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INTRODUCTION.

Special attention is directed to the statement on the front cover.
_The Cumulative Bulletin, December, 1919, contains Treasury De-
cisions and rulings of gengral interest relating to income and profits
taxes issued between April 1, 1919, and December 31, 1919. These
include Treasury Decisions, Solicitor’s Law Opinions, Solicitor’s
Memoranda, Advisory Tax Board Recommendations and Memo-
randa, Recommendations and Memoranda of the Committee on Ap-
peals and Review, and office decisions.
The following abbreviations are used:
T. D.=Treasury Decision.
0.==8olicitor’s Law Opinion.
S.=Solicitor's Memorandum.
T. B. R.==Advisory Tax Board Recommendation.
T. B. M.=Advisory Tax Board Memorandum.
R. R.=Committee on Appeals and Review Recommendation,

A.
A. R. M.=Committee on Appeals and Review Memoranduin.
0. D.=Office Decision.

A, B, C, etc.=Represent the names of individuals.
M, N, X, Y, Z, etc.=Represent the names of corporations, places, or busi-
nesses, according to context.
x is used to represent a certain number,
x dollars or $x is used to represent a sum of money. X preceded by a
‘number (15x) represents an amount equal to the amount represented by
x multiplied by the number preceding x.

The Cumulative Bulletin is to be used supplementary to Regula-
tions 45. Thus, if a question arose in regard to depreciation of in-
tangible property, the first step would be to look in the index of
Regulations 45, which gives article 163. Under this article the sub-
ject © depreciation of intangible property ” is treated, but if further
research is desired, the investigator finds the number of the section
of the 1918 law (ordinarily at the top of the page of the regulations;
in this case §214) covering this subject. In the Cumulative Bulletin
he will find the ruling under the same section number.

References to section and. article numbers are to sections of the
Revenue Act of 1918, and to Articles of Regulations 45 (final edi-
tion), unless otherwise stated.

Rulings are arranged in the numerical order of the sections of the
Revenue Act of 1918 to which they relate. To assist taxpayers in
locating rulings on the subjects covered by the various sections the
following brief outline of the arrangement of the Revenue Act of
1918 is given:

Section 1________________ General definitions.
Sections 200 to 261.___._. Income tax.
Sections 300 to 337_.____- Excess profits and war profits tax.

Sections 1300 to 1408_..__ General administrative and miscellaneous.
. I



v INTRODUCTION.

The sections relatine to income tax are as follows:

General provisions—

s Section 200. Income tax

201. Dividends.
202. Basis for determining gain or loss.
203. Inventories.
204. Net losses.
205. Fiscal year with different rates.
206. Parts of income subject to rates for different

years.

Individuals and corporations.

definitions.

Number of sections applicable to—

. : . s];?rgzl;enr(-i Estates A A
Subject of section. s P and Nonres- [Domestic | Foreign
Individ- | persanal | yroeis | ident | corpora- | corpora-
vals. | service | “a5 | gliens. | tions. | tions.
COIDOMA | iiarias
tions. .

Special SECHODS ..« --..oreeeeeiaoneenenn 220 218 29 ard G} o
Normal tax JU . 210 fueeenannn 210 210 230 230
115 o 7.5 S 211 |iaennnas 211 gﬁ .....................
212 212 212 232 232

Not iNCome. . omveee oo { 226 226 206 a 26 2%
GrossIneome. ..o ceerivrnneiiniancnoaaa.t 213 ‘gﬁ %g 213 2(8 233 233 (b)
Deductions.........coocooiemmrinennaenn. 24 {510 7 219(b)(e) 217 24 B4
215 5 215 215 235 235

B3] 216 218 216 226 226

219 218 219 217 236 289

298 226 226 226 239 236

{ 221 (g% 221 (d) 221 éd% 221 ég% 238

2 222 22| © malp BB eeeeeee

m{ B s Y 220 230

Returns where accounting period changed . 226 226 226 226 228 226
Time and place for filing returns. . ........ 227 207 227 227 o o
Understatement in returns................ 228 228 228 228 228 228"
Payment of tax at source.................. 221 221 221 221 |.......... { g;

Administrative provisions—

Section 250. Payment of taxes.

251. Receipts for taxes.
252. Refunds.
253. Penalties, specific.
254. Returns of payments of dividends.
255. Returns of brokers.
256. Information at the source.

257. Returns to be public records.
258. Publication of statistics.
259. Collection of foreign items.
260. Citizens of United States possessions.
261. Porto Rico and Philippine Islands.
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INCOME TAX RULINGS.

Title L.—GENERAL DEFINITIONS.
Section .—GENERAL DEFINITIONS.

Section 1, Artiele 1502: Association. 13-19-414.
0. D. 2386.

An organization, not incorporated, and not having any agreement
with its members whereby a partnership exists, and whose members
contribute amounts to further the operations in locating mines, is an
association and should file an income tax return under the Revenue
Act of 1918,

Section 1, Article 1504: Association distinguished from 10-19-351.
trust. S5-1068.

(Also Section 219, Article 341.)

(Also Section 230, Article 503.)

Cqnsideration of the taxable status of trusts, for purposes both of
the normal income tax, the excess profits tax, the capital-stock
tax, and the stamp tax. (Act of Oct. 3, 1913, G (a); Revenue Act of
1916, secs. 10, 407; Revenue Act of 1917, secs. 200, 201, 807 ; Revenue
Act of 1918, secs. 1, 219, 280, 301, 1000, 1107.)

The V Trust, W Trust Estate, X Trust, Y Trust, and Z Trust
were organized under a declaration of trust. The general plan in
each case was to transfer property to trustees for a specified period
during which they had power to manage the property in the inter-
est of the owners, whose rights were evidenced by certificates issued
by the trustees. During the trust period the trustees might dis-
tribute such of the income as they saw fit, and at the end of the

eriod they were to divide the property among the persons entitled.

hese are the general features in each case.

There are, however, important differences in the constitution of
the above trusts by reason of which they fall into two classes.

1.
V Trust axp W Trust EstaTe.

In these cases the trustees were appointed for definite periods;
and the declaration of trust provides that the beneficiaries (termed
“ghareholders”) shall hold annual meetings for the election of new

]



6 INCOME TAX RULINGS.

trustees to fill the vacancies thus occurring. In this way the bene-
ficiaries reserved to themselves control over the persons delegated to
conduct their affairs; a voice in the business. A trust of this charac-
ter 1s held to have the following taxable characteristics: .

(1) Normal income tow.—Where the beneficiaries thus reserve a
voice in the management of the affairs of the trust, it is held to con-
stitute an “association,” taxable as such under the provisions relat-
ing to the normal tax upon income in the various statutes. (Act of
Oct. 3, 1913, G(a) ; Revenue Act of 1916, sec. 10; Revenue Act of
1918, secs. 1, 230.)

(2) Ewcess profits taw.—For the same reason these two trusts are,
as “associations,” subject to the excess profits tax imposed by the
Revenue Act of 1917 and the Revenue Act of 1918. (Revenue Act of
1917, secs. 200, 201 ; Revenue Act of 1918, secs. 1, 301.)

(33 Capital Stock Tax. (See S. 1084.) These trusts are subject
to capital stock tax under Revenue Act of 1916 and Revenue Act of
1918. Elliott ». Freeman, 220 U. S. 178, does not apply because of
change in statute.

(4) Stamp tar—This is imposed upon certificates issued by
“ associations”; and the certificates are consequently subject to tax
both under the Revenue Act of 1917 and the Revenue Act of 1918,
(Revenue Act.of 1917, sec. 807, Sch. A, par. 3; Revenue Act of 1918,
sec. 1; sec. 1107, Sch. A, par. 3.) The intention to include all or-
* ganizations, whether incorporated or not, is emphasized by the de-
scription of the certificates in the Act of 1918, so as to include cer-
tificates “ of profits, or of interest in property or accumulations.”

IIL.
X InvestMeNT Trust, Y CrEDIT TRUST, AND Z-CrEDIT TRUST.

In these cases the trustees originally appointed were to hold office
during the entire period of the trust, the right of the shareholders
being limited to filling vacancies caused by death, resignation, or
disability. In cases of this character the beneficiaries do not retain
any substantial control over the affairs of the trust. They delegate
their proprietary functions to others; and any further control on their
part degends upon contingencies. Such cases come within the decision
of the Supreme Court in Crocker ». Malley (Mar. 17, 1919). Such
trusts are not “ associations,” or taxable as such. The result is indicated
below. As none of these trusts were formed prior to the year 1918, it
will be necessary to state the rules only with reference to the Revenue
Act of 1918.

(1) Normal income tar—These trusts are not taxable under the
p_rov1sions of section 230 of the Revenue Act of 1918, but under sec-
tion 219, relating to “trusts.” Under section 219, however, the entire
net income received by the trustees is taxable to them, and the tax
should be paid by them, whether or not any part of the income is dis-
tributed to the shareholders. (See Regulations 45, art. 342.)

) (2) Ewcess profits tax.—As these trusts are not taxable as “ associg-
tions,” they are not subject to the excess profits tax. (Revenue Act
of 1918, sees. 1, 301.) .

(8) Capital-stock tax.—For the same reason the trusts are poet
subject to the capital-stock tax. (Revenue Act of 1918, secs. 1, 1000.)



INCOME TAX RULINGS, 7

(4) Stamp taw—For the same reason the certificates issued by the
trustees are not subject to stamp tax. (Revenue Act of 1918, sec.
1107, Sch. A. par. 8.)

Section 1, Article 1504: Association distinguished from 27-19-600,
trust. S. 1205.

INcoME Tax—SecTioN II, ParacrAPH G (a), Act oF Ocrosrr 3, 1913.

The M Company is not an association and consequently is not sub-
ject to Income tax under the provisions of Section II, paragraph G (a),
act of October 8, 1913.

Section II, paragraph G (a), act of October 8, 1913, provides in
part as follows:

That the normal tax hereinbefore imposed upon individuals likewise shall be
levied, assessed, and paid annually upon the entire net income arising or ac-
cruing from all sources during the preceding calendar year to every corpora-
tion, joint-stock company, or association, and every insurance company,
organized in the United States, no matter how created or organized, net in-
cluding partnerships, but if organized, authorized, or existing under the laws
of any foreign country, then upon the amount of net income accruing from
business transacted and capital invested within the United States during such
year.

The M Company is a trust created by an agreement between the N
Company and certain trustees. Under this agreement shares of
stock in various companies were transferred to the trustees for
the period of the lives of certain persons named therein and twenty
years after the death of the survivor. The trustees, in accordance
with this agreement, issued certificates of beneficial interest, each
certificate stating the number of shares to which the person named
therein was entitled, and each original beneficiary being entitled to
receive a number of shares of the trust equal to the number of
shares of stock in the O Company registered in his name. It was
provided in the trust agreement that the trustees should be self-per-
petuating, should have complete and absolute control of the prop-
erty, including the power of sale and reinvestment of the proceeds.
The rights of the certificate holders were expressly limited to receiv-
ing such distributions of net income or proceeds of the property as
the trustees might declare. It was also provided that the trustees
should in no event have recourse to the certificate holders in the
payment of any expenses for any liability incurred by the trustees
and that upon the expiration of the trust, the trustees should dis-
tribute ratably among the certificate holders all money remaining
in their hands, and convey and transfer all property other than
money to the N Company. The certificates were without par value
and were in terms assignable on the books of the trustees by transfer
in writing by the holder and surrender of the certificates.

The question as to whether a trust of this nature is taxable as an
association, under the several acts enumerated, depends upon the
extent of the powers reserved to the holders of the certificates of
beneficial interest to regulate the management of the affairs of the
trust. Where the beneficiaries do not retain any substantial control
over the affairs of the trust, it is held not to be an association or tax-
able as such. In the instant case the certificate holders have no cop-
trol whatsoever over the affairs of the trust.



8 INCOME TAX RULINGS.

The contention that the trustees are themselves an association is
answered by Mr. Justice Holmes in his opinion in the case of Crocker
v. Malley, 249 U. S. 223, where, at page 284, he says in part as follows:

* * * The trustees by themselves can not be a joint-stock association
within the meaning of the act unless all trustees with diseretionary powers are
such, and the special provision for trustees in D is to be made meaningless,

It is therefore held that the M Company is not an association and
consequently is not subject to income tax under the provisions of
Section I, paragraph G (a), act of October 8, 1913.

Section 1, Article 1505: Limited partnership as part- 20-19-501.
nership. S. 1160,

Income taxr: Act of October 8, 1913, and act of September 8, 1916.

A limited partnership organized under the laws of Mississippi (secs. 5467-
5484, Henningway's Ann. Miss. Code (1917)) is not taxable as an associa-
tion on its income under the act of October 3, 1913, nor under the act of
September 8, 1916.

The question has been asked as to whether the M Company is tax-
able as an association or as a partnership for the years 19135, 19186,
and 1917. ’

Section IT G (a) of the act of October 3, 1918, provides in part:

That the normal, tax hereinbefore imposed upon individuals likewise shall be
levied, assessed, and paid annually upon the entire net Income arising or accru-

ing from all sources during the preceding calendar year to every corporation,
Joint-stock company, or association * * * not including partnerships.

Section 10 of the Revenue Act of 1916 provides in part:

That there shall be levied, assessed, collected, and paid annually upon the
total net income arising in the preceding calendar year from all sources by
every corporation, joint-stock company, or association, * * * but not includ-
{ng partnerships, a tax of 2 per centum upon such income; * * =*

It appears that A, B, and C organized as a limited partnership under
the laws of Mississippi, A and B being listed as general partners and
C as a special partner, for a business to be carried on in the name of
the “M Company.” The question now is whether this limited part-
nership is of the type authorized by the statutes of Pennsylvania and -
to be classified as a corporation, or of the type authorized by the
statutes of New York and to be treated as an ordinary common-law
partnership for the years 1915, 1916, and 1917, the limited partner-
ship not having been formally dissolved in accordance with the stat-
ute until 1917,

Partnerships authorized by the statutes of Pennsylvania and a
few other States offer opportunity for limiting the liability of all of
the members, provide for the transferability o shares, with the power
of suing and being sued in the common name and are properly classi-
fied as joint-stock associations (Law Opinion 500; see also art. 1506,
Reg. 45.) On the other hand, limited partnerships authorized by
the statutes of New York and many other States do not afford
limited liability to the general partners, although the special partners
enjoy limited liability under certain conditions. Such partnerships
do not sue in the partngrs’hip name and are generally so like ordinary
common-law partnerships that they should be treated as such, (T,quw
Opinion 500; see also Reg. 45, art. 1505.) ‘
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An examination of the laws of Mississippi (Henningway’s Ann.
Miss., Code (1917), secs. 5467-5484) shows that they are similar to
the New York laws and that general partners are not afforded a lim-
ited liability although special partners do enjoy limited liability un-
der certain conditions; that limited partnerships in Mississippi do not
sue in the partnership name and are in general so like common-law
partnerships that they should be treated as such.

It is therefore held that a limited partnership organized under the
laws of Mississippi (secs. 5467-5484, Henningway’s Ann. Miss. Code
(1917)) is not taxable as an association on its income under the act
of October 3, 1918, nor under the act of September 8, 1916.

Section 1, Article 1506: Limited partnership as corpo- 27-19-601.
ration. - T. D. 2943.

Article 1506 of Regulations 45 is hereby amended to read as fol-
lows:

ARrT. 1508. Limited partnership as corporation.——On the other hand, limited
partnerships of the type of partnerships with lmited lability or partnership
associations authorized by the statutes of Pennsylvania and of a few other
States are only nominally partnerships. Such so-called limited partnerships,
offering opportunity for limiting the llability of all the members, providing for
the transferability of partnership shares, and capable of holding real estate
and bringing suit in the common name, are more truly corporations than part-
nerships and must make returns of income and pay the tax as corporations.
The income received by the members out of the earnings of such limited part-
nerships will be treated in their personal returns in the same manner as dis-
tributions on the stock of corporations. Xn al! doubtful cases limited partner-
ships will be treated as corporations unless they submit satisfactory proof that
they are not in effect so organized. A Michigan partnership association is a
corporation. Such a corporation may or may not be a personal-service cor-
poration. See sections 200 and 218 of the statute and articles 1523-1532.

Section 1, Article 1506: Limited partnership as corpo- 29-19-621.
ration. 0. D. 334

Virginia partnership associations or limited partnerships formed
under sections 2878 to 2886, inclusive, of the Virginia code of 1904,
are to be treated as corporations or joint-stock companies for income
tax purposes.

The status of Virginia limited partnerships formed under the act
of March 14, 1918 (acts of Assembly of Virginia, 1918), must be
determined in each case by consideration of the certificate of partner-
ship and all pertinent facts.

Section 1, Article 1507: Joint ownership and joint ad- 2-19-139.
venture. 0.D. 96.

Participation of two United States corporations in a joint enter-
prise does not constitute them partners, and they are taxable under
the Revenue Act of 1918 as corporations on their respective shares of
the profits in the same way and to the same extent as on any other
income acruing to them. o

The same rule would apply in the case of a joint venture entered
into by agreement between a United States corporation and an indi-
vidual.
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21-19-519.
Section 1, Article 1510: Government contract, . _O-916A.

INTERPRETATION OF THE TERM “ GOVERNMENT CoNTRACT,” A8 UsEDp IN THE ACT.

1. The term “ Government contract,” as used in the act, is sufficiently
broad to include oral or written contracts and those relating to sales of
standard goods and services at open-market prices as well as those of a
special nature.

2, Sales of goods, from existing stocks where dellvery Is immediate,
are not, however, within the purview of the act.

The question arises as to whether the term “ Government contract,”
as used in the act of February 24, 1919, is intended to include the
filling of an order at open-market rates for standard goods and serv-
ices 1f such contract is made with the Government, or for its bene-
fit, between April 6, 1917, and November 11, 1918. ) ‘

Section 1 of the act of February 24, 1919, provides in respect to
the term “ Government contract,” when used in the act: :

The term * Government contract” means (a) a contract made with the
United States, or with any department, bureau, officer, commission, board, or
ageney, under the United States and acting in its behalf or with any agency
controlled by any of the above if the contract is for the benefit of the United
States, or (b) a subcontract made with a contractor performing such a con-
tract if the products or services to be furnished under the subcontract are for
the benefit of the United States. The term * Government contraet or contracts
made between April 6, 1917, and November 11, 1918, both dates inclusive,”
when applied to a contract of the kind referred to in clause (a) of this para-
graph, includes all such contracts, which, although entered into during such
period, were originally not enforceable, but which have been or may become
enforceable by reason of subsequent validation in pursuance of law.

The term occurs in numerous instances throughout the act. (Secs.
200, 240, 801 second bracket (¢), 811 (d), 327, 1308.) By these pro-
visions 1t is apparent that the purpose of the act is to tax to the
fullest extent corporations deriving- a large percentage of their
profits from deahng with the Government.

While the word “ contract ” is a legal term, its use is not such an
exclusive one as to bring it within the class of technical terms which
are ordinarily construed so that they are given their strictly technical
import. As-it is a term in popular use, it is proper to construe it
under the familiar rule that words in a statute are to be construed in
their ordinary and usual meaning. (36 Cyc. 1114.) Reference to
various definitions discloses the fact that the word “ contract,” while
it does not wholly exclude the idea of a present completed transac-
tion, ordinarily imparts the idea of an executory rather than an
executed agreement. (Bouvier's Law Dictionary, “ Words and
Phrases.”)

In the Dartmouth College case (4 Wheat., 518, 656), a contract is
defined as:

A transaction between two or more persons, in which each party comes under
an oblgation to the other, and each reciprocally acquires a right to whatever i3
promised by the other.

_ The ideas of_obligation and the acquisition of a right necessarily
involve something to be done in the future. So, too, the words
“promise” and “engage,” common in various definitions, imply
tuturity. .
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An executed contract, such as a sale where the goods are immedi-
ately appropriated to the contract and delivered, while technically a
contract, is not therefore such a transaction as is ordinarily referred
to as a contract, either in common parlance or in the language of
the courts. i :

In so far, then, as sales of goods from existing stocks at market
prices involve deliveries within such a reasonably short time as may
be said to be immediate they do not constitute Government contracts
within the meaning of the act. .

No general exception can be made, however, in favor of orders,
whether oral or written, at market prices on standard goods. Where
the letter of a statute is departed from, it is in cases where an
adherence to the exact phraseology of the act would lead to injustice,
result in absurdity, or create a result obviously unintended.

Holy Trinity Church ». United States, 143 U. S., 457.

Lau Ow Bew v, United States, 144 U. S., 47.

Hawaii ». Mankichi, 190 U. S., 197.

Taylor ». United States, 207 U. S., 125.

American Security Co. ». District of Columbia, 224 U. S., 491.

No such situation is presented by the question here involved. No
mere failure to provide for contingencies which it may seem wise to
have specifically provided for justifies any addition to a statute by
way of interpretation. (United States ». Goldenberg, 168 U. S., 95.)
Nor can an exception be read into a statute where omitted by the
legislative body. (United States ». Trans-Missouri Freight Assn.,
166 U. S., 290.)

If goods are sold (not for immediate delivery) between the dates
specified in the act to or for the use of the Government, there appears
to be no ground for holding that such sales are not Government con-
tracts within the meaning of the statute, even though the orders are
for standard goods and are filled at market prices. Whether or not
the terms are evidenced by writing is immaterial. Where the profits
derived from these sales constitute 50 per cent of the business of the
taxpayer, or as provided in section 301 (b) (¢), where such profits
exceed $10,000 for the taxable year, the special treatment provided
for income from Government contracts will apply to such sales.

Tt is held therefore that no interpretation of the language of the
statute is warranted by which a general distinction may be drawn
between orders filled at market prices on standard goods and services
and special Government contracts, but that transactions which
involve sales of goods from existing stocks at market prices where
delivery is immediate, are not “ Government contracts” within the
meaning of the law.

Section 1, Article 1510: Government contract. 12-19-394.
O. D. 224.

A contract entered into May 1, 1918, with the Director General of
Railroads. for certain cars for the account, use, and benefit of the
various railroad companies under Federal control is not a Govern-
ment contract within the meaning of sections 1 and 1408 of the
Revenue Act of 1918, for the reason that the cars are not for the use
of or for the account of the United States.
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Section 1, Article 1510: Government contract. 17-19-468.
0. D. 261.

Contracts entered into between a taxpayer and the Knights of
Columbus or the Young Men’s Christian Association are not consid-
ered Government contracts within the meaning of section 1 of the
Revenue Act of 1918. However, contracts with the American Red
Cross are considered Government contracts within the meaning of
that section.

Section 1, Article 1510: Government contract. 94-19-557.
(Also Section 301, Article 714.) 0.D. 295,

A Government contract entered into in 1917, amended as to some
of its provisions in 1918, and further modified in 1919, is in effect
the same contract as entered into in 1917 if the original contract has
not been revoked or supplanted by a new contract. Therefore income
derived from the contract would be subject to the provisions of sub-
division (¢) of section 301. :



Title II.-INCOME TAX.
Part I.—General Provisions.

Section 200.—DEFINITIONS.

Section 200, Article 1523: Personal service corporation, 1-19-135,

T. B. M. 9.

A claim for assessment as a personal service corporation should be

denied where the income of the corporation is derived entirely as a

result of the ownership of certain property (such as patents) and is

;ln no sense derived from the personal activities of any of the stock-
olders.

Section 200, Article 1523: Personal service corporation. 29-19-622.

A R R 7T
Ruling under Revenue Act of 1817.

A freight-forwarding business which advances various costs of car-
riage is not to be classed as a corporation with nominal capital under
the provisions of section 209, revenue act of 1917.

The M Company has appealed from the ruling of the income-tax
unit that its business does not fall within the scope of section 209 of
the revenue act of 1917. :

This corporation is engaged in the business of forwarding freight.
It maintains branch offices in addition to the home office. On January
1, 1917, the capital stock was 5x dollars and the surplus x dollars.
Corrected taxable income for 1917 was 3x dollars. The balance
sheets show the following amounts as to accounts receivable and ac-
counts payable:

Dee. 31, 1816. | Dec. 31,1917

Accounts recelvable. ... ... o iiiiiiiiiiiiseeesretannsaranaassetamasessnans 5x dollars...| 19x dollars.
Aceounts PAYADIS cuenee i ciciaciaciieareseensaranraaneerrnanan o nan 4x dollars. . .| 22x dollars.

Invoices forwarded with the correspondence of the corporation
show that the income is from other sources than commissions. These
also indicate that the corporation customarily advances the neces-
sary costs of transportation for the individuals and concerns with
whom business is done.

It would seem that the income of this corporation is largely de-
vived from the employment of capital. It is probable that the ad-

103022°—22 2 13
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vancing of costs of transportation is a necessary part of the business.
These advances appear to be regularly and customarily made.
letter discloses that the volume of business done during 1917 ag-
gregated 244x dollars, from which the:re was derived a gross income
reported of 17x dollars. These facts indicate that the use of capital
in this business is not an incidental or minor factor but that the
earnings may be attributed largely to the employment of capital.

Accordingly, the ruling that this corporation is not to be classed
as a corporation with nominal capital within the provisiors of sec-
tion 209 of the Revenue Act of 1917, is sustained.

Section 200, Article 1524; Personal service corporation: 1-19-4,
certain corporations excluded. 0.D.1.

Section 200 of the Revenue Act of 1918 excludes from personal-
service classification a corporation 50 per cent or more of whose gross
income consists of gains, profits, or income derived from trading as
a principal. It does not necessarily follow, however, that if 50 per
cent or more of the gross income was derived from the personal-
service phase of the business, that the corporation may claim per-
sonal service classification. -

Section 200, Article 1525: Personal services rendered by 1919492,
personal service corporation. T.B. R. 58.
(Also Section 327, Article 901.)

Ruling under Revenue Act of 1917.

The M Company appealed to the Advisory Tax Board to be taxed
under section 209 of the act of October 3, 1917, and as a personal
service corporation under the Revenue Act of 1918.

The facts appear to be as follows:

The M Company is a corporation engaged in the business of retail-
ing, and the return under consideration 1s for the fiscal year ended
June 30, 1918. The stock of this corporation is owned by two stock-
holders who are actively engaged in the business and are the princi-
pal salesmen. There 1s but one other salesman employed y the
corporation, and he works on a conrmission basis, The claim filed
by this corporation sets forth the fact that the employment of capital
is unnecessary in the business, except in paying for merchandise con-
signed to claimant by the factory and for the payment of the freight
charges assessed thereon. The claim also shows how the direct use
of the capital of the corporation can be avoided by having the pur-
chaser make the customary deposit when placing his ‘order and the
funds thus secured would enable the corporation to transact busi-
ness without the use of its own capital, no stock being carried other
than that passing through the shop for test before delivery. The
statements made by the corporation show that capital is necessary
in the conduct of the business. The. naturs of the business is also
well known and the statements made in the claim clearly establish
the fact that the business conducted by this corporation is purely a
commercial enterprise. Section 209 was not :ntended to apply to a
commercial business, even though the capital used should be smap
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in amount, and the definition of a personal-service corporation in sec-
tion 200 of the Revenue Act of 1918 excludes any corporation 50 per
cent or more of whose gross income consists of gains, profits, or
income derived from trading as a principal.

Article 71 of Regulations No. 41 provides:

Section 209 * * * applies primarily to ocecupations, professions, trades, and

businesses engaged principally in rendering personal service in which the em-
ployment of capital is not necessary and the earnings of which are to be ascribed
primarily to the activities of the owners.
_ While the business of the M Company is evidently commercial it
is of a nature, however, wherein salesmanship largely governs the
volume of business, and in this case the two stockholders are actively
engaged as salesmen for the corporation; and, while the income of
the corporation is derived from purchase and sale, the volume of
business would appear to rest practically upon the individual efforts
of the two stockholders.

The examination of a number of returns of similar concerns indi-
cates that many of them belong in section 210 of the act of October
3, 1917, and section 328 of the Revenue Act of 1918, The data on
which a recommendation with respect to assessment under sections
210 and 328 might be based was not transmitted to the Advisory
Tax Board, but in numerous cases where a commercial business Is
dependent upon the personal efforts of the stockholders and but a
nominal capital is used, assessment has been so made.

The Advisory Tax Board, therefore, recommends that the decision
of the Income Tax Unit declining to consider the claim of the M
Company for taxation for the year 1917 under section 209 of the
act of October 8, 1917, and for the year 1918 as a personal-service
corporation, be sustained, and that the return of the corporation be
examined with the view of determining whether assessment should
be made under sections 210 and 328 of the 1917 and 1918 Revenue
Acts, respectively.

Section 200, Article 1526: Personal services rendered by , 1-19-5.
personal-service corporation: more than one 0.D.2.
business.

A sanitarium owned and conducted by doctors who, in addition to
selling their services, derive income from the buildings and grounds
by housing patients, can not be termed a corporation within the per-
sonal-service class. :

Section 200, Article 1533: “ Taxable year,” “ withhold- 1-19-3.

ing agent” and “paid.” S-930.

The first taxable year of a corporation organized in 1918 which es-
tablished a recognized fiscal year not ending in 1918 after its organi-
zation, Is its fiscal year ending in 1919.

For instance, if a corporation was organized in March, 1918, and
established its fiscal year ending January 381, its “ first taxable year”
under the Revenue Act of 1918 would be its fiscal year ending Janu-
ary 31, 1919, and its first return should be made to cover the period
from its organization in March, 1918, to January 31, 1919,
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Section 201.—DIVIDENDS.

Section 201, Article 1541: Dividends. 9519579,
0-932,

INCOME TAX—SECTION 2(A) oF THE REVENUE AcT oF 19186.

A stoekholder who has received payments from a corporation because
of his stock ownership in such corporation, which payments were not
subject to a formal declaration of dividends at the time they were made,
and which were not then entered on the corporation’s books against
surplus accrued prior to March 1, 1918, is required to return such dis-
tribution of corporate profits as dividends and pay the income tax
thereon pursuant to article 107, Regulations 33 (Revised) and T. D.
V26'51%e formal deelaration of such dividend by the directors of the

corporation at a date one year after the dividend had been paid and
subsequent entries made on the books of the corporation do not have
the effect of relieving the taxpayer of tax on such dividends.

M is a corporation organized for the purpose of maintaining
and operating a store. A, the taxpayer, owns all of the stock with the
exception of a few qualifying shares. Moneys are paid to the tax-
payer from time to time as he requests same. On March 1, 1913, the
corporation had a surplus of 5x dollars. Prior to 1916 no mention is
made upon the books of the corporation of any declarations of
dividend. During 1916 the taxpayer received the sum of x dollars
from the corporation as a division of profits. In making up his
return for 1916 the taxpayer excluded said profit so received by him,
claiming that it was a dividend declared from surplus accrued prior
to March 1, 1913. No entry was made on the books of the cor-
poration during the year in which these payments were received by
the stockholder, indicating that such profits were made the subject
of a formal declaration of dividend from the surplus accrued prior
to March 1, 1913; that is to say, no charge was entered at the time
this profit was paid against the surplus account as from surplus
accrued prior to March 1, 1913, nor does there appear on the minutes
of the directors’ meetings any entry, prior to June, 1917, showing
a declaration of dividend from the surplus accrued prior to March 1,
1913. However, in February, 1917, the corporation notified the
taxpayer by letter that the said x dollars received by him during.
1916 was paid out of surplus on hand March 1, 1918. "The directors
of the corporation at a meeting in June, 1917, passed a resolution
stating that the above-mentioneg sum represented dividends declared
from surplus earned prior to March 1, 1918. As late as September, -
1917, no entry had been made on the books of account of this cor-
poration showing that the dividend was declared from earnings
accumulated prior to March 1, 1913. The action of the corporation
and directors Just described was taken after the taxpayer had learned
that the following telegram, dated February 19, 1917, had been sent
from this bureau : ’

If a corporation now passes resolution specifying dividends pai
i paid in 1916 from
surplus earned prior to March 1, 1913, resolution will
for Income. tae marmosey will be considered effective
The questions submitted for opinion in this case are as follows:
1. Are groﬁts received in 1916 by a stockholder from a corporation
which had a large earned surplus on March 1, 1913, to be considered
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as earnings accrued since March 1, 1918, and subject to the income
tax, when such profits were not the subject of a formal declaration
of dividend at the time they were received and which were not then
entered against surplus account on the corporation’s books?

