which are constructed in the
wells and on the property, and the cost of drilling tools,
pipe, casing, tubing, tanks, engines, boilers, machines, eto.
The options do not apply to any expenditure for wages,
fuel, repairs, hauling, supplies, etc., in connection with
equipment, facilities, or structures, not incident to or neces-
sary 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,
ete., 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 deprecia-
tion of drilling equipment, are not considered as capital
items, even when incurred during the development of the
property.

(d) This article does not grant a new option or election.
Any taxpayer who made an election or elections under
article 223 of Regulations 69 or under article 243 of Regula-
tions 74 or under article 236 of Regulations 77 or under
article 23 (m)-16 of Regulations 86 is, by such election or
elections, bound with respect to all optional expenditures
whether made before January 1, 1936, or after December
31, 1935, in connection with oil and gas wells. Any tax-
payer who has never made expenditures for drilling ofl or
gas wells prior to the first taxable year beginning aiter De-
cember 31, 1835, must made an election as to intangibla
drilling and development costs in general in the return for
the first taxable year iIn which the taxpayer makes such
expenditures, and a taxpayer who has never made expendi-
tures for a nonproductive well prior to the first taxable year
beginning after December 31, 1935, must make an election as
to the cost of such wells in the return for the first taxable
year in which the taxpayer completes such a well. Any elec-
tion so made is binding for all subsequent years. A taxpayer
is considered to have made an election in accordance with
the manner in which the respective types of optional items
are treated (1) in his return for the first taxable year end-
ing after December 31, 1924, in which optional expenditures
of the respective types are or were made, or (2) in an
amended return filed between June 18, 1927, and December
18, 192%, in accordance with Treasury Decision 4025. Any
taxpayer who has made expenditures for optional drilling
and development costs must attach to his refarn for the
first taxable year beginning after December 31, 1935, 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 improve-
ments “according to the peculiar conditions in each case” may
be taken by a taxpayer 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 reason-
able allowance for obsolescence. (See articles 23 (1)-1 to 23
()10 as to deductions for depreciation and obsolescence gen-
erally. See particularly article 23 (1)-6 with regard to Infor-
mation which must be furnished in substantiation of deduc~
tions claimed for depreciation and obsolescence.)

(b) It shall be optional with the taxpayer, subject to the
approval of the Commissioner, whether the cost or other basls
of the plant and equipment plus allowable capital additions
but minus estimated salvage valug shall be recovered (1) at
a rate established by curreni exhaustion of mineral, or (2)
by ressonable charges for depreciation (see article 23 )-1)
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at a rate determined by the physical life or the economic life
of such plant and equipment, or (3) according to the peculiar
conditions of Lhe case, by a method satisfactory to the
Commissioner.

(¢) The estimated physical life of a plant or unit thereof
(including buildings, machinery, apparatus, roads, railroads,
and other equipment and improvements whose principal use
i5 in connection with the mining or treatment or other neces-
sary 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 deteriora-
tion, decay, wear, and tear,

(d) The estimated economic life of a plant or unit thereof
is the estimated time during which the plant or unit may be
utilized effectively and economically for its intended purposes
and may be limited by the life of the property or of that por-
tion of the mineral deposits which it serves but can never
exceed the physical life.

(e) Any difference between the salvage value of plant and
equipment and the basis provided in section 113 (a), adjusted
as provided in section 113 (b), remaining at the termination
of mining operations shall be returned as profit or loss in
the year in which it Is realized,

(/) 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 of the salvage when the property shall
have become obsolete or shall have been abandoned for the
purpose of mining, or (2) that proper deductions for deprecia-
tion on account of obsolescence and decay shall not be made
during periods when the mine is idle or is producing at a rate
below its normal capacity. In estimating the salvage value
of the 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,

() 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 min-
ing to be recovered through depletion or depreciation.

Art, 23 (m)-18. Depreciation of improvements in the case
of oil and gas wells—Both owners and lessees operating ofl
or gas properties will, in addition to and apart from the de-
duction allowable for depletion as hereinbefore provided, be
permifted to deduct a reasonable allowance for depreciation
of physical property, such as machinery, tools, equipment,
pipes, ete,, so far as not in confiict with the option exercised
by the taxpayer under article 23 (m)-16. The amount de-
ductible 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. Accordingly, where it can be shown to the
satisfaction of the Commissioner that the reasonable expec-
tation of the economic life of the oil or gas deposit with
which the property is connected is shorter than the normal
useful iife of the physical property, the amount annually de-
ductible for depreciation on such property may be based
upon the length of life of the deposit. (See articles 23 ()-1
to 23 (D-10 as to deductions for depreciation and obsoles-
.cence generally, See particularly article 23 (-5 with re-
gard to informeation which must be furnished in substantia-
tion of deductions claimed for depreciation and obsolescence.)

Art. 23 (m)~19. Depletion and depreciation of oil and
gas wells in years before 1916-—If upon examination it is
found that in respect of the entire drilling cost of wells,
including physical property and Incidental expenses, between
March 1, 1913, and December 31, 1915, a taxpayer has been
allowed a reasonable deduction sufficient to provide for the
elements of exhaustion, wear and tear, and depletion, it
will not be necessary to reopen the returns for years prior
to 1916 in order to show separately in these years the por-
tions of such deduction representing depletion and deprecia-
tion, respectively. Such separation will be required to be
made of the reserves for depreciation at January 1, 1916,
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and proper allocation between depreciation and depletion
must be maintained after that date,

Arr. 23 (m)-20. Capilal recoverable through depletion
allowance in the case of timber —In general, the capital re-
maining in any year recoverable through depletion allow-
ances is the basis provided by section 113 (a) adjusted as
provided by section 113 (b). For capitalization of carrying
charges, see article 113 (b)-1, In the case of leases the ap-
portionment of deductions between the lessor and lessee
will be made as specified In article 28 (m)-7. The cost of
timber properties shall be determined in accordance with the
principles Indicated in article 23 (m)-8. For method of
determining fair market value and quantity of timber, see
articles 23 (m)-25 to 23 (m)-27. For depletion purposes
the cost of the timber shall not include any part of the cost
of the land.

ArT, 23 (m)-21. Computation of 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 (@) the basis, provided by section 113 (a) and
adjusted as provided by section 113 (b), of the timber od
hand at the beginning of the year plus the cost of the number
of units acquired during the year plus proper additions to
capital, by (b) the total number of units of timber on hand
in the given account at the beginning of the year plus the
number of units acquired during the year plus (or minus)
the number of units required to be added (or deducted) by
way of correcting the estimate of the number of units re-
maining available in the account. The amount of the de-
duction for depletion in any taxable year with respect to a
given timber account shall be the product of the number of
units of timber cut from the given account during the year
multiplied by the depletion unit of the timber for the given
account for the year. Those taxpayers who keep their ac-
counts on & 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 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.

Art. 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 meade or
allowed during the continuance 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 valuation was made.
Revaluation on account of misrepresentation or fraud or such
gross error will be made only with the written approval of the
Commissioner. The depletion unit should be changed when a
revision of the remaining number of units of recoverable tim-
ber in the property has been made in accordance with article
23 (m)~26.

ART. 23 (m)-23. Depreciation of improvements in the case
of timbder —The cost or other basis of development not repre-
sented by physical property having an inventory value shall
be recoverable through depreciation. It shall be optional
with the taxpayer, subject to the approval of the Commis-
sioner—

(@) Whether the cost or other basls of the property sub-
ject to depreciation shall be recovered at a rate established
by current exhaustion of stumpage, or

(b) Whether the cost or other basis shall be recovered by
appropriate charges for depreciation calculated by the usual
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rules for depreciation or according to the peculiar condi-
tions of the taxpayer’s case by a method satisfactory to the
Commissioner,

In no case may charges for depreciation be based on &
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 equipment may be reduced by
depreciation deductions to & 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 depreciation., (See articles 23 (-1 to 23 (D-10 as
to deductions for depreciation and obsolescence generally,
See particulaxly article 283 (-5 with regard to informa-
tion which must be furnished in substantiation of deduc-
tions claimed for depreciation and obsolescence.)

ART. 23 (m)-24. Information to be furnished by tarpayer
claiming depletion of timber—To the income tax return
of the taxpayer claiming a deduction for depletion or depre-
ciation or both there shall be attached a map and statement
(Form T—Timber) for the faxable year covered by the
income tax return. Form T-—Timber requires the following:

(a) Map showing timber and land acquired, timber cut,
sand timber and land sold;

(D) 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
Joss, if any, is made;

(&) Record of timber cut:

(/) Changes in each timber sccount as the result of pur-
chase, sale, cutiing, reestimate, or loss;

(g) Changes in physical property accounts as the result
of additions to or deductions from capital and depreciation; .

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

(i) Unit production costs; and

() Any other data which will be heipful in determining
the reasonableness of the depletion or depreciation deduc-
tions 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 defail in Form
T—General forest industries questionnaire for the years
prior to 1919,

Arr. 23 (mn)-25. Determination of fair market value of
timber —If the fair market value of the property at a speci-
fied date is the basis for depletion and depreciation deduc-
tions, such value shall be determined, subject to approval or
revision by the Commissioner upon audit, by the owner of the
property in the light of the most reliable and accurate infor-
mation available with reference to the condition of the prop-
erty as it existed at that date, regardless of all subsequent
changes, such as changes in swrrounding clrcumstances, 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 partic-
ular date. Such factors as the following will be given due
consideration:

(a) Chnmctaandqnsmyoftheumberasdeterminedby
species, age, size, condition, ete.;

(b) The quantity of timber per acre, the total gquantity
under consideration, and the location of the timber in ques-
tion with reference 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 exploitation, and the climate and the
state of industrial development of the locality); and

(d) 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
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regions; however, the value placed upon it, taking into con-
sideration such factors as those mentioned above, will be
consistent with that of the other timber in the region. The
Commissioner will give due weight and consideration to any
and all facts and evidence having a bearing on the market
value, such as cost, actual sales, and transfers of simiiar
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 litiga-
tion in which the value of the property has been involved,
the amount at which the properiy may have been inventoried
or appraised in probate or shnilar proceedings, disinterested
appraisals by approved methods, and other factors. For
depletion purposes the fair market value at a specified date
shall not include any part of the value of the land.

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

Art, 23 (m)-26. Determingtion of quantily of timber—
Each taxpayer claiming or expecting to claim a deduction for
depletion is required to estimate with respect to cach sepa-
rate timber account the total units (feet board measure, log
scale, cords, or other units) of timber reasonably known, or
on good evidence believed, to have existed on the ground
on March 1, 1813, or on the date of acquisition of the prop-
erty, as the case may be. This estimate shall state as nearly
as possible the number of units which would have been
found present by a careful estimate made on the specified
date with the object of determining 100 percent of the
quantity of timber which the area would have produced on
that date if all of the merchantable timber had been cut
and utilized in accordance with the standards of utilization
prevailing in that region at that time. If subsequently
during the ownership of the taxpayer making the return,
as the result of the growth of the timber, of changes in
standards of utilization, of losses not otherwise accounted
far, of abandonment of timber, or of operations or develop-
ment work, it is ascertained either by the taxpayer or the
Commissioner that there remain on the ground, avaflable
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 ariginal estimate (but not the basis for
depletion) shall be revised and the annual depletion allow=
ance with respect to the property for subsequent taxable
years shall be based upon the revised estimate.

ART. 23 (m)-27. Aggregating timber and land for purposes
of valuation and accounting—With a view to logical and
reasonable valuation of timber, the 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 point of manufacture is at a considerable distance,
or in which the logs or other products will probably be sold
in a log or other market, the block may be a logging unit
which includes all of the taxpayer's timber which would
logically be removed by a single logging development. In
exceptional cases, provided there are good and substantial
reasons, and subject to approval or revision by the Com-
missioner on audit, the taxpayer may divide the timber in
a given block into two or more accounts, e. g., timber owned
on February 28, 1913, and that purchased subsequently may
be kept in separate accounts, or timber owned on February
28, 1913, and the timber purchased since that date In several
distinet transactions may be kept in several distinct ac-
counts, or individual tree species or groups of tree species
may be carried in distinct accounts, or special timber prod-
ucts may be carried in distinct accounts, or blocks may be di-
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vided into two or more accounts based on the character of
the timber or ifs 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 sccount.,

The timber accounts mentioned in the preceding para-
graph shall not include any part of the value or cost, as the
case may be, of the land. In a manner similar to that pre-
seribed in the foregoing part of this article the land in a
given “block” may be carried in a single land account or may
be divided into two or more accounts on the basis of its
character or accessibility, When such a division is made,
a proper portion of the total value or cost, as the case may
be, shall be allocated to each account.

The total value or total cost, as the case may be, of land
and timber shall be equitably allocated to the timber and
land accounts, respectively.

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

For good and substantial reasons satisfactory to the Com-
missioner, or as required by the Commissioner, the timber or
the land accounts may be readjusted by dividing individual
accounts, by combining two or more accounts, or by divid-
ing and recombining accounts.

ArT, 23 (m)-28. Timber depletion and depreciation ac-
counts 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 (2), as the case may be, of the
property, and the plants, improvements, and equipment, to-
gether 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 quan-
tity 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 allocated to each, (See article 23 (m)-27.)
These accounts shall be credited with the amount of the
depreciation and depletion deductions computed in accord-
ance with article 23 (m)-20 each year, or the amount of
the depreciation and depletion shall be credited to deprecia-
tion and depletion reserve accounts, to the end that when
the sum of the credits for depreciation and depletion equsals
the cost or other basis of the property, plus subsequent al-
lowable capital additions, no further deduction for depre-
clation and depletion will be allowed.

{Sec, 23, Deductions from Gross Income.)|

{In computing net income there shall be allowed as deductions: |

(0) Charitable and other contridutions—In the case of an indi-
vidual, contributions or gifts made within the taxable year to or
for the use of:

(1) the United States, any State, Territory, or any political
subdivision thereof, or the District of Columbis, for exclusively
public purposes;

(2) o corporation, or trust, or community chest, fund, or
foundation, organized and operated exclusively for religious,
charitable, scientific, literary, or educational purposes, or for the
prevention of cruelty to children or animals, no part of the net
earnings of which Inures to the benefit of any private share-
holder or Individual, and no substantial part of the nctivities
of which Is carrying on propaganda, or otherwise attempting, to
influence legisiation;

(3) the special fund for vocational rehabilitation suthorized
by section 12 of the World War Veterans' Act, 1024;

(4) posta or organizations of war veterans, or auxiliary units
or societics of any such posts or organizations, if such posts, or-
ganizations, units, or socleties are organized in the United States
or any of its sexsjons, and If no part of thelr net earnings
Inures to the benefit of any private shareholder or individuni;
or

(6) a fraternal soclety, order, or association, operating under
the lodge system, but only if such contributions or gifta are to
be used exclusively for religious, charitable, scientific, Mterary,
or educational purposes, or for the prevontion of cruelty to
children or animals;

t0 an amsunt which in all the above cases combined does not
fxceed 15 per centum of the taxpayer's net income as computed
without the benefit of this subsection. Such contributions or gifts
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shall bo allowable as deductions only If verified under rules and
regulations prescribed by the Commissioner, with the spproval of
the Secretary. (For unlimited deduction if contributions and gifts
exceed DO por centum of the net income, see section 120,)

ART. 23 (0)-1, Contributions or gifts by individuals.—in
connection with claims for deductions under seétion 23 (o),
there shall be stated on returns of income the name and
address of ecach 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 un-
der section 23 (0) must be substantiated, when required by
the Commissioner, 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.
If the contribution or gift is other than money, the basis for
calculation of the amount thereof shall be the fair market
value of the property at the time of the contribution or gift.
No part of the contributions or gifts made by a partnership
may be claimed as a deduction in the personal return of &
partner. As to deduction of contributions or gifts by part-
nerships, see section 183. In the case of a nonresident alien
individual or & citizen of the United States entitled to the
benefits of section 251, see sections 213 (¢) and 251. This
article does not apply to gifts by estates and trusts (see sec-
tlon 162). For contributions or gifts by corporations see
article 23 (q)-1,

Whether a husband and wife make & joint return or sepa-
rate returns, the 15 percent limitation on the deduction for
contributions or gifts is based on the separate net income
(computed without regard to such contributions or gifts) of
the spouse making the contributions or gifts. (See article
51-1.)

A donation made by an individual to an organization
other than one referred to in section 23 (o) which bears a
direct relationship to his business and is made with a reason-
able expectation of a financial return commensurate with
the amount of the donation may constitute an allowable
deduction as business expense.

[Sec. 23. Deductions from Gross Income.)

{In computing net Income there shall be allowed as deductions: )

(p) Pension trusts—An employer establishing or maintaining a
pension trust to provide for the payment of reasonable pensions
to his employees (If such trust is exempt from tax under sec-
tion 165, relating to trusts created for the exclusive benefit of
employees) shall be allowed 85 a deduction (In addition to the
contributions to such trust during the taxable year to cover the
pension lability sccruing during the year, allowed as n deduoction
under subsection (u) of this section) a reasonable amount trans-
ferred or paild into such trust during the taxable year In excess
of such contributions, but only If such amount (1) has not
theretofore been allowable as a deduction, and (2) is apportioned
In equal parts over a period of ten consecutive years beginning
with the year In which the transfer or payment is made, Any
deduction allowable under section 23 (q) of the Revenue Act of
1928 or the Revenue Act of 1932 or the Revenue Act of 1834
which under such section was ap oned to any taxable year
beginning after December 31, 1935, shall be allowed as a deduc-
tion In the years to which so apportioned to the extent allowable
under such section If it had remalned in force with respect to
such year,

ArT. 23 (p)-1. Payments to employees’ pension trusts.—
An employer who adopts or has adopted a reasonable pen-
sion plan, actuarially sound, and who establishes, or has
established, and maintains a pension trust for the payment
of reasonable pensions to his employees (if the trust is
exempt from tax under section 165, relating to trusts cre-
ated for the exclusive benefit of employees) shall be al-
lowed to deduct from gross income reasonable amounts
paid to such trust, in accordance with the pension plan (in-
cluding any reasonable amendment thereof), as follows:

(a) If the plan contemplates the payment to the trust, in
advance of the time when pensions are granted, of amounts
to provide for future pension payments, then (1) amounts
paid to the trust during the taxable year representing the
pension lability applicable to such year, determined in ac-
cordance 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 & reasonable amount
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transferred or paid to the trust during the taxable year
to cover in whole or in part the pension liability ap-
plicable to the years 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;

(b) If the plan does not contemplate the payment to tha
trust, in advance of the time when pensions are granted,
of amounts to provide for future pension payments, then
(1) amounts paid to the trust during the taxable year rep-
resenting the present value of the expected future payments
in respect of pensions granted to employees retired during
the taxable year shall be allowed as a deduction for such
year as an ordinary and necessary business expense, and
in addition (2) one-tenth of a reasonable amount ftrans-
ferred or paid to the trust during the taxable year to cover
in whole or in part the present value of the expected future
payments in respect of pensions granted to employees re-
tired prior to the taxable year, or so transferred or pald
to place the trust on a sound financial basis, shall be al-
lowed as a deduction for the taxable year and for each
of the nine succeeding taxable years.

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 a pen-
sion trust shall be allowed as a deduction from gross in-
come for such year as an ordinary and necessary business
expense,

In no case will any amount be allowed as a deduction under
this article which was allowable as a deduction from gross
income for any prior year. Devices of whatever nature for
withdrawing profits or paying salaries to officers are not pen-
slon trusts within the meaning of the Act,

A taxpayer claiming the benefit of the deduction allowable
by section 23 (p) must show himself entitled to such deduc-
fion. If a deduction from gross income is claimed on ac-
count of payments to an employees’ pension trust, the fol-
lowing described data shall be filed with the return:

1. A statement describing the pension trust plan, includ-
ing the basis and method of its operation, together with a
copy of the trust indenture, with any amendments thereto,
and other documents constituting a part of the plan,

2. If all employees are not included as beneficlaries of the
pension trust, a statement showing what classes of employees
are excluded, and the general nature of their respective
employment. and duties, together with the reason why all
employees are not covered by the pension trust plan,

3. A statement showing the actuarial computation upon
which the deduction is based.

4. A statement of the receipts and disbursements of the
trust.

5. A schedule showing the application of actuarially com-
puted “reserve factors” to the pay roll data properly classified
for the purpose of computing the reserve liability of the pen-
sion fund as of the end of the taxable year.

6. A schedule showing the application of actuarially com-
puted “current liability factors” fo the pay roll data prop-
erly classified for the purpose of computing the liability of
the pension fund as of the end of the taxable year.

7. A schedule showing the computation of the pension
lability for all employees retired prior to the taxable year,

8. A schedule showing the computation of the Iiability for
employees retived during the taxable year,

8. A schedule showing the receipts and disbursements of
the pension fund during each month of the taxable year, and
the total amount of the fund as of the beginning and end
of the taxable year.

If the valuation factors are changed at any time, either
because of a change in the pension plan or because of a
change in the assumptions upon which the valuation factors
are based, the data indicated under 5, 8, and 7 above, should
be submitted showing the new valuation factors applied to
the pay roll data classified as of the end of the preceding
taxable year, and also a5 of the end of the current taxable
year,
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If the pension plan does not contemplate the payment to
the trust in advance of the time when pensions are granted,
of amounts to provide for future pension payments, the data
described under 5 and 6 above need not be furnished,

In cases where the annuity plan is underwritten by an
insurance company, the taxpayer should show the amount of
any refunds made to him by the carrier under the terms of
his annuity contract. If such refunds were applied by the
insurance company to reduce subsequent premiums or to re-
duce the accrued liability of the annuity plan, or in any other
manner except a cash refund, the taxpayer should submit
full information in regard thereto.

The right to a deduction under section 23 (p) will be recog-
nized 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 employees' pension purposes. However,
should any portion of the funds of a pension trust revert to
the possession, ownership, or control of the employer by rea-
son 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 (b) 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 so reverts, unless prior to the
close of such year it shall again be placed in trust for the
benefit of employvees under provisions satisfactory to the
Commissioner.

A pension trust maintained by affiliated corporations for
the exclusive benefit of their employees is within the scope
of sections 23 (p) and 165. )

Example—Accruals in advance of pensions granted—In
1936 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 company paid $8,950,000 to
the trust. At the time of the payment and in accordance
with the pension plan of the company, the pension liability
applicable to the years prior to 1836, 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 1836, in respect of employees on the active roll, for
pensions to be paid in the future, was $6,500,000; the pay-
ment required to cover the pension liability applicable to the
taxable year 1936 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 1936 was
$360,000.

The deduction for 1936 is computed as follows:

(a) Entire amount paid to on trust representing

pensk
the pension lability applicable to 1836 for pen- :
$450, 000

sions to be pald In the future. ..o
(b) One-tenth of $8,500,000, amount transferred to pen-
slon trust to cover the pension labllity applicable
to the years prior to 1036, in respect of employees
on either the retired roll or the active roll, for
pensions to be paid in the future. oo 850, 000
4 Total deduction. .. 1, 300, 000

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

Ezample—Accruals on basis of pensions granied —In 1936
the N 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 company paid $2,300,000 to
the trust. At the time of the payment the present value of
the expected future payments in respect of pensions granted
to employees retired prior to 1936 was $2,000,000; the present
value of the expected future payments in respect of pensions
granted to employees retired during 1936 was $300,000. The
amount paid to retired employees of the N Company by the
pension trust as pensions during 1936 was $360,000.
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The deduction for 1936 is computed as follows:

(¢) Entire amount paid to the penison trust representing
the present value of the expected future payments
in reapect of pensions granted to employees retired
durl 1936

(b) One-tenth of $2,000,000, the amount transferred to
the pension trust to cover the present valwe of the
expected future payments in respect of persio
granted to employees retired prior to 1938

Total deduction. ..

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

(q) Charitable and other contridbutions by corporations—In the
case of o corporation, contributions or gifts made within the taxable
year to or for the use of a domestic corporation, or domestic trust,
or domestic community chest, fund, or foundation, organized and
opernted exclusively for religious, charitable, scientific, literary, or
educational purposes or the prevention of cruelty to children (but
In the case of contributions or gifts to a trust, chest, fund, or
foundation, only If such contributions or gifts are to be used
within the United States exclusively for such purposes), no part
of the net earnings of which Inures to the benefit of any private
shareholder or individual, and no substantial part of the activities
of which is carrying on propaganda, or otherwise attempting, to
influence legisiation; to an amount which does not exceed 5 per
centum of the taxpayer's net income as computed without the
benefit of this subsection. Such contributions or gifts shall be
sllowable as deductions only If verified under rules and regulations
prescribed by the Commissioner, with the approval of the Secre-
tary.
m?;) For deduction of dividends pald by certain banking corpora-
tions, sec section 121,

ArT. 23 (q)-1. Conlributions or gifts by corporations—A
corporation is entitled to deduct from gross income for a
taxable year beginning after December 31, 1935, contributions
or gifts Lo organizations referred to in section 23 (q), whether
or not such contributions or gifts constitute business ex-
penses, but only to the extent provided in that section,

Corporations may deduct, for a taxable year beginning
after December 31, 1935, to the extent provided by section
23 (q), contributions or gifts to organizations referred to in
that section, only for the taxable year in which they are
actually paid, regardless of when pledged and regardless of
whether the books and records of the corporation are kept
on the cash receipts and disbursements basis or the accrual
basis.

The provisions of the first paragraph of article 23 (0)-1,
relating to (1) the statement in returns of the name and
address of each organization to which a contribution or
gift was made and the approximate date and the amount of
the contribution or gift, (2) the substantiation of the claims
for deductions when required by the Commissioner, and
(3) the basis for calculation of the amount of a contribution
or gift which is other than money, are equally applicable to
claims for deductions of contributions or gifts by corpora-
tions under section 23 (q).

Donations to organizations other than those referred to
in section 23 (q) which bear a direct relationship to the
corporation’s business and are made with a reasonable
expectation of a financlal return commensurate with the
amount of the donation may constitute allowable deductions
as business expenses. For example, a street railway corpora-
tion may donate a sum of money to an organization (of a
class not referred to in section 23 (q)) intending to hold
a4 convention in the city in which it operates, with the
reasonable expectation that the holding of such convention
will augment its income through a greater number of people
using the cars. Sums of money expended for lobbying pur-
poses, the promotion or defeat of legislation, the exploitation
of propaganda, including advertising other than trade adver-
tising, and contributions for campaign expenses, are not
deductible from gross income,

Sec, 24, Items not Deductidle —

(&) General rule~In computing net income no deduction shall
in any case be allowed In respect of—

(1) Personal, living, or family expenses;

(2) Any nmount-paid out for new buildings or for permanent
Improvements or betterments made to increase the value of
any property or estate;
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(3) Any smount expended In restoring property or in making
good the exhaustion thereof for which an allowance 18 or has
been made;

(4) Premiums paid on any lfe insurance policy covering the
Iife of any officer or employee, or of any person fnancislly inter-
ested In any trade or business carried on by the taxpayer, when
thﬁ taxpayer is directly or indirectly n beneficiary under such
policy;

(6) Any amount otherwise allowable as a deduction which is
allocable to one or more classes of Income other than interest
(whether or not any amount of income of that class or classes is
received or accrued) wholly exempt from the taxes imposed by
this title; or

(6) Loss from sales or exchanges of property, directly or indi-
rectly, (A) between members of o family, or (B) except in the
case of distributions in liquidation, between an individual and a
corparation 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
conaidered as owning the stock owned, directly or indirectly, by
his family; and (D) the family 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 Columbin, possession
of the United States, or foreign country &5 Incomse to the holder
of a life or terminable interest acquired by gift, bequest, or In-
heritance shall not be reduced or diminished by any deduction
for shrinkage (by whatever name called) in the value of such
interest due to the lapse of time, nor by any deduction allowed
by this Act (except the deductions provided for in subsections
(I) and (m) of section 23) for the purpose of computing the
net Income of an estate or trust but not allowed under the laws
of such State, Territory, District of Columbia, possession of the
United States, or foreign country for the purpose of computing
the income to which such holder {s entitled,

(¢) Tar withh#id on tax-free covenant bonds—Far nondeducti-
bility of tax withheld on tax-free covenant bonds, see section
143 (a) (3).

ArTt, 24-1. Personal and family exrpenses—Insurance paid
on a dwelling owned and occupied by a taxpayer is a per-
sonal 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 recelves clients, patients, or callers
there in connection with his professional work (his place
of business being elsewhere), no part of the rent is deductible
as a business expense. If, however, he uses part of the house
for his office, such portion of the rent as is properly attribu-
table 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 pald as damages for breach of promise
to marry, attorneys’ fees and other costs of suit to recover
such damages, attorneys' fees paid in & suit for separation,
alimony, and an allowance paid under & separation agree-
ment are not deductible from gross income. (See article
22 (b) (3)-1.) The cost of equipment of an Army officer to
the extent only that it is especially required by his 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.

Anrt. 24-2. Capital expenditures—Amounts paid for in-
creasing the capital value or for making good the depre-
ciation (for which a deduction has been made) of property
are not deductible from gross income. (See section 23 (1).)
Amounts expended for securing a copyright and plates,
which remain the property of the person making the pay-
ments, are investments of capital. The cost of defending
or perfecting title to property constitutes a part of the cost
of the property and is not a deductible expense. The amount
expended for architects' services is part of the cost of the
building. Commissions paid in purchasing securities are a
part of the cost price of such securities. Commissions paid
in selling securities, when such commissions are not an
ordinary and necessary business expense, are an offset
against the selling price. Expenses of the administration
of an estate, such as court costs, attorneys’ fees, and exec-
utors’ commissions, are chargeable against the corpus of
the estate and are not allowable deductions. Amounts to
be assessed and paid under an agreement between bond-
holders or shareholders of a corporation, to be used in a
reorganization of the corporation, are investments of capital
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and not deductible for any purpose in refurns of income
(See article 22 (a)-17.) An sssessment paid by a share-
hoider of a national bank on account of his statutory lia-
bility s ordinarily not deductible but, subject to the provi-
sions of the Act, may in certain cases represent a loss. Ex-
penses of the organization of a corporation, such as incor-
poration fees, attorneys’ and accountants’ charges, are cap-
ital expenditures and not deductible from gross income, A
holding 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 holdings in the subsidiary may not
deduct amounts paid in carrying out this guaranty In com-
puting its net income, but such payments may be added
to the cost of its stock in the subsidiary.

AnrY. 24-3. Premiums on business insurance—Premiums
pald 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 {nsured are not deductible from the taxpayer’s gross
income. If, however, the taxpayer is not & beneficiary under
such a policy, the premiums so paid will not be disallowed
as deductions merely because the taxpayer may derive a bene-
fit from the increased efficiency of the officer or émployee in-
sured. (See articles 22 (a)-3 and 23 (a)-6 to 23 (a)-8.)
In either case the proceeds of such policies paid by reason
of the death of the insured may be exclyded from gross in-
come whether the beneficiary is an individual or a corpora-
tion, 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 excmpt income, other than
interest—(a) Class of exempt income—As used in this arti-
cle, the term ‘class of exempt income" means any class of
income, other than interest (whether or not any amount of
income of that class or classes is received or accrued), wholly
exempt from the taxes imposed by Title I of the Act. In-
cluded 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 interesi,
exempt under the provisions of any other law from the taxes
imposed by Title I. Thus the income derived from the opera-
tion of a lease of State lands, constituting such an instru-
mentality of the State as to render the income constitution-
ally exempt Trom 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
deductions under section 23 all items referable to the produc-
tion of exempt income. Only one exception is made, namely,
in the case of exempt Interest. (See section 23 (b).)

(b) Determination of amcunts allocable to a class of
exempt 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 {tems, 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, deter-
mined 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 employes
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 atiributable to the property used in performing
such service, or for any portion of overhead expenses so
attributable.

(¢) Statement of items of exempt income—Records—A
taxpayer recelving any class of exempt Income or holding
any property or engaging in any activity the income from
which is exempt shall submit with his return &s a part there-
of an itemized statement, in detail, showing (1) the amount
of each class of exempt income, and (2) the amount of
items, or parts of items, allocated to each “such class (the
amount allocated by apportionment being shown separately)
as required by paragraph (b). If an item is apportioned
between a class of exempt income and a class of taxable in-
come, the statement shall show the basis of the apportion-
ment. Such statement 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),

ART, 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 1936, A had losses
from sales of shares of stock as follows:

.
basis of | SSUOE | Loas Persan to whom sold
shares

sold

$4, 000 8,900 $100 | Grandiatherof A,

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

4, 000 3,700 300 | Spouseof A, -

4, 000 3,000 400 | Granddsughter of A,

4, 000 3, o 50 | The M corporation, 55 percent (o value of the out-
standing stock of which was owned by A,

4,000 3400 "o ha O , 100 porcant in value of the ot
standing stock of which was owned by the P earpoca-
tion, 81 peroont (n value of ths cutstanding stoek of
x:m P corporstion being owned by the grandson of

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

Ant. 24-6. Life or terminable interests—Amount paid o
the holder of a life or terminable interest acquired by gifi,
bequest, or inheritance shall not be subject to any deduction
for shrinkage (whether called depreciation or any other
name) in the value of such interest due to the lapse of time.
In other words, the holder of such an interest so 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
113 @) 5).)

No deductions shall be allowed in the case of a life or
terminable interest acquired by gift, bequest, or inheritance,
{f the estate or trust is entitled to a deduction under the Act
but there is no reduction of the income of the life or ter-
minable interest. For example, an estate or a trust in a
certain State sells securities at a loss; if, under the laws of
that State, the beneficiary suffers no actual loss, then even
though the estate or trust is permitted to deduct such loss in
making its return, the beneficiary whose income has not been
diminished thereby is not entitled to a deduction on account
of such loss, but must include in his return the full amount
distributed or distributable. (See section 162.) Howevcr,
in the case of property held by one person for life with
remainder to another person and in the case of properiy
held in trust, see section 23 (1) as to depreciation and section
23 (m) as to depletion.
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CHAPTER V

CREDITS AGAINST INCOME

Sue. 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
credits agalnst the net income:

(1) Interest on United Stotez ~The amount re-
celved as interest upon obligations of the United States which
s included in gross income under section 232.

(2) Interest on obligations of instrumentalities of the United
States~«The amount received as interest on obligations of a
corporation organized under Act of Congress, if (A) such cor-
poration i1s an instrumentality of the United States; and (B)
such interest is included In gross income under scction 23;
and (€) under the Act authorizing the issue thereof, as amended
and supplemented, such interest is exempt from normal tax,

(8) Earned (ncome 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.

(%) Barned income definitions.—For the purposes of this sec-
tion—

(A) “Earned Iincome" means wages, salaries, professional
fees, and other amounts recelved as compensation for per-
vonal services uctunlly 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 o distribu-
tion of earnings or profits rather than a reasonable allowance
as compensation for the personal services actually rendered.
In the case of & taxpayer engaged in a trade or business in
which both personal services and capital are material income
producing fuctors, u reasonable allowance as compensation for
the personal services actually rendered by the taxpayer, not
In excess of 20 per centum of his share of the net profits of
such trade or business, shall be considered as earned income.

(B) “Earned income deductions” means such deductions as
ure allowed by section 23 for the purposs of computing net
income, and are properly allocable to or chargeable against
earned income,

(C) “Earned net Income” means the excess of the amount
of the earned Income over the sum of the earned income 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 s more than $3,000, his earned
net income shall not be considered to be less than $3,000. In
no case shall the earned net income be considered to be more
than $814,000.

(b) Credits for both normal tar dand surtar—There shall be
allowed for the purposes of the normal tax and the surtax the
following credits agalnst net income.

(1) Personal exemption—In the case of a single person, a
personal exemptiion of 81,000 or in the case of the head of a
family or o married person living with husband or wife. a
A husband and wife Iliving
together shall recelve but one personal exemption. The amount
of such personal exemption shall be $2500. If such husband
and wife make separate returns, the personal exemption may be
taken by elther or divided between them.

(2) Credit for dependents—3$400 for each person (other than
husband or wife) dependent upon and recelving his chief support
from the taxpayer If such dependent person is under eighteen
yeara of age or I3 Incapable of self-support because mentslly
or physically defective.

(3) Change of status—If the status of the taxpayer, insofar
#5 16 nifects the personal exemption or credit for dependents,
changes during the taxable year, the personal exemption and
credit shall be appertioned, under rules and regulations pre-
ecribed by the Commissioner with the approval of the Secre-
tary, in secordance with the number of months before and after
such change. For the purpose of such apportionment a frac-
tional part of a month shall be d ed unless It amounts
to more than half a month in which case It shall be considered
0y & month,

Art. 25-1. Credits of individual against net income —For
the purpose of computing the normal tax the taxpayer's net
Income as determined pursuant to sections 21-24 is first
reduced by the sum of the allowable credits. These include
interest exempt from normal tax only (and hence included in
gross 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
4 credit for dependents. (See section 22 (b) (4).) For the
purpose of computing the surtax the taxpayer's net income
I5 entitled to none of these credits, except the credit for
personal exemption and credit for dependents,
 Arr, 25-2. Earned income credit —Under section 25 (a) (3)
the earned income credit allowable for the purpose of com-
puting the normal tax-is 10 percent of the amount of the

personal exemption of $2,500.
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earned net income, but not in excess of 10 percent of the
amount of the entire net Income.

The entire amounl received as professional fees may be
treated as earned income if the taxpayer is engaged In a
professional occupation, such as a doctor or a lawyver, even
thgugh he employs assistants to perform part or all of the
services, provided the clients or patients are those of the
taxpayer and look to the taxpayer as the person responsible
for the services performed. In the case of 2 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
percent of his share of the net profits of such trade or busi-
ness. No general rule can be prescribed defining the trades
or businesses in which personal services and capital are mate-
rial income-producing factors, but this question must be de-
termined with respect to the facts of the individual cases.

The provisions of sections 25 (a) (3) and 25 (a) (4) may
be fllustrated generally by the following examples:

Ezample 1.—An individual received income fram interest
on bonds during the calendar year 1936 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:

$6, 000

Allowable deductions_ . oo e 2: 000

Entire net Income
Earned net Income allowable under section 25 (a) (4) (C)..
Earned income credit allowable (10 percent of $3,000)

Example 2—An individual received a salary of $20,000 as
a traveling salesman for the calendar year 1936. His allow-
able deductions under section 23 for that year amounted to
$12,000, of which $2,000 was for traveling expenses in the
course of his business and $10,000 was for a loss of his home
from fire. His net income is $20,000 minus $12.000, or $8,000.
He is entitled to an earned income credit of $800, computed as
follows:

4, 000
3, 000
300

Earned net income before supplying limitation in
section 25 (a) (4) (C)
Earned net income as limited to maximum amount pre-
scribed by section 25 (a) (4) (C)
Earned income credit before applying limitation in section
25 (a) (3) (10 percent of $14,000)
Earned Income credit allowable ss Iimited by section 25
(8) (3) (10 percent of 88,000, net income)

Ezample 3.—During the calendar year 1936 an individual
was engaged in a business in which both personal services
and capital were income-producing factors. A reasonable
allowance as compensation 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 applylng limitations In section 25
(a) (4) (A)

Earned income as limited by section 25 (&) (4) (A) (20
percent of $£35,000)

Earned income credit allownble (10 percent of $7,000) .. ...

~ ART. 25-3. Amount of personal eremption 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 together have but
ong personal exemption, which is $2,500. If they make
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separate returns, each may claim one-half of the personal
exemption, or such exemption may, in accordance with an
agreement enteied into by them, be taken by either or di-
vided between them In any proportion.

ART, 25-4. Personal exemption of head of family—A head
of a family is an individual who actually supports and main-
tfains in one household one or more individuals who are
closely connected with him by blood relationship, relation-
ship by marriage, or by adoption, and whose right to exer-
cise family control and provide for these dependent indi-
viduals 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 fam-
ily within the meaning of the Act must depend on the char-
acter of the separation. If a father is absent on business,
or a child or other dependent is away at school or on a
vigit, the common home being still maintained, the addi-
tional exemption applies. If, moreover, through force of
circumstances a parent is obliged to maintain his dependent
children with relatives or in a boarding house while he lives
elsewhere, the additional exemption may still apply. If,
however, without necessity the dependent continuously makes
his home elsewhere, his benefactor is not the head of a
family, irrespeciive of the guestion 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 exemp-
tion, see article 25-3.

ARrT, 25-5. Personal exemption of married person—In the
case of a married man or married woman the joint ex-
emption 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 & man or woman has a wife or husband ly-
ing with him or her within the meaning of the Act must
depend on the character of the separation. If merely occa-
sionally and temporarily a wife is away on a visit or a hus-
band is away on business, the joint home being maintained,
the additional exemption applies. The unavoidable absence
of a wife or husband at a sanatorium or asylum on account
of illness does not preclude claiming the exemption. If, how-
ever, the husband voluntarily and continuously makes his
home st one place and the wife hers at another, they are
not Hying together within the meaning of the Act, irrespective
of their personal relations. A resident alien with a wife re-
siding abroad is not entitled to the joint exemption,

Ant. 25-6. Credit for dependents —A taxpayer, other than
a nonresident alien who is not a resident of Canada or Mex-
ico (see section 214), receives a credit of $400 for each person
(other than husband or wife), whether related to him or not
and whether living with him or not, dependent upon and re-
ceiving his chief support from the taxpayer, provided the
dependent Is either (a) under 18, or (b) incapable of self-
support because defective.

The credit is based upon actual financlal dependency nnd
not mere legal dependency, It may accrue to a taxpayer who
is not the head of a family, But & father whose children re-
ceive half or more of their support from a trust fund or
other separate source is not entitled to the credit.

Art. 25-7. Personal exemption and credit for dependents
where status changes—Ii 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 appor-
tioned according to the number of months during which the
taxpayer occupied each status. A taxpayer not having the
status of a head of a family or the status of a married per-
son living with husband or wife shall be considered as hav-
ing the status of a single persan. For the purpose of the
apportionment of the personal exemption and credit for de-
pendents a fractional part of a month shall be disregarded
unless it amounts to more than half a month, in which case
it shall be considered as a month. In general, the personal
exemption and credit for dependents allowable to any tax-
payer will be the sum of the amounts apportioned to the
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several periods of the taxable year during which each status
was occupied,

Example (1) —A, who had been fingle during the pre-
ceding months of 1936, 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 1936, the
personal exemption will be $3,208.33; that is, 74+ of $1,000
for A while single, plus %> of $1,000 for B while single, plus
%2 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 1936, each may claim a personal exemption
of $1,104.17; that is, %+ of $1,000, plus % of %« of $2,600.
In 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.