2. In such case, what is the effect for income tax purposes of a
formal declaration by the directors of the corporation made at a
considerable time after the division of profits that such profits are
dividends from surplus accumulated prior to March 1, 1913, and not
from current earnings?

8. In the same circumstances, what is the effect of an entry against
the surplus account made at the time of such a declaration of divi-
dend by the directors in determining the taxability of amounts re-
ceived 1n such a division of profits? :

I.

Are payments received in 1916 by a stockholder from a corpora-
tion which had a large earned surplus on March 1, 1913, to be con-
sidered as paid from earnings accrued since March 1, 1913, and sub-
ject to the income tax, when such profits were not the subject of a
formal declaration of dividend at the time they were received and
which were not then entered against surplus account on the corpora-
tion’s books? '

Section 2 (a) of the Revenue Act of 1916 provides, inter alia:

* ® ® That the term “dividend” as used in this title shall be held to
mean any distribution made or ordered to be made by a corporation, * * *
out of its earnings or profits accrued since March 1, 1913, and payable to its
shareholders, whether in cash or in stock of the corporation * * *,

To resolve the question above stated requires a determination
whether a distribution of profits without formalities by a corpora-
tion to a stockholder is a dividend as contemplated by the act, and,
if it is held to be a dividend, from what fund it will be deemed to
have been declared.

A division of profits by a corporation regardless of the manner in
which done is a dividend as contemplated by section 2 (a) of the
Revenue Act of 1916. The character of the distribution of profits
at the time they are received fixes their status for income-tax pur-
poses. The fact that such profits were not the subject of a formal
declaration of dividend does not alter the case. There may be s
division of profits among stockholders without the formality of de-
claring a dividend. Huntley ». Pioneer Iron Works, 181 N. Y., 78.
In Spencer v. Lowe, 198 Fed. 961, 966, it is said:

The stockholders may agree among themselves informally to distribute a
certaln sum as dividends without going through the form of a corporate action.

No formal declaration Is necessary, either by the stockholders or board of di-
rectors, and a distribution of profits by unanimous consent without corporate

action is legal. _

Were the profits paid to the taxpayer payments from earnings
accrued since March 1, 19132 In the absence of any provision as to
what earnings this dividend was paid out of—that is, whether paid
out of surplus accumulated prior to March 1, 1918, or out of current
earnings—the natural conclusion, in the absence of special facts, is
that the dividend is an ordinary dividend and declared out of the
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more recent earnings. Congress has provided an exemption in the
act as to dividends received by a taxpayer where such dividends are
declared out of surplus accumulated prior to March 1, 1913, and the
burden is obviously on the taxpayer to show that this particular
income comes within the class of exempted income. The first ques-
tion is therefore answered in the affirmative.

IT anp III1.

2. In such a case, what is the effect for income-tax purposes of g
formal declaration by the directors of the corporation made at a
considerable time after the division of profits that such profits are
dividends from surplus accumulated prior to March 1, 1913, and not
from current earnings?

3. In the same circumstances, what is the effect of an entry against
the surplus account made at the time of such a declaration of divi-
dend by the directors in determining the taxability of amounts
received in such a division of profits? o

If a corporation during the taxable year 1916 paid dividends with-
out specifying whether they were declared from earnings accumu-
lated before March 1, 1913, or from earnings accumulated there-
after, no reason appears why, under the terms of the Revenpe Act
of 1916, the corporation might not, during the taxable year, pass
a resolution and adjust its accounts so as to indicate that the divi-
dend was declared out of earnings accumulated prior to March 1,
1918. In such a case the stockholder would get the benefit of such
action. The telegram dated February 19, 1917, is not approved;
the taxable year had in that case passed without the passage of such
resolution, and without the necessary adjustment of accounts. In
the present case no resolution specifying the funds from which the
dividend was declared and no adjustment of accounts occurred, as
regards the taxpayer’s calendar year 1916, prior to February 23,
1917. This date is outside the taxable year, and, so far as appears,
the actual work of closing the corporation’s accounts had previously
been completed. The attempted adjustment of income comes too

‘late to affect the status which had been established by the payment

of the dividend without any statement as to the fund out of which
payment was made. This conclusion is strengthened by the fact
that as late as September 25, 1917, the revenue agent reported that
no entries had been made on the books to carry out the provisions
of the resolution.

It is therefore held that a stockholder who has received payments
because of his stock ownership in a corporation, which profits were
not the subject of a formal declaration of dividend at the time the
were received and which were not then entered on the corporation’s
books against surplus accrued prior to March 1, 1918, is required to
return such division of profits as dividends and pay the income tax
thereon pursuant to Article 107 of Regulations 83 (Revised) and
T. D. 2659,

The formal declaration of such dividend by the directors of the
corporation at a date one year after the dividend had been paid and
subsequent entries made on the books of the corporation do not have
the effect of relieving the taxpayer of tax on such dividends.
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Section 201, Article 1541: Dividends. 15-19-442.
T. B. R. 45.
Revenue Act of 1916.—Taxation of cash dividend pald by subsidiary
to parent corporation.

Opinion is requested as to liability of the X Corporation to income
taxation in the year 1916 under the Revenue Act of 1916 upon a
cash dividend of one of its subsidiaries, the Y Company. The ques-
tion arises as follows: The X Corporation was incorporated in June,
19186, to acquire the entire capital stock of the Y Company, and
that of the Z Company. The X Corporation issued its shares of
stock to the stockholders of the Y Company in exchange for their
shares of stock. Thereupon, the Y Company distributed its surplus
to its sole stockholder, the X Corporation, by way of a cash divi-
dend. A considerable part of the cash so received by the X Corpora-
tion was used by it in connection with the issuance of its stock to
acquire the stock of the Z Company.

Under the Revenue Act of 1916 cash dividends paid to corporations
were taxable if paid out of earnings or profits accrued since March 1,
1913. (See Section 2(a). See also Regulations 33 (revised), para-
graphs 372, 417.) The distribution of the surplus of the Y Company
to the X Corporation, its stockholder, was in form a cash dividend.
The latter corporation bought—or, more properly, secured by ex-
change—shares of stock of the former corporation, not the assets of
that corporation. Consequently, the X Corporation succeeded to the
rights of the stockholders of the Y Company, not to the rights of
that corporation. A distribution by that corporation among such
stockholders of surplus earned after March 1, 1913, would have been
taxable to them as a cash dividend. It is immaterial, as was pointed
out in Lynch ». Hornby (247 U. 8., 346), that such “dividend dis-
tribution diminishes by just so much the assets of the corporation
and in a theoretical sense reduces the intrinsic value of the stock.”
The X Corporation having succeeded to the rights of such stock-
holders was taxable in the same manner unless the fact that it was the’
sole stockholder makes a difference.

The fact that the X Corporation was a sole stockholder does not
affect its liability to taxation upon this dividend distribution. Under
the Revenue Act of 1916 there was no provision for consolidated
returns, consequently rulings based upon a requirement of consoli-
dated returns in cases of affiliated corporations do not apply. The
X Corporation must be treated as a taxable unit distinct from the
Y Company. Nor do the decisions of Southern Pacific Co. ». Lowe
(247 U. 8., 330) and Gulf Oil Corporation ». Lewellyn (248 U. 8.,
71) warrant a ruling that the dividend in question is not taxable. In
each of those cases the declaration of a dividend by a subsidiary
out of surplus earned by the enterprise as a whole prior to the tax-
able year, anment being effected by entries upon the respective
companies’ books, was regarded as a mere formality and not deter-
minative of tax liability for the year of such declaration and book-
keeping entries. In the presenf case the transfer of actual cash
constituting the surplus of the Y Company earned before it became
a subsidiary to the treasury of its sole stockholder, the X Corpora-
tion, was a matter of substance and can not be disregarded.

Tt is to be noted that the taxability of the distribution in question
does not depend upon the form adopted for transferring the surplus



20 INCOME TAX RULINGS.

from the subsidiary to the parent corporation. A tax wohld have
been imposed if any other method had been employed for trans-
ferring the surplus to the X Corporation and getting the stock of
that corporation into the hands of the former stockholders of its .
subsidiary, the Y Company. If (azl the subsidiary had paid the
cash to the parent corporation in exchange for its stock and distrib-
uted such stock among its stockholders, or (%) the subsidiary had.
made a cash distribution among its stockholders and such stock-
holders in turn had bought for cash the stock of the parent cor-
poration the distribution by the Y Company among its stockholders
would have been taxable as a dividend. o i

It is held, therefore, that the X Corporation was subject to
income taxation in the year 1916 under the Revenue Act of 1916
upon the surplus of the Y Company distributed to it by way of a
cash dividend to the extent that such surplus was earned after March
1, 1913.

Section 201, Article 1541: Dividends. 21-19-520.
(Also Section 213, Article 31.) T.B.R. 60.
(Also Section 233. Article 541.) )
(Also Section 320, Article 801.)

REVENUE ACT OF 1916 A5 AMENDED BY THE REVENUE AcT oF 1917, AND
REVENUE AcT oF 1917,

Distributions to a domestic corporation, a stockholder in a foreign
corporation deriving no income from sources within the United States
during the year 1917, of profits or surplus accumulated by such foreign
corporation prior to the year 1917, are not taxable to the domestic
corporation at the rates prescribed for the year 1917, and are not sub-
Ject to the excess-profits tax Imposed by Title II of the Revenue Act
of that year, '

In the year 1917 & corporation organized in the United States
owned stock in a foreign corporation which, it is represented, derived
no income from sources within the United States within the year
1917, and consequently was not subject to taxation under Title T of
the Revenue Act of 1916 as amended by the Revenue Act of 1917, or
Title I of the Revenue Act of 1917. ]guring the year 1917 this for-
eign corporation declared dividends, The domestic corporation
claims that these dividends were distributed out of profits or surplus
of the foreign corporation accumulated prior to the year 1917, and that
under section 31, subdivision (b), of the Revenue Act of 1916, as
amended, such dividends were not taxable to the domestic corpora-
tion at the rates prescribed for the year 1917 and were not subject to
the excess-profits tax imposed by Title IT of the Revenue Act of 1917.
Is this the correct construction of said section 81, subdivision (b) ¢

Section 81, subdivision (b), added to the Revenue Act of 1916 by
section 1211 of the Revenue Act of 1917 provides that “ any dis-
tribution made to the shareholders or members of a corporation,
joint-stock company, or association, or insurance company,” in the
year 1917 (1) “shall be deemed to have been made from the most
recently accumulated undivided profits or surplus,” (2) “shall con-
stitute a part of the annual income of the distributee for the year in
which received,” and (3) “shall be taxed to the distributee at the
rates prescribed by law for the years in which such profits or surplus
were accumulated by the corporations.” This sub(ﬁvision provides.

’

L4
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however, that (4) earnings or profits accrued prior to March 1, 1913

may be distributed, exempt from the tax, after the distribution of
earnings or profits accrued since March 1, 1913, and that (5) the sub-
division shall not apply to any distribution made prior to August 6,
1917, out of earnings or profits accrued prior to March 1, 1918, The
“rates prescribed bﬂ law ” are obviously the rates prescribed for the
taxation of income by the Revenue Act of 1913 and the Revenue Act
of 1916 in its original form for the appropriate years, as well as those
prescribed by the Revenue Act of 1916, as amended, and the Revenue
Act of 1917,

The income-tax provisions of the Revenue Act of 1916 are con-
tained in Title I thereof and are amended by Title XII of the Reve-
nue Act of 1917, subdivision (b) of section 31 being an amendment
made by said Title XII. The income-tax provisions of the Revenue
Act of 1917 are contained in Title I and the excess-profits tax provi-
sions in Title IT of that act.

The basic question is whether subdivision (b) of section 31 above
referred to applies to dividends of foreign corporations deriving
no income from sources within the United States and, consequently,
not subject to taxation under Title T of the Revenue Act of 1916,
as amended, or Title I (or Title II) of the Revenue Act of 1917.
The answer to this question depends upon whether the words “ cor-
poration, joint-stock company, or association, or insurance com-
pany ” in that subdivision include such foreign corporations. These
words are used frequently throughout Title I of the Revenue Act of
1916 in both its original and its amended form and Title I of the
Revenue Act of 1917, sometimes without a limiting phrase. (See
Revenue Act of 1916, secs. 1 (b), 2 (a), 8 (f), 9 (b), 10, 13 (d),
14 (a), (b), and 16, amending Revised Statutes, sec. 8173:
Revenue Act of 1917, secs. 4, 1206, amending sec. 10 of Revenue Act
of 1916, 1211, adding to the Revenue Act of 1916, secs. 28, 31 (a),
32; see also Revenue Act of 1916, secs. 8 (¢), (d), 9 (b), and Revenue
Act of 1917, sec. 1205, amending sec. 9 of Revenue Act of 1916),
and sometimes limited by one of the following phrases: “ organized
in the United States” éee Revenue Act of 1916, secs, 10, 12 (a);
Revenue Act of 1917, sec. 1206, amending sec. 10 of Revenue Act of
1916) ; “organized, authorized, or existing under the laws of any
foreign country ” (see Revenue Act of 1916, secs. 10, 12 (b) ; Revenue
Act of 1917, sec. 1206, amending sec. 10 of Revenue Act of 1916);
“resident ¥ * * whose net income 18 taxable under this title”
(see Revenue Act of 1916, sec. 10; Revenue Act of 1917, sec. 1206,
amending sec. 10 of Revenue Act of 1916) ; “however created or or-
ganized ” (see Revenue Act of 1916, sec. 3); “subject to this tax”
and similar phrases (see Revenue Act of 1916, secs. 5 (b), 9 (b),
13 (a), (b), (c); Revenue Act of 1917, secs. 4, 1205, amending sec.
9 (b) of Revenue Act of 1916, 1206, amending sec. 10 of Revenue Act
of 1916, 1210, amending sec. 26 of Revenue Act of 1916 as amended;
see also sec. 206 of the Revenue Act of 1917); “ domestic or other
resident ” (see Revenue Act of 1916, secs. 13 (e), (f); Revenue Act
of 1917, sec. 1208, amending sec. 13 (e) of Revenue Act of 1916);
“nonresident alien * * * not engaged in business or trade
within the United States and not having any office or place of busi-
ness therein ” (see Revenue Act of 1916, secs. 13 (e), (f); Revenue
Act of 1917, sec. 1208, amending sec. 18 (e) of Revenue Act of 1916) ;
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“ required by law to make, render, sign, or verify any return” (see
Revenue Act of 1916, sec. 18; see also Revenue Act of 1917, sec.
1209 amending sec. 18 of Revenue Act of 1916). In section 18, sub-
division (b), of the Revenue Act of 1916, the word “foreign” is
used limiting the words “corporation, company, or association.”
The use of these limiting phrases indicates that there are, for pur-
oses of the income-tax laws, corporations organized in the United
gtates, that is, domestic corporations; corporations organized in
foreign countries, that is, foreign corporations, resident corpora-
tions, and nonresident corporations. (See secs. 10 and 13 (e), (f),
of the Revenue Act of 1916 in both its original and amended form,
and especially sec. 13, subdivisions (e) and (f), which in terms
refer to “ domestic or other resident corporations ” and “ nonresident
alien * * * corporations * * * not engaged in business or
trade within the United States and not having any office or place of
business therein.”) The natural inference is, therefore, that when,
as in subdivision (b) of section 31, the word “ corporation ” is used
without any limiting phrase it includes all of these classes of cor-
porations, unless some of them are excluded because clearly outside
the purpose of the statutory provision in which the word appears.
Further textual analysis tends to show that the word “ corpora-
tion” is used in subdivision (b) of section 31 without limitation. -
The Revenue Act of 1916, section 5 (b), and the Revenue Act of 1917,
section 4, provide that “dividends” of a corporation “ taxable upon
its net income ” shall be credited against income of stockholders, and
. thus in effect be exempt from certain taxes, implying that there may be
* dividends,” within the meaning of the income-tax laws, of corpora-
tions which are not taxable upon their net income; that is, that the
word “ dividends ” is not confined to distributions made by taxable
corporations. Section 31 (a), added to the Revenue Act of 1916 by
section 1211 of the Revenue Act of 1917, as well as earlier provisions
(see Revenue Act of 1916, sections 2 (a), 10), defines “dividends”
as meaning “any distribution made or ordered to be made by a cor-
poration, ?omt—stock company, assoclation, or insurance company”
out of certain earnings or profits. It necessarily follows that the
phrase “any distribution made or ordered to be made by a corpora-
tion, joint-stock com})any, association, or insurance company” in
section 31 (a) applies to nontaxable corporations. The same
language in section 31 (b) should be given the same meaning. Prac-
tically, if not absolutely, the only class of nontaxable corporations
which makes any distribution to 1ts stockholders or members is that
of foreign corporations which derive no income from sources within
the United States. Hence the conclusion that such corporations are
within the provisions of subdivision (b) of section 1.
Nothing in the statute warrants the inference that distributions
lgr foreign corporations deriving no income from sources within the
Jnited States are outside the provisions of section 81, subdivi-
sion (b). Such an inference can not fairly be drawn from the fact
that the provisions of section 26, added to the Revenue Act of 1916
by section 402 of the Revenue Act of March 8, 1917, and amended by
section 1210 of the Revenue Act of 1917, requiring corporations to
make returns of their payments of dividends and of the tax years
in which they were earned, is limited in its a plication to corpora-
tions “subject to the tax™ imposed by the ﬁevenue Act of 1916,
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Probably the equitable consideration which moved Congress to pass
subdivision (b) of section 81 was the thought that the earnings of a
corporation are in substance earnings of its stockholders for the year
in which they are accumulated by the corporation, and that to tax
such earnings at the rate for the year in which they are divided is
to place too great emphasis upon the corporate fiction. This con-
sideration applies as thoroughly to dividends of foreign corporations
which derive no income from sources within the United States as to
dividends of other corporations. It is true that there are some
administrative difficulties in the application of this subdivision to
dividends of such foreign corporations, especially in ghecking the
allocations of dividends to the several tax years made by stock-
holders, since section 26 of the Revenue Act of 1916, as amended, as
above stated, does not apply to such corporations. On the whole,
however, it can not be said that these administrative difficulties war-
rant a distinction for which there is no basis in the language or
apparent purpose of the statute.

Subdivision (b) of section 31 does not differentiate corporate and
individual stockholders. Consequently, it follows, from the con-
clusion that the subdivision applies to distributions made by a foreign
corporation which derives no income from sources within the United
States, that a domestic corporation owning stock therein is subject
to income tax upon distributions to it at the rates prescribed by law
for the years in which the foreign corporation accumulated the
profits or surplus. If, as claimed by the domestic corporation in
the present case, the profits or surplus of the foreign corporation
distributed in the year 1917 were accumulated prior to that year, the
dividends received by the domestic corporations were not subject to
the 4 per cent tax imposed by Title I of the Revenue Act of 1917, but
were subject to the 2 per cent or 1 per cent tax imposed by the Reve-
nue Act of 1916, and the Revenue Act of 1917, respectively, or, if
accumulated prior to March 1, 1913, were not subject to income tax.
So far as such distribution was made after August 6, 1917, it would,
of course, be subject to the presumptions stated in the subdivision.

It remains to consider whether the rule applicable to income taxes
above set forth applies to the excess-profits tax imposed by Title II
of the Revenue Act of 1917. This tax is levied “ upon the income
of every corporation, partnership, or individual” according to cer-
tain prescribed “ percentages of the net income.” (Sec. 201.) Pro-
vision is made that “ for the purposes of this title the net income of
a corporation shall be ascertained and returned * * * for the tax-
able year upon the same basis and in the same manner as provided in
Title I ” of the Revenue Act of 1916, as amended, with a deduction of
corporate dividends taxable under that act. (Sec. 206.) The excess
profits tax is, therefore, a tax upon income. Nothing in the sub-
division indicates that “ rates prescribed by law ” as used therein do
not include all rates prescribed by law for the taxation of income
whether in the form of excess-profits taxes or otherwise. The “ rates
prescribed by law ” for the taxation of income of a corporation for
the year 1917 include, therefore, not only the rates of income tax -
proper, but also the rates of excess-profits tax. What is true for the
vear 1917 is equally true of prior years. As there was no excess-
profits tax for the years prior to 1917 under either Title II of the
%evenue Act of 1917 or otherwise, the “ rates prescribed by law”
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ation of income of corporations for those years do not

ifggllgg: ;?1);7 rates for excess-profits taxes. It follows that profits
or surplus of a foreign corporation which derives no income from
sources within the United States accumulated prior to the year
1917 distributed to a corporate stockholder in the vear 1917 are not
subject to excess-profits tax under Title II of the Revenue Act of
1917. As this result is the same as would be attained if the domestic
and the foreign corporations were affiliated and filed a consolidated
return, it can not be regarded as unreasonable. It has, moreover, the
same equitable consideration back of it as do_es the_ imposition of the
income taxgproper at the rate for the year in which profits or sur-
plus were accumulated, or the imposition of no such income tax if
profits or surplus were accumulated prior to March 1, 1913. )

Tt is held, therefore, that distributions to a domestic corporation,
a stockholder in a foreign corporation deriving no income from
sources within the United States during the year 1917, of profits or
surplus accumulated by such foreign corporation prior to the year
1917 are not taxable to the domestic corporation at the rates pre- .
scribed for the year 1917, and are not subject to the excess-profits tax
for that year imposed by Title IT of the Revenue Act of 1917,

) 22-19-529,
Section 201, Article 1541: Dividends. . T.B.R.63,

Revenue Act of 1913.—Certain dividends held to be cash dividends.

The M Company is a holding corporation organized to hold stocks
of various companies. It owned portions of the outstanding stock
of the N, O, P, R, and S companies. The balance of the stock in
these companies was independently owned by managers and employ-
ees of the branches. In 1914 these companies declared dividends
payable in cash, and at the same directprs’ meetings authorized_ an
increase in the capital stock equivalent in amount to the cash divi-
dend declared. The amount received by the M Company from the
five subsidiary corporations was 165x dollars. All the shareholders
of all the companies had agreed to purchase the new stock issue with
this dividend, and this was known to the directors when *he divi-
dend was declared.. All that actually happened was an exchange of
checks, and the company represents that there were not sufficient
funds in its bank account to meet its checks, but that the checks
recelved offset the checks paid out. This procedure was deliberately
adopted in preference to 1ssumﬁa stock dividend because of certain
provisions of State statutes. e company contends that this is in
substance a stock dividend and therefore not taxable, although it
takes the form of a cash dividend and the purchase of stock. The
dividend was taxed as a cash dividend by the Income Tax Unit.

It is admitted that this particular form was deliberately adopted
and that the company desires to get the benefit of this form of pro-
cedure under the State statutes regulating the issue of securities. If
it were not for the contemporaneous agreement between the stock-
holders to apply the dividend to the purchase of stock, it would be
clear that this was a cash dividend. (Davis ». J ackson, 152 Mass.,
58.) In Rand ». Hubbell (115 Mass., 461), it was held that where the
vote of the directors declaring the dividend payable in cash imposed
the conditions that the dividend should be used.for the purchase
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of stock, the dividend should be considered a stock dividend. In the
principal case, however, there was no corporate action making the
cash dividend conditional upon subscription to the new issue. So far
as can be determined the stockholder was entitled to the cash,
whether he fulfllled his agreement to subscribe for the new stock
or not. If there is an option on the part of the stockholders to
demand the cash or subscribe for the stock, all of the cases agree
that the dividend is a cash dividend. (Fletcher Cyc. Corporations,
sec. 3715.) In the opinion of the Advisory Tax Board, there was
such an option here, although the failure to subscribe might have
given rise to an action for damages against the stockholder. The
dividend is, therefore, a cash dividend, and taxable under the act of
October 3,1913. (Lynch ». Hornby, 247 U. S., 339.)

Section 201, Article 1541: Dividends. 20-19-502.
(Also Section 213, Article 31:) T. B. M. 77,

Effect of rescission upon illegal dividend.

The M: Company, organized in 1916, began business in 1917, with
a capital of 5x dollars and no surplus. At the end of 1917 the books
of the company showed a profit of 52x dollars. Its merchandise
inventory on that date was 93x dollars, and was based upon the cost
of the specific lots then on hand. One large item in this inventory
was purchased in 1917 for 43x dollars, at the rate of 7v dollars a ton,
plus freight and inspection charges. This item was inventoried at
cost.

In November, 1917, the War Industries Board fixed the market
price of material of this character at 5y dollars a ton, plus freight
and ins%)ection charges, and this market rate prevailed on December
81, 1917. :

. On the basis of the profits shown by the books, the board of di-

rectors of the company in 1917 declared a dividend of all the profits
for the year 1917, payable in 1918. Before July, 1918, the company
paid a dividend of 43x dollars. The company states that there
were no net earnings for 1918. Later in 1918, the material in ques-
tion was sold for 24x dollars, which was 19x dollars less than the cost,
and the figure at which it had been inventoried. Subsequently, at
a stockholders’ meeting held early in 1919, the board of directors
was authorized to rescind the original dividend and to declare a
new dividend for the amount of the actual profits. The stock-
holders also agreed to pay back the amount of the overpayment, and
A individually did, in effect, pay back his share of the dividend.
The department has ruled that stockholders of the M Company
must pay income tax for 1918 upon the full dividend distributed
during 1918, although such dividend was in part subsequently
rescinded. A, who owned 98 per cent of the stock of the company,
has appealed to the Advisory Tax Board.

A was a director of the corporation. It was the duty of the
directors in December, 1917, to ascertain the surplus available for
dividend distribution by reference to the actual value of the assets of
the company on hand on that date. They could not assume that
they would be able to sell for 7y dollars per ton, material which
cost them that amount when the market price was 5y dollars a
ton. The statute authorizing the directors in their discretion te
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declare dividends also provides that such dividends shall in no case
exceed the amount of the net profits actually acquired by the com-
pany, so that the capital shall never be impaired.

And it has been held generally: »

If a dividend has been illegally declared in the sense that its declaration is
ultra vires, as where it is a dividend out of assets when there is no surplus
to divide, then it seems that it may be rescinded by the corporation even after
it has been paid, and the corporation may recover it of the shareholders as
s0 much money paid to their use under mutual mistake. (10 Cyc. 549, and-
cases clted.)

The taxpayer has sufficiently established that the dividend declared -
in December, 1917, was in part illegal, and that A as director was
personally liable to the company to the extent that such dividends
exceeded the true earnings of the company measured by the actual
value of the assets and as shareholder to the extent that such excess
was payable to him. This is not a question of determining net in-
come for the purposes of the income tax act, but a question solely as
to the legality of the dividend declared in December, 1917. To the
extent that the company had a legal right to force rescission and re-
payment of such dividend, and such rescission and repayment were
actually made, the rescinded dividend should not be considered
income for the purposes of taxation, and it is recommended that the
income taxes of the individual stockholders for 1918 be assessed on
that basis.

Section 201, Article 1541: Dividends.

(See 2-19-140; sec. 213(a), art. 52.) Dividends paid in one year
but not actually received by stockholders until the succeeding year.

Section 201, Article 1541: Dividends.

. (See 12-19-398; sec. 213 (a), art. 31.) Effect on stockholder’s gross
income of dividends legally declared and paid in 1918 and subse-
quently after the passage of the Revenue Act of 1918, repaid to the
corporation in 1919, pursuant to action by the corporation purport-
Ing to rescind the declaration of the dividend.

Section 201, Article 1542: Presumption as to sburce of 12-19-395.
distribution. T. B. R. 43.

A corporation making returns on the calendar year basis had a
surplus earned prior to 1918, but none earned after that date and
prior to January 1, 1918. Tt paid dividends during the first 60 days
of 1918. The earnings for the ‘period immediately preceding the
payment of each of these dividends were sufficient to cover the
amount of the dividends. Shall such dividends be treated as paid
out of the earnings of the calendar year 1918 or out of surplus earned
prior to March 1,1913? :

. Section 201, paragraph (b), of the Revenue Act of 1918 provides,
in part, with respect to corporations other than personal service cor-
porations that “Any distribution made in the year 1918 or any year
thereafter shall be deemed to have been made from earnings or profits
nccumulated since February 28, 1913 * * #» Py aph (e)
provides, in part, that “Any distribution made during t%l; first 60
days of any taxable year shall bs deemed to have been made from
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earnings or profits accumulated during preceding taxable years
* * *7 The question is thérefore as to which presumption is
controlling in the instant case.

Paragraph (b) lays down the fundamental principle that earnings
or profits accumulated since February 28, 1918, and distributed
among stockholders are taxable to them, while earnings or profits
accumulated prior to March 1, 1918, and so distributed, are not tax-
able. No further provisions for allocation of cash distributions to
earnings or profits are made with respect to the tax liability of
stockholders of corporations other than personal service corporations
but further and more detailed provisions are made for allocation of
distributions with respect to invested capital and with respect to
stock dividends and dividends of personal service corporations. {See
section 201, paragraphs (a), (b), (d), and (e). It is, however, the
opinion of the Advisory Tax Board that these more detailed provi-
sions are subordinate to the fundamental rule expressed in paragraph
(b). These provisions deal with rate and method of taxation rather
than with liability and should not be extended so as to relieve from
taxation income which would be subject to taxation under the more
fundamental rule. In accordance with this principle paragraph (e)
should yield to paragraph (b).

Support for the conclusion that paragraph (e) does not have the
effect of relieving dividends.from taxation 1s found in the use of the
word “taxable” in the phrase * preceding taxable years.” Article
1542 of Regulations 45 indicates that the presumptions stated in
section 201 are to be applied only “so far as possible.” Accordingly
the part of paragraph (e) above quoted is to be construed as if it read
as follows: -

Any distribution made during the first 60 days of any taxable year shall be
deemed to have been made from earnings or profits, if any, accumulated during
the preceding taxable years, otherwise from earnings or profits, if any, accumu-
lated during the tazxable year.

While it is evident that the words “ preceding taxable years” do
not refer to statutory taxable years (sec. 200)—else there would
be no “ preceding taxable years” before the taxable year 1918—they
should be construed to apply only to years the accumulated earnings
or profits of which are taxable, that is, years subsequent to March 1,
1913. If the statute is so construed a distribution made during the
first 60 days of the taxable year 1918 will be deemed to have been
made from earnings or profits accumulated during that year if no
earnings or profits had accumulated after February 28, 1913, and
prior to January 1, 1918,

It is held, therefore, that if a corporation had earnings or profits
accumulated .prior to March 1, 1913, but none accumulated after that
date and prior to January 1, 1918, and paid dividends during the
first 80 days of 1918, earnings or profits sufficient therefor having
accumulated after December 81, 1917, such dividends should be
treated as paid out of the earnings or profits accumulated after
December 31, 1917.

Section 201, Article 1542: Presumption as to source of 1-19-8.
distribution. ) 0.D. 4.

In applying subdivision (e) of section 201, Revenue Act of 1918,
to any case, the ¢ first sixty days of any taxable year ” includes March
1, except during leap years.
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Section 201, Article 1542: Presumption as to source of 1-19-9.
distribution. ' 0.D.s.

The 60-day provision of section 201(e) of the Revenus Act of
1918 is not for the purpose of determining the rates of tax to be paid
by the shareholders, but is for the purpose of allowing the corpora-
tion to determine the earnings from which the dividend is paid.

Section 201, Article 1542: Presumption as to source of 6-19-266,
distribution. 0. D. 163.

A dividend will be deemed to have been paid out of current earn-
ings to the extent possible, and taxable to the recipient accordingly,
notwithstanding that there is an actual impairment of capital and the
books show an apparent surplus based on an arbitrary valuation of
good will, trade-marks, ete.

Section 201, Article 1542: Presumption as to source of
distribution.

(See 23-19-552, sec. 325, art. 813,) Repayment to prineipal stock-
holder of paid-in surplus.

Section 201, Article 1544: Dividends paid in property. 05—19—243.
. . . D. 152,

Where a national bank utilized a portion of its undivided profits
in the creation of a savings bank and trust company, the stock of
said savings bank and trust company being issued in the names of
trustees for all shareholders of the national bank, and the certificates
of stock of the national bank showing on the face thereof that the
holders are entitled to their pro rata share of the capital stock of
the savings bank and trust company, the stockholders would be
deemed to have received a dividend in specie and would be liable
for tax on the value of certificates of stock in the new corporation
received by them.