Example (2) —A and B, who were heads of families during
the first six months of 1936, were married on July 1, 1836, 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
1936, the personal exemption will be $3,750; that is, % of
§$2,600 for A while the head of a family, plus % of $2,500 for
B while the head of a family, plus % of $2,500 for the period
during which they were married and living together. If sepa-
rate returns are made by A and B on the calendar year basis
for 1936, each may claim & personal exemption of $1,875:
that Is, % of $2,500, plus 3% of % of $2,500. In the latter
case, however, the joint exemption of % of $2,500 may by
agreement be taken efther by A or B or divided between
them in any proportion.

Example (3) —A and B were married and living together
until November 30, 1936, when B, the wife, died. They had
no dependents. The executor or administrator in making a
retwrn for B may claim a personal exemption of $1,229.16;
that Is, 1% of 42 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 Y= of $1,000, or $83.33, for the period from the
date of the decedent's death to the close of the taxable year.
If A, the surviving spouse, makes a return for 1936 on the
calendar year basis, he may claim a personal exemption of
$1,229.16; that is, '4 of 114 of $2,500, or $1,145.83, plus Y« of
$1,000, or $83.33. However, the combined personal exemption
of A and B for the period during which they were married
and living together, that is, 1% of $2,500, or $2,291.67, may
by agreement be taken either by A, or by B's executor or
administrator in behalf of B, or divided between them in any
proportion.

Ezxample (4) —A furnished the chief support of a child
under 18 years of age until the death of the child on June 20,
1936. If A makes a return on the calendar year basis for
1936, 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, %2 of $400.

Example (5) —A and B were married and living together
until June 30, 1936, 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 remainder of the year. If B makes a return
for 1936 on the calendar year basis, she 15 entitled, in addi-
tion to a personal exemption, ta a credit for dependents in
the amount of $200; that is, % of $400. The executor or
administrator in making a return for A is entitled, In addi-
tion to a personal exemption, to a credit for dependents in
the amount of $200; that is, % of $400,

Sxo. 26. Credits of ~In the case of a corporation
the following credits 1 be allowed to the extent provided In
the various sections imposing tax—

(a) Interest on obligations of the United States and its instru-
mentalities—The amount received as interest upon obligations of
the United States or of corporations organized under Act of Con-
gress which is allowed to an individual as a credit for purposes of
normal tax by section 25 (a) (1) or (2).

(b) Dividends received —85 per centum of the asmount received
&8s dividends from & domestio corporation which is subject to tax-
ation under this titlo. The credit allowed by this subsection shall
not be allowed In rupect of dividends received from & corporation
organizad under the China Trade Act, 1922, or from & corporn-
tion which under section 251 s taxable only on its gross incomo
from sources within the United States by reason of ita receiving o
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Jarge percentage of its gross Income from sources within a posses-
slon of the United States.
(¢) Contracts restricting peyment of dividends—

(1) Prohidition on payment of dividends—An amount equnl
to the excess of the adjusted net income over the aggrogate of
the amounts which can be distributed within the taxable year
a8 dlvidends without violating a provision of a written contract
executed by the corporstion prior to May 1, 1836, which &ro-
vislon expressly deals with the payment of dividends, n
corporation would be entitled to a credit under this paragraph
because of a contract provision and also to one or more credits
because of other contract provisions, only the largest of such
credits shall be allowed, and for such purpose if two or more
credmsclm equal in amount only one shall be taken into
accoun

(2) Disposition of profits of tazadle year—An amount equal
to the portion of the earnings and profits of the taxable year
which is required (by a provision of & written contract executed
by the corparation prior to May 1, 1936, which provision expressly
deals with the disposition of earnings and profits of the taxable
year) to be pald within the taxable year In discharge of n debt,
or to be lrrevocably sct u:do within the taxable year for the
discharge of a debt; to the extent that such amount has been
50 pald or set aside. For the purposes of this paragraph, & re-
quirement to pay or set aside an amount equal to & percentage
of earnings and profits shall be considered a requirement to pay
or set aside such percen of earnings and profits, As used
in this paragraph, the “debt” does not include s debt in-
curred after April 30, 1936,

(3) Double credit not aliowed—If both paragraph (1) and
paragraph (2) apply, the one of such paragraphs which allows
the greater credit shall be nppl ; and, if the credit allowable
under each paragraph is the sune. only one of such paragraphs
shall be applied.

(d) Bank affiliates—In the case of s holding company affiliate
(ns defined In section 2 of the Banking Act of 1033), the amount
of the earmings or profits which the Board of Governors of the
Federal Reserve System certifies to the Commissioner has been
devoted by such afliate durlnf‘um taxable year to the acquisi-
tion of readily marketable other than bank stock in com~
pliance with section 5144 of the Revised Statutes. The aggregnte
of the credits allowable under this subsection for all taxable years
thall not exceed the amount required to be devoted under such
sectlon 5144 to such purposes.

(e) National mortgage associations—In the case of a national
mortgage association created under Title ITI of the National Hous-
ing Act, the amount of the earnings or profits which the Federal
Housing Administrator certifies to the Commissioner has been
devoted by such association during the taxable year to the ac-
quisition of such reserves as the Administrator may require under
the provisions of section 303 of that Act,

ArT, 26-1. Credit of corporation for interest on obligations
of the United States and its instrumentalities—The credit
allowed by section 26 (a) is an amount equal to the interest
received upon obligations of the United States or of a cor-
poration organized under Act of Congress (if such corpora-
tion is an instrumentality of the United States and under
the Act authorizing the issue of such obligations, as amended
and supplemented, such interest is in the case of individuals
exempt from normal tax) which is included in gross income
under section 23.

ART. 26-2. Credil in connection with contracts restricting
payment of dividends.—(a) The credit provided in section
26 (c) with respect to contracts restricting the payment of
dividends is not available under every contract which might
operate to restrict the payment of dividends, but only with
respect to those provisions of written contracts executed by
the corporation prior to May 1, 1936, which satisfy the
conditions prescribed in the Act. The charter of & corpora-
tion does not constitute a written contract executed by the
corporation within the meaning of section 26 (¢c). The pro-
}’Lﬁons recognized by the Act are of two general types, as

ollows:

(1) Those which come within section 26 (¢) (1), in
that they prohibit or limit the payment of dividends dur-
ing the taxable year; and

(2) Those which come within section 26 (c)

(2), in
that they require the payment, or irrevocable setting aside,
within the taxable year, of a specified portion of the earn-
Ings or profits of the taxable year for the discharge of a
debt incurred on or before April 30, 1936.

If a corporation is restricted with respect to the payment
of dividends by two or more contract provisions coming
within section 26 (¢) (1), only the largest of the credits
computed with respect to each of such provisions, and not
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their sum, shall be allowable under section 26 (¢) (1) and,
for such purpose, if two or more credits are equal in amount,
only one shall be taken into account, However, section 25
(¢) (3) provides that if both section 26 (¢) (1) and section
26 (c) (2) apply, only the one of such paragraphs which
allows the greater credit shall be applied, and, if the credit
allowable under' each paragraph is the same, only one of
such paragraphs shall be applied.

(b) Prohibition on payment of dividends—The credit pro-
vided in section 26 (¢) (1) is allowable only with respect ta
a written contract executed by the corporation prior to May
1, 1936, which expressly deals with the payment of dividends
and operates as a legal restriction upon the corporation as to
the amounts which it can distribute within the taxable year
as dividends, If an amount can be distributed within the
taxable year as a dividend—

(1) In one form (as, for example, in stock or bonds of
the corporation) without violating the provisions of a con-
tract, but can not be distributed within the taxable year
as & dividend in another form, as, for example, in cash)
without violating such provisions, or

(2) at one time (as, for example, during the last half
of the taxable year) without violating the provisions of a
contract, but can not be distributed as a dividend at an-
other time within the taxable year (as, for example, dur-
ing the first half of the taxable year) without violating
such provision—

then the amount is ona which, under section 26 (¢) (1), can
be distributed within the taxable year as a dividend with-
out violating such provisions,

The credit provided in section 20 (¢) (1) Is equal to the
excess of the adjusted net income, as defined in section
14 (1), over the aggregate of the amounts w can be dis-
tributed within the faxable year without violating the pro-
visions of such contract. The requirement that the provisions
of the contract expressly deal with the payment of divi-
dends is not met in case (1) & corporation Is merely required
to set aside periodically a sum to retire its bonds, or (2) the
contract merely provides that while its bonds are outstand-
ing the current assets shall not be reduced below a specified
amount.

The computation of the credit allowable under section
26 (¢) (1) may be illustrated by the following examples:

Example (1) —For the calendar year 1938 the A Corpora-
tion (which was organized in 1018) has a net income (on
the accrual basis) of $200,000, a normal tax liability of
$28,840, and an adjusted net income of $171,160. At the
beginning of the taxable year is had $50,000 of accumulated
earnings and profits. Its earnings and profits of the taxable
year before deducting Federal income taxes amount to
$210,000. The corporation has second mortgage 6 percent
bonds outstanding at the ciose of the year, issued prior to
January 1, 1936, in the amount of $1,000,000. An amount of
the earnings and profits sufficient to retire 10 percent of such
bonds must, by the provisions of the underlying mortgage,
be set aside annually before any dividends can be paid on
its stock. The credit allowable under section 26 (¢)(1) Is
$40,000, computed as follows;

Adjusted net income
te of amounts which can be distributed:
Earnings and profits of the taxable year

before deducting Federal income taxes... $210, 000
1ess normal X e meeaeee 28, 840

181 ,160
Plus earnings and profits at begtnn.lng of
taxable year accumulated after February
28, 1913,

8171, 180

50, 000

231, 160
Less amount required for retirement of bonds 100, 000
— 131, 100

Credit allownble 40, 000

Example (2) —Under the terms of a contract éntered
into prior to January 1, 1836, Corporation B obtained a loan
of $300,000. The contract provided that as long as the
debt remains unpaid not more than 50 percent of the
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annual earnings shall be used for the payment of dividends.
Corporation B has an adjusted net income (on the accrual
basis) of $162,660 and a normal tax linbility of $27.340. The
current earnings and profits amount to $140,000 before de-
ducting Federal income taxes and in addition thereto the
corporation had at the beginning of its taxable year $40,000
representing earnings and profits accumulated after Febru-
ary 28, 1913. The credit allowable under section 26 (¢) (1)
is $66,330, computed as follows:

Adjusted net Iincome

Aggregate of amounts which can be distributed:
Current earnings and profits________
Less normal tax.

£140, 000
27,340
Current earnings and profits avaflable.... 112,660
Plus earnings and profits at beginning of
taxable year accumulated after February

96,330

Credit allowable. 66, 330

(¢) Disposition of profits of taxable year —Under the pro-
visions of section 26 (¢) (2), a corporution is allowed a
credit in an amount equal to that portion of the earnings
and profits of the taxable year which, by the terms of a
written contract executed by the corporation prior to May
1, 1936, and expressly dealing with the disposition of the
earnings and profits of the taxable year, it is required within
the taxable year to pay in, or irrevocably to set aside for,
the discharge of a debt incurred on or before April 30, 1936.
The credit is limited to that amount which is actually so
pald or frrevecably set aside during the taxable yesr pur-
suant to the requirements of such a contract.

Only a contractual provision which expressly deals with
the disposition of the earnings and profits of the taxable
year shall be recognized as a basis for the credit provided
in section 26 (¢) (2). A corporation having outstanding
bonds is not entitled to a credit under & provision merely
requiring it, for example, (1) to retire annually a certain
percentage or amount of such bonds, (2) to maintain a sink-
ing fund sufficient to retire all or a certain percentage of
such bonds by maturity, (3) to pay into s sinking fund for
the retirement of such bonds a specified amount per thou-
sand feet of timber cut or per ton of coal mined, or (4) to
pay Into a sinking fund for the retirement of such bonds
an amount equal to a certain percentage of gross sales or
gross income, Such provisions do not expressly deal with
the disposition of earnings and profits of the taxable year,
A contractural provision, however, shall not be considered as
not expressly dealing with the disposition of earnings and
profits of the taxable year merely because it deals with such
earnings and profits In terms of “net income”, “net earn-
ings”, or “net profits.”

The term “debt" as used In section 26 (¢) (2) does not
include an obligation of the corparation to a shareholder, as

such, as distinguished from a creditor. Accordingly,’

amounts paid Into, or set aside for, a sinking fund by a cor-
poration for the retirement of preferred stock, pursuant to
the terms of an agreement underlying the preferred stock
issue, shall not be considered as set aside for discharge of a
debt, An indebtedness evidenced by bonds or other simllar
obligations issued by a corporation is incurred as of the date
such obligations are issued, and the amount of such indebted-
ness is the amount represented by the face value of the obli-
gations. For the purpose of this article a bond or other
similar obligation is not issued untll it is executed and de-
livered to a person who hoids it as a debt of the corporation.
Bonds {ssued after April 30, 1936, in exchange in refunding
a preexisting issue represent debts incurred after April 30,
1936, within the meaning of section 26 (¢) (2).

Agy, 26-3. Bank afiliates~The credit provided In section
26 (d) is allowed—

(1) to a holding company afilliate of a bank, as defined
in section 2 of the Banking Act of 1933, which holding
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company affiliate holds, at the end of the taxable year, a
general voting permit granted by the Board of Governors
of the Federal Reserve System;

(2) In the amount of the earnings or profits of such
holding company afliliate which, in compliance with sec-
tion 5144 of the Revised Statutes, has been devoted by it
during the taxable year to the acquisition of readily mar-
ketable assets other than bank stock;

(3) upon certification by the Board of Governors of the
Federal Reserve System to the Commissioner that such an
amount of the earnings or profits has been so devoled by
such afilinte during the taxable year.

No credit is allowable either for the amount of readily mar-
ketable assets acquired and on hand at the beginning of the
first taxablé year subject to the Revenue Act of 1936 or for
an amount of readily marketable assets in excess of what
is required, by such section 5144, to be acquired by such
afliliate.

Every taxpayer claiming and making a deduction for the
credit provided for in section 26 (d) shall attach to its re-
turn a supplementary statement, in duplicate, setting forth
all the facts and information upon which the claim is predi-
cated, including such facts and information as the Board of
Governors of the Federal Reserve System may prescribe as
necessary to enable it, upon the request of the Commissioner
subsequent fo the filing of the return, to certify to the Com«
missioner the amount of earnings or profits devoted to the
acquisition of such readily marketable assets, A certified
copy of such supplementary statement shall be forwarded by
the taxpayer to the Board of Governors at the time of the
filing of the return. The holding company affiliate shall also
furnish the Board of Governors such further information as
the Board shall require. For the requirements with respect
to the amount of such readily marketable assets which must
be acquired and maintained by a holding company affiliate
to which a voting permit has been granted, see subsections
(b) and (¢) of section 5144 of the Revised Statutes (para~
graph 56 of the Appendix to these regulations),

Sgo, 27. Corporation Credit for Dividends Poid.—

() Dividends paid credit in general—¥or the purposes of this
title, tho dividends paid credit shall be the amount of dividends
pald during the taxable year.

Art. 27 (a)-1. Dividends paid credit in general—{(a) Al-
lowance~—The amount of the dividends paid credit pro-
vided by section 27 is the amount of the dividends paid dur-
ing the taxable year, subject, however, {o the qualifications,
limitations, and exceptions prescribed in subsections (b)
to (h), inclusive, of section 27. BSee also section 121 with
respect to dividends paid on preferred stock owned by the
United States or instrumentalities thereof.

(b) When dividends are considered paid—A dividend
will be considered as paid when it is recelved by the share-
holder. A dividends paid credit can not be allowed unless
the shareholder receives the dividend during the taxable
year for which the credit is claimed.

If & dividend is paid by check and the check bearing o
date within the taxable year is deposifed in the malls, in
a cover properly stamped and addressed to the shareholder
at his last known address, at such time that in the or-
dinary handling of the malls the check would be received
by the shareholder within the taxable year, a presumption
arises that the dividend was paid to the shareholder in
such year, .

The payment of a dividend during the taxable year to
the authorized agent of the sharcholder will be deemed pay-
ment of the dividend to the shareholder during such year,

If a corporation, instead of paying the dividend directly
to the shareholder, credits the account of the shareholder
on the books of the corporation with the amount of the
dividend, the credit for a dividend paid will not be allowed
unless it be shown to the satisfaction of the Commissioner
that such crediting constituted payment of the dividend
to the shareholder within the taxable year.

A credit will not be allowed for the amount.of
credited during the taxable year upon an
ghareholder to the corporation unless It
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satisfaction of the Commissioner that such crediting con-
stituted payment of the dividend to the shareholder within
the taxable year,

In the case of a stock dividend, if the shares (other than
fractional shares payable to bearer) constituting the dividend
are not entered or registered on the books of the corporation
in the name of the sharcholder (or his nominee or trans-
feree) within the taxable year, the dividend will not be
deemed to have been paid in such year. Delivery of a cer-
tificate, or certificates, for such new shares, within the tax-
able year, constitutes prima facle evidence of the payment
of the dividend.

If the dividend is payable in obligations of the corporation,
‘they should be entered or registered in the taxable year on
the books of the corporation, in the name of the share-
holder (or his nominee or transferee), and, in the case of
obligations payable to bearer, should be received in the tax-
able year by the shareholder (or his nominee or transferee),
to constitute payment of the dividend within the taxable
year,

In the case of a dividend from which the tax has been de-
ducted and withheld as required by section 143 or 144, the
dividend is considered as paid when such deducting and
withholding occur.

(¢) Methods of accounting —The determination of whether
a dividend has been paid to the shareholder by the corpora-
tion during its taxable year is in no way dependent upon the
method of accounting regularly employed by the corporation
in keeping its books or upon the method of accounting upon
the basis of which the net income of the corporation is
computed. See section 43.

(d) Records—Every corporation claiming a dividends
paid credit shall keep such permanent records as are neces-
sary (1) to establish that the dividends with respect to
which such credit is claimed were actually paid during the
taxable year and (2) to supply the information required to
be filed with the income tax return of the corporation. Such
corporation shall file with its return (a) a true copy of the
dividend resolution; and (b) a concise statement of the
pertinent facts relating to the payment of the dividend,
clearly specifying (1) the medium of payment and (2), if
not paid in money, the fair market value and adjusted basis
(or face value, if paid in its own obligations) on the date
of distribution of the property distributed, and the manner
in which such fair market value and adjusted basls were
determined. Canceled dividend checks and receipts obtained
from shareholders acknowledging payment of dividends paid
otherwise than by check need not be filed with the return
but shall be kept by the corporation as a part of its records.

|Szc. 27, Corporation Credit for Dividends Paid.

(b) Dividend carry-over—In computing the dividends pald credit
for any taxable year, if the dividends pald during the taxable

year are less than the adjusted net income, there shall be allowed
as part of the dividends pald credit, and in the following order:

{1) Dividends pald during the second g taxable year
In excess of the adjusted net income for such year, to the
extent not needed as o dividends d credit for the taxable
vear preceding the taxable year tax for which Is being
computed; and

(2) Dividends pald during the first preceding texable year in
excess of the adjusted net income for such year,

No ¢redit ghall be sllowed for dividends pald by a corporation
prior to its first taxable year under this title,

Art. 27 (b)-1. Dividend carry-over—A corporation is
allowed under section 27 (b) to include in its dividends paid
credit a dividend carry-over from certain preceding taxable
years, in addition to the credit for dividends paid during the
taxable year. If in the taxable year no dividends are actu-
ally paid or if in such year dividends actually paid are less
in amount than the adjusted net income for such year,
there shall be included as part of the dividends paid credit
for such taxable year in the following order—

(1) the amount by which dividends which were actually
ald during the second preceding taxable year exceeded
the adjusted net income for such year, but only to the
extent that the excess was not needed as part of the
dividends paid credit for the first preceding taxable year
(whether or not the part needed was actually included
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in the dividends paid credit of such first preceding tax-
able year); and

(2) the amount by which the dividends actually paid
during the first preceding taxable year exceeded the ad-
Justed net income for such year.

The Act prohibits any part of the dividend carry-over from
consisting of dividends paid by the corporation during any
taxable year or period beginning prior to January 1, 1936.
The first taxable year or period for which a corporation
may avail itself of the benefit of the dividend carry-over
is its second taxable year or period beginning after Decem-
ber 31, 1935.

Every corporation claiming a dividend carry-over for any
taxable year or period shall file with its return for such
year or period a concise statement setting forth the amount
of the dividend carry-over claimed and all material and
pertinent facts relative thereto, including a detailed schedule
showing the computation of the dividend carry-over claimed.