Section 201, Article 1544: Dividends paid in property. 17-19-469.
(Also Section 234, Article 561:) - 0. D. 262.

When dividends are paid in Liberty bonds having a market value
below par the difference between par and market is not an allowable
deduction for income tax purposes.

Section 201, Article 1545: Stock Dividends. 11-19-368.

S. 1081.
Ruling under Revenue Act of 1916.

Stock dividend declared from a surplus created by the capitaliea-
tion of good will—Where a stockholder claims he 1s not subject to
income tax upon a stock dividend received in 1916, on the ground
that such dividend was declared from a surplus created by the cap-
italization of the good will of the corporation, and the claim is not
supported by contemporaneous records of the corporation, showing
that such dividend was declared from-such surplus and by proofs that
the accounts of the corporation are in accordance with such records, the
elaim can not be allowed. Tt is indispensable in any such case that
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the proof shall disclose from the time of the creaticn of the surplus
by the capitalization of good will continuously the item of capitalized
good will against which stock dividends are sought to be declared.
In any case where the surplus account does not show such item of
good will, but commingles the capitalized good will with undivided
profits and earned surplus, it is clear that stock dividends declarea
out of such surplus account are not exempt from taxation. (Pro-
visions of Revenue Act of 1917 are not here considered.)

Section 201 (¢) (d) (e), Article 1545: Stock dividends. 1-19-7.
(Also Section 326, Article 859:) T. B. R. 3.

Under the Revenue Act of 1917 stock dividends paid during any
taxable year, and under the Revenue Act of 1918 stock dividends
paid after the first 60 days of any taxable year, shall be deemed to
have been paid from earnings or profits, but the payment of a stock
dividend has no effect upon the amount of invested capital.

In determining the amount by which invested capital should be
reduced on account of dividend payments made during the taxable
year in excess of current earnings, should stock dividends be treated
the same as cash dividends?

The following example illustrates the point in question:

Current earnings to Apr. 1, 1917____________ o ___ $33, 000
Stock dividends, Apr. 1, 1917 - 30, 000
Balance current earnings undistributed 3, 000
Earnings for April, 1917 . —_— 12, 000
Current earnings on hand May 1, 191 . 15, 000
Cash dividend May 1, 1917 . 27, 000
Dividend payments in excess of current earnings - 12, 000
12,000 averaged for eight months 8, 000

which is the amount by which invested capital as of the beginning
of the year should be reduced. )

The provisions of section 31 (a) of the Revenue Act of 1917, and
section 201 of the Revenue Act of 1918, place stock dividends upon the
same basis as cash dividends in this connection. The latter section
provides, “That the term ‘dividend’ * * * means any distribu-
tion made by a corporation * * * whether in cash or in other prop-
erty or in stock of the corporation out of its earnings or profits
accumulated since February 28, 1918,” and the definition in the Act
of 1917 is substantially the same. Section 31 (b) of the Act of 1917
provides that any distribution made during the year shall be deemed
to have been made from the most recently accumulated undivided
profits or surplus. Section 201 (e) of the Act of 1918 provides that
any distribution made after the first 60 days of any taxable year
shall be deemed to have been made from current earnings or profits
so far as possible. The language of these provisions is general and is
susceptible of only one interpretation. It applies to all distributions
of earnings, whether made in cash or in other property or in stock of
the corporation. And any such distributions in excess of earnings or
profits of the taxable year will reduce the surplus at the beginning
of the taxable year by the amount of such excess.
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The payment of a stock dividend, however, has no effect upon the
amount of invested capital, article 859, Regulations 45 (final edition).
The distribution of a stock dividend is in effect a capitalization of
current earnings or of earned surplus on hand at the beginning of
the year. The capitalization of current earnings does not increase
the invested capital, and the capitalization of surplus on hand at the
beginning of the year does not decrease the invested capital. Never-
theless a stock dividend distributed at any time during the year under
the Act of 1918 or after the first 60 days of the taxable year under
the Act of 1918 must be deemed to have been paid from current
earnings or profits so far as possible, so that the accumulated earnings
or profits of the taxable year available thereafter for cash dividends
or other payments are correspondingly reduced. In the specific illus-
tration given, therefore, the result is correct, but in 2 case in which
the stock dividend was in whole or in part a capitalization of the
surplus on hand at the beginning of the taxable year, no reduction in
invested capital should be made because of the capitalization of such
surplus.

Section 201, Article 1547: Sale of stock received as divi- 30-19-034.

dend. . A R.R.6.
(Also Section 202, Article 1561:)

Treasury Decision 2784 is in accordance with the holding of the
Supreme Court in the Towne v». Eisner case, and lays down a correet
method for determining the profit on stock held on March 1, 1913, on
which a stock dividend has subsequently been received.

A has appealed to the Committes on Appeals and Review from the
holding of the Income Tax Unit to the effect that he is liable for tax
on profits on the sale of certain stock under the following circum-
stances:

The M Company is a corporation having an original capitalization
of 2x dollars, the market value of which on March 1, 1913, was 20y
dollars per share. In 1915 a stock dividend of 8x dollars, or 150
per cent, was paid out of surplus and undivided profits. During
1917 the taxpayer sold shares of stock in the M Company at 20y
dollars per share, but did not return the profit as taxable income.
As each 20y dollars of value on March 1, 1913, was represented at
the time of sale, owing to the 150 per cent dividend, by 24 shares,
the Income Tax Unit finds that the value of the stock sold as of March
1, 1913, was 8y dollars per share and that the difference, or 12y
dollars per share, represgnted taxable income.

The committee is of the opinion that the Income Tax Unit is elearly
correct in this contention. '

The Supreme Court, in the Towne ». Eisner case, after cl[uoting as
follows from Gibbons ». Mahon (136 U. S., 549, 559, 560), “ The only
change is in the evidence which represents that interest, the new
shares and the original shares together representing the same pro-

ortional interest that the original shares represented before the
1ssue of the new ones,” went on to say, in direct connection with the
case under consideration, “ It is alleged and admitted that he receives
no more in the way of dividends and that his old and new certificates
together are worth only what the old ones were worthbefore. . * * *
What has happened is that the plaintifi’s old certificates have been
split up in effect and have diminished in value to the extent of the
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value of the rew.” To hold that the appellant’s original certificates
retained their original value of 20y dollars per share and that the
shares received as a stock dividend had a value of only par, as would
be necessary to sustain his contention, is to negative the whole rea-
soning of the court in the above decision.

Section 201, Artiele 1548: Distribution in liquidation.

(See 2-19-141, sec. 218(a), art. 52.) Distribution in liquidation
extending over two years for which tax rates differ.

Section 201, Article 1548: Distribution in liquidation.

(See 80-19-635, sec. 213(a), art. 52.) Liquidation distributions
made in installments.

Section 202.—BASIS FOR DETERMINING GAIN OR LOSS.

Sectipn 202 (a), Article 1561: Basis for determining 17-19-470.
galn or loss from sale. 0. 880.

For the purpose of determining gain or loss resulting from the sale
of a homestead upon which entry had been made prior to March 1,
1913, and patent acquired subsequent to that date, the entryman will
be regarded as having acquired the property prior to March 1, 1913,
and the fair market price or value of the property of that date shall
be taken as the basis.

Section 202 (a) of the revenue act of 1918 provides:

That for the purpose of ascertaining the gain derived or loss sustained from
the sale or other disposition of property, real, personal, or mixed, the basis
shall be—

(1) In the case of property acquired before March 1, 1918, the fair market
price or value of such property as of that date; and
(2) In the case of property acquired on or after that date the cost thereof;
* %*

LJ

The question is raised, in connection with the theory that unless
a homesteader, or the patentee of other lands, made his final proof
on or before the 1st day of March, 1913, he should be credited only
with the net cost of the improvements that he has placed upon his
lands, and that this net value is the deductible sum to be taken from
the selling price, in case he has sold his land during the taxable
income year. ) )

While it is true that the legal title to property acquired under the
homestead laws does not pass until Government patent is issued
(U. S. Rev. Stats., secs. 2288 to 2309; Oregon, etc., ». Quigley, 80
Pac., 401), nevertheless, the entryman from the date of his entry
holds a “substantial inceptive title.” (Knapp ». Alexander, 237
U. S, 162; U. S. ». Buchanan, 232 U. 8., 452.) If a trespass is com-
mitted upon the land prior to final proof, the entryman may recover
damages as would the holder of the fee, and practically no allowance
is maﬁe for the actual state of the title. (Spokane Falls, &c., Rail-
way v. Zeigler, 165 U. S., 65; Red River & Lake of the Woods R. Co.
v. Sture, 20 N. W, 229; Atchisvn, T. & 8. F. R. Co. . Richter, 14§
Pac., 482 (N. Mex., 1915) ; Flint, etc., Co. v. Gordon, 41 Mich., 420.)

Until a “receiver’s final certificate” is issued, the homesteader is
expressly prohibited from alienating the property. Nor can he mort-
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gage the same. (See Thompson on Hompstead Laws.) But the issue
of such final certificate conveys the equitable title (U. S. ». Detroit
Timber Co., 131 Fed., 668) ; and after that time he can sell or mort-

age his interest. (S. S. Dale & Sons ». Griffith, 45 South., 543;

aughlin v. Fariss, 50 Pac., 254; Peterson ». Sloss, 81 Pac., 744 ; Kent
Lumber Co. ». Clarke, 140 Pac., 556 ; Peyton v. Desmond, 129 Fed:, 1)
At that time also the land becomes taxable (Cannon ». Hood River,
etc., 154 Pac., 397) and liable for debts of the homesteader. (Ruddy
v, ﬁossi, 154 Pac., 977.) Thereafter the Government holds the title
in trust. (U. S. ». Steenerson, 50 Fed., 504.) ]

Where several proceedings are essential to complete a particular
transaction, such as a conveyance or deed, the last proceeding which
consummates the conveyance is held for certain purposes to take
effect by relation as of the day when the first proceeding was had.
(Gibson v. Chouteau, 13 Wal., 92.) This fiction has been generally
resorted to by courts whenever the cause of justice is promoted
thereby. (Knapp ». Alexander, 237 U. S., 162, 167. It was approved
by Judge Cooley in Flint, etc., Railway Co. v. Gordon (41 Mich,,
420) in the following language: :

If he perfected it, he was entitled to a patent which related back to the time
when his entry was made and took date with it. )

It is therefore held that for the purpose of determining gain or loss
resulting from the sale of a homestead upon which entry had been
made prior to March 1, 1913, and patent acquired subsequent to that
date, the entryman will be regarded as having acquired the property
prior to March 1, 1913, and the fair market price or value of the
property of that date shall be taken as the basis.

No opinion is expressed as to the rule which applies in the case of
persons acquiring Government lands in any other way than under
the homestead laws. For decision of such cases it will be necessary
to examine the statute under which the land is acquired.

Section 202(a), Article 1561: Basis for determining gain 1-19-10.
or loss from sale. © 8. 921,
(Also Section 203, Article 1582:)

Basis ror CoMPUTING GAIN DERIVED FROM SALES OF PROPERTY DURING ‘TAXABLE
YEAR. )

Where a taxpayer manufactures property and keeps it on hand for a
number of years, until it is sold in the taxable year 1918, the gain
derived is the difference between the selling price and the cost, if
acquired after February 28, 1913, or if acquired prior to Marc}; 1
1918, the fair market value as of that date; or the difference hetween
the selling price and the inventory value of the goods at the beginning
of the taxable year, on the inventory basis regularly followed by the
taxpayer; that is, either an inventory basis of cost or an inventory basis
of cost or market value, whichever is lower. It is not permissible to
use market value except when it becomes material in taking inventory
on the basis of cost or market value whichever is lower.

Advice is asked as to whether a taxpayer has a legal right under
section 202(a) of the Revenue Act of 1918 to take gas thg basis of
determining gain or loss on goods sold during the year their in-
ventory value based upon the market value of the goods as of the
beginning of the year 1918 instead of their cost at the time acquired

e
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(or 1913 value), which was used as the basis of their inventory value
in former years.

Section 213 of the Revenue Act of 1918 provides that the term
“ gross income ”—

Includes gains, profits, and income derived from salaries, wages, * * *
or gains or profits and income * * * derived from any source whatever.
The amount of all such items shall be included in the gross income for the
taxable year in which received by the taxpayer * * *.

Sectiop 202(a) provides that for the purpose of ascertaining the
gain derived or the loss sustained from the sale or other disposition
of property, real, personal, or mixed, the basis shall be—

(1) In the case of property acquired before March 1, 1913, the fair market
price or value of such property as of such date, and (2) in the case of property

acquired on or after that date, the cost thereof; or the inventory value, if the
inventory value is made in accordance with section 203.

Section 203 provides—

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

- Article 1582 of Regulations 45 is the ruling of the Department
pursuant to section 203.

Inventories shall be valued at (a) cost or (b) cost or market, whichever is
lower. )

It is stated that the X Co. has for many years been engaged in
the business of manufacturing and selling merchandise. This com-
pany has always carried its unsold manufactured products on its
books at cost. Practically all the merchandise manufactured in previ-
ous years and still on hand on January 1, 1917, was sold during the
calendar years 1917 and 1918. During these two years its market price
greatly increased in value because of (a) increased costs, %b) war-
time prohibition of its manufacture, and (c¢) the approach of general
prohibition. Thus, merchandise manufactured in 1913,1914, 1915, and
1916, although carried on the company’s books at cost, was worth
considerably more at market price on January 1, 1917, had reached
a stiM higher valuation on January 1, 1918, and was sold during 1918
for a still higher figure. The result of the ownership of the merchan-
dise throughout the entire period of six years from 1913 to 1918, in-
clusive, was that the company received on the sales made in 1918 a
profit which was the result of a gradual increase in value covering
the whole period.

The position of the taxpayer is that the profit should be spread
over the time of such gradual increase in value, the increment occur-
ing in any year to be taxed at the rates applicable to that year. This
contention has frequently been made in the case of property owned
before March 1, 1913, and after gradual increase in value, sold at a
profit in a later year. But it is definitely set at rest in that connec-
tion by section 202 (a) of the Revenue Act of 1918, quoted above,
which follows similar provisions in earlier acts, and compares the
selling price with cost or value on March 1, 1913, not with value after
the beginning of the taxable year.
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Gains and profits constituting inpome are to be returned as incoma
for the taxable year in which recelvgad. (Sec. 213_.)' At no place in
the law does it appear that.the basis for determining the gain de-
rived from the sale of property is to be the inventory value based
upon the market price or value at the beginning of the taxable year
in which the property is sold. It is only in the case of property ac-
quired after March 1, 1913, that the taxpayer has the alternative of
using cost or market price, whichever is lower, for the purpose of
determining the gain derived or the loss sustained from the sale of
the property. In other words, the rule is that the gain to be returned-
as income for the year in which derived from the sale of the property
is to be measured by the difference between the fair market value on
March 1, 1913, or if acquired thereafter, then the cost thereof, or the
inventory value, i. e., either on the basis of cost or on the basis of
cost or market, whichever is lower, and the price received at the sale
of the property. A taxpayer, therefore, has no legal right to adopt
any other basis for rendering a return of income’derived from sales
during the year 1918 than that provided by the law and regulations.

Mere increase in the value of property is not income to the owner
for the year in which such increase is said to have occurred.

(See the following cases, where this rule was applied: Baldwin
Locomotive Works v. McCoach, 221 Fed. 59; Industrial Trust Co. v.
Walsh, 222 Fed. 437; and Lynch ». Turrish, 247 U. S. 221, and the
cases referred to therein.) The advance in the value of the mer-
chandise during the years 1913 to 1916, inclusive, could not be taxed
as income under the laws then in force, since such advance did not
represent income within the meaning of those laws.

It is also argued in the brief that under section 202 (a) the Com-
missioner is expressly required to recognize inventories at market
price and that the regulations exceed the power of the Treasury De-
partment in seeking to limit inventories to those on the basis of cost
and those on the basis of cost or market, whichever is lower. This
argument is based on the theory that the draftsmen of the law had
two bases in mind—that is, a cost basis and an inventory basis—that
a market-price basis is the only alternative possible to the cost basis,
and, therefore, that “ inventory value ” must be market value, Asa
matter of fact, however, a Treasury Decision had already established
two permissible bases of inventory ; that is, the inventory on th basis
of cost and that on the basis of cost or market value, whichever is
lower. It would, therefore, be unreasonable to suppose that Con-
gress, in giving to the Commissioner the power, with the approval of
the Secretary, to prescribe a basis for inventory, meant to limit him
to a different alternative than the one he had already established. If
Congress intended, as the argument assumes, that the Commissioner
be gﬁven no discretion, except to allow inventories at cost and at
market value, it would hardly have given him discretion as to the
basis to be used.

It is, therefore, held that where a taxpayer manufactures property
and keeps it on hand for a number of years until it is sold in the tax-
ab}e year 1918, the gain derived is the difference between the selling
price and the cost, if acquired after February 28, 1913, or if acquired
prior to March 1, 1913, the fair market value as of that date or the
difference between the selling price and the inventory value of the
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goods at the beginning of the taxable year. on the inventory basis
regularly followed by the taxpayer; that is, either an inventory basis
of cost or an inventory basis of cost or market value, whichever is
lower. It is not permissible to use market value, except when it
becomes material in taking inventory on the basis of cost or market
value, whichever is lower.

Section 202, Article 1561. 5-19-245,
(Also Section 203, Article 1582.) S5-1003.

Basis ror COMPUTING GAIN DERIVED FROM SALES OF PrOPERTY DURING TAXABLE
YEAR; INVENTORY VALUES.

Where a taxpayer takes inventories on the basis of cost or market
price, whichever is lower, goods which were acquired before March 1,
1913, will be inventoried at the market value on March 1, 1913, or at
the market price at the time of the inventory, whichever is lower. So-
licitor’s Memorandum 927 explained.

A question has been asked as to the following sentence occurring
in Solicitor’s Memorandum 927: )

It is only in the case of property acquired.after March 1, 1913, that the
taxpayer has the alternative of using cost or market price, whichever is lower,
for the purpose of determining the gain derived or the loss sustained from the
sale of the property.

The inquiry is whether this sentence is to be construed as meaning
that a taxpayer who takes inventories on the basis of cost or market
price, whichever is lower, is precluded from exercising this option as
to goods acquired before March 1, 1913,

The word “cost” in the foregoing sentence was intended in the
sense of actual cost, as distinguished: from market price of the goods
on March 1, 1918, The opinion was not intended to cast any doubt
on the proposition that the fair market value of goods which were
owned by the taxpayer on March 1, 1913, is to be used in place of
the actual cost in any calculation of profits, or in any taking of
inventory. Where a taxpayer takes inventories on the basis of cost
or market price, whichever is lower, goods which were acquired before
March 1, 1918, will be inventoried at the market value on March 1,
1913, or at the market price at the time of the inventory, whichever
is lower. :

Section 202, Article 1561: Basis for determining gain 19-19-493.
or loss from sale. T.B. M. 78.

Revenue Act of 1913.—The excess of the proceeds of a sale in the
year 1915 of stock acquired by the taxpayer prior to March 1, 1913,
over the market value of such stock on March 1, 1913, determined ac-
cording to the “best evidence obtainable,” is income of such taxpayer
for the year 1915, regardless of the fact that the sale price of such
stock was less than the cost of such stock to the taxpayer.

The question under the Revenue Act of 1913 arises as follows:
In the year 1900 the taxpayer purchased ———— shares of corporate
stock at $100 a share, an aggregate amount of 52x dollars, and in the
year 1915 sold the same shares for 36x dollars, 16x dollars less than
cost, without taking into consideration interest and carrying charges.
On March 1, 1913, this stock was quoted on the market at $45 a share,
at which price the entire block of stock would have been worth 24x
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dollars, 12x dollars less than the amount realized upen the sale of
the stock in 1915. The taxpayer claims that he is entitled to a
deduction for loss upon the sale of the stock to the extent of the pro
rata part of the reduction from cost to sale price attributable to the
period after March 1, 1913. The Income Tax Unit ruled that he
was not entitled to such deduction, but that on the contrary the excess
of the sale price over the market value of the stock on March 1, 1913,
should be included in his gross income for the taxable year 1915,
From this ruling the taxpayer appeals.

- Under the Revenue Act of 1913 gain derived from the sale of cor-
porate stock is included in gross income and loss, under certain con-
ditions, is deductible therefrom in determining net income. The
rule for determining gain or loss, deduced from the most recent decis-
fons of the Supreme Court, is stated in Treasury Decision 2740. Tt
is there said with respect to the Revenue Acts of 1909, 1918, and 1916
that—

In order to determine whether there has been gain or loss on a sale, and the
amount of the gain, if any, in general under all three acts, an amount must be
withdrawn from the gross proceeds sufficient to restore the cost of the property
or the capital value that existed at the commencement of the period under consid-
eration (eitber Jan, 1,1909, or Mar. 1,1913). * * * Inapportioning the profits
derived from a disposition of property acquired before and sold after January 1,
1909, for the purpose of the act of 1909, or acquired before and sold after March
1, 1918, for the purpose of the act of 1913, the division may be pro rata according
to the time elapsed or may be based on an appraisal or inventory taken as of
December 31, 1908, or February 28, 1913. This is a matter of. detail, to be
gettled according to the best evidence obtainable and in accordance Qwith valid
departmental regulations. .

This Treasury Decision is a summary aund interpretation of the
law as laid down in court decisions rather than an administrative
regulation. Consequently, it may and, as it purports to, does apply
to cases arising prior to its date, June 24, 1918.

The principle underlying the Treasury Decision above referred to
and the cases upon which it is based is that the gain or loss resulting
from a sale of corporate stock is the difference between its value on
March 1, 1913 (or, more accurately, Feb. 28, 1918), and the proceeds
of the sale, and is not the pro rata part of the difference between the
cost of the stock prior to March 1, 1913, and the proceeds of the sale
attributable to the period after February 28, 1913. Prorating is
merely a method of determining value as of March 1, 1913, and 1s to
be resorted to only when there is no better method of determining
such value. When there is a better method it must be used. Market
quotations of stock regunlarly bought and sold on the market are ordi-
narily the “best evidence obtainable” of its value. Any regula-
tion which purports to make value found by the prorating method
conclusive as against other evidence which is clearly better must be
regarded as overruled by Treasury Decision 2740 which prescribes
that value shall be determined “according to the best evidence ob-
tainable and in accordance with valid departmental regulations.”
(See also Regulations 83 (revised), art. 4, pars. 60, 63). It was not
intended by this Treasury Decision that regulations which exclude
from consideration the “ best evidence obtainable » shall be followed
and, indeed, regulations which have that effect can not be regarded
as valid. The case of Hays v. Gauley Mountain Coal Co. (247 U. S,,
189) is not contra. 1In it the court approved the use of the prorating
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method where there was no other evidence of value at the commence-
ment of the period.

There is nothing in the present case to indicate, and no claim is
made, that the value on March 1, 1913, of the corporate stock in
guestlon was not fairly shown by the market quotations on that

ate. It follows that the taxpayer is entitled to no deduction for
loss upon the sale of his stock but that, on the contrary, the sum of
122 dollars, the excess of the proceeds of the sale of stock in question
in the year 1915 over the market value thereof on March 1, 1913,
established by market quotations on that date, should be included
in his gross income for the taxable year 1915.

The rulings of the Income Tax Unit are, therefore, affirmed, it
being held (1) that under the Revenue Act of 1913 the excess of the
proceeds of a sale in the year 1915 of stock acquired by the taxpayer
prior to March 1, 1918, over the market value of such stock on March
1, 1918, determined according to the “best evidence obtainable,” is
income of such taxpayer for the year 1915, regardless of the fact that
the sale price of such stock was less than the cost of such stock to the
taxpayer.

Section 202, Article 1561: Basis for determining gain 1-19-11.
or loss from sale. ’ O.D. 6.

In the case of an estate which, on March 1, 1913, owned a claim
against some individual or business or governmental organization,
the difference between the amount received in payment of the claim
and the actual value of the claim March 1, 1918, is either gain or loss,
as the case may be, to be reported in the return for the year in which
_the claim was settled. Interest accrued on the claim from March 1,
1913, to date of settlement is taxable income to the estate. If pay-
ment was received in securities which can be proved to have been
worth less than face value, the amount to be reported as taxable in-
come is reduced accordingly. If the securities are sold, taxable in-
come will be realized or a deductible loss sustained to the extent of
the difference between the amount received from the sale and the
actual value of the securities at the time acquired.

Section 202, Article 1561;: Basis for determining gain 1-19-12,
or loss from sale. 0.D. 7.
In general, value as at March 1, 1913, of property, real, personal,

or mixed, may be established by consideration of bona fide transac-

tions in like property occurring on or about March 1, 1913, together
with all other facts pertaining to such value.

Section 202, Article 1561: Basis for determining gain

or loss from sale.

(See 24-19-558; sec. 212, art. 23.) Gain or loss in connection with
ghort sales of stock.

Section 202, Article 1561: Basis for determining gain

or loss from sale.

(See 30-19-634 ; sec. 201, art. 1547.) Determination of gain or loss
on sale of stocks received as a dividend.
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Section 202, Article 1562: Sale of property acquired by 80-19-637,
gift or bequest. o AR M7

The appraised value of stock as at the time of the creation of a trust
‘estate, by appraisers of a State court, creates a presumption only that
the stock is of the appraised value; this presumption may be rebutted
.by competent evidence to the effect that the stock was of another
value than that appraised.

The stock acquired by this estate consisted of y shares, par value
x dollars each, of the capital stock of the M company. These shares
were appraised in 1916 by two appraisers appointed by the probate
court, at the par value, x dollars a share. In 1918, acting under the
authority granted them by the terms of the trust, the trustees sold
the stock for 125x dollars. The question is whether or not any tax-
able income arose as a result of this sale. ‘

Article 1562 of Regulations 45 states that the basis for computing
gain or loss on a sale of this kind is the fair market price or value
of the property as at the date of acquisition or as of March 1, 1913,
if acquired prior thereto. The article then states that for the pur-

ose of determining profit or loss from the sale of property acquired
y bequest, devise, or descent since February 28, 1913, the value |
appraised for the purpose of the Federal estate tax, or in case of
estates not subject to that lax, its value as appraised in the State
court for purposes of State inheritance taxes, should be deemed to
be its fair market value when acquired. :

The word “deemed ” is the past participle of “deem,” which is

- defined by the Standard Dictionary as follows:

“Deem, 1. To hold in belief, estimation, or opinion; decide as a con-
clusion; consider; regard; believe. 2. To judge; adjudge; decide;
sentence; condemn; doom. 3. To expect. 11, i. 1. To have or to be
of an opinion; think; judge. 2. To pass judgment; decide.”

The committee is of the opinion that this regulation does not re-
quire that the value as appraised shall be final or conclusive, but
merely a presumptive value, which may be rebutted by competent
evidence. Such evidence in rebuttal has been presented by this-tax-
payer and the question to be determined is whether this evidence
does or does not rebut the presumption that the appraised value is
to be accepted for income taxation purposes.

The trustees offer as evidence affidavits of individuals and balance
sheets of the M Company as at January 1, 1916, and January 1, 1917.
These show the following facts:

(2) That in addition to the par of x dollars paid in stock, assess-
ments were made on the stockholders during various years up to and
including December, 1915, in the amount ofg £x dollars.

(6) In a report to the State as to the condition of this company on
the 31st day of December, 1917, the actual value of real estate,
as near as may be estimated, is stated as 4,000x dollars. This ex-
ceeds the total assets shown by the balance sheets mentioned, in each
year, by approximately 2,000x dollars, despite the fact that these as-
sets include other values than real estate. Such changes as are given
on the balance sheets between the two years in no wise would account
for this excess of value from the standpoint exclusively of added
properties, nor is it reasonable to assume the entire amount of appre-
clation represented by this estimate occurred between the two dates.
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_ (0) Sales of stock were made in 1910 at 3x dollars per share, and
in 1914 at 14x dollars per share. It is expressly stated by C that
his reason for selling this stock was the need for money in his busi-
ness, from which it would appear that these values were conservative.

_(d) An examination of the balance sheets submitted, in conjunc-
tion with the income tax return for the year 1917, indicates that the
book value of this stock had not increased between these dates.
In fact the company showed a net loss of 18x dollars for the calendar
vear 1917, which would indicate that the book value had decreased
between the two dates instead of increased.

These facts tend to show that the value of the stock was greater
as at the time of the creation of this estate than the appraised value
of par. Furthermore, on the basis of book values, there was a de-
crease rather than an increase in value during the time it was held
by the estate. This presumption of a decrease is offset, it is true, by
the fact that the lands have been appreciating from year to year in
value, which appreciation has not been taken into the accounts.
Inasmuch as the evidence tends to show that the stock was worth at
least 125x dollars at the time of the creation of the estate, and since
this was the value at which sold, it is not believed that any profit
was realized by the trustees, representative of appreciation or other
increases in value, upon sale.

Section 202, Article 1562: Sale of propertv acquired by

gift or bequest. _

(See 3-19-198, sec. 219, art. 341.) Amount taxable in case securi-
ties held in trust for a beneficiary are sold.

Section 202, Article 1564: Determination of gain or loss 6-19-267.
from exchange of property. T. B.R.25.
Under a financial reorganization of a corporation a holder of

bonds of such corporation who exchanges them for capital stock of

the corporation of no greater par value does not realize either gain
or loss. The X Co., under a reorganization plan, was required to
surrender certain bonds of the Y Co. and Z Co., held by it, and to

accept in exchange therefor capital stock of the Z Co. In such a

case Section ‘202(% , of the Revenue Act of 1918, provides as follows:

* » * when in connection with the reorganization, merger, or consolidation of

a corporation a person receives in place of stock or securities owned by him

new stock or securities of no greater aggregate par or face value, no gain or

loss shall be deemed to occur from the exchange, and the new stock or securi-
ties received shall be treated as taking the place of the stock, securities, or
property exchanged.

In the present case certain bonds of the Z Co. and certain bonds of
one of its subsidiary companies were, under a plan of reorganization,
exchanged for capital stock of the Z Co., having a par vaiue equal to
the par value of the bonds exchanged, and under the section of the
act above quoted it is held that the only requirement laid down by
the statute is that the new securities shall have no greater face value
than the old. The actual value of the respective securities is imma-
terial, as is also the fact that the old securities were in the form of
bonds while the new securities were in the form of stock.

Tt is therefore held that no gain was realized nor loss sustained by

the X Co. from the exchange.
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Section 202, Article 1564: Determination of gain or loss  19-19-494

from exchange of property. T. B. R. 57.

Revenue Act of 1918—Sec. 202 (b).—Meaning of *fair market
value ” of property received In exchange for other property.

Section 202 (b) of the Revenue Act of 1918, provides: “ When
property is exchanged for other property the property received in
exchange shall, for the purpose of determining gain or loss, be
treated as the equivalent of cash to the amount of its fair markes
value, if anyy * * ¥ o

By the use of the language quoted Congress recognized that for

, the puropose of determining gain or loss derived from the exchange
of property for property, property received in exchange may not
‘have any “fair market value,” the object of the present inquiry is
to secure a statement in general terms of the circumstances under
which, for this purpose, property received in exchange may be said
to have no “ fair market value.” ,

In the absence of reason to the contrary the words, “ fair market
value” must be given their ordinary meaning. The expression
“market value,” either with or without the adjective “ fair,” is a
familiar one and has frequently been defined and explained. With-
out attempting in this recommendation to collate these definitions,
it may be said that they amount in substance to this, that the
“market value” of property ‘is the fair value of the property in
money as between one who wishes to purchase and one who wishes
to sell. It is not, however, what can'be obtained for the property

< when the owner is under peculiar compulsion to sell or the purchaser
to buy; nor is it a purely speculative value which an owner could
not reasonably expect to obtain for the property although he might
possibly be fortunate enough to do so. “Market value” is the
price at which a seller willing to sell at a fair price and a buyer will-
Ing to buy at a fair price, both having reasonable knowledge of the
facts, will trade. It implies the existence of a public of possible
buyers at a fair price. The adjective “ fair ” emphasizes the idea of
fairness inherent in this conception of market value, and excludes
any possibility of a construction of the words “market value ” with
reference to a market in which, or to circumstances of sale under
which, for any reason a fair price could not be obtained. Under this
interpretation property received in exchange for other property has
no “fair market value” for the purpose of determining gain or loss
resulting from such exchange when, owing to the condition of the
market, there can be no reasonable expectation that the owner of the
property, though wishing to sell, and any person wishing to buy will
agree upon a price at which to trade unless one or the other is under
some peculiar compulsion; that is, property has no *fair market
value ” when market conditions are such that thers would be no trad-
ing in the property in question at a fair. price. It does not follow,
however, that property has no “ fair market value ” merely because
there is no price therefor established by public sales or sales in the
way of ordinary business. The fact that there is no “ market price”
or “ current price” so established does not indicate that the property
may not readily be sold at a fair price, and the meaning of *market
value ” is not ordinarily so restricted. The courts have recognized,
not only that there are cases in which property has no “market
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value,” or more properly “market price,” in this restricted sense,
but also' that there are cases in which property has no “market
value” in the broader sgnse in which the words are used in the
statute as herein construed. See Wall v, Platt (169 Mass., 398);
Montgomery County v. Schuylkill Bridge Co. (110 Pa. St., 54).

A construction of the statute in which the words “fair market
value” are defined as above indicated is in accord with its theory
and purpose. A fundamental consideration in income taxation is
to determine when income, or elements essential to the computation
of income, such as gain and loss, are realized. Clearly, gain or loss
is realized upon the sale of property for cash. It seems, moreover,
that even apart from express statutory provision gain or loss is
realized from the exchange of property for other property which
may fairly be said to be the equivalent of cash. See California
Copper Syndicate ». Harris (41 Scot. L. R., 691; 5 Tax Cas. 159).
Such was the ruling of the Bureau under the Revenue Acts of 1913
and 1916 (see Law Opinion, 434), and the Revenue Act of 1918 ex-
pressly recognizes this principle in the language now under consid-
eration in providing that “the property received in exchange shall
® % * ho treated as the equivalent of cash.” It is reasonable to
regard property which has a “ fair market value,” as the words are
herein defined, as “the equivalent of cash.” A taxpayer receiving
such property can determine the amount of his gain or loss in terms
of cash with a reasonable degree of certainty and can, if necessary,
without undue sacrifice obtain by the sale of such property cash
with which to pay his taxes. It is, however, unreasonable to regard
property which has go “fair market value,” in this sense, as “ the
equivalent of cash.” "A taxpayer receiving such property can neither
determine the amount of his gain or loss with certainty nor obtain
cash by sale of the property without sacrifice.

It may be argued against the construction here given to the words
“ fair market value ” that these words are used in other parts of the
statute in such a way as to imply that property always has a “ fair
market value” and that the same meaning should be given to the
words throughout the statute. Thus, in ascertaining gain or loss
upon the sale or other disposition of property acquired before March
1, 1918, the basis is “ the fair market price or value of such property
as of that date” (sec. 202(a(1)), or, where stock or securities ac-
quired before March 1, 1913, are exchanged for other stock or
securities in connection with a reorganization, merger, or consolida-
tion, “ the fair market value as of that date” (sec. 202(b)). So in
ascertaining the amount of depletion in the case of property acquired
before March 1, 1913, the basis is the “ fair market value * * *
on that date,” and in the case of property having a discovery value
the basis is the “fair market value of the property at the date
of the disc<))very, or within 80 days thereafter.” (Sec. 214(a)(10);
234 (a) (9).

The provisions above quoted raise no necessary implication that
property always has a “fair market value.” The resort to “fair
market value” in the case of discovery can be made only where the
% fair market value of property is materially disproportionate to the
cost ”; that is, it must appear that the property has a “ fair market
value® and that such value is materially disproportionate to cost.
There is no presumption that either fact exists. In the case of de-



492 INCOME TAX RULINGS.

pletion of property acquired before March 1, 1913, “fair market
value ” is to * be taken in lieu of cost up to that date.” The natural
construction of this language is that © fair market value” is to be
taken wherever possible, otherwise “cost up to that date” In
ascertaining the gain or loss resulting from the sale or other disposi-
tion of property the purpose of valuing such property on March 1,
1913, is to determine the amount which must be withdrawn from
the sale price in order to keep the capital intact. In the case of
a sale or other disposition of property, not, however, including
depletion (see Stanton ». Baltim Mining Co., 240 U. S, 103), 1t
would be necessary to so withdraw the value of the property on
March 1, 1913, even if there was no statutory provision therefor,
See Doyle v». Mitchell Bros. (247 U. 8., 179); Lynch ». Turrish
(247 U. S., 221) ; Southern Pacific Co. ». Lowe (247 U. 8., 330).
The present statute must be construed as authorizing the withdrawal
of such value. This result can be reached either by holding that
all property had a “ fair market price or value” on March 1, 1913,
or by holding that “fair market price or value™ is the statutory
measure of the value to be withdrawn in any case in which the
property has a ¢ fair market price or value,” but that where it has
no such “fair market price or value” other means of measuring
value must be resorted to. The latter interpretation gives to the
words “ fair market * * * wvalue” their ordinary meaning, and,
while recognizing that they have the same meaning throughout the
statute, gives effect to the words “if any” in the paragraph under
consideration. It seems, therefore, the more reasonable. '

(Since “ fair market price,” if not synonymoys with * fair market
value ” is narrower in its scope, it seems unnecéssary to distinguish
between the expression ¢ fair market price or value ” and ¢ fair market
value.” While it is possible to construe the words “ fair market”
as modifying only the word “ price” and not the word “ value” in
section 202(2), the use of the phrase * fair market value” in other
parts of the statute seems to indicate that this is not the proper
construction. It may be noted, however, that if this construction
were adopted the same result would be reached as is reached on the
lines developed in this recommendation.)

Some practical bearings of the construction herein given to the
statute should be noted. Statements herein made are, however, far
from exhaustive of a subject of special difficulty in the application of
a general principle to specific cases. In determining whether prop-
erty has a “fair market value” all available evidences must be con-
sidered. A casein which property has no “ fair market value ? should
be regarded as unusual, and a determination that property has no
“fair market value” should not be made lightly. Property is not
without * fair market value” merely because there is a considerable
-divergence of opinion as to its value. “Fair market value” is to
a large extent a matter of opinion and men of equally wise judgment
will differ widely in their opinions. Frequently excellent evidence
as to the “fair market value” of property, especially that which,
though not ordinarily traded in, has a value in use, is found in its
cost, or in the cost of reproducing it, with adjustments for deprecia-
tion and the like. .(It should be noted, however, that while cost is
frequently excellent evidence of “fair market value,” “ fair market
value” may be either greater or less than cost and must, wherever
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made the statutory test. be taken regardless of its relation to cost.)
As already pointed out, property can not be said to have no “fair
market value ” merely because no price therefor is established by pub-
lic salgs or sales in the way of ordinary business. Of course it is not
essenpal that property be listed or traded in on anyv exchange in order
that it may have a “fair market value.” F¥or example, stock in a
small closely held corporation does not ¢pso facto lack  fair market
value,” nor does article 1563 of Regulations 45 so hold. Evidence as
to the assets and liabilities of such a corporation and as to its earnings
may furnish very definite indications as to its “ fair market value.”
Even if a corporation is newly organized and has never done business
as such, but has succeeded to the business of an individual or partner-
ship, its stock will ordinarily have a “ fair market value” ascertain-
able by reference to its assets and liabilities, the history of the specific
business, and the history and conditions of the industry in general.
Similar considerations apply to other kinds of property.

In any case in which it 1s found that property received in exchange
has no * fair market value” and that. consequently, no gain or loss
results from the exchange, the property received in exchange is to be
treated as taking the place of the property exchanged therefor and
takes as its value for the purpose of computing depreciation, deple-
tion and gain or loss resulting from sale or other disposition, the cost,
or the market value on March 1, 1913, or on the date of discovery, as
the case may be, of the property exchanged for it. Property which
has no “fair market value” for the purpose of determining gain or
loss under section 202 (b) has no “ fair market value” for any of the
purposes of the Revenue Act of 1918.

It is held, therefore, that section 202 (b) of the Revenue Act of
1918 must be construed as recognizing that there are exchanges of
property for other property which do not result in taxable gain or
deductible loss for the reason that the property received in exchange
has no “ fair market value.” A general statement as to the circum-
stances under which this is true 1s made in the body of this recom-
mendation.

Section 202, Article 1564: Determination of gain 25-19-580.
or loss from exchange of property. 0.D. 308,

The exchange of old bonds of a corporation for bonds 6f a new issue
having an extended maturity date and bearing a higher rate of
interest does not fall within the provisions of article 1564 (b), Regu-
lations 45.

Section 202, Article 1565: Exchange for different kinds 2-19-143.
of property. - O. D. 98.

No taxable income accrues on an exchange of bonds purchased
prior to March 1, 1913, for 57 per cent of the face value of the old
bonds in new bonds of the same company and 43 per cent in cash.
The cash should be regarded as a return of part of the March 1,
1913, value of the old bonds, and the cost of the new bonds for the
purpose of computing gain or loss in case of sale or other disposition
of such bonds will be deemed to be the difference between the cash
received at the time of exchange and the value of the old bonds on

March 1, 1913.
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Section> 202, Article 1565: Exchange for different kinds
of property.

(Ses 8-19-334, sec. 326, art. 836.) How gain or loss shall be deter-
mined where bondholders purchased at foreclosure sale property cov-
ered by the mortgage securing bonds, transferring said property to
new corporation in exchange for its total authorized stock issue.

Section 202, Article 1566: Exchange of property and 21-19-521.
stock. o T. D. 2924,
Revenue act of 1918—Modification of articles 1566 and 1567 of Regulations 45,

1. Article 1566, of Regulations 45, first authorized April 17, 1919,
is considered as not being warranted in law, and is hereby modified
to read:

Arr, 1566. Hxchange of property and stock.—Where property is transferred
to a corporation in exchange for its stock, the exchange constitutes a closed
transaction and the former owner of the property realizes a gain or loss if the
stock has a market value, and such market value is greater or less than the
cost or the fair market value as of March 1, 1918 (if acquired prior thereto),
of the property given in exchange. For the rule applicable where a corporation,
in connection with a reorganization, merger, or consollgiation, exchanges prop-
erty for stock, see article 1567.

Section 202, Article 1566: Exchange of property and - 22-19-530.
stock. T. B. R. 7L

A dividend or distribution in liquidation made December 81, 1917,
by a subsidiary corporation to a parent corporation represented a
gain or loss to the parent company for the purpose of income tax in
the amount of the difference between the distribution received by the
parent company and the cost to it of the stock of the subsidiary com-
pany, or its value on March 1, 1913, if acquired prior thereto.” Such
gaig, if any, is subject to income-tax rates applicable for the year
1917,

Section 202, Article 1567: Exchange of stock for other 21-19-522,
stock of no greater par value. “T. D. 2924.

Revenue Act of 1918—Modification of articles 1566 and 1567 of
Regulations 45.

2. Article 1567 of Regulations 45, as amended by Treasury Deci-
sion 2870, is amended to read as follows:

ARrr. 1567. Exchange of stock for other stock of no greater per value—In
general where two (or more) corporations unite their properties by either (a)
the dissolution of corporation B and the sale of its assets to corporation A,
or (b) the sale of its property by B to A and the dissolution of B, or (¢) the
sale of the stock of B to A and the dissolution of B, or (d) the merger of
B into A, or (e) the consolidation of the corporations, no taxable income is
received from the transaction by A or B or stockholders of either, provided
the sole consideration received by B and its stockholders in (a), (b), (e), and
{d) is stock or securities of A, and by A and B and their stockholders in (e)
is stock or securities of the consolidated corporation, in any case of no greater
aggregate par or face value than the old stock and securities surrendered. The
term “reorganization,” as used in section 202 of the statute, includes cases
of corporate readjustment where stockholders exchange their stock for the
stock of a holding corporation, provided the holding corporation and the
original corporation, in which it holds stock, are so closely related that the
two corporations are affiliated as defined in section 240 (b) of the statute
and article 633, and are thus required to file consolidated returns. So-called
“no-par-value stock” issued under a statute or statutes which require the
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eorporation to fix in a certificate or on its books of account or otherwise an
amount of capital or an amount of stock issued which may not be impaired by
the distribution of dividends, will for the purposes of this section be deemed
to have a par value representing an aliquot part of such amount, proper ac-
count being taken of any preferred stock issued with a preference as to
principal. In the case (if any) in which no such amount of capital or issued
stock I8 80 required, “no-par-value stock ” received in exchange will be re-
garded for purposes of this section as having, in fact, no par or face value,
and consequently as baving “ no greater aggregate par or face value” than the
stock or securities exchanged therefor.

Section 202, Article 1567 Exchange of stock for other 12-19-396.
stock of no greater par value. T. B. R. 39,

REVENUE AcT or 1918, SectioN 202.

1. Mere multiplication of the number of shares of a corporation
(resulting from the exchange of four new shares, each having a par
value of $25 for each old share of $100 par value) when not ac-
companied by conversion of surplus into capital stock *or revalua-
tion of assets, does not give rise to taxable gain or income to stock-
holders making the exchange.

2. Where a corporation amends its charter so that instead of having
10,000 shares of no-par value, the same stockholders will hold 100,000
shares without par value, neither tlie original charter nor the amend-
ment having any stated capital in dollars, this multiplication of shares
being not accompanied by conversion of assets into capital stock or
any revaluation of assets, such a transaction does not give rise to tax-
able gain or income to stockholders making the exchange.

(A) A corporation, having an authorized and issued capital stock
each share of which has a par value of 4xdollars, proposes, after .
appropriate amendment of its charter, in effect to divide such capital
stock by reducing the par value of each share to xdollars per share,
and by exchanging with each stockholder four new shares for one old
share. Will the new shares constitute taxable income in the hands
of the stockholders; and if so, to what extent?

(B) A corporation, having an authorized and issued capital stock
represented by shares of no-par value, but having no stated capital
in dollars, proposes, after appropriate amendment of its charter, to
have such capital stock represented by an increased number of
shares without par value, the new shares to be exchanged for the old
on a basis of 10 to 1. No transfer of surplus to capital will be made
in connection with the transaction. Will the new shares. constitute
taxable income in the hands of the stockholders; and if so, to what

_extent ?

The corporation mentioned in paragraph (B) of the attached letter
has been in existence for several vears and is a going concern. No
revaluation of its assets is contemplated in connection with the pro-
posed transaction, and its surplus will be exactly the same after as be-
fore the issuance of the new shares. The object which is sought to be
accomplished in cases (A) and (B) is identical; namely, to reduce
the market value of each share of the corporations involved and to
thus increase the marketability of all the shares.

The new shares will not constitute taxable income in the hands of
the stockholders, or more accurately stated, neither transaction will
give gise to gain, profit, or income taxable to the stockholders con-
cerned.

103022°—22——4
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Section 202, Article 1567: Exchange of stock for other 10-19-353,
stock of no greater par value. 0.D. 204,

For the purpose of determining whether any taxable income is
derived by each individual stockholder of a corporation from such
transactions as described in article 1567 of Regulations 45, the phrase
“aggregate par value” as used in that article means the aggregate
par value of stock of each individual stockholder exchanged for
new stock and the aggregate par value of such new stock received by
each individual stockholder. s

Section 202, Article 1568: Determination of gain or loss 29-19-623,
from subsequent sale. 0.D. 335,

The word “or” as used in the phrase “stock or securities” in
section 202(b) of the Revenue Act of 1918 is synonymous with the
word “ and ¥ and when taken in connection with that section means
that in case of-a reorganization, merger, or consolidation of a cor-
poration, a person may turn in either stock or securities, or both,
and accept in exchange therefor either new stock or securities, or
both, of no greater par or face value, without being liable for tax on
any gain from such exchange.

Section 202, Article 1570: Readjustment of partnership 10-19-354.
interests. T.B.R. 34
(Also Section 218, Article 322.)

Recommendation as to the basis of individuals’ tax liability where a
distribution of partnership profits is made in securities carried in an
investment account by the partnership.

On December 31, 1917, in accordance with a previous agreement,
a partnership, distributed to its individual partners as their pro-
portionate share of the profits for the year stocks and honds having
a book-value of 9x dollars. These securities were carried in an in-
vestment account by the partnership and on the above-mentioned
date it delivered to the individual partners all of the securities held
by it, except x dollars in Liberty bonds, at current market prices
on the exchange as at that date. The book value of the securities"
distributed was 9x dollars. The market value of these securities as
of December 31, 1917, the date of distribution, was 8% dollars. The
inquiry is as to whether this distribution is a bona fide sale within
the meaning of Regulations 33, revised, the result of which would be
to allow the partnership to claim the loss of x dollars, or whether
it is a distribution of capital as between partners, the loss, if any,
to be claimed by them as individuals upon the actual sale of the
securities received in such distribution. '

. The books of the taxpayer show that the securities were actually
distributed to the respective partners on account of their respective
shares in the profits of the firm for the year ended December 31,
1917, the value being placed at the bid market price on December
81, 1917, in lien of selling same through the exchange and distribut-
ing the proceeds. It is stated that the current earnings were sufficient
to cover the distribution.

In any case the matter should be treated in only one way. Under
the acts of ‘September 8, 1916, and October 8, 1917, the members of
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a partnership are liable for income tax proper only in their individual
capacities (although the partnership as such is liable under the
Revenue Act of 1917 for excess-profits tax), and the share of the
profits of the partnership to which any taxable partner would be
entitled if the same were divided, whether divided or otherwise, was
the amount which such partner was required to return for taxation.
Under such circumstances the distribution of an asset by the partner-
ship to a partner can not be regarded as such a sale or distribution
as could result in a taxable gain or loss. To hold otherwise would
for all practical purposes be tantamount to a holding that a person
might sell at a profit or loss to himself, and we see no reason why
this situation is in substance changed by the fact that for one year
the partnership income was subject to excess-profits taxation as a
unit. This is especially true where the asset in question consists of
homogeneous securities which could be divided without materially
changing their value. Had the partnership or the partners wished
to make an actual sale and realize an allowable loss, the securities
" doubtless would have beeni sold to outside parties. Moreover, it is
significant that the department holds, even in the dissolution of a
partnership, that if a partnership distributes its assets in kind, the
partner realizes no gain or loss until he disposes of the property
received on distribution (art. 1570, Regulations 45, Revenue Act of
1918). The same conclusion follows o fortiori when the partnership
in the course of dividing its profits, distributes certain assets among
its members.

The Advisory Tax Board, therefore, recommends that, first, each
partner be taxed on the basis of his distributable share of the partner-
ship profits for the year 1917, which partnership profits will be
ascertained without claiming any loss with regard to the unsold
securities held in the investment account of the partnership; and
second, that the individual partners receiving these securities as a
distribution of partnership profits shall determine their future gain
or loss when such securities are sold and on the basis of the cost of
the securities to the partnership or their market value on March 1,
1913, if acquired before that date.

Section 203.—INVENTORIES.

Section 203, Article 1582: Valuation of inventories.
(See 4-19-211, sec. 212, art. 23.) Estimated inventories.

Section 203, Article 1582: Valuation of inventories. 16-19-457,
T. B. R. 48.
The valuation of inventories upon the basis of average cost is not in
accord with the provisions of the acts of October 3, 1913, September 8,
1916 (including this act as amended October 3, 1917), and the revenue
act of 1918, and where used amended returns may be required.

Request has been made for advice as to whether the average cost
method of taking inventories used by certain corporations is per-
missible under the act of September 8, 1916, or under the act of
October 3,1917. Briefly stated, the method in question is as follows:

Materials purchased during a month are added, both as to quantity
and cost, to the quantity and cost balance brought forward from the
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previous month, and an average cost_to the close of the month ig
computed by dividing the total quantity into the total money figures.
This average is then applied to the quantity of materials used for
manufacture during the month, and the amount so computed is
credited to the material account. This process is a well-established
custom, which has been adopted by the leading concerns of the trade.
The importance of the question in the particular instance now under
review lies in the fact that materials purchased are not currently
consumed in manufacture, but are held for ageing purposes anywhere
from, say, one to three years. Furthermore, prices are subject to
substantial fluctuations. Under these circumstances does an inventory
thus computed form a proper factor for the computation of taxable
net income under the acts of September 8, 1916, and October 3, 1917¢
It may be well to consider also whether the method is satisfactory
under the Revenue Act of 1918. Neither the act of 1913 nor the act
of 1916, including amendments:of October 3, 1917, make any direct
mention of inventories, and it is not until the act of 1918 that any
statutory rule is laid down. Section 203 of that act provides as
follows:

Swe. 203. That whenever, in the opinion of the Commissioner, the use of
inventories is necessary in order clearly to determine the income of any taxpayer
inventories shall be taken by such taxpayer upon such basis as the Commissioner,
with the approval of the Secretary, may prescribe as conforming as nearly as
may he to the best accounting practice in the trade or business and as most
clearly reflecting the income. _

Under both of the previous acts, however, the regulations recog-
nized that inventories are essential factors in the computation of
gross income, and Regulations No. 33, article 161, issued January 5,
1914, made the following provision therefor: '

ArT. 161. In order that certain classes of corporations may arrive at their
correct income, it is necessary that an inventory, or its equivalent, of materials,
supplies, and merchandise on hand for use or sale at the close of each calendar
year shall be made in order to determine the gross income or to determine the
expense of operation.

A physical inventory is at all times preferred, but where a physical inventory
is impossible and an equivalent inventory is equally accurate, the latter will be
acceptable.

An equivalent inventory is an inventory of materials, supplies, and merchan-
dige on hand taken from the books of the corporation.

Regulations No. 83, revised (issued Jan. 2, 1918), require the use
of inventories but do not lay down any rules as to the basis upon
which they are to be valued. Treasury Decision 2609 was issued on
December 19, 1917, and laid down for the first time the rule that
inventories might be valued upon the basis of (@) cost or () cost
or market, whichever is lower. Before this Treasury decision the
working rule of the department was that inventories should be taken
upon cost, but this rule did not find expression in the regulations nor
in any Treasury decision, nor did it appear upon the return forms
until the revision of Form 1081, in October, 1916. Treasury Decisiop
2609 is, therefore, the first authoritative pronouncement upon the
subject, and the rule laid down by it is applicable to both the 1913
and the 1916 acts, and it has been incorporated in Regulations 45.
The rule then being that inventories may be taken upon the basis
gither of (2) cost or (b) cost or market, whichever is lower, does the
average method come within either of these bases, or does it furnish a



INCOME TAX RULINGS. 49

:gguagafll:t gllé:)(;ge ?should be recognized as satisfactorily reflecting

Commercial practice sanctions the custom of an annual accounting
for profits or losses, and the income tax laws have required such
annual accounting. It must be admitted, however, that such a com-
putation is not only difficult, but that a year is in many businesses a
period too short to be satisfactory. The processes of production
ofttimes require more than a year in their course, and the fluctua-
tions in volume of business and other items tend to distort the
financial results of individual years. An able English jurist has
held in effect that annual income is either a conventional figure or
a mere approximation. This statement, however, like many other
striking phrases, is more true in its suggestiveness than n its reality.
Whatever the difficulty and whatever the degree of accuracy in
attaining it, the object to be kept in view is the ascertainment of the
profits during the year which have been realized upon sales actually
made, inasmuch as profits can arise only through the sale or exchange
of property. The value of merchandise or other property may
increase while in the hands of the owner, but mere appreciation in
value is not profit. To be profit the appreciation must be realized
by passing through the door of sale or exchange. Appreciation may
become profit, and it does do so when realized. It may, and fre-
quently does, fail to realize. The logical method of computation ls,
therefore, to apply against the total sales of the period the cost of
the goods covered by such sales, and the difference between these
two amounts represents gross profits. Precisely this is accomplished
when inventories are taken upon the basis of cost.

A loss, although seemingly the opposite of a profit, may, however,
fall under a different rule. A loss may be occasioned by physical
destruction or deterioration of property included in an inventory
or it may be attributable to changes in styles or other causes affect-
ing salability, or it may be occasioned by shrinkage in market value.
Where such losses arise, even though not fully consummated by a sale
of the goods, the fact should nevertheless be recognized, and when
such goods are taken in an inventory they may, if the taxpayer so
elects as a consistent policy, be valued at market instead of cost,
where market is lower. This is true even in spite of the possibility
that conditions may change, and at a date before a sale is made the
goods may again be worth their original cost. Income must be a
thing sufficiently real to be capable o being taken out of a business
by its owners without impairment of capital. It is to be noted, how-
ever, that corporations can seldom distribute currently all of their
profits, and that the considerations governing the payment of divi-
dends are not applicable to the computation of profits. The exact
point at which an impairment of capital begins is one that can not
easily be determined with precision, and questions of doubt as be-
tween income and capital must be resolved in favor of capital. Ina
very real sense losses may be admitted, while profits must be proved.
Capital once impaired is gone, but the admission of a loss not fully
realized by a completed transaction results in nothing more _serious
than a postponement of profit to a subsequent period. The imposi-
tion of an income tax in effect compels a withdrawal of a portion
of the income from the business, and the tax is imposed ratably
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upor: all net income, so that if through an error in computation a
stated figure of income includes any amount of capital the tax is im-
posed not upon income but upon capital. The rule of cost or market,
whichever is lower, even though it may appear to lack in consistency,
thus, nevertheless, rests upon solid ground, and its widespread adop-
tion throughout the business world amply justified its adoption for
tax purposes. '

As already indicated, the starting point in the computation of
annual income must be the sales made during the year. It is the
profits or losses upon these sales that are to be computed if any
actuality is to be attained. To do otherwise is to invite speculation
and confusion. To give annual profits and losses meaning and in-
tegrity they must be arrived at by a logical computation which
recognizes that each year acquires from its predecessor certain
potentialities and turns over to its successor the property as-it exists
at the end of the year, and it scarcely needs to be said that the basis
of valuation at the beginning and end of the year must be reason-
ably uniform. If the starting point in the computation of annual
profit or loss is the sales made during the period, the next step is
the computation of the amount that 1s to be charged against such
sales in respect of ths cost of the goods that have gone into the
sales. This must include (1) the cost of the goods included in the
sales, less any portion of such cost which may have in effect, through
a previous’ inventory based upon a market lower than cost, been
charged against the sales of a previous year, and (2) where as a
consistent policy inventories are taken upon the basis of market
“when it is less than cost, such further amount, if any, as may be re-
quired to reduce the goods in the inventory to the level of a lower
present market. To charge against the sales of a vear a sum less
than the total found under (1) and (2? above will show. as profits
an amount larger than the profits actually realized upon the sales of
the period. In a business requiring goods to be carried for lengthy
periods and where an average method of inventory valuation is
used, this overstatement of profits will occur whenever the current
market is declining, while on an advancing market the profits on
the actual sales of the year will be understated. . When the market
is stable the average method will reflect with approximate accuracy
the true profits, and in & business in which the turnover is rapid, the
effect of such a method upon the computation of .annual income is
small as compared with a business in which it is necessary to carry
$oods, such as raw materials, for long periods. In such cases, so
ong as the annual profits are stated with substantial accuracy, tax-
payers should not be required to make inventory changes which are
annoying to them and which are without commensurate importance
to the Government. The average cost method of inventorying may,
however, have an important effect upon taxation, and inthe cases
now under consideration it appears to have a material bearing upon
the amount of the tax. The computation of net income upon such
a basis results in an assignment of income to a year, not upon the
basis of the transactions of the year, but upon the basis of transac-
tions part of which spread over more than a year. To be strictly
logical, such a method should, moreover, include a similar averaging
of sales. This would ‘end toward -uniformity of annual profits and
might, in fact, reflect the profits as accurately as the partial aver-
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age method, but it would be a far departure from an actual com-
putation. An annual accounting period is a fundamental require-
ment of the Federal income-tax legislation. and every computation
of taxable net income must be made in conformity therewith. This
the average cost inv&_zntory method failed to do, and its use can not
be aﬁproved as meeting the statutory requirement.

The Advisory Tax Board is, therefore, of the opinion that the
average cost inventory method does not conform to the requirements
of the act of October 3, 1913, the act of September 8, 1916 (includ-
ing this act as amended October 3, 1917), and the Revenue Act of
1918, but, having regard to the fact that in the earlier years tax-
payers were not advised as to the basis upon which inventories should
be taken, and that returns have been made to and accepted as satis-
" factory by the department in many cases in which such an average
cost inventory method has been used, the board recommends that no
revision of net income be made in years prior to 1917 in cases where
taxpayers. have, as a matter of consistent practice used an average
cost inventory method. Amended returns should be filed or other
proper correction made in the case of returns for the taxable year
1917 or any subsequent year in which the income through the use of
such an average cost inventory method is materially larger or smaller
thelm ilt would be if computed on the basis of an inventory correctly
valued.

- Section 203, Article 1582: Valuation of inventories. 22-19-531.
T. B. R. 65.

Revenue Acts of 1917 and 1918.—The base-stock method of taking
inventories is not warranted by the law or the regulations.

The question is raised as to whether under the Revenue Acts of
1917 and 1918 the so-called “base stock,” “ minimum,” or “ cushion,”
hereinafter referred to as “ base stock,” method of taking inventories
may be used. ]

Section 203 of the Revenue Act of 1918 provides as follows:

That whenever in the opinion of the Commissioner the use of inventories 18
necessury in order clearly to determine the income of any taxpayer, inventories
shall be taken by such taxpayer upon such basis as the Commissioner, with
the approval of the Secretary, may prescribe as conforming as nearly as may
be to the best accounting practice in the trade or business and as most clearly
reflecting the income. ’ .

Article 1582 of Regulations 45 provides in part that:

Inventories should be valued at (a) cost, or (b) cost or market, whichever
is lower. ,
According to the base-stock method of taking inventories a manu-
facturer or dealer values at the same price year after year the
minimum quantity of goods which he must have on hand at all times.
If this method is accepted as sound, a second question arises as to the
method of determining this price. In the present case the closing
inventory for the year 1916 was adopted as the minimum basis for
quantity” and unit of price, though there was some modification in
the following year for new lines of goods. o o
Clearly the base-stock method of taking inventories is not within
the terms of the regulations—that is, it is not such a basis as the Com-
missioner, with the approval of the Secretary, has prescribed. It



52 INCOME TAX RULINGS.

remains to consider, however, whether such a method should be so
prescribed ¢ as conforming as nearly as may be to the best accounting
practice in the trade or business and as most clearly reflecting the
income.”

The facts pefore the Advisory Tax Board do not warrant the con-
clusion that there has been any general adoption of the base-stock
method of taking inventories as an_“ accounting practice,” or that it
has had any considerable recognition as the “best” accounting
practice. On the contrary, it is certain that the method has not been
widely adopted. The argument from usage is against rather than in
favor of it. To sanction this method of inventorying in the case of
the very small minority of taxpayers who have used it—some like the
appellant, only for the last year or two—would work an unjustifiable
discrimination against the great majority of the manufacturers and
dealers who have not used it. Returns for 1918 must be made
in accordance with the method of accounting regularly employed in
keeping the books of the taxpayer, provided this method clearly
reflects the income (sec. 212 (b)). Probably more than 95 per
cent of the manufacturers and dealers in this country—certainly a
very large majority of them—keep their books in accordance with
methods other than the base-stock method. Unequal and diserimi-
native treatment of this kind is to be avoided whenever possible.
The “best accounting practice ” set up in séction 203 as the guide or
standard for the commissioner must be a practice which not only
clearly reflects the income but which has been “regularly employed,”
presumably for a number of years, by a majority of the taxpayers
involved. A procedure to becomne a “ practice ” must be widely used
and must have withstood the changing tests of time. Practically
none of these tests is met in the present appeal. In particular, the
fact that so few business concerns use the base-stock method is
strongly suggestive of the truth that it does not truly reflect the
income.