The application of section 27 (b) may be {llustrated by ths
following examples:

Example (1) —The N Corporation has an adjusted net in-
come of $80,000 for the calendar year 1936, and during that
year pays dividends aggregating $90,000. For the calendar
vear 1937 the corporation has an adjusted net income of
$120,000 and during that year pays dividends in the amount
of $50,000. The dividends paid credit for the caiendar year
1937 is $60,000, computed as follows:

Dividends pald during 1936
Adjusted net income for 1936

Excess of dividends pald during 1936 over adjusted
net income for that year

Dividends paid during 1937
Plus excess of dividends pald during 1936 over adjusted net
income for 1936

Dividends pald credit for 1837

Example (2) —~The R Corporation has an adjusted net in-
come of $60,000 for the calendar year 1936 and during that
year pays dividends aggregating $75,000. For the calendar
year 1937 the corporation has an adjusted net income of
$100,000 and during that year pays dividends aggregating
$90,000. During the calendar year 1938 the corporation pays
dividends of $50,000, the adjusted net income for that vear
being $80,000. The dividends paid credit for the calendar
year 1937 is $100,000, computed as follows:

Dividends paid during 1937
Portion of 815000, the excess of dividends pald during

1036 (875,000) over adjusted net Income for that year
(8$60,000) needed as a dividends paid credit for 1837...

Dividends pald credit for 1937

The dividends paid credit for the calendar year 1938 is
$55,000, computed as follows:
Dllvmends pald during 1938
Plus:
The excess of dividends pald during 1936 over adjusted
net income for that year (875000880000, or
$15,000), to the extent not needed as dividends pald
credit for 1937 ($15,000--810,000)
Excess of dividends pald during 1937 over adjusted
net income for that year

Dividends pald credit for 1638

As applied to this example, the Act provides for a 2-year
dividend carry-over in computing the dividends paid credit
for 1938, since the excess ($15,000) of the dividends paid
during 1936 over the adjusted net income for that year is
allowed as part of the dividends paid credit for 1937 and
1938, $10,000 of such excess being applicable to 1837 and the
remaining $5,000 to 1938. Of the $15,000 excess, the entire
amount of $10,000 (the difference between the adjusted net
income of $100,000 and the dividends of $90,000 paid during
1937) must be applied, if at all, as part of the dividends paid
credit for 1937.

[Sec, 27. Corporation Credit for Dividends Paid.)

(¢) Dividends in kind-If a dividend is pald in property other

than money (including stock of the corporation If held by the
corporation as an investment) the dividends pald credit with
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respect thereto shall be the sdjusted basis of the property
hands of the corporation at the time of the payment, or the falr
market value of the property st the time of the payment, which-
ever Is the lower.

Arr, 27 (¢)-1. Dividends in kind ~—~Section 27 (¢) Imposes
limitations upaon the extent to which dividends paid in assets
(other than money) may be recognized for purposes of deter-
mining the amount of the dividends paid credit. Irrespective
of the form of the corporate resolution by which a dividend
is declared, if the dividend is ultimately and actually paid
by the corporation In any property other than money, con-
stituting its corporate assets, the amount of the dividends
pald credit to which the corporation is entitled with respect
thereto can not exceed the lesser of the two following
amounts determined as of the time of payment:

(1) The adjusted basis of such property in the hands
of the corporation as provided for in section 113; or
(2) The fair market value of such property.

As used in this article the term “property” Includes shares
of capital stock of the corpofation making the dividend
distribution if such shares of stock are held by it as an
investment. Unless shown to the contrary, shares of capital
stock once issued but thereafter acquired by the corporation
in any manner whatsoever, but not retired, shall be deemed
to be held by the corporation as an investment. The term
“property” also includes obligations upon which the corpo-
ration making the distribution is liable as a guarantor,
indorser, or surety.

The application of section 27 (¢) may be {llustrated by
the following example:

Ezample—The 8. Corporation, in 1930, purchased stock of
the Y Corporation for $100,000. In 1936 such stock had a
fair market value of $70,000. During the period of its owner-
ship of such stock, the 8 Corporation received distributions
amounting to $5.000 out of earnings or profits of ¥ Corpora-
tion accumulated before March 1, 1913. In 1938 the corpora-
tion used such stock for the payment of a dividend. The
dividends paid credit for 1936 is $70,000, computed as
follows:

Purchase price, or cost of stock $100, 000
Less tax-free distribution. .. B, 000

Adjusted basls of stock in the hands of the corpo-

In the

ration st the time of the dividend payment_____ 95, 000

Falr market yvalue of stock st the time of the dividend
\ g7 | S sl 70, 000
Dividends pald credit for 1836 - T0,000

Since the fair market value of the stock ($70,000) at the
time of the dividend payment {5 less than the adjusted basis
($95,000) of the stock In the hands of the corporation at the
time of the dividend payment, the lesser amount ($70,000)
should be used as the dividends paid credit for 1936 with
respect to such stock.

[Seo. 27. Corporation Credit for Dividends Paid.]

(d) Dividends in obligations of the corporation—If a dividend is
paid In obligations of the corporation, the amount of the dividends
paid credit with respect thereto shall be the face value of the
obligations, or thelr falr market value at the time of the payment,
whichever {s the lower. If the fair market value is lower than the
face wvalue, then when the obligation i= redeemed by the corpora-
tion, the excess of the amount for which redeemed over the falr
market value at the time of the dividend payment (to the extent
not allowable a5 a deduction in computing net income for any
taxable year) shall be treated as & dividend pald in the taxable
year in which the redemption occurs.

Art, 27 (d)-1. Dividends in obligations of the corpora-
tion —Section 27 (d) is concerned solely with the amount
of dividends paid credit allowable to the extent that divi-
dends are paid by a corporation in its own obligations, If
the Corporation ultimately pays a dividend in its own obliga-
tions (regardless of the form of the corporate resclution by
which the dividend is declared), the amount of the dividends
paid credit to which it is entitled with respect thereto for the
which such dividend is paid is limited to the lesser
of the face value or fair market value of such obligations as
date of payment. If the dividends paid credit as of
date of payment is limited to the fair market value of
corporate obligations distributed, the corporation be-
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comes entitled to an additional dividends paid credit for
the taxable year in which it redeems such obligations, but
only in the event that the amount at which such obligations
are redeemed is higher than their fair market value at the
time of the distribution. The amount of such additional
dividends paid credit i{s in excess of the price at which such
obligations are redeemed over their falr market value at
the time of the distribution, subject to the restriction that
such excess be diminished by any amounts which were al«
lowable as deductions for amortized bond discount or bond
issue commissions and expenses allocable to the obligations
redeemed in computing the net income of the corporation
for any taxable year. A corporation is entitled to such addi-
tional dividends paid credit regardless of the identity of tha
holders of the obligations at the time of their redemption,

The term “obligations” as used in this article means any
legal liability on the part of the corporation (not including
liability as a guarantor, indorser, or surety), regardless of
when incurred, to pay a fixed or determinable sum of money,
evidenced In writing executed by the corporation. The term
“redeemed” as used in this article includes (1) repurchase
In the open market for investment or sinking fund purposes,
(2) retirement, or (3) cancellation of the obligations before,
at, or after maturity.

The application of section 27 (d) may be illustrated by the
following example:

Ezample—The X Corporation declared a dividend of
$85,000 in 1936, payable in that year in its 5 percent bonds
at 85. Pursuant to such declaration, bonds having an ag-
gregate face value of $100,600 were issued during 1936 in
payment of the dividend. The fair market value of the bonds
at the time of issuance was $75,000. The dividends pald
credit for 1936 is the fair market value of the bonds at the
time of the dividend payment ($75,000), since such fair
market value is lower than the face value ($100,000) of the
obligations,

The corporation prior to the redemption of the bonds at
face value deducted in its returns over the life of the bonds
the $15,000 bond discount resulting from the payment In
1936 of the $85,000 dividend in bonds having a face value
of $100,000. The dividends pald credit with respect to the
bond redemption for the taxable year in which the redemp-
tion of the bonds occurs is $10,000, computed as follows:

Redemption price of bonds. oo $100, 000
Less falr market value of bonds when dividend was pald

in 1636 - 5,000
DATerenee oo e ot e sk el ) 0 A0

Less bond discount allowed as a deduction in computing

net income. 15, 000
Amount treated as dividend pald fn taxable year
In which redemption oceurs. ... _______ 10, 000

(Smo. 27. Corporation Credit for Dividends Paid.)

(e) Tazabie stock dividends—In case of a stock dividend or
stock right which s a taxable dividend in the hands of share-
holders under section 115 (f), the dividends pald credit with ro-

thereto shall be the falr market value of the stock or tho
right at the time of the payment,

Arr. 27 (e)-1. Tazable stock dividends.—The dividends
paid credit provided by section 27 with respect to distribu-
tions in stock dividends or stock rights is limited by section
27 (e) to distributions which are taxable dividends in the
hands of shareholders under section 115 (f) and article
115-3. Buch credit, however, is limited in amount to the
fair market value of such stock or stock rights at the time
of the payment of the dividend. As to a distribution by a
corporation of its own capital stock held as an investment,
see article 27 (¢)-1.

Sxe. 27. Corporation Credit for Dividends Paid.)

1) Distributions in Hguidation.—In the case of amounts dis-
tributed in lquidation the part of such distribution which in

roperly chargeable to the earnings or profits accumulated after

bruary 28, 1013, shall, for the purposes of computing the divi-
dends paid credit under this section, be troated as o taxsble
dividend pald.

Art. 2 (f)-1. Dividends paid credit for distributions in
tiquidation —(a) Distributions which diminish earnings or
profits—To the general rule that the dividends paid credit
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is allowable only with respect to taxable dividends paid,
sectlon 27 () makes one exception, namely, for that part
of an amount distributed In liquidation which, under the
Aot, constitutes a distribution of, and is properly chargeable
to, carnings or profits accumulated after February 28, 1913.
Thus, a distribution either In complete or partial liquidation
of a corporation is treated by the Act as one constituting in
part a distribution of, and being properly chargeable to,
earnings or profits, if—

(1) Under the provisions of section 115 (¢), the amounts
distributed in liquidation are treated as recelved in pay-
ment in exchange for the stock; and

(2) Under the provisions of section 112, the gain or loss,
if any, from such exchange is recognized.

In such & case, a dividends pald credit is allowable for the
amount sactually involved in such distribution which is
properly chargeable to the earnings or profits accumulated
after February 28, 1913, even though the method of taxation
of the distribution is that ordinarily employed with respect
to the gain or loss realized and recognized upon an exchange,
rather than that employed with respect to a taxable
dividend,

On the other hand, certain transactions described in sec-
tions 112 and 115 are treated, for the purposes of the Act,
not as distributions to the shareholders of earnings or profits,
pbut as transfers of such earnings or profits intact to another
corporation in whose hands such earnings or profits, being
available for distribution by it as dividends to {ts shareholders,
have essentially the same status for the purposes of the Act
as earnings or profits derived from its own operations. Char-
acteristic of these transactions is the circumstance that the
gain or loss realized from the receipt by the shareholders of
property is not recognized by the Act. No dividends paid
eredit is allowable with respect to such transactions.

(b) Amount properly chargeable to earnings or profils —
In the case of a distribution in liquidation with respect to
which a dividends paid credit s allowable (see paragraph (a)
of this article) the amount of the credit is equal to the part
of such distribution which is properly chargeable to the earn-
ings or proflts accumulated after February 28, 1913. To de-
termine the amount properly chargeable to the earnings or
profits accumulated since February 28, 1913, there must be
deducted from the amount of the distribution that part
allocable to capital account. The capital account, for pur-
poses of these regulations, includes not only amounts repre-
senting the par or stated value of the stock with respect to
which the liquidating distribution is being made but also that
stock’s proper share of the pald-in surplus, and such other
corporate items, if any, which, for purposes of income tax-
ation, are treated like capital in that they are not taxable
dividends when distributed but are applied against and re-
duce the basis of the stock. The remainder of the distribu-
tion in liquidation is, ordinarily, properly chargeable to the
carnings or profits accumulated since February 28, 1913.
The application of this paragraph may be illustrated by the
following example:

Erample~The Y Corporation was organized on January
1, 1910, with an authorized and outstanding capital stock of
2,000 shares of common stock of a par value of $100 each
and 1,000 shares of participating preferred stock of a par
value of $100 each. The preferred stock was to receive an-
nual dividends of $7 per share and $100 per share on com-
plete liquidation of the corporation In priority to any pay-
ments on common stock, and was to participate equally with
the common stock in either instance after the common stock
had received a similar amount. However, the preferred stock
was redeemable in whole or in part at the option of the board
of directors at any time at $108 per share plus its proportion
of the earnings of the company at the time of such redemp-
tion, In 1810 the preferred stock was Issued at $108 per
share, for a total of $106,000, and the common stock was
issued, at $100 per share, for a total of $200,000. On July
15, 1986, the company had a pald-in surplus of $6,000, con-
gisting of the premium received on the preferred stock, eamn-
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ings or profits of $30,000 accumulated prior to March 1, 1913,
and earnings or profits accumulated since February 28, 1913,
of $75,000. On July 15, 1936, the option with respect to the
preferred stock was exercised and the entire amount of such
stock was redeemed at $141 per share or a total of $141,000
in a transaction upon which gain or loss to the distributees
resulting from the exchange was defermined and recognized
under the Act, such transaction being only a partial liquida-
tion under section 115 (¢). The amount of the distribution
allocable to capital account was $116,000 ($100,000 attribu-
table to par value, $6,000 attributable to paid-in surplus, and
$10,000 attributable to earnings or profits accumulated prior
to March 1, 1913). The remainder, $25,000 ($141,000, the
amount of the distribution, less $116,000, the amount allo-
cable to capital account) is properly chargeable to the earn-
ings or profits accumulated since February 28, 1913, and is
allowable as a dividends pald credit.

(¢) Credit in respect of earnings or profits transferred
under certain tax-free transactions—If, as a result of one
or more transactions.described in section 112, a corpora-
tion's earnings or profits accumulated after February 28,
1913, and its undistributed earnings or profits of the taxsble
year, shall have become the earnings or profits of another
corporation subject to distribution as dividends by such
other corporation, any dividend pald by the transferee cor-
poration during that portion of the transferor's taxable
year subsequent to the consurmmation of such tax-free trans-
action may, subject to the provisions of section 115, be ap-
portioned and allocated to the transferor as a distribution
out of such earnings or profits of the transferor. The reso-
lution of the board of directors of the transferee shall specifi-
cally designate the distribution, or part thereof, so appor-
tioned and allocated. For the purposes of the dividends paid
credit, any such distribution so allocated shall be treated as
& dividend paid only in the computation of the credit allow-
able to the transferor, and must be consistently so treated
by both corporations for the cwrent and succeeding tax-
able years. Each corporation shall file as a part of its re-
turn for the taxable year involyed, (1) a statement setting
forth concisely all of the material facts, including the date
and the character of the transaction under section 112, the
status at that time of the earmmings or profits of both cor-
porations, the date and amount of all dividend distributions
subsequently made, and the particular distribution or por-
tion thereof designated as effecting a distribution of the
earnings or profits of the transferor corporation; and (2)
a certified copy of the resolution of the board of directors
of the transferee corporation with respect to the distribu-
tlon. No dividends paid credit based upon such apportion-
ment and allocation will be allowed unless the Commissioner
is satisfled that the transferor corporation is entitled thereto
pursuant to the provisions of this paragraph and that there
has been a full compliance with the requirements of this
paragraph. The provisions of this paragraph may be illus-
trated by the following example:

Ezample~The P Corporation, which keeps {ts books and
makes its income tax returns on the basis of a fiscal year
ending March 31, owned all of the capital stock of the S Cor-
poration. The 8 Corporation, which keeps its books and
makes its returns on the calendar year basis, was completely
liquidated on December 1, 1936, At that time, the 8 Cor-
poration had earnings or profits accumulated subsequent to
February 28, 1913, in the amount of $50,000, in addition to
earnings or profits for 1936 of $20,000, and an adjusted net
income of $45,000. It had paid no dividends prior to its
liguidation. The P Corporation had earnings or profits
accumulated subsequent to February 28, 1813, in the amount
of $60,000 in addition to earnings or profits of the taxable
year computed as of the end of the year in the amount of
$80,000, and an adjusted net income in the amount of
$60,000. The P Corporation pays dividends as follows: June
15, 1936, $25,000; September 15, 1936, $25,000; December 15,
1936, $25,000; and March 15, 1937, $25,000. No portion of
the dividends paid on June 15 and September 15 prior to the
liquidation and no portion of the dividend pald on March 15,
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1937, after the close of the taxable year of the S Corporation
may be allocated to the S Corporation. The dividend paid
on December 15 may, by appropriate corporate action, be
made as one effecting & distribution out of the current earn-
ings or profits of the S Corporation to the extent of $20,000.
No part of that distribution may be allocated to the 8§ Cor-
poration’s accumulated earnings or profits since, under sec-
tion 115 (b), the earnings or profits of the P Corporation
and the 8 Corporation for the taxable year ($100,000) are
sufficient in amount to cover all the distributions made dur-
ing that year ($100,000).

|Seo. 27. Corporation credit for dividends paid.]

(g) Preferential dividends—No dividends paid credit shall be
allowed with respect to any distribution unless the distribution is

pro rata, equal In amount, and with no preference to any share af
&tock as compared with other shares of the same class,

Art. 27 (g)-1. Preferential distributions—Section 27 (g)
imposes a limitation upon the general rule that a corpora-
tion is entitled to a dividends paid credit with respect to all
dividends which it actually pays during the taxable year.
Before a corporation may be entitled to any dividends pald
credit with respect to a distribution, regardless of the me-
dium in which the distribution is made, every shareholder
of the class of stock with respect to which the distribution
is made must be treated the same as every other shareholder
of that class., The limitation imposed by the Act is unquali-
fled and the existence of a preference is sufficient to prohibit
allowance of the dividends paid credit regardless of the fact
(1) that such preference is authorized by all the shareholders
of the corporation, or (2) that the part of the distribution
received by the shareholder benefited by the preference is
taxable to him as a dividend. A corporation will not be en-
titled to a dividends paid credit with respect to any distribu-
tion upon a class of stock If there Is distributed to any share-
holder of such class (in proportion to the number of shares
held by him) more or less than his pro rata part of the dis-
tribution as compared with the distribution made fo any
other shareholder of the same class. The disallowance of the
dividends paid credit, where any preference or inequality in
fact exists, extends to the entire amount of the distribution
and not merely to a part of such distribution. The term
“distribution,” as usad in this article, includes a dividend as
defined in section 115, and a distribution in liquidation re-
ferred to in section 27 (f).

The application of the provisions of section 27 (g), relat-
ing to distributions which are preferential or unequal in
amount, may be illustrated by the following examples:

Ezxample (1) —A, B, C, and D are the owners of all the
shares of class A common stock in the M Corporation, which
makes its income returns on a calendar year basis, With
the consent of all the sharcholders, the M Corporation, on
July 15, 1936, declared a dividend of $5 a share payable
in cash on August 1, 1936, to A. On September 15, 1836,
it declared a dividend of $5 a share payable in cash on
October 1, 1936, to B, C, and D. No dividends paid credit
for the taxable year 1836, is allowable to the M Corporation
with respect to any part of the dividends paid on August 1,
1936, and October 1,1936.

Example (2) —The N Corporation has a capital of $100,-
000 (consisting of 1,000 shares of common stock of a par
value of $100) and earnings or profits accumulated after
February 28, 1913, in the amount of $50,000. In the year
1836, the N Corporation distributes $7,500 in cancellation of
50 shares of the stock owned by three of the four share-
holders of the corporation. No dividends paid credit is
allowable under section 27 (g) with respect to such dis-
tribution.

[Sec. 27. C:
(h) Nontcra

tion Credit for Dividends Puid.)

distridutions ~If any part of a distribution (in-
cluding stock dividends and stock rights) is not a taxable divi-
dend in the hands of such of the shareholders as are subject to
taxation under this title for the period in which the distribution
1s made, no dividends paid credit shall be allowed with respect to

such part.

Art. 27 (h)-1. Nontarable distributions—No dividends
pald credit shall be allowed with respect to any part of the
distribution by a corporation to its shareholders which is—
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(a) not out of earnings or profits of the taxable year or
out of earnings or profits of the corporation accumulated sub-
sequent to February 28, 1013 (see section :15), or, in the case
of distributions in liquidation, not properly chargeable to
earnings or profits of the corporation accumulated after Feb-
ruary 28, 1913, under article 27 (f)-1;

(b) In the case of a corporation which was classified as a
personal service corporation under the Revenue Act of 1918
or the Revenue Act of 1921, out of earnings or profits which
were taxable in accordance with the provisions of section 213
of the Revenue Act of 1918 or section 218 of the Revenue Act
of 1921 (see section 115 (e)); or

(¢) = distribution in stock of the corporation or rights to
acquire its stock which does not constitute Income to its
shareholders within the meaning of the sixteenth amendment
to the Constitution (see section 115 () and articles 115-3
and 1154).

The effect of subsections (g) and (h) of section 27 is that
no dividends paid credit is allowed with respect to any distri-
bution unless each of the shareholders of that class, who are
subject to taxation under Title I for the period in which the
distribution is made, receives a taxable dividend as a result of
the distribution.