That it is a truth appears as clearly upon analysis as upon an
examination of trade practice. The present Federal income-tax
system is based upon an annual accounting period. The object of
an inventory is to assign to an annual accounting period its profits
and losses. The effect of the base stock inventory method is to
assign all profits and losses in respect of the minimum inventory to
the year in which such inventory is liquidated. This result is
accomplished through ignoring sales and exchanges of individual
. items of the inventory and treating the minimum inventory as a
unit. Each sale or exchange of property for other property having
a market value is, however, in fact a realization of taxable profit or
deductible loss in tlie year in which it occurs and a method of account-
ing which disregards such realization does not truly reflect income.
Such profit is not, as suggested by counsel, unrealized appreciation.
It is none the less taxable profit because immediately reinvested in
inventory. (Moreover, such reinvestment is not an operating
expense but, on the contrary, is an expenditure for working assets.)
Slml}arly, loss so realized is none the less deductible loss even though
the 1nven__tor% 1s not reduced in quantity. In some cases highly
conservative business concerns reckon trading profits by comparing
current costs with current sales, disregarding basic inventor gains
as quasi-capital gains; but even such concerns do not or inarily
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disregard inventory losses. This makes it clear that the basic stock
method is a mere counsel of conservatism, which ignores quasi-
capital gains from motives of prudence. We do not believe that
profit from the sale of a basic or minimum, inventory is ordinarily
a capital gain, but whether it is or not such gains when arising in
an annual accounting period by reason of transactions which, taken
by themselves, constitute realizations of profit or loss can not be
disregarded under American (as distinguished from British) income-
tax laws. To disregard them is to overstate or-understate, as the
case may be, profits for the annual accounting period. Where the
base stock method is used it is true, as was stated in Advisory Tax
Board Recommendation 48 with respect to the average cost inven-
tory method that “in a business requiring goods to be carried for
lengthy periods * * * this overstatement of profits will occur
whenever the current market is declining, while on an advancing
market the profits on the actual sales of the year will be under-
stated.” The Advisory Tax Board, therefore, concludes that the
base stock inventory method does not “most clearly ” reflect income.
For a more complete discussion of the subject of inventories see the
Advisory Tax Board recommendation above referred to.

The fundamental theory underlying this method is unsouna
While the taxpayer in question happened to adopt 1916 prices in
introducing this method of inventorying, the usual practice and gen-
eral object of the basic method is to get the base or constant stock
at a figure below cost and hold it there. It arises not from a desire
to measure capital and net income accurately, but to play safe,
stabilize profits, and provide reserves against possible future losses.
It is a result of essentially the same policy and theory which lead
bankers to write down their buildings to a nominal figure and to
accumulate hidden reserves. These practices have never been al-
lowed by income-tax law and procedure in the case of banks. They
can not be allowed in the case of manufacturers. Excessive conserva-
tism In measuring or accounting for capital and income tnay be
nearly as deleterious as the excessive optimism which in the past led
some corporations to overstate profits. The latter leads to bank-
ruptey. The former leads to various evils and brings retributive
penalties when occasion arises to measure capital (or ¢ invested cap-
ital ”) for the purposes of rate making, profit, regulation, and the
determination of excess-profits taxes.

The base stock inventory is suggested as a method of equalizing
gains and losses over a period of abnormal price conditions. In
substance it results in offsetting an inventory gain of one year against
an inventory loss of another rather than in assigning to each year its
true gain or loss. The fact that the revenue act of 1918 in its pro-
visions ‘with respect to inventory loss and net loss (sections 204,
214 (a) (12), 234 (a) (14), authorizes in some cases the carrying of
a loss realized in one year into accounts of another year is some
indication that Congress did not intend that the ordinary inventory
provisions should be construed to authorize such a transfer. Fur-
thermore, the argument that the application of the ordinary rules as
to inventories results in hardship is met by the fact that Congress
kas authorized relief against hardship through the medium of these
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inventory and net loss provisions in cases which are within the terms
thereof.
The general importance of this subject makes it worthy of note
. that a distinguished British commission—the Committee on Finan-
cial Risks Attaching to the Holding of Trading Stocks—after a
thorough investigation and analysis of this subject, decided against
the base-stock method of inventorying in its report submitted Decem-
ber 5, 1918. (Cd. 9224, 1919.) “Accountants,” the committee found
in Great Britain; ¢ with a few exceptions, consider that these prac-
tices (the base-stock method of inventorying and the practice among
bankers of writing down buildings, accumulating secret reserves,
etc.) misrepresent the facts. In good times large profits are made.
If it is desirable to make reserves against the future, part of the
profits realized should be set aside as reserves and so denominated.
If goods have been bought for £50 and their market price has not
fallen below £50 at the time of striking a balance, it is a misuse of
language and a travesty of fact to write their value down to £20
out of profits made by selling something else. The correct procedure,
it is maintained, is to place the difference of £30 to reserve.” And
again, referring to the fact that the British Board of Inland Revenue
has felt compelled under court decisions to recognize the base-stock
method in certain industries, the committee adds: “And it appears
that in the absence of a statutory definition the Board of Inland
Revenue hag felt itself unable to contest the base-stock system of
-valuation where it has prevailed. As the practice is repugnant to
the views which Government and the majority of this committee
hold as to the correct system of accounting, * * * this conces-
sion has not been extended beyond the point of obligation.”

The reasons above stated lead to the conclusion that the base-stock
method does not conform to the requirements of the Revenue Act
ot 1918. This conclusion does not, of course, preclude a taxpayer
who values his inventory at cost and who retains identifiable goods
year #fter year from attaining the result with respect to the identi-
fiable goods so retained which would be attained through the use of
the base-stock inventory method. )

The general conclusion that the base-stock method does not conform
to the requirements of the Revenue Act of 1918 applies to “ goods
taken in the inventory which have been so intermingled that they
ean not be identified with specific invoices.” According to article
1582 of Regulations 45, such goods “will be deemed to be the goods
most recently purchased.” The warrant for this presumption or
snference is that in the absence of evidence as to the actual fact in
the specific case it is, as conceded by counsel for the taxpayer,
more nearly true than any other. This presumption or inference is,
therefore, not only warranted but required by the statute ‘which in
authorizing the Commissioner, with the approval of the Secretary, to
prescribe a basis upon which inventories shall be taken requires him
to prescribe such basis as “ most clearly ” reflects the income. Con-
versely, he can not properly prescribe that “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
tucluded in the minimum inventory.
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It is suggested in behalf of the taxpaver that if the base stock
method is not approved, some alternative method should be pre-
scribed other than the valuation of inventories as required by the
present regulations at cost or market, whichever is lower. One
method proposed is that inventories be valued on a moving average
basis over a period of five years, more or less. According to this
method one-fifth, for example, of the inventory would be deemed to
be the goods most recently purchased, and the balance the goods on
hand at the beginning of the year. Another method proposed is that
the goods in the inventory be deemed to be the earhest rather than
the latest purchases. These methods are open to the same objec-
tions as is the base stock method. Inventories valued according to
these methods would not as clearly reflect the income assignable to
an accounting period as do inventories valued according to the
present regulations. ’

Most of the reasoning above set forth with respect to the Revenue
Act of 1918 applies to the Revenue Act of 1917. The Advisory Tax
Board finds nothing in the earlier statute to warrant the use there-
under of methods of valuing inventories which can not be used under
the later statute.

The Advisory Tax Board is of opinion, therefore, that neither the
base stock method of taking inventories, nor the moving average
method, nor a method based upon the presumption that goods in
the inventory are the earliest purchases, is in conformity with the
provisions of the Revenue Act of 1917 or of the Revenue Act of 1918,
and recommends that no change be made in the present regulations
with respect to the method of taking inventories.

Section 203, Article 1582: Valuation of inventories. 6-19-269.
T. B. M. 31.
Appeal of the X Co. from the ruling of the Income Tax Unit rela-
tive to inventories should be denied.

The X Co. conducts a retail business and since its organization
has taken its inventory upon the basis of the average of the market
prices over a period of five years prior to its organization. For
a number of years these prices represented approximately cost or
current market price. because the fluctuations in prices were relatively
small. In more recent years these price fluctuations have been great-
er and at the close of 1918 the conventional price which was again
used in computing the inventory bore little relation either to cost
or to the current market price. The method used by the taxpayer
does not conform to the regulations, nor can it be said clearly to
reflect true net annual income. The Income Tax Unit has held that
for the years 1917 and 1918 the X Co. should recompute its inven-
tories in accordance with Articles 1581-1585 of Regulations 45,
and that amended returns for these years should be made in aec-
cordance therewith, and in the opinion of the Advisory Tax Board
this decision should be confirmed.

Section 203, Article 1582: Valuation of inventories.

(See 1-19-10; sec. 202, art. 1561.) Inventory values in connection
with determining gain or loss on sale of property.
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Section 203, Article 1582: Valuation of inventories.

(See 5-19-245; sec. 202, art. 1561.) Valuation of inventories in
the case of goods acquired prior to March 1, 1913,

Section 203, Article 1582: Valuation of inventories.

(See 6-19-268; sec. 212, art. 23.) Valuation of inventories in
returns filed by farmers.

Section 203, Article 1583: Inventories at cost. 28-19-610.
(Also Section 213(a), Article 35.) 0.D. 328,

Taxpayers who as a matter of settled practice do not deduct cash
discounts from purchases, but who take the merchandise purchased
into their inventories at invoice price (less trade or other discounts
other than strictly cash discounts), carrying the discounts in a dis-
count account, may not, in valuing their closing inventories for
income tax purposes, deduct from the invoice price of the merchan-
dise on hand at the close of the taxable year the average amount of
cash discount received on such merchandise; neither may the amount
of cash discount earned, to be reported as income, be decreased by an
amount representing the estimated cash discount received on merchan-
dise on hand at the close of the year.

Section 203, Article- 1585: Inventories by dealers in 1-19-14,
securities. 0. D. &
A dealer in securities as referred to in section 203, article 1585,

Regulations 45, may inventory his unsold securities on hand at the

beginning and end of the taxable year, either (a) at cost, or (b) at

cost or market value whichever is lower, and such inventory may
be taken into consideration in arriving at income tax liability.

Where, however, a taxpayer is not a dealer in securities the market
value of Liberty loan bonds, held by him is not to be taken into
consideration as income tax liability and any profit or loss in con-
nection with the bonds is to be accounted for in the year the bonds are
disposed of.

Section 203 Article 1585: Inventories by dealers in
securities.

(See 24-19-558; sec. 212, art. 23.) Inventories in connection with
“short sales” of stock. ‘

Section 204.—NET LOSSES.

Section 204, Article 1601: Scope of net losses.

(See 3-19-188; sec. 234, art. 561.) Application of section 204 in
case of losses due to payment of liquidated damages.
Section 204, Article 1601: Scope of net losses.

(See 11-19-370; sec. 212, art. 26.) Consideration of change in ac-
counting period in connection with the provisions of section 204
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Part IL.—Individuals.

Section 211.—SURTAX.

Section 211, Article 13: Surtax on sale of mineral de- 3-19-176
posits. T.B.R.S8.
Income taz—Revcnue Act of 1918.—Where individuals transfer prop-

erty to a corporation which later demonstrates the principal value of
such property as oil-producing property “ by prospecting or exploration
and discovery work” and then dissolves transferring the property to
the individuals, who remain stockholders without change in interests,
and such stockholders sell the property, the portion of the surtax
attributable to such sale is not limited to 20 per centum of the selling
price of such property or interests under the provisions of section 211,
subdivision (b).

The X Co. and the Y Co., owners of certain producing properties,

propose to sell such properties to the Z Co. It is assumed, though

“not here decided, that “ the principal value of the property ” owned
respectively by the X Co. and the Y Co. “has been demonstrated by
prospecting or exploration and discovery work” within the meaning
of that phrase as used in section 211, subdivision (4), and section 337
of the Revenue Act of 1918. It is conceded by these corporations that
this work was done by them. The question raised is whether under
the circumstances of this case if the corporations should dissolve and
distribute their assets—the producing properties—in kind among
their stockholders, and the sale should thereafter be made by them,
such stockholders would be entitled to the benefit of the provision
contained in section 211 (%), that “ the portion of the tax imposed by
this section "—that is, the surtax upon net income of individuals—
“ attributable to such sale shall not exceed 20 per centum of the sell-
ing price of such property or interest.”

%‘he circumstances of this case are that the original incorporators
of each of the corporations owned property and conveyed it to the
corporation prior to the demonstration of its principal value as
producing property “by prospecting or exploration and discovery
work,” which was done by the corporation, and that such incorpora-
tors have continued to be the only stockholders of such corporations
without change in their stock holdings. The argument is advanced
that the corporations were organized “merely for purposes of busi-
ness convenience ” and that they are in substance nothing more than
incorporated partnerships. )

The Income Tax Unit ruled that under the circumstances stated
“the corporate entities must be recognized and are the only interests
which would be entitled to be recognized as discoverers, and that
consequently the taxable profits made by the tenants in common upon
the sale of properties received in liquidation would not be limited to
20 per cent of the selling price under the provisions of section
211 (b).”

Th(e )Advisorv Tax Board recognizes that in some instances the
court has looked through the form to the substance and has disre-

arded corporate entities (see Southern Pacific Company v. Lowe,
947 U. S., 330; Gulf Oil Corporation ». Lewellyn, 248 U. S,, 1),
and that éongress has done likewise. (See, for example, provisions
as to consolidated returns, Revenue Act of 1918, sec. 240.) The
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situations so dealt with by the court and by Congress, however, differ
widely from that here under consideration, and those analogies do
not warrant departure in the present case from the ordinary rule
that o corporation is an entity distinct from its stockholders. Under
this ruling the corporations, and not their stockholders, are entitled
to the benefit of “discovery value” of the property in question
whether for purposes of depletion or of sale.

It is recommended, therefore, that the conclusion of the Income
Tax Unit that under the circumstances describes the stockholders
of the X Co. and of the Y Co. would not be entitled to the benefit of
the limitation contained in section 211 (&), be approved.

Section 211, Article 13: Surtax on sale of mineral de- 9-19-337.
posits. 0. D. 194,
(Also Section 219, Article 344.)

Where trustees of assets of an oil company sell mine, oil, and gas
wells, where the principal value of the property has been demon-
strated by prospecting or exploration and discovery work done by
said trustees section 211(b) Revenue Act 1918 is applicable in com-
puting tax upon income from such property held in trust. Such
income being taxable to tiustees as an entity is free from tax when

" distributed to beneficiaries.

*Section 212.—NET INCOME DEFINED.

. Section 212, Article 22: Computation of net income. 1-19-18.
(Also Section 213(a), Article 52.) 0.D. 9.

Adjustments made in accordance with instructions from the Inter-
state Commerce Commission, increasing the income of a railroad cor-
poration from transactions in prior years and taken up on the books
of the corporation during the taxable year because necessary informa-
tion was not available prior to that time, represent income for the
years during which the transactions took place instead of the taxable
year. Corrections should be made by theans of amended returns.

Section 212, Article 23: Bases of computation. 8-19-312,

T. D, 2878.

Modification of article 23, Regulations 45, bases of computation of net
income. ’

Article 23. Regulations 45, is modified to read as follows:

ART. 23. Bases of computation.—(1) Approved standard methods of account-
ing will ordinarily be regarded as clearly reflecting income. A method of ac-
counting will not, however, be regarded as clearly reflecting income unless all
Items of gross income and all deductions are treated with reasonable consistency.
(See sec. 200 of the statute for definitions *of * paid,” “paid or acerued,” and
“paid or incurred.”) All items of gross income shall be included in the gross
income for the taxable year in which they are received by the taxpayer, and
deductions taken accordingly, unless in order clearly to reflect income such
amounts are to be properly accounted for as of a different period. 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
metl_lod. (See sec. 213(a) of the statute.) A taxpayer is deemed to have
reecived items of gross income which have been credited to or set apart for
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him without restriction. (See art. 53.) 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 conversion of the property.

(2) For the taxable year 1918 the true income, computed under the revenue
act of 1918 and where the taxpayer keeps books of account in accordance with
the method of accounting regularly employed in keeping such books, shall in
all cases be entered in the return even though this results in apparent omissions
or duplications of particular items of income or expense. In the ordinary case
such omissions and duplications are more apparent than real and are likely to
counterbalance one another, so that the change in the basis of reporting calls
for no material adjustment. Where, however, the methed previously employed
by the taxpayer in determining his income subject to the tax is materially dif-
ferent from the method regularly used by the taxpayer in keeping his accounts,
or where for any reason the basis of reporting income subject to tax is changed,
the taxpayer should attach to his return a separate statement setting forth for
the taxable year and for the preceding year the classes of items differently
treated under the two systems, specifying in particular all amounts duplicated
or entirely omitted as the results of such change. Where, for example, a tax-
payer who, prior to 1918, has reported on the so-called receipts basis is com-
pelled under the above rule to report on the so-called acerual basis, he should
include in the separate statement the following information :

First, (a) expenses paid before the end of the taxable year 1917, but not
accrued at that date; (b) income accrued at the end of the taxable year 1917
but not received at that date; (c¢) expeuses acerued at the end of the taxable
year 1917 but not paid at that date; (d) income received before the end of the
taxable year 1917 but not accrued at that date; and
. Second, similar items as of the end of the taxzable year 1916.

If in the opinion of the Commissioner such information indicates that the re-
turns for any previous years did not reflect the true income, amended returns
for such years will be required.

(3) A taxpayer who changes the method of accounting employed in keeping

his books for the taxable year 1919 or thereafter shall, before computing his
income upon such new basis for purposes of tuxation, secure the consent of the
commissioner. Application for permission to change the basis of the return
shall be made at least 30 days in advance of the date of filing return and shall
be accompanied by a statement specifying the classes of items differently
treated under the two systems and spectfying all amounts which would be
duplicated or entirely omitted as a result of the proposed change.
" (4) Bank discounts.—Banks which in the past have treated discount as in-
come before it was actually earned, and during the taxable year 1918 have
placed the discount account upon an accrual basis, will be required to submit
the information called for in paragraph 2 above and submit an amended re-
turn for the taxable year 1917, and will be permitted to submit (or the com-
nissioner may require) amended returns for all prior years during which the
taxpayer was subject to tax. Additional taxes for prior years found to be
due upon such reexamination will be paid upon the basis of the amended re-
turns in the ordinary way. Where it appears that prior taxes have been paid
in excess of the amount properly due, such excess will, to the extent possible,
be credited against future income and profits taxes under the provisions of
section 252 of the revenue act of 1918.

Section 212, Article 23: Bases of computation. 6-19-268,
(Also Section 203, Article 1582.) O-844,
(Also Section 213 (a), Article 38.)

- INcoME Tax RETURNS OF FARMERS ON ACCRUAL Basis.
A farmer who keeps books of account on an accrual basls may
make returns of income upon the basis of his books of account.
Articles 22, 23, 24, and 38 of Regulations 43, contain the rulings
of this office relative to returns of income by taxpayers.
A farmer produced a crop in the year 1917, prepared his indi-
vidual return for said year on a cash basis, set up an inventory as
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of January 1, 1918, having on hand crops to the value of 2x dollars
which subsequently is treated as a credit against his income for the

ear: No tax has been paid upon this amount. This amount is not
mnecluded in the return for the year 1917 and is being used as a credit,
as goods on hand at the first of the year 1918.

The rule applicable to all industries is that inventories should be
taken on the basis of “(&) cost, or (b) cost or market, whichever is
lower.” It is recognized that in some industries the actual cost of
production can not be ascertained accurately, and it is therefore
necessary to approximate a cost value by using selling market prices
as a starting point and reducing such selling market prices in each
case by an amount sufficient to eliminate the element of profit. This
rule is applicable to the inventories of farmers and stockmen, and is
widely used in many lines of industry, notably in those types of
mining and manufacturing in which a product of more than one
‘grade or more than one kind is obtained by a common operation.
Under its application a result can be reached that fairly approxi-
mates the inventory basis laid doewn in the regulations as stated
above.

In this case the taxpayer is not required to return as taxable income
for the year 1917 any part of the value of his creps on hand at the
close of the year. If he uses an inventory method of keeping his
books of account he may not value these crops in excess of the cost
(which has been capitalized and not charged to expense) of raising
them. In no case is a taxpayer permitted to value his inventory at
_more than the capitalized cost and where the cost or market (which-
ever is lower) basis is used and the market value is less than the
capitalized cost the market value must be used. ' ‘

Section 212, Article 23: Bases of domputation. 24-19-558.
(Also Section 202, Article 1561.) : S-1179.
(Also Section 203, Article 1585.)

(Also Section 214, Article 144.)

. Where a taxpayer has “horrowed ” stock in order to make a * short
sale ” the gain or loss arising from such transaction can not be acerued
upon the books of the taxpayer at the close of his taxable year by treat-
ing as an offsetting obligation the market value of the stock sold
“ short ”* as of that date; the galn or loss is determined when the amount
of stock sold *“ short” is repurchased for return to the lender and the
transaction closed.

Opinion has been requested as to whether the profit or loss, as the
case may be, on a “short sale” accrued as .of the close of the tax
year, determined by treating as an offsetting obligation the market
value as of that date, of the securities sold “ short,” may be taken
into account in arriving at the amount of net income subject to tax
for that year.

Section 203 of the Revenue Act of 1918 provides:

That whenever in the opinion of the Commissioner the use of inventories is
necessary in order to clearly determine the income of any taxpayer, inventories
shall be taken hy such taxpayer upon such basls as the Commissioner, with the
approval of the Secretary, may prescribe as conforming &s nearly as may be

to the best accounting praetice in the trade or business and as most clearly re-
fiecting the income, .
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Section 214 (a) (4) and (5) provides:

That in computing net income there shall be allowed as deductions:

(4) Losses sustained during the taxable year and not compensated for by In-
surance or otherwise, if incurred in trade or business. )

(5) Losses sustained during the taxable year and not compensated for by in-

surance or otherwise, if incurred in any transaction entered into for profit,
though not connected with a trade or business; . * * *

In the case of short-sales transactions substantially the following
oceurs: ‘

A sells to B 100 shares of stock, executing a memorandum of sale.
Under the rules of the exchange the shares have to be delivered and
paid for the day following. If the sale is a short sale A applies to
C, who has such shares on hand, for a “loan” of them. C being
willing to lend them, delivers to A a certificate for 100 shares indorsed
in blank on A’s agreement to redeliver to him an equévalent number of
shares on demand on any business day and the deposit with C by A
of the market value of the shares as security for their return. That
deposit remains until an equal number of shares are returned, subject
.to increase from day to day if the market value of the stock rises, and
to decrease from day to day if the market value of the stock falls. A
makes his delivery under his transaction with B by delivering the
certificate which he has borrowed from C for that purpose, thereby
completing the transaction between A and B. When A desires to
return the shares which he has  borrowed,” A goes into the marlket
and buys 100 shares for the purpose of delivering them to C. These
shares acquired for delivery to C he delivers to C and receives the
amount he has on deposit with C. (Todman, Brokerage Accounts,
p. 51; Opinion Attorney General dated Mar. 23, 1918.) The question
now arises as to whether a taxpayer may take into account, at the
end of the year, accrued profits or losses upon short sales based upon
a fall or rise in the market value of securities sold short.

Under section 203, supra, a dealer in stocks may inventory unsold
securities on hand either at cost, or at cost or market, whichever is
lower, and may make his return upon that basis, provided that
method is used for all his securities, and adhered to for subsequent
years. This inventory method of accounts may be availed of by
dealers, however, only as to stocks owned by the dealer at the end of
the year. (Arts. 1581 and 1585, Reg. 45.§ It becomes important
to determine, therefore, whether the dealer in making a short sale
has anything which he may inventory at the end of the year within
the above ruling. )

There can be no doubt that the legal title to stock is transferred
from the lender to the borrower and from the borrower to the buyer,
and then later from the borrower to the lender in the short sale trans-
action described above. ¢ Shares of stock are fungible things, and
their loan with an agreement to return things of the same class is the
mutuum of Roman law, as to which no one can doubt that title passed
from the lender to the borrower and vice versa. (Jones on Pledges,
p. 64; Story on Bailments, 7th ed., sections 283, 284; Kent’s Com-
mentaries, 12th ed., Vol. IT, p. 573; Hurd v. West, 7 Cowen (N. Y.)
752, 756).” (Opinion Attorney General dated Mar. 23, 1918.) The
short sale dealer, in open short sales, having no stock in his possession
to which he has title, consequently has no stock which he can inven-

103022°—22—>5
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tory at the end of the year; as soon as title was secured from the
lender it was passed on to the buyer. .

The statute nowhere authorizes the inventorying of liabilities, and
this is true even though the liability is one to return specific property
in kind on demand. Such a liability is exceptional in character.
However the word “inventory” in its commonly accepted commer-
cial usage, refers to the inventorying of assets only. (23 Cyec. 347;
Peet v. Dakota Fire and Marine Ins. Co.,, 1 S. 1. 462, 47 N. W. 534;
Hatfield Modern Accounting, p. 75.) Section 203 should not be con-
strued to authorize the inventorying of liabilities.

Under section 214, supra, losses sustained during the taxable year,
not covered by insurance or otherwise, are deductible if incurred in
trade or business or in any transaction entered into for profit. For
such losses to be deductible in any taxable year, however, they must
be evidenced by closed and completed transactions. (Art. 141, Reg.
45.) Applying these principles to the present case, it is clear that a
taxpayer making a short sale can not know whether he has suffered
a loss or made a gain until an equivalent number of shares of the .
stock borrowed for that purpose has been repurchased and returned
to the lender. The accuracy of any gain or loss acerued upon the
books of a taxpayer making short sales would depend upon the cost
of the stock at the time it is purchased for return, and, it is apparent
that this cost can not be foreseen; open short sales are not, conse-
quently, such closed and completed transactions as are contemplated
by the regulations above referred to. (Compare Art. 144, Reg. 45.)

It must be held, therefore, that where a taxpayer has borrowed
stock in order to make a short sale the gain or loss arising from such
transaction can not be accrued upon the books of the taxpayer at the
close of his taxable year by treating as an offsetting obligation the
market value of the stock sold short as of that date; the gain or loss
is determined when the amount of stock sold short is repurchased for
return to the lender and the transaction closed.

Section 212, Article 23: Bases of computation. 4-19-211.
(Also Section 203, Article 1581.) 0. D. 133.

A taxpayer who for many years has elected to take inventory only
every two years, and used an estimated inventory in the return for
the intermediate year, making any necessary adjustments in the re-
turn for the following year when an actual inventory was taken;
may not apportion his total earnings for the two years 1917 and
1918 equally between such years for income tax purposes. .

Section 212, Article 23: Bases of computation. 23-19-541.
! O. D. 289.

Taxzpayers will not be permitted to adopt one period for inven-
torying and closing their books applicable to one part of their busi-
ness and a different period applicable to another part thereof.

Section 212, Article 25: Accounting period. 2-19-148.
0. D. 100.

An act, passed in 1918 by the Maryland Legislature, requires
public-service corporations to keep their accounts on a calendar-
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¥ear basis. Such corporations which have been filing Federal income
tax returns on a fiscal-year basis must file their 1918 returns on a
calendar-year basis (according to their accounting period) for the
full calendar vear, and compute the tax at 1918 rates. Credit will
be allowed against such total tax for the proportionate part of the
tax for the previous fiscal-year return applicable to 1918.

Section 212, Article 26: Change in accounting period. 11-19-370.
(Also Section 204, Article 1601.) T. B. R. 37.

Application for permission to render returns on the basis of calendar

Year, including a short return for the six months ending December 31,

1918, by a corporation heretofore reporting on the basis of the year

ending June 30.
. This is an application by the X Company for permission to change
1ts return yvear as described in the headnote. Such permission is
requested on the grounds that (1) the original change from a calen-
dar year to the present fiscal year “ was made at the suggestion of
some one from the deputy collector’s office ” and “ was not desired by
the company, but acquiesced in by them in order to cooperate with
the deputy collector;” (2) “the expense of preparing two sets of
returns each year is excessive;” and (3) “the company will, in case
such change is not authorized, be deprived of the privilege of deduct-
ing net losses under section 204 of the 1918 Act.”

The first two grounds stated above were not stressed in the appeal
and do not deserve extended consideration. Whether the change in
the return year was originally made at the request of the department
or not, the company would have been compelled by the Revenue Act
of 1918 to report on the basis of 12 months ending June 30, 1918; and
so far as the expense of preparing two sets of returns each year is
concerned, this would be necessary at least for the first year if the
application were granted-—i. e., a special report would have to be
prepared for the six months ending December 31, 1918; and if the
present fiscal year is retained, two sets of returns thereafter will not
be necessary unless the rate of taxation be changed. The only real
argument for the change presented to the Advisory Tax Board is
that it is necessary to place the company in a position to take advan-
tage of the provisions of section 204. )

Section 212 (b) of the Revenue Act of 1918 provides that:

The net income shall be computed upon the basis of the taxpayer’s annual
accounting period (fiscal year or calendar year, as the case may be) in accord-
ance with the method of accounting regularly employed in keeping the hooks
of such taxpayer: * * * If a taxpayer changes his accounting period
*« ¢ ¢ the pnet income shall, with the approval of the Commissioner, be com-
puted on the basis of such new accounting period, subject to the provisions of
section 226.

This language supplies the statutory principle govgrning changes
of the return year. The first object of the statute is to place the
return on the basis of the accounting period normally or regularly
employed by the taxpayer; and thereafter. if the taxpayer changes
his accounting period, the net income shall, provided the Commis-
sioner approves, be computed on the basis of' the new accounting
period. The apparent intent of the statute 1s that the taxpayer
shall adopt the accounting period which. in view-of the seasonal and
other characteristics of his business, is most serviceable in securing
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an exact measure of the annual net income. Changes in the return
year are not lightly to be approved. They necessitate highly com-
plicated adjustments of deductions, credits, and rates; they affect,
sometimes profoundly, the invested capital and the amount of tax
to be paid; they impose upon both the taxpayer and the department
considerable labor and expense. Change in the return year should
ordinarily (perhaps necessarily) be permitted -only for sound busi-
ness reasons following an actual change in the accounting period
employed by the taxpayer for the purpose of closing his books and
striking an annual balance of gain or loss. This we believe expresses
the plain intent of the statute. If, however, the statute does not
clearly enunciate such a rule, the above statement represents the
policy or principle which in the opinion of the Advisory Tax Board
should govern the Commissioner in the exercise of that wide discre-
tion with which the statute in this connection invests him.

It is not necessary in this case to decide whether a taxpayer sus-
taining or plainly destined to sustain a net loss in the calendar year
1919 or in some 12 months period beginning after October 31, 1918,
and ending before January 1, 1920, could be permitted to change
his return year for the purpose of deducting such loss from an
earned income for the taxable year 1918 and thus relieving a real
hardship. No such case is here presented. Assuming that there will
be a net loss for the 6 months ending June 30, 1919, this loss will in
the return for the 12 months ending June 80, 1919, be absorbed by or -
* charged against income earned during the 6 months ending De-
cember 31, 1918. In the more recent months the business of the
company has improved. It is probable that there will be no loss for
the last 6 months of the calendar year 1919. If, however, a loss is
sustained, there will be opportunity to charge it against the normal
profits which may be expected for the 6 months ending June 30,
1920. No special hardship, therefore, has arisen or is likely to arise
in this case; and if it does it will be attributable to other eventsoc-
curring before the signing of the armistice rather than to those
possibly adverse commercial conditions of the postwar period which
section 204, it may be admitted, was designed in part to soften or
counteract. .

In this case sufficient reason has not been given to depart from the
general rule that a taxpayer once having returned upon the basis of
the business year best adapted to reflect the true income should not
be permitted to depart from that return year, that in the ordinary
case change in the return year for the purpose of modifying the tax
should be discouraged, and should be permitted only for sound busi-
ness reasons following an accomplished change in the accounting
period actually employed in keeping the books of the taxpayer.

It is therefore recommended that the application for permission
to change the return year of the X Company be denied.

Section 212, Article 26: Change in accounting period. 1-19-19.
’ 0. D. 10.

A taxpayer who, diiring 1918, has given notice according to the
statute and regulations in effect at that time, of a change from a
fiscal to a calendar-year basis for filing returns, may notwithstand-
ing articles 25 and 2¢ of Regulations No. 45, file a return for the
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period from the close of his fiscal year to the end of the calendar
Year. .

Section 212, Article 26: Change in accounting period. 10-19-355.
0. D. 205.

For the purpose of giving notice of change in accounting period
as prescribed in article 26, Regulations 45, “ due date” means the
original due date of the return and not the date on which the return
should be filed in case an extension of time is granted.

Section 213 (a) —GROSS INCOME DEFINED: INCLUSIONS.