The application of section 27 (h) may be illustrated by
the following examples:

Ezxample (1) —A, B, C, and D are the shareholders of the
Y Corporation, which makes its returns on the calendar year
basis, D being an educational corporation, exempé from in-
come tax under section 101, On July 15, 1936, the Y Cor«
poration paid a dividend (within the meaning of section 115)
in cash of $1,000. A and B make their returns on the cal«
endar year basis, but C makes his return on the basis of the
fiscal year ending July 31. The Y Corporation is entitled ta
@ dividends paid credit in the amount of $1,000 with respect
to the dividends paid on July 15.

Ezample (2)—If the facts in the preceding exampla
are the same, except that A and B make their returns on the
basis of the fiscal year ending July 31, the Y Corporation
is entitled to a dividends paid credit in the amount of $1,000
with respect to the dividends paid on July 15.

CHAPTER VI
Credits Against Taz

Part III—Credits Against Tax

Bec. 31, Taxes of Foreign Countries and Possessions of United
States—The amount of income, war-profits, and excess-profits
taxes Imposed by forelgn countries or possessions of tho United
States shall be allowed ss & credit agalnst the tax, 1o tho extent
provided in section 131,

8xc. 32, Taxes Withheld at Source~—The amount of tax withe
held at the source under section 143 or 144 shall be allowed as a

credit against the tax,
Bxc. 83. Credit for yments—For credit against the tax
of overpayments 03’22!.“6 mposed by this title for other taxable

years, see section
CHAPTER VIX
Accounting Periods and Methods

Part IV—Accounting Periods and Methods of Accounting

Brc. 41, General Rule~The net income shall be computed upon
the basis of the taxpayer's annual sccounting period (fiscal year
or calendar year, as the case may be) in accordance with the
method of accounting regularly employed in keeping the books
of such taxpayer; but If no such method of accounting has been
so emplo; or if the moethod employed does not clearly refiect
the income, the computation shall be made In sccordance with
such method as in the opinlon of the Commissioner does clearly
reflect the income. If the taxpayers sannual sccounting period
is other than a flscal year as defined in section 48 or if the taxe
payer has no annunal sccounting period of does not keep books,
the net tncompe shall be computed on the basis of the calendar
year, (For use of inventories, see section 22 (¢).)

Arr. 41-1. Computation of net income.—Net income mustl
be computed with respect to a fixed period. Usually that
period is 12 months and is known as the taxable year. Itemy
of income and of expenditures 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 suckl
items, if otherwise properly included in the computationy
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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 computation shall be made in such a manner as
clearly reflects the taxpayer's income. If the method of
accounting regularly employed by him in keeping his books
clearly reflects his income, it is to be followed with respect
to the time as of which items of gross income and deduc-
tions are to be accounted for. (See articles 42-1 to 42-3.)
1f the taxpayer does not regularly employ a method of ac-
counting which clearly reflects his income, the computation
shall be made in such manner as in the opinion of the
Commissioner clearly reflects it.

Anrt, 41-2. Bases of computation and changes in account-
ing methods—Approved standard methods of accounting
will ordinarily be regarded 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 reasonable consistency. See
section 48 for definitions of “paid or accrued” and “pald or
incurred.” All items of gross income shall be included in the
gross income for the taxable year in which they are received
by the taxpayer, and deductions taken accordingly, unless in
order clearly to refiect Income such amounts are to be prop-
erly accounted for as of a different period. But see sections
42 and 43. See also sectlon 48. For Instance, in any case
in which it is necessary to use an inventory, no accounting
in regard to purchases and sales will correctly reflect income
except an accrual method. A taxpayer is deemed to have
received items of gross income which have been credited to
or set apart for him without restriction. (See articles 42-2
and 42-3.) On the other hand, appreciation in value of
property is not even an accrual of income to a taxpayer prior
to the realization of such appreciation through sale or con-
version of the property. (But see article 22 (¢)-5.)

The true income, computed under the Act and, if the tax-
payer keeps books of account, in accordance with the method
of accounting regularly employed in keeping such books
(provided the method $o used is properly applicable in de-
termining the net income of the taxpayer for purposes of
taxation), shall in all cases be entered in the return. If for
any reason the basis of reporting income subject to tax is
changed, the taxpayer shall attach to his return a separate
statement setting forth for the taxable year and for the pre-
ceding 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 em-
ployed in keeping his books shall, before computing his in-
come upon such new method for purposes of taxation, secure
the consent of the Commissioner. For the purposes of this
article, a change in the method of accounting employed in
keeping books means any change in the accounting treat-
ment of items of Income or deductions, such as a change
from cash receipts and disbursements method to the accrual
method, or vice versa; a change involving the basis of
valuation employed in the computation of Inventories (see
articles (22 (¢)-1 to 22 (¢)-8); a change from the cash or
accrual method to the long-term contract method, or vice
versa; a change in the long-term contract method from the
percentage of completion basis to the completed contract
basis, or vice versa (see article 42-4) ; or a change involving
the adoption of, or a change in the use of, any other special-
ized basis of computing net income such as the crop basis
(see articles 22 (a)-7 and 23 (a)-11). Application for per-
mission to change the method of accounting employed and
the basis upon which the return is made shall be filed within
90 days after the beginning of the taxable year to be cov-
ered by the return., The application shall be accompanied
by a statement specifying the classes of items differently
trc-gtcd under the two methods and specifying all amounts
which would be duplicated or entirely omitted as a result of
the proposed change. Permission to change the method of
accounting will not be granted unless the taxpayer and the
Commissioner agree to the terms and conditions under which
the change will be effected.
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Section 44 contains speclal provisions for reporting the
profit derived from the sale of property on the installment
plan,

The foregoing requirements relative to a change of ac-
counting method are not applicable if a taxpayer desires to
adopt the installment basis of returning income, as provided
in article 44-1, but are applicable if a taxpayer desires to
change from such basis to a straight accrual basis. In cased
where permission to make such change is granted, the tax-
payer will be required to return as additional income for
the taxable year in which the change is made all the profit
not theretofore returned as income pertaining to the pay-
ments due on installment sales contracts as of the close of
the preceding 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 purpose, Each taxpayer is re-
quired 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 following:

(1) In all cases in which the production, purchase, or
sale of merchandise of any kind is an income-producing
factor, inventories of the merchandise on hand (including
finished goods, work in process, raw materials, and sup-
plies) should be taken at the beginning and end of the
year-and used in computing the net income of the year
(see section 22 (¢) and articles 22 (¢)-1 to 22 (¢c)-8:

(2) Expenditures made during the year should be prop-
erly classified as between capital and expense; that is to
say, expenditures for items of plant, equipment, etc., which
have a useful life extending substantially beyond the year
should be charged to a capital account and not to an
expense account; and

(3) In any case in which the cost of capital assets is be-
ing recovered through deductions for wear and tear, de-
pletion, 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.

ArT. 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 his return on the basis of the calendar
year. Except in the case of a first return for income tax a
taxpayer shall make his return on the basis upon which he
made his return for the taxable year immediately preceding,
unless, with the approval of the Commissioner, he has
changed his accounting period. See article 46-1. -

Sgc. 42. Period in Which Items of Gross Income Included —The
amount of all Items of gross income shall be included in the gross
income for the taxable year in which received by the taxpayer,
uniess, under methods of anccounting permitted under section 41,
any such amounts are to be properly accounted for as of a different
porfod. In the case of the death of a taxpayer there shall be
included in computing net income for the taxable period in which
falls the date of his death, amounts accrued up to the date of
his death if not otherwise properly includible In respect of such
period or a prior period.

Arr. 42-1. When included in gross income—Except as
otherwise provided in section 42 in the case of the death
of a taxpayer, gains, profits, and income are to be included
in the gross income for the taxable year in which they are
received by the taxpayer, unless they are included as of a
different period in accordance with the approved method of
accounting followed by him. (See articles 41-1 to 41-3.)
If a taxpayer has died there shall also be included in com-~
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puting net income for the taxable period in which he died
amounts accrued up to the date of his death if not otherwise
properly includible in respect of such period or a prior pe-
riod, regardless of the fact that the decedent may have kept
his books and made his returns on the basis of cash receipts
and disbursements. I no determination of 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 defer-
mined 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 con-
tracts constitute income for the year in which they are
allowed or their value is otherwise definitely determined, if
the return is rendered on the sccrual basis; or, for the year
in which received, if the return is rendered on the basis
of cash receipts and disbursements,

Arr, 42-2, Income not reduced to possession—Income
which is credited to the account of or set apart for a tax-
payer and which may be drawn upon by him at any time is
subject to tax for the year during which so credited or set
apart, although not then actually reduced to possession. To
constitute receipt in such a case the income must be cred-
ited or set apart fo the taxpayer without any substantial
Iimitation or restriction as to the time or manner of pay-
ment 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 cor-
poration 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 corpora-
tion does not constitute receipt. -

Ant. 42-3. Examples o] constructive receipt—If interest
coupons have matured and are payable, but have not been
cashed, such interest, though not collected when due and
payable, shall be included in gross income for the year dur-
ing 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 ghall be included In gross
income even though the coupons are exchanged for other
property instead of eventually being cashed. The amount
of defaulted coupons is income for the year in which pald.
Dividends on corporate stock are subject to tax when un-
qualifiedly made subject to the demand of the shareholder.
If a dividend Is declared payable on December 31 and the
corporation intended to and did follow its practice of pay-
ing the dividends by checks maliled so that the shareholders
would not receive them until January of the following year,
stch 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 part-
nership, see section 188. Interest credited on savings bank
deposits, even though the bank nominally has a rule, seldom
or never enforced, that it may require so many days' notice
before withdrawals are permitted, is income to the depositor
when credited, An amount credited to sharcholders of a
bullding and loan association, when such credit passes with-
out restriction to the sharcholder, 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
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excess of the aggregate amount pald in by the shareholder
is income for the year of the maturity of the share.

Ant, 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 particular contract. As used in this article
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:

(@) Gross income derived from such contracts may be
reporied 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 confract. 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 mate-
rial and supplies on hand at the beginning and end of the
taxable period for use in connection with the work under the
contract but not yet o applied. If, upon completion of a
contract, it is found that the taxable net income arising
thereunder has not been clearly reflected for any year or
years, the Commissioner may permit or require an amended
return.

(b) Gross income may be reported for the taxable year in
which the contract Is finally completed and accepted if the
taxpayer elects as a consistent practice so to treat such in-
come, provided such method clearly reflects the net income.
If this method is adopled there should be deducted from
gross income all expenditures during the life of the contract
which are properly allocated thereto, taking into considera-
tion any material and supplies charged to the work under the
contract but remaining on hand at the time of completion.

A taxpayer may change his method of accounting to
accord with paragraph (a) or (b) of this article only after
permission is secured from the Commissioner as provided
in article 41-2.

Arnt, 42-5. Subiraction for redemption of trading stamps.—
If a taxpayer, for the purpose of promoting his business,
fssues with sales trading stamps or premium coupons re-
deemable 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
redemption. This amount will be determined in the light
of the experience of the taxpayer in his particular busi-
ness and of other users of trading stamps or premium
coupons engaged In similar businesses., The taxpayer shall
file for each of the flve preceding years, or such number of
these years as stamps or coupons have been issued by him,
a statement showing—

" (a) The total issue of stamps during each year;

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

(¢) 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 ex-
perience is relied upon by the taxpayer to determine the
amount to be subtracted from the proceeds of sales. The
Commissioner will examine the dasis used in each return,
and in any case in which the amount subtracted in respect
of such stamps or coupons is found to be excessive, appro-
priate adjustment will be made.

B, 43, Period for Whioh Deductions and Credits Taken.—The
deductions and credits (other than the dividends paid credit pro-
vided In section 27) provided for in this title shall be taken for
the taxable year in which “pald or scerued” or “pald or incurred™,
dependent upon the method of accounting upon the basis of which
the net Income is computed, unléss in order to clearly reflect tho
income the deductions or credita should be taken as of a differont
period. In the case of the death of a taxpayer there shall be allowed
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us deductions and credits for the taxable period In which falls the
dste of his death, amounts accrued up to the date of his death If not
otherwise properly allowable in rezpect of such pericd or a prior
period. v

ART, 43-1. “Paid or incurred” and “paid or accrued.”"—{(a)
The terms “paid or incurred” and “paid or accrued” will be
construed according to the method of accounting upon the
basis of which the net income is computed by the taxpayer.
(See section 48 (c).) The deductions and credits provided
for in Title I (other than the dividends paid credit provided
in section 27) must be taken for the taxable year in which
“paid or accrued” or “paid or incurred,” unless in order
clearly to reflect the income such deductions or credits should
be taken as of a different period. If a taxpayer desires to
claim a deduction or a credit as of a period other than the
period in which it was “paid or accrued” or “paid or incurred,”
he shall attach to his return a statement sefting forth his
request for consideration of the case by the Commissioner
together with a complete statement of the facts upon which
he relles. However, In his fncome tax return he shall take
the deduction or credit only for the taxable period in which
it was actually “pald or Incurred,” or “paid or accrued,” as
the case may be. Upon the audit of the return, the Com-
missioner will decide whether the case Is within the exception
provided by the Act, and the taxpayer will be advised as to
the pericd for which the deduction or credit is properly
allowable.

(b) The provisions of paragraph (a) of this article in
general are not applicable with respect to the taxable period
during which the taxpayer dies. In such case there shall
also be allowed as deductions 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,
s0 far as practicable, both as to gross income and deduc-
tions therefrom, should be complete in itself, and taxpayers
are expected to make every reasonable effort to ascertain
the facts necessary to make a correct return. The expenses,
liabilities, or deficit of one year cannot be used to reduce
the income of & subsequent year. A taxpayer has the right
to deduct all authorized allowances, and it follows that if
he does not within any year deduct certain of his expenses,
josses, interest, taxes, or other charges, he cannot deduct
them {rom the income of the next or any sSucceeding year.
It 1s recognized, however, that particularly in a going busi-
ness of any magnitude there are certain overlapping items
both of income and deduction, and so long as these over-
lapping items do not materially distort the income they may
be included in the year in which the taxpayer, pursuant to
a consistent policy, takes them into his accounts. Judg-
ments or other binding adjudications, such as decisions of
referees and boards of review under workmen’s compensa-
tion laws, on account of damages for patent infringement,
personal injuries, or other cause, are deductible from gross
income when the claim is so adjudicated or paid, unless
taken under other methods of accounting which clearly re-
flect the correct deduction, less any amount of such dam-
ages a5 may have been compensated for by insurance or
otherwise, If subsequent to its occurrence, however, a tax-
payer 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 re-
fund of the excess tax paid by reason of the failure to
deduct such loss in the original return, (See section 322.) A
lIoss from theft or embezzlement occurring in one year and
discovered in another is ordinarily deductible for the year
in which sustained.

Sxc. 44, Inatallment Basis.—

(a) Dealers in personal ¥v—Under regulations prescribed
by the Commissioner with the approvial of the Secretary, a person

Who regularly sells or otherwise disposes of personal property on
the Installment plan may retwrn as income therefrom in any tex-
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nble year that proportion of the Installment payments actually
received in that year which the gross profit realized, or to be realized
when payment is completed, bears to the total contract price.

(b) Sales of realty and casual sales of personally —In the case
(1) of a casual sale or other casual disposition of personal property
(other than prg)erty of a kind which would properly be included in
the inventory the taxpayer if on hand at the close of the taxable
year), for a price exceeding 81,000, or (2) of a sale or other disposi-
tion of real property, if in eithor case the initinl paymeénts do not
exceed 30 per centum of the selling price (or, In case the sale or
other disposition was tn a taxable year beginning prior to January 1,
1934, the percentage of the seiling price prescribed In the law
applicable to such year), the Income may, under regulations pre-
scribed by the Commissioner with the approval of the Secretary, bo
returnod on the basis and in the manner above prescribed in this
soction, As used In this section the term “Initial 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 ia made,

(¢) Change from accrugl to installment basis —If a taxpayer
entitled to the benefits of subsection (n) 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
nctually received during any such year on account of sales or other
dispositions of property made in any prior year shall not be excluded.

(d) Gain or loss upon disposition of installment obl
If an«installment obligation 1s satisfied at other than its face value
or distributed, transmitted, sold, or otherwise of, gain or
loss shall result to the extent of the difference between the basis
of the obligation and (1) in the case of satisfaction at other than
face value or a sale or exchange-—the amount realized, or (2) In
case of a distribution, transmission, or disposition otherwise than
by sale or exchange—the falr market value of the obligation at the
time of such distribution, transmission, or disposition. Any gain
or loss 8o resulting shall be considered as resulting from the sile
or exchange of the property In respect of which the instaliment
obligation was recelved. The basis of the obligation 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 spply to the tranamisgon st
death of Installment obiigations if there is filed with the Commis~
sioner, at such time as he may by regulation prescribe, & bond in
such amount and with such sureties as he may deem necessary,
conditioned upon the return as income, by the person recelving any
payment on such obligations, of the same tion of such pay-
ment as would be returnable as income by the decedent if he had
lived and bad received such payment,

ArT, 44-1. Sale of personal property on installinent plan.—
Dealers in personal property ordinarily sell either for cash
or on the personal credit of the purchaser or on the install-
ment plan. Dealers who sell on the installment plan usually
adopt one of four ways of protecting themselves In case of
default—

(@) By an agreement that title is to remain in the vendor
until the purchaser has completely performed his part of
the transaction;

(b) By a form of contract in which title is conveyed to
the purchaser immediately, but subject to a lien for the
unpaid portion of the selling price;

(¢) By a present transfer of title to the purchaser, who
at the same time executes a reconveyance in the form of &
chattel mortgage to the vendor; or

(d) By conveyance to a trustee pending performance of
the contract and subject to its provisions.

The general purpose and effect being the same in all of
these cases, the same rule is uniformly applicable. The
general rule prescribed is that a person who regularly sells
or otherwise disposes of personal property on the install-
ment plan, whether or not title remains in the vendor until
the property is fully paid for, may return as income there-
from in any taxable year that proportion of the installment
payments actually received in that year which the total or
gross profit (that is, sales less cost of goods sold) realized
or to be realized when the property is paid for, bears to the
total contract price. Thus the income of a dealer in per-
sonal property on the installment plan may be ascertained
by taking as income that proportion of the total payments
recelved in the taxable year from installment sales (such
payments being allocated to the year against the sales of
which they apply) which the total or gross profit realized
or to be realized on the total installment sales made during
each year bears to the total contract price of all such sales
made during that respective year. No payments received in
the taxable year shall be excluded in computing the amount
of income to be returned on the ground that they were re-
ceived under a sale the total profit from which was returned
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as income during a taxable year or years prior to the change
by the taxpayver to 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
prior taxable year to the installment basis, see
of the Revenue Act of 1928, Deductible items are not to be
allocated to the years in which the profits from the
of a particular year are to be returned as income,
be deducted for the taxable year in which the items
“pald or incurred” or “paid or accrued”, as
sections 43 and 48. A dealer who desires to compute
income on the installment basis shall maintain books, of
account in such a msanner as to enable sn accurate com-
putation to be made on such basis in accordance with the
provisions of this article.

The income from a casual sale or other casual disposition

$1,000 and (2) the initial payments do not exceed 30 percent
of the selling price.

If for any reason the purchaser defaults in any of his
payments, and the vendor returning income on the install-
ment basis repossesses the property, the entire amount re-
ceived in instaliment payments and retained by the vendor,
less the sum of the profits previously returmed as income
and an amount representing proper allowance for damage
and use, if any, will be income of the vendor for the year
in which the property Is repossessed, and the property re-
possessed must be carried on the books of the vendor at its
original cost, less proper allowance for damage and use, if
RNy,

If the vendor chooses as & matter of consistent practice to
retum the income from installment sales on the straight
accrual or cash receipls and disbursements basis, such a
course is permissible,

If an installment obligation is satisfied, or otherwise dis-
posed of, gain or loss may result therefrom and must be de-
termined in accordance with section 44 (d) and article 44-5.

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

(1) Sales of property on the installment plan, that is
sales in which the payments recefved in cash or property
other than evidences of indebtedness of the purchaser
during the taxable year in which the sale is made do not
exceed 30 percent of the selling price;

(2) Deferred-payment sales not on the installment plan,
that is, sales In which the payments received in cash or
property other than evidences of indebledness of the pur-
chaser during the taxable year in which the sale Is made
exceed 30 percent of the selling price.

In the sale of mortgaged property the amount of the
mortgage, whether the property is merely taken sublect to
the mortgage or 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 yvendor of the property sold, shall
not be considered as a part of the “initial payments” or of
the “total contract price," as those terms are used in section
44, In articles 44-1 and 44-3, and in this article. The term
“initial payments” does not include amounts recelved by the
vendor in the year of sale from the disposition to a third
person of notes given by the vendee as part of the purchase
price whicle are due and payable in subsequent years. Com-
missions and other selling expenses pald or incurred by the
vendor are not to be deducted or faken into account in
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determining the amount of the “initial payments” the
“total contract price,” or the “selling price.” The term
“initial payments” contemplatts at least one other payment
in addition to the initial payment, If the entire purchase
price is to be pald in a lump sum in a later year, there being
no payment during the first year, the income may not be
returned on the installment basis. Income may not be re-
tuwrned on the installment basis where no payment in cash
or property, other than evidences of indebtedness of the
purchaser, is received during the first year, the purchaser
having promised to make two or more payments in later
years.