Section 213 (a), Article 31: What included in gross in-- 1-19-21,
come. S-957.

Money recovered as damages in libel proceedings is subject to
income tax.

Section 213 (a), Article 31: What included in gross in- 12-19-398.
come. T. B. R. 42.
(Also Section 201, Article 1541.)

A corporation in due course of business during the calendar year
1918 declared and paid a dividend the major portion of which was
%aid out of earnings of the calendar years 1914, 1915, and 1916.

oth at the time of declaration and at the time of payment of such
dividend the Revenue Act of 1916 as amended by the Revenue Act
of 1917 (see sec. 81 (b)) was in force, which provided for the taxa-
tion of dividends “at the rates prescribed by law for the years in
which such profits or surplus were accumulated by the corpora-
tion.” In the calendar year 1919, after the passage of the Revenue
Act of 1918 which changed the method of taxing cash dividends so
that they became taxable at current rates, the corporation took action
purporting to rescind the declaration of the dividend, and the stock-
holders repaid the amounts received by them from the corporation.
It is inferred from the statement of facts that the declaration and
payment of the dividend were legal and that the corporation could
not have required the stockholders to pay back the amounts received
in distribution but that such repayments were made voluntarily.
May the stockholders disregard the dividend and omit the amounts
received by them in payment thereof from their returns for the
calendar year 1918¢

The rights of the stockholders with respect to the dividend became
fixed at some time not later than the date of payment thereof. Such
rights were not subject to any liability to repay amounts received.
The dividend, therefore, became during the calendar year 1918 a
part of the gross income of the stockholders. After it had acquired
the character of gross income the stockholders could not by veluntary
action on their part take away such character. The repayment of
the dividend was a new and independent transaction. It is imma-
terial that neither the corporation nor the stockholders knew what
effect the declaration and payment of the dividend would have uFon
tax liability. All business transactions carried on during the calen
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dar year 1918 were carried. on without exact knowledge as to the
effect thereof upon tax liability, but the effect of such transactions
can not be avoided on account of such lackaof knowledge.

1t is not claimed—nor can it be—that the repayment of dividends
is allowable as a deduction from the gross income of the stockholders
for either the calendar year 1918 or the calendar year 1919.

The case submitted is not one in which the corporatiqn had a legal
right to require repayment and the legal effect of rescission in such
case upon stockholders’ liability to tax need not now _be considered.

Tt is held, therefore, that the rescission and voluntary repayment
in the calendar year 1919 of a corporate dividend legally declared
and paid in 1918 does not warrant the exclusion of such dividend

from the gross income of the stockholders for the calendar year 1918.

Section 213 (a), Article 31: What included in gross 25-19-581,
income. AR M1

A, upon becoming an officer of the M Company, invested in the
capital stock of the company at par and later purchased additional
shares. It appears that at the time of purchase of this stock it was
agreed, and so provided by the by-laws of the company, that should
any employee holding common stock sever connection with the com-
pany, such employee should sell to the company all the common stock
so held, receiving therefor its book value. In 1918 A severed hiscon- .
nection with the M Company. and under the terms of his agreement
surrendered his stock, receiving book value therefor, such book value
being x dollars in excess of the amount paid therefor. A protests
against taxation of this profit on the ground that the sale was not
voluntary.

This Committee is of the opinion that this protest is without merit,
since there is no warrant of law for exempting profits actually realized
from tax because such realization is.involuntary, and it therefore
recommends that the decision of the unit as to the taxability of the
profit made be approved. '

Section 213 (a), Article 31: What included in gross in- 1-19-923.
come. O. D. 11.

A person in the service of the American Red Cross receiving
maintenance but no pay should return as income any excess of the
amount received for maintenance over his actual living expenses.

Section 213 (a), Article 31: What included in gross in- 1-19-24,
come. . 0.D.12.

Compensation of teachers of the Territory of Hawaii is subject to
income tax under section 213(a). '

Section 213 (a), Article 31: What included in gross in- 1-19-25.
come. 0.D. 13.

Profit on goods sold by a consignee is income to the consignor for
the year in which the sales are made, even though the comsignor
received no notification of sale until a subsequent year. If reported
otherwise, amended returns should be filed.
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Section 213 (a), Article 31: What included in gross in- 1-19-26,
come. 0.D. 14

If a taxpayer receives through mistake an amount in payment of
a contract in excess of the amount agreed upon in the contract, the
excess is not taxable income. It is in the nature of a liability to the
party with whom the contract was made.

Section 213 (a), Article 31: What included in gross in- 1-19-28.
come. O. D. 16.

Interest received by a bank on loans to subscribers for Liberty
bonds is not interest received on obligations of the United States, and
is therefore subject to tax.

Section 213 (a), Article 31: What included in gross in- 1-+19-31,
come. 0. D. 19,
Commissions advanced in payment for services of an advertising

solicitor should be reported as gross income for the taxable year in

which received. Any portion of the commissions thus received, which
are paid back, owing to failure f payment for advertising, may be

deducted as a loss for the year in which payments are returned.
(Also sec. 214.)

Section 213 (a), Article 31: What included in gross in- 1-19-32.
come. 0.D. 20.
The term “ State ” as used in the income tax laws refers only to the

States composing the United States. Therefore, income derived by

an American citizen from a foreign Government is not exempt from

tax and should be included in his return of annual net income.

Section 213 (a), Article 31: What included in gross in- 1-19-33.
come. 0.D.21,
Income received by an individual or corporation due to selling

War Savings Stamps at the appreciated value should be reported as

income for the year in which the sales were consummated. ’

Section 213 (a), Article 31: What included in gross in- 1-19-38,

come. 0.D. 26.
{Also Section 214 (a) 1, Article 101.)

The amount which a plaintiff should report as income or a defend-
ant may deduct as an expense in the case of an award for damages
on account of patent infringement is not affected by the amount of
Federal taxes which have been paid by the defendant. The amount
to be reported or deducted is the total amount awarded by the courts.

Section 213 (a), Article 31: What included in gross in- 9-19-338.
" come. 0.D. 195,
(Also Section 213 (b), Article 85.)

Held that a witness summoned by a State attorney to give testi-
mony is not an employee of the State. Fees received by such wit-
ness are therefore subject to taxation.
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Section 213 (a), Article 31: What included in gross in- 13-19-416.
come. . 0.D.23s.
The difference between the face value at maturity and the pur-

chase price of noninterest-bearing warrants issued by a subdivision

of a State and purchased at a discount is discount rather than interest
and is subject to tax.

Section 213 (a), Article 31: What included in gross in-

come.

(See 8-19-331; sec. 233, art. 541.) Taxability of interest received
by banks on loans nrade to customers on account of Liberty bonds
purchased for them.

Section 213 (a), Article 31: What included in gross in-
come.

(See 10-19-360; sec. 225, art. 421.) . Income from trust received
by beneficiary who is also trustee.

Section 213 (a), Article 31: What ingluded in gross in-

come.

(See 11-19-376; sec. 213 (b), art. 86.) Taxability of compensa-
tion received by a person in military service from the Spruce Division.

Section 213 (a), Article 31: What included in gross in-
come.

(See 20-19-502; sec. 201, art. 1541.) Dividends illegally declared
and later repaid to the corporation.

Section 213 (a), Article 31: What included in gross in-
come.

(See 21-19-520; sec. 201, art. 1541.) Tax liability of domestic cor-
poration under Revenue Act of 1917 on dividends received from a

foreign corporation having no income from sources within the
United States.

Section 213 (a), Article 32: Compensation for personal 3-19-178,
services. T. B.R. 12.
Where the compensation of a receiver, trustee, or similar fiduciary,
is awarded or paid at the conclusion of the trust, it is presumed, in
the absence of satisfactory evidence to the contrary, that it did not
accrue during the course of the trust, and it is accordingly taxable as

income of the year when awarded or paid.

Where it is understood at the beginning of the trust that the amount
of the compensation is not to be determined until its conclusion, and this
understanding is adhered to during the course of the trust and no pay-
ments are made on account of such compensation, this presumption be-
comes conclusive. :

A was appointed receiver and later the court ordered that he and -
his co-receiver should each be paid 2 dollars per month, and “ that on
being discharged from their trust ” each should “ be at liberty to apply
for such further compensation as to the court may then appear
reasonable and just.” A’s co-receiver resigned and thereafter A acted
as the sole receiver until 1918, at which time he resigned. On that
date the court also ordered and decreed that A was entitled to addi-
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tional compensation. It is with respect to this additional compensa-
tion that the question as to the rates at which it is to be taxed arises.

While the matter was pending before the Bureau of Internal Reve-
nue, the court, upon A’s petition, entered a further order nunc pro
tunc to the effect that A’s services were rendered continuously and the
compensation earned and accrued ratably during the period of the
receivership. ‘

This apportionment was reached by prorating according to the
portion of the entire period of the receivership falling in each cal-
endar year, and it is claimed that the same apportionment should
be made for purposes of the income tax, and that the rates of tax in
effect in each of such years should be applied to the several portions
respectively.

The gist of the argument made in behalf of the taxpayer was that
under the acts in effect in the several years covering the period of the
receivership, an individual taxpayer could report his income for tax
purposes upon an accrual basis; that a certain definite amount was
earned and accrued during each of those years—that it was impos-
sible for the taxpayer to report these earnings in the return when
made for each year, which would, of course, in view of the present
high taxes, have been a decided advantage to him; and that because
it was so impossible he should not be denied the benefits of the
lower rates of taxation which would otherwise have applied to the
income of those years.

It is doubtful and probably incorrect to-say that the taxpayer
could have reported his net income upon the accrual basis. The
Revenue Act of 1916 taxes “net income * * * received” (sec-
tion 8 (a)) and authorizes reports upon another basis only in the
following case:

(g) An individual keeping accounts upon any basis other than that of actual
receipts and disbursements, unless such other basis does not clearly reflect his
income, may, subject to regulations made by the Commissioner of Internal
Revenue, with the approval of the Secretary of the Treasury, make his re-
turn upon the basis upon which his accounts are kept, in which case the tax
shall be computed upon his income as so returned.

It appears that this particular taxpayer never did in the past
definitely elect to report upon an accrual basis. It was also stated
at the hearing that he kept no definite books of account and that
the returns weére made up by his secretary from such data as his
check book, and that there was never a conscious use of either the
cash receipts method or the accrual method. In a word, his returns
were made up primarily on a cash receipts basis, and as not keeping
the books necessary to warrant or sanction a return on the accrual
basis, he was under the law and regulations compelled to make re-
turn on the cash basis.

Whether or not a taxpayer who did not in the past report upon
an accrual basis can, at a subsequent date when circumstances make
it apparent that such would have been the more beneficial course,
amend his returns so as to place them upon that basis is open to
serious question. It is not, however, necessary to decide at this time
whether such a change in the method of making returns can ever be
permitted at a subsequent perio.d..inasmuch as the board is of the
opinion that in this and most similar cases the contention made in
behalf of the taxpayer must be denied in any event upon an entirely
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different ground. namely, that the additional compensation in gues-
tion was of such a nature that it could not have properly been
accrued, even though the taxpayer had been making his returns upon
an accrual basis.

In the brief presented in behalf of the taxpayer it is admitted
that it was impossible for the taxpayer prior to 1918 to ascertain the
amount he was earning and to account therefor in his income-tax
returns, and it is intimated in at least one place that this was due
to the fact that “the court failed and declined to fix the amount
which accrued until 1918,” and the question is asked * Why should
he be subjected to a loss because of the inaction of the court which
was beyond his control?” The answer to this question suggests the
answer to the larger question upon which the case turns. There
was no failure or inaction on the part of the court; but, on the -
other hand, as is more or less common in this class of cases it was
not practicable for the court to find definitely that any additional
compensation had been earned or accrued prior to the conclusion of
the receivership. It must be presumed in the absence of more
definite evidence to the contrary that the amount awarded and paid
per month during the course of the receivership was in the nature
of a minimum compensation for time and effort, and that any addi-
tional amount was more in the nature of compensation for the sue-
cessful conduct of the receivership as a whole and could not be said
to have accrued until the receivership had been brought to a satisfac-
tory conclusion or the receiver’s connection with it had terminated
under. satisfactory conditions. If the continued success of the re-
ceivership was in whole or part a necessary condition to the re-
ceiver’s becoming entitled to additional compensation, and if a
failure on his part might result in the loss to him of any contingent
right which he might have had to the payment of all or any part of
the additional amount which was finally awarded, it can not be that
any amount in excess of the minimum which was assured to him
and which was actually paid can be held to have accrued from year
to year during the course of the receivership. In a word, if it was
impracticable for the court to decree at any time prior to the ter-
mination of the taxpayer’s services as receiver that additional com-
pensation had been earned or accrued, it results, therefore, that it is
impossible to hold that such additional compensation could have ac-
crued for purposes of income taxation. *

In the argument made in behalf of the taxpayer it is claimed that
this is not the usual case of a lump sum paid for services rendered
over a period of years where it is impossible to clearly define and
state how much was earned each year, and that it is not a case of
an ordinary fee of a lawyer or a receiver or a trustee or a broker or
an executive cqllected in one year for services rendered over a period
of years. This argument is based on the fact that the court has
found and adjudged exactly what portion of the entire amount was
earned and accrued in each year. The Board is not of the opinion
that there is any substantial distinction between the cases. The
court, it is true, has prorated the compensation ultimately awarded
end has found that it “was earned and accrued” at the amounts
already stated for the several years. ‘But this case was not before
the court and the mere use of the word “accrued” in the decree
can not properly be regarded as determining the question that such
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ir_lcome “accrued ” for purposes of Federal income tax. Compensa-
tion eventually paid after the conclusion of the receivership, in
accordance with ﬂoth the letter and the spirit of the original order
which provided that on being discharged from his trust the receiver
might apply for such further compensation as might then appear
Just and reasonable, can not be held to have accrued during the
period of the receivership. The fact that the court declined, although
the taxpayer sev@ral times requested it to do so, to make any addi-
tional award during the course of the receivership, is far stronger
evidence that during the receivership it did not consider additional
compensation to have accrued, than is its finding seemingly to the
contrary effect but made after the matter had been closed.

It is, therefore, recommended that the past practice of the Bureau
be adhered to, and that in this case the additional compensation
received in 1918 be subjected to taxation at the rates in effect for
that year.

Section 213 (a), Article 32: Compensation for personal 1-19-927.
services. 0.D.15.

Compensation received by Federal reserve agents and their assist-
ants, as well as other employees of Federal reserve banks, is subject
to the income tax.

Section 213 (a), Article 33: Compensation paid other 18-19-475.
than in cash. 0.D. 265.

Board and lodging furnished seamen in addition to their cash
compensation is held to be supplied for the convenience of the em-
ployer and the value thereof is not required to be reported in such
employees’ income tax returns.

Section 213 (a), Article 35: Gross income ﬁom busi-
ness.

(See 28-19-610; sec. 203, art. 1583.) Treatment of cash discounts
on purchases in connection with valuation of inventories.

Section 213 (a), Article 38: Gross income of farmers. 18-19-476,
0. D.266.

The use of Form 1040 F is optional since it is designed merely to
assist farmers in computing their net income. Therefore, it is un-
necessary to file same where the taxpayer has made return and paid
the taxes due.

Section 213 (a), Article 38: Gross income of farmers.

(See 6-19-268; sec. 212, art. 23.) Returns and inventories of farm-
ers when books of account are on an accrual basis.

Section 213 (a), Article 39: Sale of stock and rights. 19-19-495.
T. B. M. 73.

Revenue Act of 1916.—The entire amount received from the sale of
rights to subscribe for stock is income.
In the year 1916 the taxpayer owned shares of stock in a bank. In
that year the bank voted to increase its capital stock by issuing addi-
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tional stock to its stockholders at par, share for share according to
their holdings. In the same year the taxpayer sold his rights to
subscribe for new stock. The Income Tax Unit ruled that the entire
amount received for the rights should be included in the gross income
of the taxpayer for the year 1916 and the taxpayer appealed, claiming
that the sale of rights constituted a realization of capital which should
be credited against the market value of the original stock on March 1,
1913,

The Revenue Act of 1916, unamended, is here applicable. Under
this act, as amended by the Revenue Act of 1917, which, so far as
can be perceived, makes no change in the law with respect to this
case, a regulation was adopted holding that if rights to subscribe
for stock are sold “the proceeds of such sale are 1 their entirety
income for the year in which the rights are sold.” (Regulations 33
(revised), art. 95. See also art. 4, par. 61.) These regulations state
the rule which was followed under the Revenue Act of 1918. They
were reexamined and approved December 10, 1918, and were incor-
porated in Regulations 45, article 39, applicable to the Revenue Act
of 1918 in the following terms:

The entire ammunt realized from the sale of rights to subscribe for stock is
income, .

This conclusion has the support of a decision of the Supreme Judi-
cial Court of Massachusetts with reference to the income-tax law of
that State. (Trefry ». Putnam, 227 Mass., 522.)

There are three possible views as to the treatment for purposes of
income taxation of rights to subscribe for stock: (1) That such
rights are income when issued; (2) that the proceeds of the sale of
such rights are income at the time of sale; (3) that the proceeds of
a sale of rights are a return of capital to the stockholder and are
taxable only if and to the extent that they exceed in amount the cost,
or market value on March 1, 1913, of the stock upon which they
were issued. As above indicated, the second position has been con-
sistently held by the bureau, though strong arguments can be ad-
vanced for each of the other views. The Advisory Tax Board is of
opinion, however, in line with Solicitor’s Memorandum, S-676, that
the position consistently and with due consideration held by the
bureau, which is reasonably favorable to the Government and 1s not
unfair to the taxpayer, and which is supported by the only decided
case which has come to the attention of the bureau, should not be
abandoned unless and until the decisions of the courts can furnish
some indication that another view is correct.

The taxpayer acquiesces in the principle of the regulation as ap-
plied to a case in which stock originally held by the stockholder is not
diminished in value by the issuing of the rights but contends that
where the original stock is diminished in value the proceeds of a sale
of rights should be treated as a return of capital. In respect to the
effect upor. the value of the original stock the issuance of rights to
subscribe for new stock is analogous to the payment of a cash divi-
dend. In Lynch ». Hornby (247 U. 8., 339, 346) the court held that
notwithstanding the fact that the payment of a cash dividend ordi-
narily “ diminishes by just so much the assets of the corporation, and
in a theoretical sense reduces the intrinsic value of the stock,” the
entire amount of such dividend constituted income. The Advisory
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Tax Board is of opinion that this analogy should be followed and no
distinction should be taken between a case in which the issue of
rlg;ht.q diminishes the value of the stock and a case in which it does
not.

From the above consideration it follows that the entire sum re-
ceived by the taxpayer as the proceeds of the sale of rights to sub-
scrlbelgcl)xé stock should be included in his gross income for the taxable
vear .

Section 213 (a), Article 41: Sale of good will. 1-19-22.
0-791.

In determining the value of a corporation’s assets. including good
will, as at March 1, 1913, contemporary sales of stock are held to
be of greater weight than values based on appraisal.

Section 213 (a), Article 42: Sale of personal property 8-19-313.
on installment plan. T. B. R. 24,

A taxpayer engaged in merchandizing upon the installment plan
who has heretofore made returns upon the basis of treating the
profit upon installment sales as realized at the date of sale and now
wishes to change to the basis of reporting the profit as being real-
ized at the date of collection of the outstanding accounts should pre-
pare and file as part of his return an amended balance sheet as at
the date of the beginning of the taxable year, in which there shall
be excluded from the surplus the unrealized gross profits upon the
outstanding installment sales contracts at that date. Such amended
balance sheet would be in substantially the following form:

Balance sheet as at opening of fiscal year,
ASSETS.

Plant and equipment__ oo S -
I.ess depreefation - — o

Current assets:
Merchandise as per inventoryv__________ e e —
Installment sales contracts__—__ -~ o ___-
Notes recelvable_ o eme e e
Accounts receivable __ e e
(o] 1:) s TS T P PSS S

Deferred debit items:
Insurance premiums paid in advance_ .~ e —
Other ftems . oo e

Total assets

LIABILITIES,

Capital stock (or individual’s or partner’s capital) — 3
Mortgage indebtedness _ : _
Current liabilities:

Bills payable . $

Accounts payable .__________

Wages or other accrued items_
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Deferred credit items:
Unrealized gross profits upon installment sales
contracts ———
Surplus

Total labilities

(2) As from the beginning of the taxable year the following ac-
counts should be set up: :

(@} Goods purchased, which will be charged with the amount of
inventory of the goods on hand at the beginning of the taxable
year and with the expenditures for goods purchased during the year.

() Goods sold (cost value), which will be credited with the
cost value of all goods sold during the year.

(¢) Installment sales contracts, which will be charged with the
amount of the outstanding installment sales contracts at the begin-
ning of the year and with the amount of installment sales contracts
made during the year. This account will be credited with all cash
collected during the year upon installment sales contracts and with
the unpaid installments of defaulted or canceled contracts.

(d) Unrealized gross profits on installment sales contracts, which
will be credited with the amount of unrealized gross profit upon the
outstanding installment sales contracts at the beginning of the
year and with the amount of such ynrealized gross profit upon in-
stallment sales contracts made during the year.. This amount will
be computed upon the basis of  the total installment sales contracts
reduced by the cost or inventory value of the goods covered by the
contracts, the remaining balance being the amount of the unrealized
gross profits.

(e) Realized profits on installment sales contracts, which will
be credited from month to month, or at Jeast at the end of the year,
with the profits realized by collection upon installment sales con-
tracts. Such profits should be computed by taking the same per-
centage of the total cash collections upon installment sales contracts
during the period as the total unrealized profits on installment sales
contracts bears to the total installment sales during the same *year.
Corresponding debits should be made to unrealized gross profits on
installment sales contracts. Any necessary corrections to produce
a more accurate result can be made as at the erd of the fiscal year.

It is believed that sufficient has been said above to indicate the
use that is to be made of these special accounts, and it is not neces-
sary to discuss any of the other accounts which would normally
be maintained.

It will be noted that the foregoing plan which will be permitted
upon an explicit statement of facts made to the Commissioner
of Internal Revenue by a taxpayer engaged in merchandising upon
the installment plan 1s not a change from an accrual basis to a
cash rTeceived and paid basis. In the opinion of this office the in-
come of a merchandising concern can not be correctly reflected upon
the latter basis, as the use of inventories is absolutely essential. The
plan herein outlined is, therefore, merely a modification or adapta-
tion of the ordinary accrual method of accounting as in the opinion
of this office will enable the accounts of the taxpayer to clearly reflect
his net income. Where in the past another method has been used
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that has failed to reflect the taxpayer’s net income an amended
return or returns for such year may be made.

Section 213 (a), Article 42: Sale of personal property on 1-19-35.
installment plan. 0. D. 23.

A corporation doing business on both a cash and installment basis
should report profits on the installment sales on the basis outlined in
Treasury Decision 2707 and article 42 of Regulations 45. The
cash sales, each of which represents a completed and closed transac-
tion, should be reported separately ; that is, the entire profits derived
from every cash sale must be reported as income in the return for
the year in which the sale was made.

Section 213 (a), Article 42: Sale of personal property 1-19-36.
on installment plan. 0.D. 24

A corporation which has heretofore been treating all installment
sales as completed transactions and desires to change its method to
that of treating as deferred profit the amount+of profit on unpaid
installment sales standing on its books December 31, 1918, is per-
mitted to change; but this office will not approve a change merely
because the taxpayer will derive an advantage from decreased tax
liability. When a change is approved the taxpayer will be required
to adhere -to it in his returns for subsequent years, and the first
return made under the changed method should be accompanied by a
letter of explanation; C. O. D. and “will-call” sales Should be
included in the inventory at the close of the year if the merchandise
has not actually been shipped to the customers, unless such merchan-
dise has been Included in sales of the taxable year, in which case
it should be excluded from inventory.

Section 213 (a), Article 42: Sale of personal property - - 1-19-37.
on installment plan. 0. D. 25.

If books have been so kept that the cost of each article sold was
not shown, gross profit may be determined by taking the average
percentage of gross profit on gross sales. If several different lines
of merchandise are handled, on which the average gercentagm of
profit differ, the gross profit on total sales of each different class of
merchandise should be computed separately.

Section 213 (a), Article 42: Sale of personal property 4-19-212.
on installment plan. 0. D. 134.

If a stockholder of a corporation sells stock to employees of the
company for consideration of 10 per cent cash and the balance in in-
stallment payments, secured by notes covering a period of 10 years,
that proportion of each installment payment received during the
taxable year which the gross profit to be realized bears to the gross
contract price should be reported as income for the year during
which installment payments were received.

Section 213 (a), Article 42: Sale of personal property 23-19-542,
on installment plan. 0. D. 290.

Where the stockholders of a corporation sell their shares in the .
corporation for a price in excess of cost and receive a cash payment
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not in excess of 20 per cent of the total price, the purchasers agreeing
to pay the balance in a number of semiannual installments and deposit
collateral with trustees as security for the faithful performance of
the contract, the transaction is not an installment sale within the
meaning of article 42, Regulations 45. The entire consideration in-
volved in the sale must be treated as the equivalent of cash in the
year when the sale is consummated.

Section 213 (a), Article 43: Sale of real estate in lots. 12-19-399,
0. D, 226.

Where building lots contained in a given tract of land are sold
before the contemplated development work is completed, the profit
realized should be determined on the basis of the cost of the land, or
its fair market value on March 1, 1913, if acquired prior to that date,
plus actual and estimated future expenditures for the development
of the property in accordance with the contract of sale.

Section 213 (a), Ayticle 44: Sale of real estate involv- 8-19-314.
ing deferred payments. 0. D. 181,
In the case of real estate sales involving deferred payments, even .

though substantial first payment is made, if the notes given by buyers
of real estate can not be discounted nor sold on account of lack of
credit of the buyers, such notes need not be regarded as the equiva-
lent of cash, and the vendors may report as their income from the
proposed -transaction for each year only the proportion of each
payment actually received in that year which the gross profit to be
realized when the property is paid for bears to the gross contract
price.

Section 213 (a), Article 47: Annuities and insurance 7-19-289.
policies. . ' O. D. 170,
An individual who receives income from an annuity which has been

purchased for his benefit by another person is not liable for tax

thereon until the payments received under the terms of the annuity
have equaled the amount paid or set aside to purchase or establish
same.

Section 213 (a), Article 49: Compensation for loss. 15-19-443.
(Also. Article 50.) T.B.M. 6L
The replacement of one vessel by another of somewhat greater
capacity is, within the meaning of article 49 of Regulations 45, a replace-
ment in kind ; permission to maintain a replacement fund for one year
with the privilege of asking for a further extension of time is reasonable.
Advice has been requested (1) as to whether the X Company is
entitled to set up a replacement fund and to claim that the replace-
ment of a steamer by one of greater dead-weight tonnage is a replace-
ment in kind, and {2) whether a replacement at any time within the
three-year plan of the Shipping Board may be considered a replace-
ment within a reasonable time.
The X Company owned a steamship which was sunk by an enemy
action. Compensation for this loss was awarded the owners by the
Bureau of War Risk Insurance, and the company is, therefore, clearly
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entitled to set up a replacement fund in respect of the sum so received.
It now proposes to replace the loss of the steamer by the purchase
of another steamship, which is a new vessel of greater deag-weight
tonnage, and which, except as to size, appears to be the same general
type of steamer as the one sunk. It is always difficult to replace such
an article as a steamship by another which closely corresponds in every
particular. Unless the new vessel is built to specifications there are
almost certain to be variations of one sort or another, and the decision
as to whether the new vessel effects a replacement 1n kind ought to
be made along reasonably broad lines. If the taxpayer elects to
replace by a somewhat larger or somewhat smaller boat, so long as
the general type of boat is the same as the one lost or destroyed, it
may fairly be taken as a replacement in kind in so far as it equals the
tonnage of the original vessel. In this case there should be charged
against the replacement fund only such portion of the cost of the new
steamer as would fairly represent the cost of a boat of the carrying -
capacity of the old steamer, proper allowance being, of course, made
for any accrued depreciation upon the latter.

There is at the present moment much uncertainty as to the future
of the shipping industry, and this factor may properly be taken into
consideration in determining what is a reasonable period within which
the replacement must be effected. The taxpayer desires permission
to maintain its replacement fund for a three-year period. The Unit
has recommended that the taxpayer be allowed to maintain the
replacement fund for a period of one year with permission to submit,
at the end of that time, to the Commissioner, a statement of the then
existing conditions with a request for an extension. The proposal of
the Income Tax Unit appears to be reasonable and should be adopted.

Section 213 (a), Article 50: Replacement fund for loss. 20-19-504.
(Also Article 49.) 0. 914.
Where the owner of a requisitioned tug uses the proceeds to buy
barges, this is not such a replacement in kind as to come within the
provisions of articles 49 and 50 of Regulations 43.

The attached letter raises a question relative to the provisions of
articles 49 and 50 of Regulations 45, whereby taxpayers whose
property has been requisitioned by the Government are required to
return as taxable income only that part of the amount received which
is in excess of the sum actually and reasonably expended to replace
the property substantially in kind. Where it is not practicable to
restore the property immediately. the taxpayer is allowed to set up
a replacement fund and to postpone replacement for a reasonable
length of time.

The facts of the case are that a seagoing tug, carried on the owner’s
books at a valuation of x dollars, was requisitioned by the Govern-
ment and 52 dollars paid for it. The owner of the vessel might,
it is asserted, have readily sold it for 6x dollars. The company en-
deavored to replace the vessel, but found difficulty in so doing.
Shortly after the vessel was requisitioned, the company lost two
barges by marine casualty. The two barges aggregated 5y tons.
The insurance recovered was a dollars. A barge of only y tons
would, it is stated, now cost  dollars, so that the approximate situa-

103022°—22——6
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tion of the company with respect to the barges is that it lost 5y
tons on which the insurance was sufficient to cover y tons, leaving
4y tons to be otherwise replaced. The new barge which is being
built has a capacity of 8y tons. The cost will exceed 4= dollars.
The company desires permission to treat the barge as a replacement
in part, and substantially. in kind, of a tug, and thereby avoid pay-
ment of tax on such portion of the cash profit realized by the sale
of the tug. . .

Articles 49 and 50 of Regulations 45 provide that where the
owner of property has lost or transferred title by reason of the exer-
cise of the power of requisition or eminent domain (including cases
where a voluntary transfer or conveyance is induced by such pro-
ceedings), the owner by replacing the new or restored property in
kind may avoid treating the loss of title by requisition as a closed
transaction. : )

The replacement proposed in this case substitutes certain barges
in the place of the tug which was lost. This is not a replacement in
kind and is not strictly within the provisions of the regulations,
After careful study of the act the conclusion is reached that the
Commissioner would not be warranted in extending to this taypayer
the relief which has been asked.

Section 213 (a), Article 50: Replacement fund for loss. 12-19-400,
. T. B. R. 41,

In 1917 two steamers owned and operated by the X Company were
requisitioned by the United States Shipping Board and turned over
to the Navy Department. '

In 1919 the Navy Department redelivered the ships to the Ship-

ing Board and, in lieu of restoration, a sum of money was paid the
ghipping Board by the Navy Department.

The two ships and the money received by the Shipping Board for
purpose of restoration will be restored to the owner.

In view of the age of the vessels and the extensive repairs that
must be made in case the old ships are restored, the owner now
desires to know whether he may sell the vessels in their present con-
dition and place the proceeds of the sale, together with the amount
received for restoration, in a replacement fund to be used in the
purchase of new ships, the new ships, when acquired, to be used in
the same service as the old vessels before they were requisitioned by
the Shipping Board.

In view of the circumstances above stated, the Advisory Tax
Board recommends that the X Company be permitted to establish
a replacement fund. The property proposed to be returned by the
Government to the taxpayer is substantially different from the
property taken from the taxpayer, and to be made usable would
require the expenditure of a substantial amount. If instead of
restoring the property the taxpayer elects to replace it, such right
of election comes within the reasonable interpretation of articles 49
and 50, of Regulations 45. The compensation received will there-
upon consist of the cash received from the Government plus the
proceeds received from the sale of the unusable property, and the
replacement fund should be established for this sum.
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Section 213 (a), Article 52: When included in gross in- 2-19-141.
come, S.971.
(Also Section 201, Article 1548.)