Art, 44-3, Sale of real property on 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
recefved in that year which the total profit realized or to be
realized when the property is paid for bears to the total
contract price.

If the vendor has refained 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 payments actually received on the
contract and refained by the vendor plus the fair market
value at the time of repossession of fixed improvements
placed on the property by the purchaser and (2) the sum
of the profits previously returned as Income in connection
therewith and an amount representing what would have
been a proper adjustment for exhaustion, wear and tear,
obsolescence, amortization, 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 con-
sUtute 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 origi-
nal 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 de-
faults in any of his payments and the vendor reacquires
the property, such reacquisitfon 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 falr market value of the property reacquired,
including the fair market value of fixed improvements placed
on the property by the purchaser, and the basis in the hands
of the vendor of the obligations of the purchaser which were
applied by the vendor to the purchase or bid price of the
properly. 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 obliga-
tions 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 con-
vincing proof to-the contrary. If the property reacquired
is subsequently sold, the basis for determining gain or loss
is the fair market value of the property at the date of
reacquisition, including the fair market value of the fixed
improvements placed on the property by the purchaser.

If the vendor chooses as & matler 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, and the sale will be treated as de-
ferred-payment sales not on the installment plan.

ArT, 44-4. Deferred-payment sale of real property not on
installment plan~—In transactions included in class (2) in
article 44-2, the obligations of the purchaser received by the
vendor are to be considered as the equivalent of cash to the
amount of their fair market value in ascertaining the profit
or loss from the transaction.
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If the vendor has retained title to the property and the
purchaser defaults in any of his payments, and the vendor
repossesses the , the difference between (1) the
entire amount of the payments actually received on the con-
tract and retained by the vendor plus the fair market value
at the time of repossession of fixed improvements placed on
the property by the purchaser, and (2) the sum of the profits
previously returned as income in connection therewith and
an amount representing what would have been a proper
adjustment for exhaustion, wear and tfear, obsolescence,
amortization, and deplefion of the property during the period
the property was in the hands of the purchaser had the sale

be, to the vendor for the year in which the property
possessed, and the basis of the property

vendor will be the original basis at

the falr market value at the time

improvements placed on the property by the purchaser
the vendor has previously transferred ti

vendor reacquires the property, such reacquisition shall be
regarded as & 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 resilted 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 reacquired,
including the fair market value of fixed improvements placed
on the property by the purchaser, and the basis in the hands
of the vendor of the obligations of the purchaser (generally,
the fair market value thereof which was previously recognized
In computing income) which were applied by the vendor to
the purchase or bld price of the property. The fair market
value of the property reacquired shall be presumed to be the
amount for which it is bid in by the vendor in the absence
of clear and convincing proof to the contrary. If the property
reacquired is subsequently sold, the basis for determining gain
or loss is the fair market value of the property at the date of
reacquisition including the fair market value of the fixed
improvements placed on the property by the purchaser,

If the obligations received by the vendor have no fair mar-
ket value, the payments in cash or other property having
a fair market value shall be applied against and reduce the
basis of the property sold, and, if in excess of such basis, shall
be taxable to the extent of the excess. Gain or loss is realized
when the obligations are disposed of or satisfied, the amount
being the difference between the reduced basis as provided
above and the amount realized therefor. Only in rare and
extraordinary cases does property have no fair market value.

ART, 44-5. Gain or loss upon disposition of installment ob-
ligations —The entire amount of gain or loss resulting from
the disposition or satisfaction of installment obligations, com-
buted in accordance with section 44 (d), is recognized under
Lhe Act, unless the disposition is within one of the exceptions
made by the Act. Such an exception is provided in section
112 (b) (4) and (5), but not in section 112 (b) (6). The
fact that section 112 (b) (6) provides for the nonrecognition
of gain or loss upon the receipt of property by one corpora-
tion in complete liquidation of another corporation under
certaln specifically described circumstances is immaterial
In determining the recognized gain or loss resulting to the
liquidating corporation in case installment obligations are
distributed In liquidation.

The application of subsection (d) of section 44 may be
ilustrated by the following examples:

Ezxample (1) ~—In 1934 the M Corporation sold a piece of
unimproved real estate to B for $20,000. The company ac-
Quired the property in 1916 at a cost of $10,000. During 1934
the company recelved $5,000 cash and vendee's notes for the
remainder of the selling price, or $15,000, payable in subse-
quent years., In 1936, before the vendee made any further
payments, the company sold the notes for $13.,000 in cash.
The corporation makes it returns on the calendar vear basis.

;I‘xlxlﬁ income to be reported for 1936 is $5,500, compuled as
OUOoWwS:

Proceeds of sale of notes.
Beiling price of property.
Cost of property._

Y 3 ey, e e T S R RS S S S
Total contract price
Percent of profit, or proportion of each payment
returnable as income, $10,000 divided by $20,000,
50 percent.
Fuce valus of notes....
Amount of income returnable

the notes

were
satisfled in full, 50 percent of $15000. ________

Excess of face value~of notes over amount of
mlmommmmemmuwm

7, 600

7. 500
Taxable income to be reported for 1936 __________ 5,500

Ezample (2) —Suppose in the example given above the
M Corporation, instead of selling the notes, distributed them:
in 1936 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 1936 is $6,500,
computed as follows:

Falr market value of notes — $14,000
Excess of face value of notes over amount of income re-

turnable were the notes satisfled in full (computed as
in example (1)) 7. 500

Taxable income to be reported for 1936 ——— 8,500

If the taxpayer, referred to in the above examples (1) and
(2) as Corporafion M, had been an individual, the taxzable
Income to be reported, shown above as $5.500 and $6,500,
respectively, would have been lUmited to 30 percent thercof
by section 117 (a), the real estate having been held for more
than 10 years prior to its sale {n 1934.

In the case of decedents who die possessed of installment
obligations, no gain on account of the transmission at death
of such obligations is required to be reported as income in
the return of the decedent for the year of his death, if the
executor or administrator of the estate of the decedent or
any of the next of kin or legatees files with the Commissioner
a bond on Form 1132 in an amount not less than the amoynt
by which thé tax of the decedent for the year of his death
would have been increased had no such bond been filed.
The bond shall be conditioned upon the return as income, by
any person recelving any payment in satisfaction of such
obligations, of the same proportion of such payment as would
be returnable as income by the decedent if he had lived and
had received such payment. The bond shall be executed by
a surety company holding a certificate of authority from
the Secretary of the Treasury as an acceptable surety on
Federal bonds, shall be subject to the approval of the Com-
‘missioner, and must be filed at the time of filing the return
of the decedent for the year of his death. See section 1126
of the Revenue Act of 1926, as amended (paragraph 31 of
the Appendix to these regulations), providing that where a
bond is required by law or regulations, in lieu of surety or
sureties there may be deposited bonds or notes of the
United States,

See section 117 as to the limitation on capital losses sus-
tained by corporations and the limitation as to both capital
gains and capital losses of individuals.

Sxc. 45, Allocation of Income and Deductions—In any case of
two or more organizations, trades, or businesses (whether or not
incorporated, whether or not organized in the United States, and
whether or not afiiiated) owned or controlled directly or indirectly
by the same interests, the Commissioner 1 authorized to distribute,
apportion, or allocate gross Income or deductions between or
among such organizations, trades, or businesses, if he determines
that such distribution, apportionment, or allocation 1s necessary in
order to prevent evasion of taxes or clearly to reflect the income
of any of such crganizatiops, trades, or businesses,

Arr, 45-1. Determination of the tarable net income of a
controlled taxpayer —(a) Definitions—When used in this
article—

(1) The term “organization” includes any organization
of any kind, whether it be a sole proprietorship, a partner-
ship, & trust, an estate, or a corporation (as each is defined
or understood In the Act or these regulations), irrespective
of the place where organized, where operated, or where its
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trade or business i{s conducted, and regardless of whether
domestic or foreign,-whether exempt, whether afliliated,
or whether a party to a consolidated return.

(2) The terms “Lrade” or “business” Include any trade or
business activity of any kind, regardiess of whether or
where organized, whether owned indlvidually or otherwise,
and regardless of the place where carried on.

(3) The term “controlled” includes any kind of control,
direct or indirect, whether legally enforceable, and however
exercisable or exercised. It is the reality of the control
which is decisive, not its form nor the mode of its exercise,
A presumption of comtrol arises if income or deductions
have been arbitrarily shifted.

(4) The term “controlled tarpayer” 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 conirolled tarpayers” means
the organizations, trades, or businesses owned or confrolled
by the same interests,

(6) The term “frue net fncome” means, in the case of &
controlled taxpayer, the net income (or, a5 the case may be,
any ltem or element affecting net income) which would
have resuited to the controlled taxpayer, had it in the con-
duct of its affairs (or, as the case may be, In the particular
confract, 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 item or
element of either, resulting to the controlled taxpayer by
reason of the particular contract, transaction, or arrange-
ment, the controlled taxpayer, or the interests controlling it,
choose to make (even though such contract, transaction, or
arrangement be legally binding upon the parties thereto).

(b) Scope and purpose—The purpose of section 45 is to
place a controlled taxpayer on a tax parity with an uncon-
trolled taxpayer, by determining, according to the standard
of an uncontrolled taxpayer, the true net income from the
property and business of a controlled taxpayer. The in-
terests controlling a group of controlled taxpayers are as-
sumed to have complete power to cause each controlled
taxpayer so to conduct its affairs that its transactions
and accounting records truly refiect 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 con-
trolled taxpayers constituting the group, shall determine the
true net income of each controlled taxpayer. The standard
to be applied in every case is that of an uncontrolled tax-
payer dealing at arm’s length with another uncontrolled
taxpayer.

Section 45 and this article apply to the case of any con-
trolled taxpayer, whether such taxpayer makes a separate or
a consolidated return. If a controlled taxpayer makes a
separate return, the determination is of i{ts true separate
net income. If a controlled taxpayer is a party to a consoli-
dated return, the true consolidated net income of the afili-
ated group and the true separate net income of the controlled
taxpayer are determined consistently with the principles of a
consolidated return.

Section 45 grants no right to a controlled taxpayer to ap-
ply its provisions at will, nor does it grant any right to
compel the Commissioner to apply such provisions. It is not
intended (except in the case of the computation of consoli-
dated net income under a consolidated return) to effect in
any case such a distribution, apportionment, or allocation of
gross Income, deductions, or any item of either, as would
produce a resull equivalent to a computation of consolidated
net income under section 141.

(¢) Applicction—Transactions between one controlled
taxpayer and snother 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
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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 fransaction, or to the
case of a device designed to reduce or avoid tax by shifting
or distorting income or deductions. The authority to de-
termine 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.

Spo. 46. Change of Accounting Period —JIf a taxpayer changes
his accounting period from fiscal year to calendar year, from
calendar year to fiscal year, or from one flscal year to another,
the net income shall, with the approval of the Commissioner, be

computed on the basis of such new accounting period, subjec:
totg:provﬂsiansdaectmnﬂ. E

Art, 46-1. Change in accounting period—I{ a taxpayer
changes his accounting period he shall, prior to the expira-
tion of 30 days from the close of the proposed period for
which a return would be required to effect the change, fur-
nish 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. Xf the change
is approved by the Commissioner, the taxpayer shall there-
after make his retwrns and compute his net income upon
the basis of the new accounting period. (See section 47.)

Bzc, 47. Returns for a Period of Less Than Twelve Months—

(8) Returns for short resulting from change of accounting
period —If a taxpayer, with ths approval of the oner,
changes the basis of computing net income from fiscal year to cal-
endar year a separate return shall be made for the period between

um where & separate
reguiations prescribed by the
Becretary, to be made for

the taxpayer maken
o te return under subsection (&) on sccount of a change
in the sccounting period, and it sppears that for the period for
which the return is so made he has recelved earned Income.

(e) Reduction of credits net income~—In the case of a
return made for a fractional part of a year, except a return made,
under subsection (), on account of n change in the accounting
period, the personal exemption and credit for dependents shall be
reduced respectively to amounts which bear the same ratio to the

full credits provided as the number of months in the period for

which return is made bears to twelve months,
(f) Closing of taxable year in case of jeopardy—For closing of
taxable year in case of jJeopardy, see gection 146,

Art. 47-1. Returns for periods of less than 12 months—
No return can be made for a period of more than 12 months.
A separate return for a fractional part of a year is therefore
required wherever there is a change, with the approval of the
Commissioner, in the basis of computing net income from
one taxable year to another taxable year. The periods to
be covered by such separate returns in the several cases are
stated in section 47 (a). The requirements with respect to
the filing of & separate return and the payment of tax for
& part of & year are the same as for the filing of a retum
and the payment of tax for a full taxable year closing at
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the same time. (See sections 53 and 56.) If a return is
made for a fractional part of a vear, except where a return
is made for a period of less than 12 months by reason of a
change in accounting period, the personal exemption and
credit for dependents shall be reduced to that proportion
of the full credit which the number of months in the period
{or 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
(except the return of a corporation) shall be placed on an
annual basis and the tax computed as provided In section
47 (c).

Erample—A citizen of the United States made a return
for a4 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 in-
come for such period was $4,000. He was entitled to &
personal exemption of $2,500 but not to a credit for depend-
ents. His tax for the period is $525.67, computed as follows:

Net income for 10-month period. e $10, 000. 00
Multiplied by 12 120, 000, 00

Net Income on annual basis ($120,000:-10)_... 12, 000.00
Earned net income for 10-month period 000. 00
Multiplied by 12
Barned net income on annual basls
($48,000-5-10) w e e e

-

4, 800.00

sme=——3=1

Subtracting:
Earned
480. 00

$4,800)
Pereonal eXemptioN. .. eeeeocecemenenne=n 2, 500.00

income credit (10 percent of

»

©
28
8818

Net income subject to normal AKX . e
Normal tax (4 percent of $9,020) __

Burt;xoom income ($132,000 less personal exemption of

38
88

Total tax on anmual basis ($360.80+8270) .
Amount of tax for period ($63080X10/13)ceeee

The return of a decedent or of his estate for the year in
which he died is a return for 12 months and not for a frac-
tional part of a year.

See. 48. Definitions~When used in this title—

(a) Tarable year—'Taxable year” means the calendar year, or
the fiscal year ending during such calendar year, U the basis
of which the net income is computed under this “Taxa~
ble year” includes, In the case of a return made for a fractional
pnnotaymrundathopmmomotthuuuoorm?mu

Commutssi the

tions prescribed by the oner with the

(b) Fiscal year—"Fiscal year” means wanmﬂnz“modot
twelve months ending on the last day of any month than
December,

(c) Paid, incurred, occrued —The terms
“paid or accrued” shall be construed
nccouuunguponmob-d.aotwmnwmtmmumpw
under this Part.

(d) Trade or business—The term "trade or business™ includes
the performance of the functions of a public office,

(e) Mutual investment companies—

(1) General definition—The term “mutual investment com-
(whether chartered or created

]

34
38

holding company &s defined In section 351, if—

(A) It 15 organized for the purpose of, and substantially all
its business consists of, holding, investing, or reinvesting in
stock or securities; and

(B) At least 85 per centum of its gross Income is derived
from dividends, Interest, and galns from sales or other
disposition of stock or securities; and

(O) Less than 30 per centum of its gross income is dertved
from the sale or other disposition of stock or securities held
for less than six months; and

(D) An amount not less than 90 per centum of its net In-
come is distributed to its sharsholders as taxablo dividends
during the taxable year; and

(E) Its shareholders are, upon reasonable notice, entitled
to redemption of thelr stock for their proportionate interests
in the corporation’s properties, or the cash equivalent thereof
less o discount not in cxcess of 3 per centum thereof.

(2) Lisrratrons-—-Despite the provisions of parsgraph (1) »
commuonahannov.beeondnnnduammnmgzn-

No. 175—8
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pany If, subsequent to n date thirty days after the date of the
enactment of this Act, at any time during the taxable year—

(A) More than 6 per centum of the gross assets of tho
corporation, taken at cost, was invested In stock or securities,
or both, of any one corporation, government, ot political sub-
division thereof, but this limitation shall not spply to invest-
ments in obligations of the United States or in obligations of
any corporation organized under general Act of Congress if
such corporation is an instrumentality of the United Btates
or

(B) It owned more than 10 per centum of the outstanding
stock or securities, or both, of any one corporation; or

(C) It had any outstunding bonds or indebtedness In excess
of 10 per centum of its gross assets taken at cost; or

(D) It falls to comply with any rule or regulation pre-
seribed by the Commissioner, with the approval of the Secre-
tary, for the purpose of sscertalning the uctual ownership of
its outstanding stock.

ART. 48 (e)-1. Tazation of mutual investment companics—
General—If a corporation, as defined in section 1001, shows
to the satisfaction of the Commissioner that it is entitled
to the status of a mutual inyvesiment company, as defined!
in section 48 (e), it is allowed, under section 13 (a) 3), &
credit for dividends paid, as provided in section 27, computeds
without the benefit of section 27 (b) relating to dividends
carry-over, but under section 13 (a) (2) it is not allowed the!
credit for dividends received provided in section 26 (b).,
It is also required o keep records satisfactory to the Com-—
missioner for the purpose of ascertaining the actual owner-
ship of its outstanding stock. In all other respects a mutual
investment company is treated, for purposes of taxation, as
any other corporation subject to taxation under the Act.

AnT. 48 (e)-2. Definition of a mutual investment com-
pany —The term “mutual investment company” means &
corporation whether chartered or incorporated, or created
under a trust instrument or otherwise, as an investment
trust, and whether of the fixed or general management type:
(other than a personal holding company as defined in sec-
tion 351), which complies with all the conditions prescribed.
by section 48 (e), As to definition of a corporation see sec~
tion 1001,

ART, 48 (e)-3. Proof of status of a mutual investment com~
pany.—(a) The Act requires that the company must have
been organized for the purpose of, and that substantially all,
of its business must have consisted of, holding, Investing or
reinvesting in, stock or securities. It is not sufficient that
the corporation is engaged in holding, investing or reinvest-
ing in, stock or securities, It must have been organized for
that purpose, and, throughout the taxable year, operated.
primarily as a medium through which contributing share-
holders are offered centralized management and diversity
of investments. If its predominant purposs is to hold, invest
or reinvest in, stock or securities, and if substantially all of
its business consists of holding, investing or reinvesting in,
such stock or securities, the existence or exercise of incidental:
powers to engage in other business will not deprive a cor-
poration of classification as & mutual investment company.
A finance company, or a company engaged in the business of!
a dealer In stock or securities, or of a trader in stock or se-’
curities for its own account, is not a mutual investment com-

pany.

(b) The Act provides that at least 95 percent of the com-:
pany’s gross income for the taxable year must be derived
from dividends, interest, and gains from sales or other dis-
position of stock or securities, and that less than 30 percent)
of the eompany’s gross income for the taxable year must have’
been derived from the sale or other disposition of stock or

‘securities held for less than six months, (See section 438 (e)

(1) (B) and (C). In determining the percentage of the com-
pany's gross income which has been derived from such:
sources, & loss from the sale or other disposition of stock or
securities does not enter into the computation. The deter-
mination of the period for which stock or securities have
been held shall be governed by the provisions of section 117
(¢) In so far as applicable.

(¢) The Act provides that an amount not less than 90
percent of the company’s net income for the taxable year|
must have been distributed to its shareholders as taxable,
dividends during the taxable year. The term “taxable divie
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dends” means dividends (as defined in section 115) which
are taxable in the hands of such shareholders as are sub-
ject to taxation under Title I, and includes the proportionate
share of the net earnings of the current year to the date
of redemption distributed to the shareholder upon redemp-
tion. A taxable dividend is not distributed to its share-
holders during the taxable year within the meaning of section
48 (e) (1) (D), unless the dividend is received by the share-
holders during the taxable year of the company. See article
27 (a)-1, relating to the dividends paid credit allowed
corporations,

(d) The Act requires that shareholders must, upon reason-
able notice, be entitled at all times during the taxable year to
redemption or purchase of their stock for their proportionate
interests in the corporation’s properties, or the cash equiva-
lent thereof, less a discount not in excess of 3 percent thereof.
Redemption within 60 days of written notice is redemption
upon reasonable notice, even though subject to exception in
case of extraordinary crises.

(e) Corporations are given 30 days after June 22, 1936,
the date of the enactment of the Act, within which to com-
ply with the provisions of section 48 (e) (2). Although a
caorporation may be otherwise classified as a mutual invest-
ment company, it will not be considered such for any tax-
able year if at any time (after July 23, 1936) during the
taxable year it failed to comply with section 48 (e) (2).

Anrt. 48 (e)-4. Records to be kept Jor purpose of ascertain-
ing actual ownership of outstanding stock of mutual invest-
ment companies—Every mutual investment company shall
maintain in the collection district in which it is required to
file its Income tax return permanent records showing the in-
formation relative to the actual owners of its stock contained
in the writien statements required by these regulations to be
demanded from the shareholders. The term “actual owner
of stock”, as used in these regulations, includes the person
who Is required to include in gross income in his return the
dividends received on the stock. All such records shall be
open for inspection, by any duly authorized officer or em-
ployee of the Bureau of Internal Revenue, for a period of four
years from the end of the taxable year of the company to
which they relate.