Money and other property received in 1916 by a stockholder in the
distribu_tion of the capital and surplus of a corporation in process of
dissolution of value in excess of the price paid by him for his stock
(or of its fair market value on Mar. 1, 1913, if he acquired it before
that date) is income to the stockholder for the year 1916.

Opinion is requested upon the question for what year certain
money and property received as income by A in the distribution of
capital and surplus of the X Company upon dissolution should be
returned as income.

_The facts are that A owned stock in the X Company, a corpora-
tion which in 1915 voted to dissolve. The method resolved upon
to effect the dissolution was that the company holdings in excess of
its liabilities be distributed among the stockholders of the company
who at the close of business December 31, 1915, were ascertained to
be stockholders of record. The transfer books were closed December
81, 1915, in order to determine the stockholders of record. The
stockholders were given the option of taking as part of the capital
and surplus so distributed either cash or stock in another company.
No distribution of assets was made until January, 1916. In Feb-
ruary, 1916, it was discovered that not all the assets had been dis-
tributed, there being cash and other property on hand. A meeting
was held on that date and a resolution was passed ordering the
property sold for cash or otherwise converted into assets easily dis-
tributable. In April, 1916, final distribution was made and the cor-
poration fully dissolved.

The pertinent portions of the Act of September 8, 1916, read as
follows:

“Sec. 1 (a). That there shall be levied, assessed, collected, and paid annually
upon the entire net income rcceived in the preceding calendar year from all
sources by every individual, a citizen or resident of the United States, a tax
of 2 per cent upon such income * * *7 ‘

“Sec. 8 (a). The tax shall be computed upon the net income as thus ascer-
tained of each person subject thereto received in each preceding calendar year
ending December 31.”

By the terms of the Revenue Act of 1916 the net income received
in 1916 is subject to the tax imposed by that Act. As the income
in question was all received in 1916 it was income for 1916 within the
meaning of the Act.

It is held that money and other property received in 1916 by a
stockholder in the distribution of the capital and surplus of a cor-
poration in process of dissolution, of value in excess of the price paid
by him for his stock (or of its fair market value on March 1, 1913, if
he acquired it before that date) is income to the stockholder for the

year 1916.

Section 213 (a), Article 52: When included in gross in- 2-19-140.,

come. O.D. 97.
(Also Section 201, Article 1541.)

The date of payment rather than date of receipt is the governing

. factor in determining when a dividend should be treated as taxable
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income to the recipient. Consequently, a dividend paid in Kansas
and received there by stockholders December 30, 1917, but not received
by stockholders in California until January, 1918, will be taxable at
1917 rates to the California stockholders.

Section 213 (a), Article 52: When included in gross in- 21-19~5928,
come. . 0. D. 282,
(Also Section 233, Article 541.)

When property is sold by individuals who are under agreement to
incorporate at a later date, the proceeds of the sale being placed on
deposit in a bank in escrow under the condition that the sale must be
ratified by the directors of the corporation when organized, income
accrues to the corporation at the time when the sale is ratified and
the funds in escrow are made available to the company.

Section 213 (a), Article 52: When included in gross in- 30-19-635.
come. 0.D. 343.
(Also Section 201, Article 1548.)

Where the assets of a corporation in process of liquidation are
being disposed of, the proceeds being distributed to the stockholders
in installments, and it 1s not known what the total proceeds will be,
and consequently the amount of profit to the stockholders can not
be definitely determined, a stockholder should return no portion of
the installment payments as income until the amount actually re-
ceived exceeds the cost of the stock to him, or its fair market value
as at March 1, 1913, if acquired prior to that date. However, if the
corporation enters into a contract for the sale of its assets at a stipu-
lated price, the purchaser making payment in installments, the por-
tion of each liquidating payment to the stockholder representing
profit is determinable and should be returned as income for the year
during which received.

Section 213 (a), Article 52: When included in gross income.

(See 1-19-18; sec. 212, art. 22.) Profit and loss adjustments for
prior years, made during the taxable year under instructions from
. the Interstate Commerce Commission.

Section 213 (a), Article 54: Examples of constructive 20-19-505.
receipt. A ~ 0-912.
(Also Section 218, Article 322.)
The donation by assignment of partnership profits to be earned in

the future does not exempt such profits, when determined, from taxa-
tion as a part of the individual income of the donor.

Section 212 (a), act of February 24, 1919, provides that in the
case of individuals the term “ net income” means “ gross income”
less certain deductions.

Section 213 defines gross income as follows:

That for the purposes of this title * -* * the term “gross lncome” (a)
{ncludes gains, profits, and income derived from salaries, wages, or compensa-
tion for personal service' * * * of whatever kind and in whatever form paid,
or from professions, vocations, trades, businesses, commerce, or sales, or deal-
{ngs in property, whether real or personal, growing out of the ownership or
use of or interest in such property; also from interest, rent, dividends, securi-
tles, or the transaction of any business carried on for gain or profit, or gains or
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profits and income derived from any source whatever, The amount »f all such
itgms shall be included in the gross income for the taxable year in which re-
ceived by the taxpayer * * *.

Ailsa m_ember pf a partnership with offices in Y and Z. Each
partner’s distributive share of the firm profits for the fiscal year is
determined at the Z office. Until such a determination each patiner
has but a right to receive profits at a future time. It has been the
practice of A to write the firm in Z each year directing it to set
aslde a certain percentage of his profits, when determined, for certain
charitable purposes. Accordingly, when the firm makes distribution
of profits there is placed on the firm’s books to the credit of A only
such shares as he retained the right to receive. The remainder of
the profits properly accruing to him is credited and paid directly
to the institutions designated by A as beneficiaries.

The question raised is whether the shares thus set aside are return-
able as a part of the individual income of A and taxable as such.

Though a gift is exempt from taxation in the hands of the donee,
section 213 (b) (8), that fact is obviously not controlling in deter-
mining its taxability as income when passing through the hands of
the donor. It may very well be income to the donor though not to
the donee, and the instant case is a typical one. °

The taxpayer here directs his partners, who owe or will owe him
money to the extent of his share of the profits, to pay a part of those
profits to a third person, the donee named in the assignment. It is
none the less the income of the taxpayer.

While the amount named in the assignment is never actually re-
ceived by the donor, because of his ordering it to be paid to another,
he admits his right of ownership by the very act of executing the
assignment. The mere fact that 1t is received by his nominee, rather
than by him, does not prevent its being his income.

Profits need not be reduced to actual possession in order that they
shall be treated as income for tax purposes. (Reg. 45, art. 54.)

Section 218 (a) of the act provides in part: ‘

That there shall be included in computing the net income of each partner his
distributive share, whether distributed or not, of the net income of the partner-
ship for the taxable year * * *,

This provision clearly requires that the individual return of each
partner shall include his entire share of the partnership profits.
That some one, not a member of the partnership, collects a portion
of a partner’s distributive share directly from the firm does not
remove that requirement.

Tt is therefore held that where a taxpayer, in order to make a gift,
directs one owing him money to pay the amount to a third person,
such amount must none the less be returned as income by the donor.

Section 213 (b).—GROSS INCOME DEFINED; EXCLUSIONS.

Section 213 (b), Article 71: What excluded from gross 1-1948,
income. 0. D. 8.

Money received by naval attachés to be expended by them for
entertaining and exceptional purposes caused by reason of their
duties is not subject to tax and need not be included in any income
tax return such officers may be required to render, if expended solely
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in connection with their official duties and no part of same is diverted
for personal use or expenses.

Section 213 (b), Article 71: What excluded from gross 3-19-180,
ihcome. 0.D.119.

A clergyman is not liable for any income tax on the amount re-
ceived by him during the year from the parish of which he is in
charge, provided that he turns over to the religious order of which
he is 2 member, all the money received in excess of his actual living
expenses, on account of the vow of poverty which he has taken,

Members of religiqus orders are subject to tax upon taxable income,
if any, received by them individually, but are not subject to tax on
income received by them merely as agents of the orders of which
they are members.

Section 213 (b), Article 72: Proceeds of insurance. 6-19-270.
(Also Section 218 (a), Article 321.) T. B. R. 22.
Exemption of proceeds of life insurance policies pald on the death
of the insured to partnership beneficiaries under the Revenue Act of
1916 and the Revenue Act of 1918. )

Section 4 of the Revenue Act of 1916 provided that “ the proceeds
of life insurance policies paid to individual beneficiaries upon the
death of the insured” should be exempt from income tax. Section
213 of the Revenue Act of 1918 provides, in part, that “ proceeds of
life insurance paid upon the death of the insured to individual bene-
ficiaries, or to the estate of the insured ” shall not be included in gross
income. It will be noted that except as to estates this language is
practically identical with that of the Revenue Act of 1916.

It is realized that this is not an easy question to decide, and that
a mere textual construction of either act might justify a contrary
" decision; but in both acts a strong intent is disclosed to treat part-
nerships on the same general basis as individuals. Ior example,
the individual members of a partnership are taxed under both acts
on their distributive share of the earnings, whether distributed or
not. The rates are not those applicable to the partnership as an
entity, but are those applicable to each individual within the partner-
ship group. These rates may vary widely among the members of the
same partnership. Under the 1916 Act partnerships were allowed
to deduct all the interest paid, while the similar deduction of corpora-
tions was limited.

In the ordinary case where the life of a member of the partnership
is insured his death dissolves the partnership and the remaining
partners receive the proceeds of the insurance policy as individuals.
They would be compelled to sue in court as individuals. The dis-
tinction between such a case and an insurance policy payable to the
partners as individuals is too small to warrant a difference in treat-
ment. In the case of a corporation beneficiary there is an entity
which is the beneficiary, which is separate and distinct from the
stockholders, which can sue the insurance company in its own name,
and which continues to exist after the death of the insured.

The unquestioned purpose-of the paragraph in question was to
%rant the exemption to individuals and deny it to corporations.

he place of the partnership is left in doubt. Taking into account
all the factors which may properly be recognized as bearing upon this
question, it is the opinion of the Advisory Tax Board that partner-
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ships should be classed with individuals rather than corporations,
and that Congress had no intention of treating partnerships differ-
ently in this respect under the two Acts in question. The fact that
partnerships were subjected to an excess pro%ts tax under the Reve-
nue Act of 1917 can not be said to modify the meaning of this part
of the Act of 1916. Under the 1916 Act partners were taxed only
in their individual capacities, and the partnership did not file a re-
turn except on request by the Commissioner.

‘The Advisory Tax Board accordingly recommends that the phrase
“individual beneficiary ” used in the Revenue Acts of 1916 and 1918
be deemed to include a partnership beneficiary.

Section 213 (b), Artiele 73: Gifts and bequests. . 1-19-290,
S. 1022,

The Revenue Act of 1918, section 218 (b) (3) provides:
That for the purposes of this title * * * the term “gross income” does

pot include * * * the value of property acquired by gift * #* * (but
the income from such property shall be included in gross income).

Regulations 45, article 1562, provides:

In the case of property acquired by gift, * * * the basis for computing
gain or loss on a sale is the fair market value or value of the property at the
date of acquisition or as of March 1, 1913, if acquired prior thereto.

Not every case in which a gift is purported to be made is an actual
case of gift. A mere colorable gift which leaves the donor still with

,the actual disposition of the property is not to be treated as a gift,
even though there is delivery and all outward forms are complied
with.

In the case of a real and actual gift of property which has appre-
ciated in value between the time of acquisition and the time the gift
is made, the appreciation will not be the subject of income taxation,
and the donee who sells it will return as income only any appreci-
ation realized over its value when the donee actually became the
owner of it.

On the other hand, a mere colorable gift is not to be treated as a

ift at all, and an attempt by such colorable gift to evade taxation
s fraud for which either party who participates therein may be
punished.

Section 213 (b), Article 73: Gifts and bequests. 92-19-533.

0. D. 286.

A bonus paid by a State to its residents who served in the mili-

tary or naval forces during the war with Germany does not consti-
tute taxable income to the recipient.

Section 213 (b), Article 74: Interest upon State obliga- 1-19-42.
tions. 0. D. 30.

Interest received on certificates of indebtedness known as “Fire
relief certificates” issued in the State of Minnesota, 1s considered
interest upon the obligations of a State and therefore not taxable.

Section 213 (b), Article 74: Interest upon State obliga- 28-19-611,
tions. 0. D. 327.

Certificates of sale issued by a county or other political subdivision
of & State in connection with the sale of property for nonpayment of
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taxes do not fall within that class of obligations of a State, county,
or municipality, the income from which is exempt from Federal in-
come tax.

Section 213 (b), Article 77: Interest upon United States 1—19—46.
obligations. . 0.D. 34

Interest on certificates of indebtedness issued by the Philippine
Government is exempt, from taxation, under the Revenue Act of 1918,

Section 213 (b), Article 77: Interest upon United States . 3-19-181,
obligations. 0. D. 120.
(Also Section 214 (a) 11, Article 251.)

An owner of nontax-free Liberty bonds who has made an absolute
gifts of the coupons attached to the bonds covering interest due for
a number of years will be required to include in his income tax
return the interest which accrues each year on the bonds, and to pay
any tax that may be due thereon. If the gift of the coupons is to
an institution under section 214 (a) 11, a deduction of such gift would
be allowed in the annual income tax return.

Section 213 (b), Article 77: Interest upon United States 10-19-3586,
obligations. 0. D. 206.

Certificates of indebtedness issued by the Director General of
Railroads are held to be obligations of the United States but not
such obligations as are exempt from income, war profits and excess
profits taxes..

Section 213 (b), Article 77: Interest upon United States  11-19-374.
obligations. 0. D. 212,

Interest upon bonds issued by the War Finance Corporation, the
principal of which does not exceed $5,000 in aggregate, is exempt
from taxation. (Section 16, Act approved April 5, 1918.) This
exemption is in addition to the $5,000 exemption allowed under sec-
tion 7, Act approved April 24, 1917, which amount includes Liberty
bonds of any issue (excluding first), war savings certificates, and
certificates of indebtedness. :

Section 213 (b), Article 77: Interest upon United States
obligations.
(See 1-19-116; sec. 325, art. 815.) Taxability of interest upon

bonds of the War Finance Corporation.

Section 213 (b), Article 77: Interest upon United States
obligations.

.. (See 8-19-831; sec. 233, art. 541.) Interest received by a bank from
its customers on account of Liberty bonds carried for them.

Section 213 (b), Article 79: Liberty bond exemption 11-19-873,
ﬁrolxglsgurtax and war profits and excess profits tax 0O.D.21L
in .

(Also Section 330, Article 933.)

If a fpa,rtnershilp was an “original subscriber” to Liberty bonds
of the fourth series and was reorganized as a corporation prior to
July 1, 1919, and elects to be taxed as a corporation from January 1,
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1918, in accordance with section 330, Revenue Act of 1918, the cor-
oration will be considered an ‘“original subscriber” to Liberty
onds of the fourth series within the meaning of article 79 of Regu-
lations No. 45.

11-19-375.

Section 213 (b), Article 79: Liberty bond exemption
0.D.213.

from surtax and war profits and excess profits tax
In 1918,

The words “ the date of the tax return” as used in the supplement
to the second Liberty loan act are held to mean the date on which the
return is filed with the collector. Consequently a taxpayer holding
the prescribed amount of fourth Liberty loan bonds on December 31,
1918, but who disposes of them on January 1, 1919, before his return
has been filed is not allowed the exemption referred to in the supple-
ment to the second Liberty loan act.

Section 213 (b), Article 80: Liberty bond exemption 2-19-148.
after December 31, 1918. T. D. 2836,

Liberty bonds and Victory notes issued under authority of the
Acts of Congress approved April 24, 1917, September 24, 1917,
April 4, 1918, July 9, 1918, September 24, 1918, and March 3, 1919,
are entitled, respectively, to the exemptions from taxation set forth
in said Acts, from which the statements on this page are summarized
and to which they are subject.

1. The 4 and 4} per cent bonds are exempt from all Federal, State,
and local taxation, except (a) estate or Inheritance taxes and (b)
Federal income surtaxes and profits taxes, as follows;

1. First Liberty loan converted 4 )
per cent bonds of 19321947
(First 4s).

2. First Liberty loan converted 4} | Are exempt, both as to prin-

per cent bonds of 1932-1947
(First 4}s, issue of May 9,
1918).

. First Liberty loan second con-
verted 4} per cent bonds of
1932-1947 (First 4}s, issue of
Oct. 24, 1918).

. Second Liberty loan 4 per cent
bonds of 1927-1942 (Sec-
ond 4s).

. Second Liberty loan converted
4} per cent bonds of 1927-
1942 (Second 41s).

. Third Liberty loan 4} per cent
bonds of 1928 (Third 4is.)
. Fourth Liberty loan 41 per cent
bonds of 1933-1938 (Fourth
41s). .

. Victory Liberty loan 4% per
cent convertible gold notes of
1922-1928 (4% per cent Vic-

tory notes.) ]

cipal and interest, from all
taxation now or hereafter
imposed by the United
States, any State, or any of
the possessions of the
United States, or by any
local taxing authority, ex-
cept (a) estate or inherit-
ance taxes and (b) gradu-
ated additional income
taxes, commonly known as
surtaxes, and excess prof-
its and war profits taxes
now or hereafter imposed
by the United States upon
the income or profits of
individuals, partnerships,
associations, or corpora-
tions.
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11. The 4 per cent and 4} per cent bonds are entitled to limited ex-
emptions from Federal income surtaxes and profits taxes, as follows:
4 per cent and 4} per cent Liberty bonds (but not 4§ per cent
Victory Notes) are entitled to certain limited exemptions from
graduated additional income taxes, commonly known as sur-
taxes, and excess profits and -war profits taxes, now or hare-
after imposed by the United States, upon the income or profits
of individuals, partnerships, associations, or corporations in
respect to the interest on principal amounts thereof as fol-

lows:

$5,000 in the aggregate of First 4s, First 43s (issues of May 9
and October 24, 1918), Second 4s and 43s, Third 41s, Fourth
44s, Treasury Certificates, and War-Savings Certificates.

30,000 of First 43s (issue of October 24, 1918, only) until the

. expiration of two years after the termination of the war.

30,000 of Fousth 43s until the expiration of two years after the
termination of the war. :

80,000 in the aggregate of First 4s, First 44s (issues of May 9
and October 24, 1918), Second 4s and 4}s, Third 4is, and
Fourth 4}s, as to the interest received on and after January
1, 1919, until the expiration of five years after the termina-
tion of the war.

45,000 in the aggregate of First 4s, First 4}s (issue of May 9,
1918, only), Second 4s and 4}s, and Third 41s, as to the interest
received after January 1, 1918, until the expiration of two
years after the termination of the war; this exemption con-
ditional on original subscription to, and continued holding at
the date of the tax return of, two-thirds as many bonds of
the fourth Liberty loan.

20,000 in the aggregate of First 4s, First 4}s (issues of May 9
and October 24, 1918), Second 4s and 4%s, Third 4}s, and
Fourth 41s, as to the interest received on and after January
1, 1919; this exemption conditional upon original subscription
to, and continued holding at the date of the tax return of, one-
third as many notes of the Victory Liberty loan, and extending
through the life of such notes of the Victory Liberty loan.

$160,000 total possible exemptions from Federal income sur-
taxes and profits taxes subject to conditions above sum-
marized.

II1. The 8} per cent bonds and 3% per cent notes are exempt from
“all Federal, State, and local taxation, except estate or inheritance
taxes, as follows:
]| Are exempt, both as to principal
1. First Liberty loan 3} per cent and interest, from all taxation

bonds of 1932-1947. (except estate or inheritance
2. Victory Liberty loan 3% per taxes) now or hereafter im-
cent convertible Gold Notes posed by the United States, any
of 1922-1923. State, or any of the possessions

of the United States, or by any
4 local taxing authority.
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Section 213 (b), Article 80: Liberty bond exemption 6-19-272.
after December 31, 1918, T. D. 2865.

INTEREST ON VICTORY NOTES.

All irfterest accrued on 4§ per cent Victory notes at the date of any
conversion by the taxpayer into 33 per cent Victory notes will, for the
purposes of computing net income, be deemed to be interest upon 4§
per cent Victory notes, and will be entitled only to the exemptions
from taxation to which interest on 4% per cent Victory notes is en-
titled. Any and all amounts received by any taxpaper from The
United States by way of adjustment of accrued interest upon con-
version of 44 per cent Victory notes into 3% per cent Victory notes
will be deemed to be interest upon 4% per cent Victory notes.

All interest accrued on 3% per cent Victory notes at the date of any
conversion by the taxpayer into 43 per cent Victory notes will, for
the purposes of computing net income, be deemed to be interest upon
3% per cent Victory notes, and will be entitled to the exemptions from
taxation to which interest on 3% per cent Victory notes is entitled.

Section 213 (b), Article 80: Liberty bond exemption 2-19-171.
after December 31, 1918, T.B.R.7.
Each of several affiliated corporations included in'a consolidated
return under section 240 of the Revenue Act of 1918 is entitled to
the same full benefits under the exemption provisions of the several
Liberty Bond Acts to which it would be entitled if not affiliated.

Adpvice is requested as to whether in the case of a consolidated re-
turn each affiliated company is entitled to the exemptions of interest
provided in the various Liberty Bond Acts, or whether exemptions
are based upon the consolidated condition.

First 34 per cent unconverted bonds issued under section 1 of the
First Liberty Bond Act of April 24, 1917, are exempt from all income
and profits taxes and are as a result unaffected by the above ruling.
Subsequent issues are, however, subject to the several provisions of
section 7 of the Second Liberty Bond Act, approved September 24,
1917, subdivisions (1), (2), and (3) of the supplement to Second
Liberty Bond Act approved September 24, 1918, and of subdivisions
(a) and (b) of section 2 of the Victory Liberty Loan Act approved
March 3, 1919. These provisions provide certain absolute, limited,
or conditional exemptions.of the interest on bonds “ owned by any
individual, partnership, association, or corporation,” an expression
repeated at least six times in the provisions just cited. In subdi-
vision 2 of section 7 of the supplement to the Second Liberty Bond
Act and in subdivision (b) of section 2 of the Victory Liberty Loan
Act there are also certain conditions expressed in the following form:

Provided, That no owner of such bonds shall be entitled to such exemption

unless certain conditions are complied with.

It is evident that the provisions of the several bond acts, all except
one of which were enacted prior to the enactment of the Revenue Act
of 1918, contemplate that the test of the exemption to which a tax-
payer is entitled is based entirely on his or its ownership of such
bonds. The provisions creating the exemptions are found in the
bond acts under which corporations are for all purposes considered
as wholly separate entities. The requirement of a consolidated return
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% found only in the Revenue Act, and even there, as shown in the
extract quoted later in this paragraph, when it is intended to allow
only one credit, express provision is made to that effect. The agree-
ment as to exemptions implied in statutes creating such exemptions
can not either in justice or equity be deemed to have been modified
by subsequent statutes in the absence of the most express provisions
to that effect. There are absolutely no such provisions. Section 240
of the Revenue Act of 1918, approved February 24, 1919, provides
as follows: ‘

SEC. 240, (a) That corporations which are affiliated within the meaning of
this section shall, under regulations to be prescribed by the Commissioner, with
the approval of the Secretary, make a consolidated return of net income
and invested capital for the purposes of this title and Title III, and the
taxes thereunder shall be -computed and determined upon the basis of such
return: ¥ * *

In any case in which a tax is assessed upon the basis of a consolidated re-
turn, the total tax shall be computed in the first instance as a unit and shall
then be assessed upon the respective affiliated corporations in such proportions
as may be agreed upon among them, or, in the absence of any such agreement,
then on the basis of .the net income properly assignable to each. There shall
be allowed in computing the income tax only one specific credit of $2,000 (as
provided in sec. 236) ; in computing the war-profits credit (as provided in sec.
311) only one specific exemption of $3,000; and in computing the excess-profits
credit (as provided in see. 312) only one specific exemption of $3,000.

The above provision requires a consolidated return in certain cases.
It makes no reference to tax exemptions, and a consolidated or
restricted-tax exemption is neither demanded by its terms nor by the
nature of a consolidated return. On the other hand, subscriptions
to bonds of this sort are a mdtter not at all affected by the affiliated
or independent status of a corporate subscriber.

It is accordingly held that the several provisions of the Liberty
bond acts relating to exemptions apply separately to each corporation
and that each of the several affiliated corporations included in a con-
solidated return be entitled to the same full benefits to which it would
be entitled if not affiliated.

Section 213 (b), Article 80: Liberty bond exemption = 6-19-271.

after December 31, 1918. T. B. R. 28.

Status of banks as original subscribers to the fourth Liberty loan
and Victory Liberty loan.

A question has arisen relative to the status of banks as original
subscribers to bonds of the fourth Liberty loan and notes of the
Victory Liberty loan in those cases where individual subscribershave
agreed to take the bonds and have subsequently defaulted.

The Government encouraged individuals to subscribe for Liberty
bonds and Victory notes through banks which it designated as
“subscriber’s agencies.” The law gave certain exemptions to bond
owners provided they were original subscribers and still owned the
bonds. It seems clear that the bank and the individual can not
both be the original subscriber to the same bonds, and that the
status as original subscriber must be fixed at the time the subscrip-
tion is made. '

The following considerations seem to point irresistibly to the con-
clusion that the bank which takes over bonds after default by indi-
vidual subscribers can not be considered an original subseriber.
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In such cases the customer suffers the loss if the bonds fall in price,
or realizes the gain if they advance in price. The bank gets the
bonds for the market price and not for the issue price. The cus-
tomer is legally bound to take the bond and is primarily liable to
pay for it. The liability of the bank, if any, is secondary, and it
1s protected from any possibility of loss in all cases where a suffi-
cient initial payment is required.

The department has ruled that the individual subscriber is the
original subscriber and entitled to the exemptions even before the
bonds are fully paid for, so long as he is not in default (Law Op.
673). If he defaults he loses the exemption not because he was not
the original subscriber but because he is then no longer the owner of
the bonds.

It would be highly undesirable to have the rights of either the
bank or the individual subscribers depend upon variations in pro-
cedure. It is not believed that the result indicated above is changed
by any of the following possible methods of buying the bonds:

(a) The bank may transmit the individual subscriptions to the
Federal reserve bank or it may cover them with its own subsecrip-
tion, merely sending in the data necessary for making the proper
allotments. Even in this latter case it must be held that the indi-
vidual is an original subscriber. The bank is technically acting as
an agent for the subscribers and the ownership of the {onds rests
in the customer, even though his name is not disclosed to the Gov-
ernment.

(6) The bank in its contract with the customer may expressly re-
serve title until full payment is made. This is, however, a security
title only, and the strict legal right of the bank is either to force the
customer to take the bond or to sell the bond as collateral. If it
chooses to keep the bond, probably the Government should not ob-
ject, but the bank can not increase its rights as original subscriber
by so doing. ‘

(¢) The bank may anticipate the customer’s subseriptions and pur-
chases. It is believed, however, that the entire subscription period
should be considered as a whole, and that the anticipated purchase
is more formal than real. The substance rather than the form of
the transaction should be considered, and the result should not turn
upon narrow questions of time, nor upon technical legal considera-
tions as to whether the bank reserved a complete title or merely a
lien or something in between these.

(d) In any case whether the bank pays the Government for the
bonds in one cash payment or in installments is immaterial and
the decision will be controlled by other facts in the particular case.

Section 213 (b), Article 80: Liberty bond exemption 1-19-40.
after December 31, 1918. ‘ 0. D. 928,

(Also Section 214 (a) 2, Article 121.)

(Also Section 325, Article 818.)

The computation of exempt interest from Liberty loan bonds will
be based upon the full amount of bonds subscribed for and still
owned. Interest upon obligations incurred to purchase or carry
Liberty bonds issued after September 24, 1917, may be deducted from
gross income.
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In computing the amount of admissible assets for the purpose of
determining the average percentage of inadmissible assets, the total
cost of bonds subseribed for, whether fully paid for or not, may be
included in admissible assets.

Section 213 (b), Article 80: Liberty bond exemption 1-19-43.
after December 31, 1918. 0. D. 31.

In cases where there have been a great many changes in the amount
of Liberty bonds of the various classes, or other securities of the
United States, held by a bank during the year, it will be permissible
to determine the amount of interest derived from each class, in excess
of the maximum exemption applicable from the books or other
records of the bank. The correct amount of interest subject to tax,
received or accrued, must be shown, and a statement attached to the
return showing how the interest was determined.

Section 213 (b), Article 80: Liberty bond exemption 12-19-401,
after December 31, 1918. 0. D. 227,

Where a taxpayer has held at any time or times, within the taxable
year Liberty loan bonds (any issues except the first unconverted),
United States certificates of indebtedness, or war savings stamps, the
total interest received being equal to or in excess of the interest for one
year on an aggregate principal of $5,000, credit may be taken to an
amount not exceeding such amount of interest for one year on the
aggregate principal of $5,000.

Section 213 (b), Article 83: Income of foreign govern- 5-19-948,
ments. 0O.D.158.

The provision which exempts from income tax certain income of
foreign ambassadors, ministers, and their subordinates who were
nonresident aliens at the time of appointment does not extend to
income received by their wives from sources within the United States.

Section 213 (b), Article 83: Income of foreign govern- 8-19-315.
ments. 0.D.182.

Delegates to the United States representing a foreign country in
connection with an agreement with the United States Food Admin-
istration, whereby flour is furnished to that country, and raw mate-
rials are brought to this country and sold, would not be subject to
tax with respect to any profits derived from the sale of such products.

Section 213 (b), Article 83: Income of foreign govern- 9-19-339.
ments. 0.D.196.

Residents of the United States, as well as citizens thereof, are sub-
ject to tax with respect to any income received which represents com-
pensation for services rendered to a foreign legation.

A subject of a foreign country, who at the time of his appointment
to a legation in the United States, is a resident of the United States,
g&utg be subject to tax on the same basis as a citizen of the United
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Bection 213 (b). Article 83: Income of foreign govern- 29-19-624,
ments. 0.D. 336.

Only foreign diplomats, ambassadors, and other diplomatic repre-
sentatives in charge who are accredited to the United States to repre-
sent their sovereign or country and who reside here, and the mem-
bers of their staff are entitled to exemption from tax on income from
investments in bonds and stocks and from interest on bank balances.
Forelgr_l consuls resident in the United States are not entitled to the
exemption.

Section 213 (b), Article 84: Income of States. 14-19-433.
(Also Section 219, Article 341.) 0. 895.

PROPERTY GIVEN To MUNICIPALITY IN TRUST.

‘Where property is willed to a munictpality in trust that the income
of the property shall be used for a public charity the income is not
Hable to Federal income tax and the trustees of the fund are not re-
quired to file annual tax returns.

Section 2 (b) of the Act of September 8, 1916, provides as follows:

Income received by estates of deceased persons during the period of adminis-
tration or settlement of the estate shall be subject to the normal and additional
tax and taxed to their estates, and also such income of estates or any kind
of property held in trust including such income accumulated in trust for the
benefit of unborn or unascertained persons, or persons with contingent interests,
and income held for future distribution under the terms of the will or trust
shall be likewise taxed, the tax in each instance, except when the income is
returned for the purpose of the tax by the beneficiary, to be assessed to the
executor, administrator, or trustee, as the case may be: Provided, That where
the income is to be distributed annually or regularly between existing heirs or
legatees, or beneficiaries, the rate of tax and method of computing the same
ghall be based in each case upon the amount of the individual share to be dis-
tributed.

Such trustees, executors, administrators, and other fiduciaries are hereby in-
demuified ngainst the claims or demands of every beneficiary for all payments
of taxes which they shall be required to. make under the provisions of this title,
and they shall have credit for the amount of such payments against the bene-
ficiary or principal in any accounting which they make as such trustees or
other fiduciaries.

This provision was not amended by the Act of October 3, 1917.

A provided in his last will and testament that a portion of his
property be held in trust by the City of Y and that it constitute a
fund to be used for certain charitable purposes. The legacy was ae-
cepted by the city. .