A mutual investment company shall demand of each of
its shareholders (or in the case of a company all or substan-
tially all of the capital stock of which is held by trustees for
the purpose of exercising voting rights, such company shall
demand of each of the registered holders of certificates of
beneficial interest in the company) on or before the payment
of any dividend made after 30 days from August 18, 1936, a
written statement giving (1) the name and address of the
actual owner as of the date the shareholder becomes entitled
to the dividend, whether payable then or later, of the stock
with respect to which the dividend is payable, (2) the name
and address of the person who executes the statement, and
(3) the number of shares to which the statement pertains,
or, if the statement is made by the actual owner, the total
number of shares actually owned by such person,

At the time the first demand is made after the expiration
of 30 days from August 18, 1936, s llke statement shall be
demanded with respect to any prior dividends pald within
the taxable year,

ARrT, 48 (e)-6. Rwordstobekcptlormolddmwa-
ing whether a company claiming to be a mutual investment
company i3 a personal holding company—For the purpose
of determining whether a company claiming to be a mutual
investment company is a personal holding company as de-
fined in section 351, the permanent records of the company
shall show the additional information required by these regu-
lations disclosing the maximum number of shares actually
owned by each person at any time during the last half of the
company’s taxable year. In the case of an individual actual
owner, the information shall give, to the best of the knowl-
edge and belief of such owner, the names and addresses of,
and the maximum number of shares actually owned by,
each member of his family (as defined in section 351 (b) (1))
at any time during the last half of the company’s taxable
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year. In case the actual owner is a corporation, partnership,
estate, or trust, the information shall also give the names and
addresses and the proportionate interests of such sharehold-
ers, partners, or beneficlaries, who had beneficial interests
to the extent of at least 10 percent at any time during the
last half of the mutual Investment company’s taxable year,
Statements giving such additional information shall be de-
manded not later than 30 days after the close of the com-
pany’s taxable year, as follows:

(1) In the case of & company having 2,000 or more
actual owners of its stock on any dividend payment date,
as disclosed by statementsreoelvedmmsponsetodemands
made by the company as provided in article 48 (e)—4, from
eachpersonsodﬁscloscdorknownwmeeompanyasme
actual owner of 5 percent or more of its stock: or

2) mtbemseotacompanyhavingle&sthnnzooom
more than 200 actual owners of its stock as so disclosed,
from each person so disclosed or known to the company as
actually owning 1 percent or more of its stock: or

3) lntheeaseoxaeompanyhsvingzooorlmactual
owners of its stock, from each person who is the actual
owner of one-half of 1 percent or more of its stock.

ArT. 48 (e)-8. Additional injormation required in returns
of shareholders—Any person who fails or refuses to comply
with the demand of & mutual investment company for the
written statements which articles 48 (e)—4 and 48 (e)-5 re-
quire the company to demand from its shareholders shall
submit as a part of the income tax return required by the
Act of such person a statement showing, to the best of his
knowledge and bellef—

(1) the number of shares actually owned by him at any
and all times during the period for which the return is
filed in any company ciaiming to be & mutual investment
company; .

(2) the dates of mcquisition of any such stock during
such period and the names and addresses of persons from
whom it was acquired;

(3) the dates of disposition of any such stock during
such period and the names and addresses of the transferees

(4) the names and addresses of the members of his
family, as defined in section 351 relating to personal hold-
ing companies; and the maximum number of shares, if
any, actually owned by each in any company claiming to
be a mutual investment company, at any time during the
last half of the taxable year of such company;

(5) the names and addresses of any corporation, part~
nership, association, or trust in which he had a beneficial
interest to the extent of at least 10 percent at any time
during the period for which such return is made, and the
number of shares of any company claiming to be a mutual
investment company actually owned by each; and

(6) the amount and date of receipt of each dividend
received during such period from every company claiming
to be & mutual investment company.

When making demand for the written statements required
of each shareholder under these regulations, the company
shall inform each of the sharcholders of his duty to submit
a5 a part of his income tax return the statements which are
required by this article if he fails or refuses to comply with
such demand. A list of the persons failing or refusing to
comply in whole or in part with & company's demand ghall
be maintained as a part of its records required by these rezn-
lations. A company which fails to keep such records to show
the actual ownership of its outstanding stock as are required
by these regulations, or which may be required from time to
time by any rule or regulation prescribed by the Commis-
sioner, with the approval of the Secretary, for such purpose,
shall not be taxable as a mutual Investment company,

Nothing in these regulations shall be construed to relieve
mutual investment companies or their shareholders from the
duty of filing information returns required by regulations
prescribed under sections 147 and 148,
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CHAPTER VIO
Returns and Payment o] Tax

Part V—Returns and Payment of Tax

8ge. 51. Individual Returns.—

(n) Requirement—The following individuals shall oach make
under oath a return stating specifically the items of his gross in-
come and the deductions and credits allowed under this titie and
such other information for the purpose of carrying out the provi-
sions of this title ss the Commisasioner with the approval of the
Secretary may by regulations prescribe—

(1) Every individual baving a net income for the taxable year
of $1,000 or over, if single, or if married and not lving with
nusband or wife; .

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

(3) Every individual having a gross Income for the taxable
year of $5,000 or over, regardless of the amount of his net
income.

(b) Husband end wife.~If a husband and wife lving together
have an aggregate net income for the taxable year of $2.,500 or
over, or an aggregate gross income for such year of $5,000 or over—

(1) Each shall make such n refurn, or

(2) The income of each shall be Included in a singie joint re-
turn, In which case the tax shall be computed on the aggregate
income,

(¢) 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) Fiduciaries.—For returns to be made by fiduciaries, soe
section 143,

Arr, 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,
ar 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
1f 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 al-
lowed him by section 25 (b) (1) and (3) (computed with-
out 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 their
aggregate net income is at least $2500. Of their ag-
gregate 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 & return or returns if their aggre-
gate 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 (3) (com-
puted 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
only if they were living together at the close of their
able year. If one spouse dies prior to the last day o
taxable year, the surviving spouse may not include the
come of the deceased spouse in & joint return for
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 accom-
panied 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 lability 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
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article 51-4) by the spouse preparing the return. The spouss
who fills in the return shall be considered to have prepared
the retum within the meaning of this paragraph. If the
return is prepared by both spouses, or is prepared by neithes
spouse, then both spouses shall swear to the return, exceph
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 iliness or absence, as provided in
article 51-2.

Whether or not an individual is the head of & family or
has dependents is immaterial In determining his lability to
render a return. For returns by fiduciaries, see section 1423
by partnerships, see section 187; and by nonresident allen
individuals, see section 217. See also section 53.

Art. 51-2. Form of return—The return shall be on Form
1040, except 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 collec-
tors of the several districts. The return may be made by an
agent if, by reason of illness, the person liable for the mak-
ing of the return is unable to make it. The return may also
be made by an agent if the taxpayer is unable to make thg
return by reason of continuous absence from the United
States for a period of at least 60 days prior to the date pre«
scribed by law for making the return. Whenever a return is
made by an agent (except returns on Form 1040NB for non-
resident aliens not engaged in trade or busines in the United
States and not having an office or place of business therein,
see article 217-2) 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 nonresident aliens, sea
articles 217-1 and 217-2,

The home or residental address of the taxpayer (includ-
ing the street and number, if any) shall be given in the space
provided at the top of the return for the name and address
of the taxpayer. A taxpayer having a permanent business
address may give that address as the principal or mailing
address, provided that the complete home or residential
address is also given within the space provided,

Art. 51-3. Return of income of minor—An individual, al-

though & minor, is required to render a return of income if
he has a net income of his own of $1,000 or over, or & gross
income of $5,000 or over, for the taxable year. If he is mar-
ried, see article 51-1. If under the laws of a State the earn-
ings of a minor belong to the minor, such earnings, regard-
less 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 which he possesces, 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 prop-
erty. (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 re-
turn.
ARrT. 51-4, 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 author-
ized 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 &
consular officer of the United States. Persons in the naval
or military service of the United States may verify their re-
turns before any official authorized to administer oaths for
the purposes of those respective services. Income tax re-
turns executed 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 knowl-
edge of the appointment and official character of the
attesting officer, -
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Anrt. 51-5. Use of prescribed jorms—Copies of the pre-
scribed return forms will so far as possible be furnished
taxpayers by collectors. A taxpayer will not be excused from
making a return, however, by the fact that no return form
has been furnished fo him. Taxpayers not supplied with
the proper forms should make application therefor to the
collector In ample time to have their returns prepared, veri-
fied, and filed with the collector on or before the due date.
Each taxpayer should carefully prepare his return 50 as
fully and clearly to set forth the data therein called for.
Returns which have not been so prepared will not be ac-
cepted as meeting the requirements of the Act. In lack of
& prescribed form a statement made by a taxpayer disclos-
ing his gross income and the deductions therefrom may be
accepted as a tentative return, and if filed within the pre-
scribed time the statement so made will relieve the taxpayer
from liability to penalties, provided that without unneces-
sary delay such a tentative return Is supplemented by a
return made on the proper form. (See further articles 53-2
to 53-4.)

8Sxo., 52, Corporation Returns—Every earponuon subject to
taxation under this title shall make s return, stating lpocmcnlly
the items of its grosa income and the
allowed by this title and such other Information for tbe purpo-e
of carrying out the provisions of this title as the Commissioner
with the approval of the Secretary may by regulations prescribe,
The return shall be sworn to by the president, vice president, or
othetprtncspnl officer and by the treasurer, assistant treasurer, or

officer, In cases where recelvers, trustees in

btnkmptcy mmmmungthempenyorbm

corporations, such receivers, trustees, or assignees shall make

utumstorlucheorpontlom&ntbcnmommmmd!ormn

tions are required to make returns. Any tax due on the

of such retumns made by receivers, or assignees

shall be callected in the same manner as if collected from the

%mmdvmbmmmmtbqhnwmtodym
control,

Arr. 52-1. Corporation returns—Every corporation not
expressly exempt from tax must make g 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 207-7; of foreign corporations, see section
235; and of aflillated 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 is
organization, which has transacted no business and had no
income from any source, may upon presentation of the facts
to the collector be relieved from the necessity of making a
refurn as long as i remains in an unorganized condition.
In the absence of a proper showing to the collector such a
corporation will be required to make a retun. A corpora-
tion which was dissolved in 1936 prior to the enactment of
the Revenue Act of 1936 is not relieved from the necessity of
rendering returns thereunder for any period or periods of its
existence 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 verifica-
tion of returns and use of prescribed forms, see articles 51-4
and 51-5. Upon liquidation or dissolution of a corporation
there shall be attached to the final return a statement show-
ing: (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 description and the value of the liquidating
assets received by each shareholder, (4) the name and ad-
dress of each individual or corporation other than share-
holders and creditors, if any, that received assets at dissolu-
tion, (5) a description and the value of the assets received by
each such individual or corporation, and (6) the considera-
tion, if any, paid by each of them for the assets received.

Art. 52-2. Returns by receivers—Recelvers, trustees in
dissolution, trusiees in bankruptcy, and assignees, oper-
ating the property or business of corporations, must make
returns of income for such corporations. If a recefver
has full custody of and control over the business or
property of a corporation, he shall be deemed to be oper-
ating such business or property within the meaning of
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section 52, whether he is engaged iIn carrying on the busie
ness for which the corporation was organized or only in
marshaling, selling, and disposing of its assets for purposes
of liquidation. Notwithstanding that the powers and funce
tions of a corporation are suspended and that the prop-
erty and business are for the time being in the custody
of the receiver, trustee, or assignee, subject to the order
o:t.hecwn.mchmelm trustee, or assignee stands in
the place of the corporate officers and is required to per-
form all the dutles and assume all the Habilities 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 recelver in charge of only part of the
property of a corporation, however, as, for example, & re-

Sec, 53. Time and Place for Filing Returns—
(8) Time for flling—

(1) General rule—~Returns muie on the basis of the calendar

Arrt. 53-1. Time for filing returns—Returns of income (ex.
cept In the case of nonresident alien individuals, as to which
see section 217, and foreign corporations, as to which see
section 235) must be made on or before the 15th day of the
third month following the close of the taxable year. A cor-
poration going into liquidation during any taxable year may,
upon the completion of such liquidation, prepare a return
for that year covering its income for the part of the year
during which it was engaged in business and may immedi-
ately file such return with the collector.

ArT, 53-2. Extensions of time for fling returns—It is im-
portant that the taxpayer render on or before the due date
a return as nearly complete and final as it is possible for him
to prepare. However, the Commissioner is authorized to grant
a reasonable extension of time for filing returns under such
rules and regulations as he shall prescribe with the approval
of the Secretary. Accordingly, authority for granting exten-
sions of time for filing income tax returns is hereby delegated
to the various collectors of internal revenue. Application for
extensions of time for filing income tax returns should be ad-
dressed 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 tax-
payers who are abroad, no extension for filing income tax
returns may be granted for more than six months. For ex-
tensions of time for payment of tax, see sections 56 (¢) and
272 (J) and articles 53-3, 56-2, and 272-3.

Axrr. 53-3. Extensions of time in the case of foreign organi-

(@) memershlmmrdlmo!whemermeymun
tain an office or place of business within the United States;
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(b) Forelgn 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

ing persons in military or naval service on duty outside the
United States.

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

Taxpayers who take advantage of this extension of lime
will be charged with interest at the rate of 6 percent per
annum on the first installment of tax from the original due
date until paid.

Anr. 63-4. Due date of return~—The due date is the date
on or before which a return is required to be filed in accord-
ance with the provisions of the Act or the last day of the
period covered by an extension of time granted by the Com-
missioner 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
malls, on or before the date on which the return is required
to be filed. If a return is made and placed in the malils in
due course, properly addressed and postage paid, in ample
time to reach the office of the collector on or before the
due date, no penalty will attach should the return not actu-
ally 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.

Ant. 53-5. Place for fling individual returns.—Section 53
(b) (1) provides that individual returns shall be made to the
collector for the district in which is located the legal resi-
dence 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 Balti-
more, Md,

An individual employed on a salary or commission basis
who is not also engaged in conducting a commercial or pro-
fessional enterprise for profit on his own account does not
have a “principal place of business” within the meaning of
section 53 (b) (1), and shall make his return to the collector
for the district in which is located his legal residence, or, if
he has no legal residence in the United States, then to the
collector at Baltimore, Md.

Src. 54. Records and Special BRelurns—

(s) By tarpayer—Every person lable 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,

(b) To determine Hability to tax,-—v&nnever in the judgment
of the Commissioner necessary he may require any person, by notice
served upon him, to make a return, render under oath such state-
ments, or keep such records, as the Commissioner deems sufficlont
to show whether or not such person is liable to tax under this title,

(¢) Information at the source~For requirement of statements
and returns by one person to assist in determining the tax linbility
of another person, see sections 147 to 150,

(d) Copies of returns~-If any person, required by law or regula-
tions made pursuant to law to flle a copy of any income return
for any taxable year, fails to file such copy at the time required,
there shall be due and assessed against such person 85 In the
case of an individual return or $10 in the case of a fiduclary,
nership, or ¢ tion return, and the collector with whom the
return s filed ghall prepare such copy. Such amount shall be
collectod and paid, without interest, in the same manner as the
amount of tax due in excess of that shown by the taxpayer upon
A return in the case of & mathematical error appearing on the face
of the return. Copies of returns filed or prepared pursusnt this
subsection shall remain on file for & period of not two
years from the date they are required to be filed, and may
o ot any time thereafter under the direction

be
the
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Ant. 54-1. Aids to collection of taxr—The Commissioner
may require any person to keep specifie records, render under
oath such statements and returns, and comply with such
rules and regulations as the Commissioner, with the ap-
proval 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 pro-
vision, every person subject to tax carrying on the business
of producing, manufacturing, purchasing, or selling any com-
modities or merchandise, except the business of growing and
selling products of the soil, shall for the purpose of deter-
mining the amount of income which may be subject to the
tax keep such permanent books of account or records, In-
cluding 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 instruc-
tions contained thereon and the regulations applicable
thereto.

Sec. 55. Publicity of refurns.—

(a) Returns made under this title shall be open to inspection in
the same manner, to the same extent, and subject to the same
provisions of law, Including penalties, ns returns made under
Title IT of the Revenue Act of 1926; and all returns made under
this Act shall constitute publie records and shall be open to public
examination and inspection to such extent as shall be suthorized
in rules and regulations promulgated by the President,

(b) (1) All income returns filed under this title (or coples there=
of, If 30 prescribed by regulations made under thix subsection),
shall be open to inspection by any official, body, or commlisslon,
lawfully charged with the administration of any State tax law,
if the inspeotion is for the purpcse of such miministration or for
the purpose of obtaining information to be furnished to local tax-
ing suthorities as provided in paragraph (2). The tnspection shall
be ftted only upon written request of the governor of such
State, designating the representative of such official, bo;lly or com=
mission to make the inspection on behalf of such offcial, body, or
commission. The | jon shall be made In such manner, and
at such times and places, ns shall be prescribed by regulations
made by the Commissioner with the approval of the Secretary.

(2) Any Information thus secured by any official, body, or com-
mission of any State may be used only for the administration of
the tax laws of such State, except that upon written request of
the Governor of such State any such Information may be fur-
nished to any official, body, or commission of any political sub-
diviston of such Stats, lawfully charged with the administration
of the tax laws of such political subdivision, but may be fur-
nished only for the purpose of, and may be used only for, the
administration of such tax laws. Any officer, employee, or agent
of any State or political subdivision, who divulges (except os
authorized in this subsection, or when called upon to testify in
any judicial or sdministrative proceeding to which the State or
political subdivision, or such State or local official, body, or com-~
mission, as such, is a party) any information sacquired by him
through an inspection permitted him or another under this sub-
section shall boe gullty of & misdemeanor and shall upon convic-
tion be punished dy o fine of not more than $1,000, or by ime-
prisonment for not more than one year, or both.

ArT. 55 (b)-1. Definitions~Any word or term used in
this article and articles 55 (b)-2 to 55 (b)-4, Inclusive,
which is defined in the Act shall be given the respective
definition contained in the Act.

Arr. 55 (b)-2. Copies of income returns—Every person
(except nonresident alien individuals, nonresident alien fidu-
claries, nonresident foreign partnerships, and nonresident
foreign corporations) required to flle an income return (in-
cluding affiliation schedules) under the provisions of sections
51, 52, 141, 142, or 187 of Title I of the Revenue Act of 1936,
or section 351 of Title TA of that Act, or section™106 of tha
Revenue Act of 1935, as amended by section 402 of the Reve-
nue Act of 1936, for any taxable year beginning after Decem-
ber 31, 1935, shall file with the return a copy thereof on a
duplicate form on colored paper which will be provided for
that purpose. The copy on such duplicate form shall be &
complete duplicate of the return as filed except that the
affidavits on the duplicate form need not be filled in. There
shall be attached to the copy on the duplicate form a copy of
any schedule or statement attached to the original return
except (1) Schedule C-1 in the case of a corporation return,
(2) the copy of the will or trust instrument in the case of a
fiduclary return, (3) the power of attorney on Form 935 or
Form 936 in the case of a return made by an agent, and (4,




of the annual statement made to the insurance

department of the State, Territory, or District of Columbia

in the case of a return of an insurance company. In lieu of

filling in the duplicate form on colored paper, & legible photo-

the return and related schedules as

filed may be filed with the return provided such photostat
of

2

I

furnished, and (2) the purpose for which the information

payer, the Commissioner may extend the
amount determined as the tax by the
thereof, for s period not to exceed
scribed for the payment of the tax or an
such case the amount in respect of which ex
shall be pald on or before the date of the expiration of the period
of the extension.

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

(e) Advanoe payment in case of jeopardy~—For advance payment
in case of jeopardy, see section 148,

(f) Tox withheld at source —For requirement of withholding tax
at the source in the case of nonresident aliens and foreign cor-
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porations, and In the case of so-called tax-free covenant bonds,
"0 Fractionas perts

g parts of cent—In the payment of any tax undoer
this title a fractional part of a cent shall be garded unless 'e'.
amounts to one-half cent or more, in which case it shall be in-

ng‘xgmt:n{hpayman: of m:f incoma
lwuest e person suUC
payment & full written or prinfed recelpt therefor, | o
Axr. 66-1. Dale on which taxr shall be paid—The tax, un-
less it is required to be withheld at the source (see sections
143 and 144) or unless it is to be pald by a nonresident alien
individual (see section 218) or a foreign corporation not
having any office or place of business In the United States
(see section 236), is to be paid on or before the 15th day of
March following the close of the calendar year, or, if the
return is made on the basis of a fiscal year, on or before the
day of the month following the close of such
year The tax may, at the option
equal installments instead
case the first installment
prescribed for the pay-

:

th day of the sixth month,
or before the 15th day of the

If the taxpayer elects to pay
each of the four installments

Arr. 56-2. Extension of time for payment of the taxr or
installment thereof—If it is shown fo the satisfaction of
the Commissioner that the payment of the amount de-
termined as the tax by the taxpayer or any part or Instali-

will not be granted upon a general statement of hardship,
The term "undue hardship” means more than an incon«
venience 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 i5 not or-
dinarily considered as resulting in an undue hardship.

An application for an extension of time for the payment

e | of such tax should be made under cath 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 accom-
pany 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 immedi-
ately and, if possible, within 30 days will be rejected, ap-
proved or tentatively approved, subject to certain conditions
of which the taxpayer will be immediately notified. The
Commissioner will not consider an application for an exten-
sion of time for the payment of a tax unless such application
is made in writing, and is made to the collector on or beford
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 fo the granting of such an extension, the
Commissioner will usually require the taxpayer to furnish o
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bond on Form 1130 in an amount not exceeding double the
amount of the tax or to furnish other security satisfactory to
the Commissioner for the payment of the tax, or instaliment
thereof, on the date prescribed for payment in the extension,
so that the risk of loss to the Government will not be greater
at the end of the extension period than It was at the begin-
ning of the peried. 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 & surety company holding a certificate of authority from
the Secretary 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 exceeding double the amount of the tax, or installment
thereof. (See section 1126 of the Revenue Act of 1926, as
amended, paragraph 31 of the Appendix to these regula-
tions.) A request by the taxpayer for an extension of time
for the payment of one installment does not operate to pro-
cure an extension of time for payment of subsequent Install-
ments. Nor does an extension of time for filing a return
operate to extend the time for the payment of the tax or
any part thereof, unless so specified in the extension. If an
extension of time for payment of the tax or any installment
is granted, the amount, time for payment of which is so ex-
tended, shall be paid on or before the expiration of the pe-
riod of the extension, together with interest at the rate of
8 percent per annum on such amount from the date when
the payment should have been made if no extension had been
granted until the expiration of the period of the extension.
(See section 295.)

ArT. 56-3. When fractional part of cent may be disre-
garded.—In the payment of taxes a fractional part of a cent
shall be disregarded unless it amounts to one-half cent or
more, in which case it shall be increased to 1 cent. Frac-
tional parts of a cent should not be disregarded in the com-
putation of taxes.

Anrt. 56-4. Receipts for tax payments—Upon request a col-
lector will give & receipt for each tax payment. In the case
of payments made by check or money order the canceled
check or the money order receipt is usually a sufficient re-
ceipt. In the case of payments in cash, however, the tax-
payer should In every instance require and the collector
should furnish a receipt.

Szc. 57. Examination of Return and Determination of Tax—As

00N &8 practicable after the return is filed the Commissioner shall
examine it and shall determing the correct amount of the tax.

Ant. 57-1. Exzamination 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 pre-
scribed from time to time by the Commissioner. (See section

272.)

Szc, 58, Additions to Tazr and Penalties—(a) For additions to the
tax In case of negligence or fraud in the nonpayment of tax or
{allure to file return therefor, see Supplement M.,

(b} For criminal penalties for nonpayment of tax or faflure to file
return therefor, see section 145.

Skc. 50. Administrative Proceedings.—For sdministrative proceed-
Ings In respect of the nonpayment or overpayment of a tax Im-
posed by this title, see as follows: |
o (n) lSUpplemmt L, relating to assessment and collection of de-

clencles,

(b) Supplement M, relating to interest and additions to tax.
n:m S‘upplemem N, relating to clalms sgainst transferees and

duciaries,

(d) Supplement O, relating to overpayments.

CHAPTER IX

Miscellaneous Provisions

Part VI—Miscellaneous Provisions

Sxe. 81, Laws Made Applicadble—All admintstrative, special, or
Flamp provisions of law, including the law relating to the assess-
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ment of taxes, s0 far as applicable, are hereby extended to and
made a part of this title.
8xc, 62, Rules and Regulations~—The Commissioner, with the
approval of the Secretary, shall prescribe and publish all needful
rules and regulations for the enforcement of this title.
Sxc. 63. Tares in Licu of Tazxes Under 1934 Act—The taxes im-
by this title and Title IA shall be In lieu of the taxes
posed by Titles I and IA of the Revenue Act of 1034, as amended,
Sec. 64. Short Title.—This title may be cited as the “Income Tax
Act of 1836

» - - - - - -

[Chapters X-XXXIII (Supplemental Provisions, Subtitle C
of Title D will appear in the Federal Register for Tuesday,
November 17, 1936. Chapters XXXIV (Surtar on Persomal
Holding Companies, Title IA) and XXXV (General Provisions,
Title VIID), and the Appendiz will appear in the Federal
Register for Wednesday, November 18, 1936.]

[sEAvL] CuAs. T. RUSSELL,

Acting Commissioner of Internal Revenue,
Approved: November 12, 1936.

Wavyne C. TayLoR,
Acting Secretary of the Treasury.

[F. R. Doc, 3378—Flled, November 13, 1936; 1:05 p, m.]

INTERSTATE COMMERCE COMMISSION.
ORDER

At a Session of the Interstate Commerce Commission,
Division 5, held at its office in Washington, D. C, on the
10th day of November A. D. 1836.

[No. MC 20987)

APPLICATION OF C. M. DERAY FOR AUTHORITY TO OPERATE AS A
ComMMON CARRIER

In the Matter of the Application of C. M. Dekay, Individual,
Doing Business as D. & H. Motor Freight Co. of 417
Charles Street, Jamestown, N. Y. for a Certificate of
Public Convenience and Necessity (Form BMC 1), Author-
izing Operation as a Common Carrier by Motor Vehicle
in the Transportation of Commodities Generally, in Inter-
state Commerce, Prom and Between Points Located in the
States of Connecticut, Delaware, Illinois, Indiana, Mary-
land, Massachusetts, New Jersey, New York, Ohio, Penn-
sylvania, Rhode Island, and District of Columbia, Over
Irregular Routes and Over the Following Regular Routes

Route No. 1—Between Jamestown and New York, N. Y.
Route No. 2—Between Jamestown, N. Y., and Philadelphia,

Pa.

Route No. 3—Between Jamestown, N. Y., and Washington,
D. C.

Route No. 4—Between Jamestown and Buffalo, N. Y.

Route No. 5.—Between Jamestown, N. Y., and Youngsville,
Pa.

A more detalled statement of route or routes (or terri-
tory) iIs contained In sald application, coples of which are
on file and may be inspected at the office of the Interstate
Commerce Commission, Washington, D, C., or offices of the
boards, commissions, or officials of the States involved in
this application.

It appearing, That the above-entitled mattier is one which
the Commission Is authorized by the Motor Carrier Act,
1835, to refer to an examiner:

It i3 ordered, That the above-entitled matter be, and it
is hereby, referred to Examiner T, Naftalin for hearing on
the 30th day of November A. D. 1936, at 10 o'clock a. m.
(standard time), at the Federal Building, Jamestown, N. Y.,
and for recommendation of an appropriate order thereon
accompanied by the reasons therefor;

It is jurther ordered, That notice of this proceeding be
duly given;

And it is further ordered, That any party desiring to be
notified of any change in the time or place of the said hear-
ing (at his own expense if telegraphic notice becomes nec
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essary) shall advise the Bureau of Motor Carriers of the
Commission, Washington, D. C, to that effect by notice
which must reach the sald Bureau within 10 days from the
date of service hereof and that the date of malling of this
notice shall be considered as the time when said notice is
served.

By the Commission, division 5.

[sEaL) Georce B. McGinty, Secretary.

[F. B. Doc. 3371—Filed, November 13, 1936; 11:49 a. m.]

[Fourth Section Application No. 16606)
HaNDLES FrOM, TO, AND BETWEEN POINTS IN THE SOUTHWEST

NoveEmser 13, 1936.

The Commission is in receipt of the above-entitled and
numbered application for relief from the long-and-short-
haul provision of section 4 (1) of the Interstate Commerce
Act,

Flled by: F. A, Leland, Agent,

Commodities Involvedd: Handles, broom or mop, with or with-
out metal hooks or hangers attached, in carioads.

From, to, and between: Points in the Southwest.

Grounds for relief: Analogous commodity,

Any interested party desiring the Commission to hold a
hearing upon such application shall request the Commission
in writing so to do within 15 days from the date of this
notice; otherwise the Commission may proceed to Investi-
gate and determine the matters involved in such application
without further or formal hearing.

By the Commission, division 2.

[sEar] Georce B. McGrinty, Secrelary.
[F. R. Doc. 3372—¥Flled, November 13, 1936; 11:49 a. m.]

SECURITIES AND EXCHANGE COMMISSION.
SecuriTIES ACT OF 19833

ADOPTION OF RULE 600-—¥FINANCIAL STATEMENTS

The Securities and Exchange Commission, acting pursuant
to authority conferred upon it by the Securities Act of 1933,
as amended, particularly Sections 7 and 19 (a) thereof, and
finding that the information specified in Schedule A of the
Act which is permitted by Rule 600 to be omitted from any
- registration statement in respect of a specified class of issu-
ers is inapplicable to such class, and that disclosure fully
adequate for the protection of investors is otherwise required
to be included in the registration statement, and that any
information not specified in Schedule A which is required by
such rule to be set forth in the registration statement is nec-
essary and appropriate in the public interest and for the
protection of investors, and thai Rule 600 is necessary to
carry out the provisions of the Act and is necessary and
appropriate in the public interest and for the protection of
investors, hereby takes the following action:

The following new rule is adopted, to be inserted in Article
3 of Regulation C of the “General Rules and Regulations
under the Securities Act of 1933", under a new caption as
follows:

C. Financial Statements

RuLz 600. Special Financial Requirements in Case Regis-
trant is @ Natural Person—A registrant who is a natural
person may file, in licu of the balance sheets and profit and
loss statements otherwise required in the appropriate form
for registration or the instructions accompanying such
form, the following financial statements:

(a) A statement of assets and liabilities of the registrant
as of a date within ninety days, and statements of the
regisrant’s income year by year for the three calendar
years preceding the date of such statement of assets and
liabilities. These statements shall be set forth in reasonahle
detail and need not be certified.
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(b) Balance sheets and profit and loss statements of:

(1) Every business of which the registrant s sole
proprietor;

(if) Every parinership in which the registrant has a
controlling Infterest:

(1il) Every business trust, unincorporated association, or
similar business organization in which the registrant has
& controlling interest; and

(iy) Every corporation in which the registrant owns
directly or indirectly securities representing more than
052% ?afmthevoungpowm'omermanasaneczedbymnts

de t.

Such financial statements need not be flled, however, with
respect to any corporation or other business organization
designated in (iii) or (iv) above if both of the following
condilions exist:

(1) The registrant's total investment in such corpora-
tion or business organization does not exceed 5% of the
registrant’s total assets;

(2) The registrant’s total income from such corporation
or business organization does not exceed 5% of the regis-
trant’s gross income;

provided that the registrant's aggregate investment i all

such corporations and business organizations whose state-

ments are omitted pursuant to this sentence shall not exceed

15% of the registrant’s total assets, and that the registrant’s

aggregate income from all such corporations and business

1o;'(:anlza.tlous shall not exceed 15% of the registrant’s gross
come.

Financial statements required by this paragraph (b)
shall be for the dates and periods prescribed for the finan-
cial statements of an unconsolidated subsidiary in the ap-
propriate form for registration. Such statements shall also
conform, so far as practicable, to all other requirements as
to financial statements, including requirements as to certifi-
cation, as set forth in such form.

The forogoing amendment shall be effective Immediately
upon publication.
By the Commission.

(seaLl Francis P, Brassor, Secretary.

[P. B. Doc, 3374—Filed, November 13, 1836; 12:50 p. m.)

United States of America—Before the Securities
and Exchange Commission

At a regular session of the Securities and Exchange Com-
mission held at its office in the City of Washington, D. C.,
on the 12th day of November A. D, 1936,

IN THE MATTER OF AN OFFERING SHEET OF A ROYALTY INTEREST
IN THE MAGROLIA-ROGERS FarMm, Friep ox Ocroser 19, 1936,
BY W. H. CARRAHER, RESPONDENT

ORDER TERMINATING PROCEEDING AFTER AMENDMENRT

The Securities and Exchange Commission, finding that the
offering sheet filed with the Commission, which is the sub-
Ject of this proceeding, has been amended, so far as neces-
sary, In accordance with the Suspension Order previously
entered in this proceeding;® .

It is ordered, pursuant to Rule 341 (d) of the Commis-
sion's Geperal Rules and Regulations under the Securities
Act of 1933, as amended, that the amendment received at
the office of the Commission on November 9, 1936, be effec-
tive as of November 9, 1936; and

It is further ordered, that the Suspension Order, Order for
Hearing, and Order Designating a Trial Examiner, heretofore
entered in this proceeding, be, and the same hereby are,
revoked and the sald proceeding terminated.

By the Commission.

[seavL) « Fraxcis P, Brassor, Secretary.
[¥. B, Doc. 3377—Filed, November 13, 1936; 12:50 p.m.]
1P, R. 1057
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United States of America—Before the Securities
and Exchange Commission

At a regular session of the Securities and Exchange Com-
mission held at its office in the City of Wasliington, D, C,,
on the 12th day of November A. D. 1936,

Ix THE MATTER OF AN OFFERING SHEET OF A ROYALTY INTEREST
1% THE SUNRAY ET AL.-CAPITAL-MANSION-STATE ET AL. FArM,
Fiep oN Novemser 6, 1936, sy T. G. THOMPSON, RESPOND-
ENT

SUSPENSION ORDER, ORDER FOR HEARING (UNDER RULE 340 (A)),
AND ORDER DESIGNATING TRIAL EXAMINER

The Securities and Exchange Commission, having reason-
able grounds to believe, and therefore alleging, that the
offering sheet described in the title hereof and filed by the
respondent named therein is incomplete or inaccurate in the
following material respects, to wit:

1. In that the date in Division I when the information
contained in the offering sheet will be out of date is mis-
calculated based on Items 15 and 16 (a) of Division IX
thereof;

2. In that in Item 1 of Division II the participation stated
for each smallest fractional interest is incorrectly stated or
miscalculated and appears inconsistent with the note to
Item 16 (¢) ;

1t is ordered, pursuant to Rule 340 (a) of the Commission’s
General Rules and Regulations under the Securities Act of
1933, as amended, that the effectiveness of the filing of said
offering sheet be, and hereby is, suspended until the 12th day
of December 1936; that an opportunity for hearing be given
to the sald respondent for the purpose of determining the
material completeness or accuracy of the said offering sheet in
the respects in which it is herein alleged to be incomplete
or Inaccurate, and whether the sald order of suspension shall
be revoked or continued; and 3

It is further ordered, that John H. Small, an officer of the
Commission, be, and hereby is, designated as trial examiner
to preside at such hearing, to continue or adjourn the said
hearing from time to time, to administer oaths and aflirma-
tions, subpena witnesses, compel their attendance, take
evidence, consider any amendments to said offering sheet as
may be filed prior to the conclusion of the hearing, and
require the production of any books, papers, correspondence,
memoranda, or other records deemed relevant or material to
the inquiry, and to perform all other duties in connection
therewith authorized by law; and

It is further ordered, that the taking of testimony in this
proceeding commence on the 25th day of November 1936 at

10:00 o'clock in the forenoon at the office of the Securities |

and Exchange Commission, 18th Street and Pennsylvania
Avenue, Washington, D. C., and continue thereafter at such
times and places as sald examiner may designate,

Upon the completion of testimony in this matter the exam-
iner is directed to close the hearing and make his report to
the Commission.

By the Commission.

[sEaAL] Francis P, Brassor, Secretary.

| ¥. R. Doc. 3376—Piled, November 13, 1036; 12:50 p. m.]

United States of America—Before the Securities
and Ezxchange Commission

At a regular session of the Securities and Exchange Com-
mission held at its office in the City of Washington, D. C.,
on the 12th day of November A, D. 1936.

No. 17—
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[File No, 20—189A1-1]

In THE MATTER OF AN OFFERING SHEET OF ROYALTY INTERESTS
IN TRE Pone Ormn Co.-R. L. WewLrs No. 47 Lease, FiLED ON
Jorny 9, 1936, Yy P, R, KNICRERBOCKER, RESPCNDENT

PERMANENT SUSPENSION ORDER

The Securities and Exchange Commission initiated this pro-
ceeding pursuant to the provisions of Rule 340 of the General
Rules and Regulations promulgated by the Commission under
the Securities Act of 1933, as amended, to determine whether
or not an order should be entered suspending the effectiveness
of the filing of an offering sheet of royalty interests in the
Pure Oil Co.-R. L. Wells No. 47 Lease, located in Van Zandt
County, Texas, which offering sheet was filed with the Com-
mission on July 9, 1836, by P. R. Knickerbocker, of Dallas,
Texas, the respondent herein.

This matter having come on regularly for hearing before
the Commission at Washington, D. C., on July 29, 1938, and
due notice thereof having been given to the said respondent,!
and the said respondent having falled to appear, and evi-
dence both oral and documentary having been Introduced,
and the hearing having been closed, and tiie Commission
having found upon the evidence that sald offering sheet
omits to state material facts required to be stated therein
(for the omission of which no sufficient reason is given in
said offering sheet) and which are necessary fo make the
statements therein not misleading, all as more fully set forth
in the Findings and Opinion of the Commission filed in this
proceeding, and it appearing appropriate in the public interest
so to do;

It is ordered, pursuant to Rule 340 (b) of the Commis-
sion's General Rules and Regulations promulgated under
the Securities Act of 1933, as amended, that the effective-
ness of the filing of saild offering sheet be, and same hereby
is, permanently suspended.

By the Commission.

[sEAL] Fraxcis P, Brassor, Secretary.

| F. R. Doc. 3375—Filed, November 13, 1836; 12:50 p. m|)

UNITED STATES TARIFF COMMISSION,
PuosLic NoTice

INVESTIGATION ORDERED AND HEARING SET! CIGAR LICHTERS
[Docket 11; Section 337, Tarlf Act of 1930]

In the Matter of Investigation of Alleged Unfair Methods
of Competition or Unfair Acts in the Importation or Sale
of Cigar Lighters

Upon consideration of the complaint under oath filed on
the 28th day of December 1935, by Art Metal Works, Inc.,
having its principal place of business in Newark, New Jersey,
it was, on August 14, 1936, ordered:

1. That an investigation pursuant to the provisions of
Section 337 of the Tariff Act of 1930 be instituted into alleged
unfair methods of competition or unfair acts in violation of
sald section in the importation or sale In the United States
of cigar lighters made In accordance with the terms of
United States Letters Patent Nos, 1,986,384, 2,002,845 and
Des. 96,639 or In simulation of such lighters.

2. That notice be, and the same is hereby, given to Atlantic
& Pacific Merchandise Co., 876 Broadway; Henry Amdur &
Sons, Inc., 325 Fifth Avenue; and National Silver Co., 61
West 23rd Street, all in New York City:; Homer's, Inc,
Boston, Mass.; and Mallove's, Inc., 48 State Street, New
London, Conn., and to all other persons, partnerships, asscci~
ations, and corporations concerned as owners, importers,
consignees, agents, or otherwise in the alleged unfair
methods of competition or unfair acts in the importation’

11F. R .976.
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or sale of sald products, and that they, and each of them,
wiil be afforded opportunity to make written answer under
oath and file said answer in quadruplicate with the Commis-
sion on or before the 15th day of December 1936, and show
cause, if any they have, why the provisions of Section 337 of
the Tariff Act of 1930 should not be applied In respect of said
alleged unfair methods of competition or unfair acts in the
importation or sale of said products.

3. That a public hearing in said investigation be held at
the office of the United States Tariff Commission, Washing-
ton, D. C,, at 10 o'clock &, m., on the Tth day of January 1937,
at which hearing the sald complainant and respondents and
all other persons, partnerships, assoclations, and corporations
concerned as owners, importers, consignees, agents, or other-
wise, in the alleged unfair methods of competition and unfair
acts in the Importation or sale of said products will be
afforded opportunity fo be present, to produce evidence, and
to be heard concerning said alleged unfair methods of com-
petition and unfair acts in the importation or sale of said
products constituting the subject matter of this investigation.

4. That public notice of said investigation, and of time for
filing answers and of public hearing shall be given by pub-

FEDERAL REGISTER, November 14, 1936

lishing the text of this notice in Treasury Decisions, pub-
lished by the Department of the Treasury, and by announce-
ment thereof in Commerce Reports, published by the De-
partment of Commerce, copies of which said publications are
obtainable from the Superintendent of Documents, Govern-
ment Printing Office, Washington, D. C., also by posting a
copy of this notice for 30 days prior to sald 7th day of Jan-
uary 1837 at the principal office of the Tariff Commission in
the city of Washington, D. C., and at the office of the Tarir
Commission at the port of New York.

6. That notice of said investigation, of time for answers,
and of public hearing shall also be given by maliling registered,
postage prepaid, a copy of this notice to the complainant
herein, and by mailing registered, postage prepaid, a copy of
this notice, together with a copy of the complaint, to the
respondents named herein.

I hereby certify that the foregoing investigation was
m’derg% by the United States Tariff Commission on August
14, 1936.

[sEAL]) SmNEY MORGAN, Secretary.
[F.R. Doc. 3370—Flled, November 12, 1936; 3:49 p. m.]
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