The city claims that it is exempt from income tax upon the in-
come of this fund. The claim for the refund of the tax paid has
been written up for rejection on the ground that the fund 1s a trust
fund and that the income of a trust fund of this character is subject
to income tax. It is stated in the finding of facts:

* * * jipnasmuch as the evidence in the case shows that the trust was
created for the benefit of unascertained persons and is still in process of ad-
ministration, 1t is held that it is properly taxed as an entity under the provi-
sions of section 2 (b) of the Act of October 3, 1917, or that portion of the in-
come accruing to it which had not been distributed. This conclusion has been
reached notwithstanding that an examination of the documentary evidence in
the case shows that the trust was created for a charitable purpose and that mo
part of its net income inures to the benefit of any private individual, because
there is no provision of law under which any income accruing to trusts cre-
ated for charitable purposes Is exempt from income tax, .

'
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This trust fund is similar to the trust funds held by a great many
cities and towns throughout the United States. Money is given to
a city or town in trust to use the income therefrom for charitable
purposes, the support of a hospital, schools, maintenance of a park,
or for some other purpose ordinarily recognized as a municipal
function. In municipal accounting the assets of such trust funds
accepted by a city are generally regarded as the assets of the city,
and the income of the funds as municipal revenues. Thus, the
Bureau of the Census, in its statistics of cities published annually,
includes in its statements of the assets of cities the assets of such
trust funds and includes in the municipal revenues the income of
such funds.

It is a fundamental principle in the interpretation of Federal tax-
ing statutes that they shall not be construed so as to impose a
tax upon the income of States, or political subdivisions of States,
providing such income arises from the normal governmental func-
tions of the State or political subdivision. In the case of United
States ». Railroad Company (17 Wall., 322, 827), the United States
Supreme Court stated:

The right of the States to administer their own affairs through their legis-
lative, executive, and judicial departments, in their own manner through their
own agencies is conceded by the uniform decisions of this court and by the
practice of the Federal Government from its organization. This carries with
it an exemption of those agencies and instruments from the taxing power of
the Federal Government. :

The only question for determination in the present opinion ap-
pears to be whether the income of the fund is used for a municipal
purpose.

In view of the facts of the case it is held that the Y City, through
the board of commissioners of the fund, was discharging a strictly
governmental function in discharging the trust in question.

This case is sharply to be differentiated from the case of South
Caroling ». United States (199 U. S., 437) in which the United States
Supreme Court held that when a State engages in a private business
that business is not withdrawn from the taxing power of the Federal
Government. Where a city accepts money in trust, the income to
be used for the support of the poor, the administration of the trust
must be regarded as a public and governmental rather than a
private activity. .

Tt is held that where property is willed to a municipality in trust
that the income of the property shall be used for a public charity
the income is not liable to Federal income tax angd the trustees of
the fund are not required to file annual tax returns.

Seetion 213 (b), Article 84: Income of States. 14-19-434,
0. D. 250.

Certain townships and a county constructed the X Railroad and
subsequently leased it to the Y Railroad for a number of years for
an annual consideration. The rental, after the payment of actual
expenses, being divided between the respective townships and county
on the basis of ownership, is income derived from a public utility
and as such is not taxable under section 218(b) of the Revenue Act
of 1918. The X Railroad, however, must file a return of income.
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Section 213 (b), Article 84: Income of States. 28-19-612,
(Also Section 216, Article 301.) 0. D. 328

A corporation is organized to furnish water, light, power, and heat
to a town. The town owns practically all the common stock, upon
which no dividends are to be paid. The preferred stock is to be
redeemed as soon as possible out of earnings, after which the plant
becomes the property of the town. Income derived by the corpora-
tion from the operation of such plant is exempt from tax in accord-
ance with section 213(b) 7, Revenue Act of 1918, since the imposi-
tion of the tax would delay the redemption of the preferred stock,
thereby imposing “ a loss or burden ” on the town.

However, the corporation must file returns of annual net income.

Dividends received by holders of the preferred stock of the cor-
poration are not an allowable credit against net income for the
purpose of the normal tax,

Bection 213 (b), Article 85: Compensation of State offi- 3-19-179.
cers. T. D. 2843

Salaries of State officials and salaries and wages of employees of a

lsgge are not liable to income tax imposed by the Revenue Act of
Section 213(a) of the Revenue Act of 1918 provides that gross in-
come shall include “ gains, profits, and income derived from salaries,
wages, or compensation for personal service * * * of whatever

kind and in whatever form paid.”

In accordance with an opinion of the Attorney General, dated May
6, 1919, and based on the well-settled rule that governmental agen-
cies of the States are not subject to taxation by the Federal Govern-
ment, it is held that salaries of State officials and salaries and wages
of employees of a State are not subject to the income tax imposed by
the said Revenue Act of 1918.

Section 213 (b), Article 85: Compensation of State offi- 4-19-214.
cers. 0-826

ExemrTioN FROM INCOME TAX OF TEACHERS IN INSTITUTION FOR INSTRUCTION
OF DEAF-MUTES.

Salaries paid to teachers are exempt from income tax only where the
educational Institution is maintained wholly by the State and the rela-
tion of employer and employee exists between the State and the teacher.
They are not exempt merely because engaged in educational work or
because they are pensioned by the State. (Revenue Act of 1916, sec. 4;
Revenue Act of 1018, sec. 213(a).)

The Revenue Act of 1916 exempted from income tax “the compen-
sation of all officers and employees of a State.” (Sec.4.) The same
section of the act also exempted the compensation of the President
and certain Federal judges. The Revenue Act of 1918 abrogates the
latter provision and expressly taxes the compensation of all officers
and employees of the United States, including the President and
Federal judges. (Sec. 218a.) As to State employees, the previous
exemption is omitted, but no provision is substituted, as in the case
of Federal employees, expressly subjecting the compensation to tax.

1t has been & familiar principle for many years on the one hand.

103022°—22——7
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that the States have no power to tax the instrumentalities of the
Federal Government; on the other, that the Federal Government
has no power to tax the instrumentalities of the various States. The
exemption provision in the Act of 1916 was evidently due to this
principle, and indicates compliance with a supposed limitation of
power. The omission of the exemption in the Act of 1918 strengthens
this view. It follows that the exemption, both in the Act of 1916
and that of 1918, extends only to those cases in which the exercise
of the taxing power by the Federal Government would constitute
an undue infringement upon the powers of the States.

The reason and extent of the limitation are thus stated:

The exemption rests. upon necessary implcation, and is upheld by the great
law of self-preservation; as any government, whose means employed in con-
ducting its operations, if subject to the control of another and distinct govern-
ment, can exist only at the mercy of that government. Of what avail are

- these means if another power may tax them at discretion? (Collector v. Day,
11 Wall. 113, 127.)

The exemption thus extends only to “ the means employed (by the
State) in conducting its operations”; that is to instrumentalities
necessary to enable the State to exercise its governmental duties.
The actual decision in Collector ». Day harmonizes with the lan-
guage used. It was that Congress has no power to impose a tax
upon the salary of a State judge; that is, to tax an instrumentality
necessary to the performance of the strictly governmental duty of
administering the law.

The limitations of the rule are well exemplified by the South Caro-
lina dispensary case. (South Carolina ». United States, 199 U. S,
437.) It was held in this case that persons engaged in the selling of
liquor are not exempt from the tax imposed upon such persons (R. 8,
‘gecs. 3140, 3232, 3234), because acting as agents of the State of South
Carolina, which had taken charge of the business of selling intoxi-
cating liquors. It was conceded that the regulation of the sale of
liquor comes within the scope of the police power,” that “the police
power is in its fullest and broadest sense reserved to the States,”
and that Congress “may do nothing by taxation in any form to -
prevent the full discharge by the (State) of its governmental fune-
tions ”; but it was nevertheless held that * whenever a State engages
in a business which is of a private nature that business is not with-
drawn from the taxing power of the Nation” (pp. 453454, 463).
This decision establishes that action of the State in the legitimate
exercise of its police power is not necessarily an exercise of those
governmental functions interference with which is unlawful. The
whole scope of the opinion indicates a tendency to restrict the limi-
tation of the Federal power to tax so as to prevent interference only
with the strictly governmental functions of the State. 'Fhe danger
of any other rule, in impairing: internal-revenue taxation, is consid-
ered at length (pp. 452-453).

The teachers now in question are not embraced within the class
to which the exemption applies. Education is undoubtedly a sub-
ject of great public importance, in which the State takes an exten-
sive interest. The function of education, however, is not exclusively
a governmental one. The State is not required to undertake it; and
it is often carried on by private individuals for profit. The fact
that it is a proper subject for State regulation does not prove that
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a teacher is an “employee” of the State. That depends upon the
circumstances of the particular case. It is not enough to show that
the taxpayer is engaged in educational work, and that the State is
interested in the subject of education. Educational institutions are,
by special provision, exempt from income tax; but the exemption
has not been extended to their employees.

The question whether any particular teacher is an “employee”
of the State should be determined by the familiar tests. The re-
lation of employer and employee implies the payment by the em-
ployer of the wages of the employee, and the existence of the right
to control the -exercise of his duties and to discharge him. Neither
fact appears in the present case. The institution is conducted, pri-
marily, by private effort and private funds. The State and the
various counties send pupils to it, and pay for their support. This
payment, however, is for services rendered, and is made to the in-
stitution, not to the teachers. Their salaries are paid by the insti-
tution, not by the State. The power to control and discharge the
teachers is also vested in the institution. The State has powers of
visitation over the institution itself, but does not interfere in the
details of its management.

Stress is laid upon the fact that teachers in the institution may
receive pensions from the State; but the very legislation relied upon
makes against the theory that they are State employees.

Prior to 1915 the education law of the State provided as fol-
lows:

Every teacher in a State institution who, for a peried of 10 years imme-
diately preceding, has been employed by the State as a teacher in any col-
lege, school, or institution maintained and supported by the State, and who
shall have been engaged in teaching in some college, university, school, acad-
emy, institution, teachers’ institutes, or in the public schools of this State or
elsewhere during a peériod aggregating 30 years must, at his request, or may
on the order of the commissioner of education, be retired from such employ-
ment. (Cons. Laws, chap. 16, sec. 1095.)

And every person so retired is entitled to a pension (sec. 1098).

By chapter 614 of the laws of 1915, section 1095 was amended to
read as follows:

Every teacher in a State institution and in an institution for the instruc-
tion of the deaf and dumb and the blind, receiving State pupils whose in-
struction and support are paid for by the State, who, for a period of 10 years
immediately preceding, has been employed as a teacher in any college, school,
institution, or teachers’ institutes maintained and supported by the State, etc.

It thus appears that, prior to 1915, it was required that a teacher
should, for a period of 10 years, have been “ employed by the State.”
The amendatory statute expressly includes the case of teachers in
institutions for the instruction of the deaf, dumb, and blind. Special
provision for this case, however, indicates that it was thought that
they did not come within the previous provisions, as persons “em-
ployed by the State”; and the context supports this view. The
institutions for the deaf, dumb, and blind are described as institu-
tions “receiving State pupils whose instruction and support are
paid for by the State”; and this contrasts with the description of
evidently the legislative theory that the mere receipt by an iustitu-
tion of the State pupils did not make it an institution supported by
the State, or its teachers employees of the State.
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The receipt of a pension does not stamp the recipient as an em-
ployee of the State or government making the grant. Many illus-
trationg could be given to prove this statement. o

It is held, therefore, that the teachers in question are not exempt
from income tax. ' '

Section 213 (b), Article 85: Compensation of State officers. ()1—19;45'
. D. 33.

Compensation paid to a county surveyor from county funds, even
though on a per diem basis, is free from tax.

Section 213 (b), Article 85: Compensation of State offi- 16-19-459,
cers. 0. D. 256,

An individual who exercises a public function under an appoint-
ment issued by a court officer for a particular transaction or pur-
pose for a limited time, and in the exercise of such function is not
invested with the character of either an officer or employee. of.the
State or political subdivision thereof, is not considered to be such a
State official or employee whose compensation is exempt from Fed-
eral income tax under the provisions of article 85 of Regulations 45
and Treasury Decision 2843.

The designations * State officers” and * employees of a State”
refer only to those persons who are in the regular and continual
service of the State or a political subdivision thereof within the
ordinary acceptance of these terms. Accordingly, administrators
and executors, whether or not they are considered to be officers of the
court in the performance of their duties, are not exempt from Federal
income tax on the compensation received for their services.

Section 213 (b), Article 85: Compensation of State offi- 16-19-460.
cers. 0.D. 257,

The members of the Virginia debt commission, created by act of
the legislature of the State for the purpose of discharging a govern-
mental function, are considered to be State officers and compensa-
tion received by them for services rendered in their official capacity
is exempt from Federal income tax. '

Section 213 (b), Article 85: Compensation of State offi- 19-19-497,
cers. 0. D. 274

Compensation paid by a State or political subdivision to its officers
and employees is not subject to the income tax imposed by the Rev-
enue Act of 1918, even though the recipient is a nonresident alien.

Section 213 (b), Article 85: Compensation of State offi- 25-19-582.
cers. 0. D. 309.

A chief engineer appointed by a sewerage commission created by
the common council of a city under authority of a State statute, 1s
considered to be an employee of a political subdivision of a State
and the compensation paid him is not taxable.
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Section 213 (b), Article 85: Compensation of State offi-
cers.

(See 9-19-338, sec. 213(a), art. 31.) Taxability of fees received '
by a witness summoned by a State attorney.

Section 213 (b), Article 86: Compensation of soldiers 1-19-39.
and sailors. 0.D. 21

Employees of the Commission on Training Camp Activities, as
such, are not considered to be persons in active service in the military
or naval forces of the United States, and, therefore, are not en-
t-ii?led to the exemption allowed by section 213 (b) 8, Revenue Act
of 1918.

Section 213 (b), Article 86: Compensation of soldiers 1-19-41.
and sailors. 0. D. 29.

A civilian governed by the rules and regulations of the American
Expeditionary Forces is not termed a person in the military forces
of the United States within the meaning of section 213(b) 8, and
therefore is not entitled to the $3,500 exemption provided in that
section.

Section 213 (b), Article 86: Compensation of soldiers 3-19-182.
and sailors. 0. D. 121,
(Also Section 218, Article 322.)

A member of a partnership who has performed services in the
military forces of the United States during the present war, and
according to agreement has turned over to the partnership the com-
pensation received for such services, may in reporting his distribu-
tive share of the partnership’s income, exclude from his return an
amount equal to the sum recéived for military services and turned
over to the partnership, but not in excess of $3,500. The other
partner must report his entire distributive share of the income re-
gardless of the fact that a portion of it was derived from his part-
ner’s compensation for military services.

Section 213 (b), Article 86: Compensation of soldiers 3-19-183,
and sailors. 0.D. 122,

Compensation received from the United States War Department
by a civilian flying instructor for services rendered during the pres-
ent war does not come within the exemption provided by section
213(b)8 of the Revenue Act of 1918 for compensation for active mili-
tary service performed during the present war.

Section 213 (b), Article 86: Compensation of soldiers 3-19-184.
and sailors. 0O.D.123.
{Also Section 216, Avticle 302.)

The personal exemption allowed a married man and the exemption
for dependents are not included in the $3,500 compensation for active
service in the military or naval forces of the United States during
the present war exempt from tax under section 213(b)8 of the Reve-
nue Act of 1918,
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Section 213 (b), Article 86: Compensation of soldiers  11-19-376.

and sailors. 0.D.214
(Also Section 213 (a), Article 31.)

Only such portion of amounts received by persons in the military
service of the United States representing compensation for services
in the Army and which was paid by the War Department is exempt
from tax under section 213 (br;S of the Revenue Act of 1918,

Accordingly, the compensation received from the Spruce Division
by a person in military service engaged in cutting spruce is taxable
and should be included in his returns.

Section 213 (b), Article 86: Compensation of soldiers ~ 28-19-613.
and sailors. 0.D. 329.

Persons serving during the present war in the American Merchant

Marine Sea Training Bureau are not entitled to the $3,500 exemption
provided in section 213(b)8, Revenue Act of 1918.

Section 213 (b), Article 86: Compens‘ation of soldiers 29-19-625.
and sailors. 0.D. 337.

Section 213(b)8, Revenue Act of 1918 applies only to 1918 and
subsequent years and may not be applied retroactively to salary or
compensation received for active service in the military or naval
fOI'('JzeS of the United States between April 6, 1917, and December 31,
1917,

Section 213 (¢).—GROSS INCOME DEFINED: NONRESIDENT ALIEN
INDIVIDUAL.

Section 213 (c), Article 91: Gross income of nonresi- 9-19-340.
dent alien individuals. T. D. 2876.

Decision under Revenue Act of 1913.

The income received by a nonresident alien from stocks and bonds
of corporations organized under the laws of the United States and
bonds and mortgages secured upon property in the United States, the
certificates representing the same being held by a domestic trust com-
pany under a power of attorney which gave authority to the agent
to sell, assign, or transfer any of them and to invest and reinvest the
proceeds, is property owned 1n the United States within the meaning
of the act of October 3, 1913,

Section 213 (c), Article 91: Gross income of nonresi- 13-19-417.
dent alien Individuals. 0. D. 239.

Tnterest on bonds of a nonresident foreign corporation payable in
the United States to a nonresident alien is not income from sources
within the United States.

Section 213 (c), Article 91: Gross income of nonresi- 23-19-543.
dent alien individuals. 0O.D. 291,

An alien who comes to the United States with merchandise which
he disposes of in this country is subject to tax with respect to the
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rofit derived from such activities, even though he is within the
nited States for a period of less than 30 days.

Section 213 (c), Article 91: Gross income of nonresi-
dent alien individuals.

(See 23-19-549; sec. 233, art. 550.) Taxability of income of non-
resident alien from sales within United States by mail-order business
or on unsolicited orders. -

Section 213 (c), Article 92: Income of nonresident 1-19-16.

alien individuals not subject to tax. , Q. 786.
(Also Section 221, Article 361.)

‘Where bonds, notes, or other obligations of a foreign Government are
underwritten by a United States banking establishment and are by their
terms mayable at an office of such banking establishment in the United
States, interest paid from the United States office to nonresident alien
individuals or foreign corporations who are holders of such securities
is not to be regarded as income received from a source within the United
States.

A question is raised as to the withhelding obligation of a United
States banking house, which pays interest to nonresident alien indi-
viduals or foreign corporations holding notes of a foreign govern-
ment. Section 213 (¢) of the Revenue Act of 1918 is as follows:

In the case of nonresident alien individuals, gross income includes only the
gross income from sources within the United States, including interest on
bonds, notes, or other interest-bearing obligations of residents, corporate or
otherwise, dividends from resident corporations, and including all amounts re-
ceived (although paid under a contract for the sale of goods or otherwise),
representing profits on the manufacture and disposition of goods within the
United States.

It appears that the notes in question are obligations of a foreign
Government, but are payable at the United States offices of a United
States banking establishment, which underwrote them. Articles 91
and 92, Regulations 45, Preliminary Edition, discuss the meaning of
the word “ sources,” as regards the income of nonresident alien indi-
viduals, but do not expressly cover this case. The mere fact that
disbursement of interest and principal on these obligations is to be
made in the United States is not conclusive that such amounts are
received from a United States source. The question as to the source
of income must be decided upon some more definite basis than the
place of payment or the nationality of the paying agent. These mat-
ters may be determined by the parties without affecting the real
substance of the transaetion.

It is held, therefore, that where bonds, notes, or other obligations
of a foreign government are underwritten by a United States bank-
ing establishment, and are by their terms payable at an office of such
banking establishment in the United States, interest paid from the
United States office to nonresident alien individuals or foreign corpo-
rations, who are holders of such securities, is not to be regarded as
income received by them from a source within the United States and
therefore not subject to withholding.

.
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Section 213 (¢), Article 92: Income: of nonresident 18-19-478,
alien individuals not subject to tax. Q. 908.
(Also Section 221, Article 361.)

REVEN:UE Acrt oF 1918, SEcTioNs 213 (¢) anp 221 (B).

Interest on tax-free covenant bonds of corporations organized in the
United States doing no business and owning no property therein paid to
nonresident aliens is not subject to taxation as income received from
sources within the United States.

Section 213 (c) of the Revenue Act of 1918 provides:

{¢) In the case of nonresident alien individuals gross income includes only
the gross income from sources within the United States, including Interest on
bonds, notes, or other interest-bearing obligations of residents, corporate or
otherwise, dividends from resident corporations, and including all amounts re-
ceived (although paid under a contract for the sale of goods or otherwise)
representing profits on the manufacture and disposition of goods, within the
United States. ‘

Section 221 (b) provides in part:

(b) In any case where bonds, mortgages, or deeds of trust, or other similar
obligations of a corporation contain a contract or provision by which the obligor
agrees to pay any portion of the tax imposed by this title upon the obligee * * *
the obligor shall deduct and withhold a tax equal to 2 per cent of the interest
upon such bonds, mortgages, deeds of trust, or other obligations * * * whether
payable to & nonresident alien individually or to an individual citizen or resi-
dent of the United States * * *.

The X Company was organized in the United States. However,
it operates exclusively abroad and does no business and owns no
property in the United States. Certain of the tax-free covenant
bonds of the company are owned by nonresident aliens and the ques-
tion arises as to whether the interest paid on such bonds to the non-
resident alien individual owners is subject to withholding.

Gross income in the case of nonresident alien individuals includes
only “gross incoma from sources within the United States,” includ-
ing, among other things, the interest on bonds of “residents, cor-
porate or otherwise.” Section 221 (b), requiring the withholding of
a tax of 2 per cent of the interest payable on tax-free covenant bonds,
whether payable to nonresident alien individuals or to citizens or
residents of the United States, must be read in connection with sec-
tion 213 (¢). This is evident from the fact that section 221 (b) ex-
¥ressly refers to “the tax imposed by this title,” which is “ Title

T—TIncome tax ” on individuals. Thus, withholding of interest on
tax-free covenant bonds owned by nonresident alien individuals is
only required when the interest is “ from sources within the United
States; ” that is, when the interest is paid by “residents, corporate
or otherwise.” (Law Opinion 897.) But a corporation organized in
the United States 1s not necessarily a resident of the United States.
As stated in that opinion:

From this use of language it appears that * domestic ” and * resident * are not
synonymous—a foreign corporation may be a resident corporation—and that
residence and citizenship of a corporation are analogous, respectively, to resi-
dence and citizenship of an individual. Though a corporation is usually said to
be a resident where organized, for the purposes of this statute the country.in
which the corporation is organized is to be regarded as determining its citizen-
ship and not its residence. A domestic corporation is to be treated as a citizen
and a forelgn corporation as an alien. Residence within the United States

requires some localization, such as being engaged in busiress or trade or having
an office or place of business therein.



INCOME TAX RULINGS. 101

Compare Brand ». Auto Service Company (75 N. J. L. 230, 67 Atl.
19). In Law Opinion 397 it was held that interest on notes of a
corporation organized in the United States but owning no property
and doing no business therein was not subject ta tax. This opinion
wasg expressly followed in article 92, Regulations 45. Interest upon
bonds of a domestic corporation owning no property and doing no
business in the United States should not be differently treated.

It is held, therefore, that interest on tax-free covenant bonds of
corporations organized in the United States, doing no business and
owning no property therein, paid to nonresident aliens is not subject
to taxation as income received from sources within the United States.

Section 213 (c), Article 92: Income uf nonresident 1-19-47.
alien individuals not subject to tax. 0.D. 35.

The interest on bonds and notes of foreign countries, owned by non-
resident aliens, is not subject to income tax in the hands of the recip-
ients, whether paid in the United States or abroad, nor is a profit
realized on foreign exchange from such payment taxable.

Section 213 (¢), Article 92 (a): When the wages of a 8-19-316.
nonresident alien are derived from sources within T.D.2869(1).
the United States.

The final edition of Regulations 45 is amended by inserting imme-

;li?ltely after article 92 a paragraph to be known as article 92a, as

ollows:

ART. 92a. When the wages of a nonresident alien are derived from sources
within the United States—While resident alien seamen are taxable like citizens
on their entire incoine from whatever sources derived, nonresident alien seamen
are taxable only on income from sources within the United States. Ordinarily,
wages received for services rendered inside the territorial United States are
to be regarded as from sources within the United States. The wages of an alien
seaman earned on a coastwise vessel are from sources within the United States,
but wages earned by an alien seaman on a ship regularly engaged in foreign trade
are not to be regarded as from sources within the United States, even though the
ship flies the American flag, or although during a part of the time the ship
touched at United States ports and remained there a reasonable time for the
transaction of its business. The presence of a seaman aboard a ship which
enters a port for such purposes of foreign trade is merely transitory, and wages
earned during that period by a nonresident alien seaman are not taxable. There
is no withholding from the wages of alien seamen unless they are nonresidents
within the rules laid down in articles 311 to 315. Even in the case of a non-
resident alien seaman the employer is not obliged to withhold from wages unless
those wages are from sources within the United States as defined above. As to
when alien seamen are to be regarded as residents see article 312a.

Section 213 (c), Article 92 (a): When the wages of a

nonresident alien are derived from sources within

the United States.

(See 13-19-424, sec. 221, art. 361. Wages earned on vessels making
occasional coastwise voyages.

Section 214 (a) 1.—DEDUCTIONS ALLOWED: BUSINESS EXPENSES,

Section 214 (a) 1, Article 101: Business expenses. 8-19-317.
(Also Section 215, Article 292.) A S. 1048,
The cost of transportation paid by a salaried employee living at a

distance from his employment, in order to go to and return from such
empluyinent is not deductible as a business expense.
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Opinion has been requested whether the cost of transportation paid
by a salaried employee, living .in one city but employed in another
city, in order to go to and return from such employment, is deduct-
ible as a business expense in the computation of net income in in-
come tax returns.

Section 214(a) (1) of the Revenue Act of 1918 provides that in
computing net income there shall be allowed as deductions:

(1) Al the ordinary and npecessary expenses paid or incurred during the
taxable year in carrying on any trade or business, * * *

Section 215(a) provides that no deduction shall be allowed in the
computation of net income in respect of “ personal, living, or family
expenses.” .

he provisions of the Acts of October 3, 1913, and September 8,
1916, are to the same effect. (See sec. 2, subd. B, Act of Oct. 8,
1913, and sec. 5(a) of the Act of Sept. 8, 1916.)

Railroad fares paid out in connection with trips undertaken for
and on account of business have been held to be deductible as a neces-
sary expense of business. Whether such fares are a business expense
is to be determined by the facts in each case. If the trip is under-
taken for other than business purpeses, such railroad fares are

ersonal expenses. (See art. 292 of Regulations 45.) On the other
Eand, commuters’ fares in going to and returning from work, not-
withstanding such trips are made because of business, have been held
to be a personal expense. (See question 58, Income Tax Primer
(revised Mar. 1, 191913.) In England the decisions on the same ques-
tion have been to the same effect as the answer to question 58. (See
Cook v. Knott, 2 Gt. Bn. Tax Cases, 246; Revell v. Directors, 3 Gt.
Bn. Tax Cases, 12.)

« Business expenses,” as defined in article 101, Regulations 45,
includes all items entering into what is ordinarily kmown as the cost
of goods sold, together with selling and mana%?lment expenses. In
short, every necessary item of expense in conducting business, in-
curred primarily because of and solely in the furtherance of the
business engaged in, is held to be an ordinary and necessary business
expense.

To what extent can this definition of business expenses be applied?
Does it include any and all expenses which in any way bear upon or
have a relation to or a connection with the business engaged in by
the individual? Obviously, smounts paid out for medical attention
necessary for the upkeep of the body and the preservation of health
are personal and have no connection with business. Likewise, sums
paid to the grocer, to the tailor, amounts paid for insurance and house
rent. These expenses arise independently of business. The test,
therefore, is whether an expense is incurred primarily because of
business as the immediate cause inducing the expenditure.

Does the expense incurred by the commuter for transportation to
and from his employment meet the test above set forth? Obviously,
an individual is free to fix his residence wherever he chooses. He
fixes it according to his personal convenience and inclinations, as a
matter separate and apart from business. Any expense, therefore,
incident to such residence as fixed by the individual is a matter
gersonal to him. If he prefers, for gersonal reasons, to live in a

ifferent city from that in which his business or employment is lo-
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cated, any expense incident to so doing is the result of decision based
upon personal convenience and preference, and it is not the result of
anything undertaken for business purposes and, therefore, is not a
business expense.

It is therefore held that the cost of transportation paid by a sal-
aried employee living at a distance from his employment, in order to
go to and return from such employment, is not deductible as a busi-
ness expense within the meaning of the Revenue Acts of October 3,
1913, September 8, 1916, as amended, and February 24, 1919.

Section 214 (a) 1, Article 101: Business expenses. 3-19-187.
T. B. R. 13.

DEDUCTIBILITY OF “ CrOP INSURANCE” IN THE CANNING INDUSTRY.

Amounts set aside by canners of perishable food products, as a reserve
against which to charge losses due to climatic and other natural con-
«ditions producing shortage of the raw product, not deductible in com-
puting net income.

The present recommendation is made in response to a request that
reserves for crop insurance be allowed as deductions from gross
mcome.

The argument of the petitioners, briefly summarized, is as follows:

The canning industry is peculiarly subject to localized climatic conditions
which greatly affect the output from year to year.

The expenses of a cannery being to a large extent constant, the result is
that the cost per unit of output is much less in the year of large crops than in
the years of crop failure.

The climatic conditions being local rather than general, the high cost per
unit in the years of scant crops is not compensated by the higher prices of
output; and there results an alternation of abnormally high profits and abnor-
mally low profits, depending on the alternation of favorable and unfavorable
climatic conditions,

On the theory that these changes follow a somewhat definite cycle, it is claimed
that an equitable adjustment would be secured by establishing a reserve for
crop insurance as suggested above.

The Revenue Act recognizes that in any business the profits may
vary from year to year. It deliberately adopts the policy of levying
additional taxes on annual profits above the average. It does not
make any corresponding reduction for a year in which the profits
are below the average. An actual net loss in one year may, under
section 204, be offset against net profits of another year, but this is a
special relief provision limited in its application to the narrow class
of cases covered by that section. The equalization of profits between
years which show no loss or the accumulation of reserves against
future losses are not sanctioned by the law. In general, the statute
evidences a clear intent to restrict within the narrowest limits deduc-
tions for addition to reserves other than the reserves of insurance
companies required by law. It is doubtful even whether a reserve
against an incurred but unpaid liability can be recognized, when the
liability is at all indefinite. But there can be little doubt that a reserve
against a future loss is unrecognized by the statute, and no doubt at
all that a reserve against fluctuations in future profits has no standing
of a kind which would warrant the deduction of additions thereto
in computing net income for purposes of taxation.

The allowance of a charge for crop insurance clearly differs from
the allowance for depreciation in the element of definiteness of cal-
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culation. The certainty of deprecif}tion is unquestioned, and the life
of the depreciating asset can be estimated with a fair approximation
of accuracy. But even the depreciation allowance is given by virtue

of express statutory authority. ] .
The theory of a regularly recurring crop cycle, particularly as
limited to localized industries, is still a theory. The particular

theory of a crop cycle cited in the petitioner’s brief refers to a general

~world-wide cycle. Such a cycle is deliberately ruled out of considera-
tion by the petitioners who claim that while a general shortage of
crops would in part be compensated by higher prices, the shortages
for which they wish to provide are local shortages in closely con-
tiguous territory which are so limited as to have no noticeable effect
on general market prices.

The petitioners claim that if a crop insurance reserve is capable of
being determined with reasonable certainty, it is an allowance the
canner has a legal right to claim but admit also that crop insurance
has entering in 1t so many variable factors that no insurance coinpa-
nies will write the risks. The petition therefore in part rests on a
debated economic theory which relates at best to conditions not ap-
plicable to the case at issue, and in part on an admittedly nonexist-
ing accuracy of calculation. ]

The request is in effect a proposal to equalize profits in a manner

- not contemplated by the Act, and it is accordingly recommended that
the petition be denied. ,

Section 214 (a) 1, Article 101: Business expenses. 1-19-55.

0.D.38.

If a creditor takes out a life insurance policy on an individual to

cover loans to the individual, the creditor may, while the loan is out-

~standing, deduct from gross income as a necessary expense the

amougt of the premiums paid during the year for which the return
is made.

Section 214 (a) 1, Article 101: Business expenses. 11-19-3717.
" (Also Section 234, Article 561.) 0. D. 215.

Any amount paid as a premium on crop insurance taken out as a
protection against a loss which may occur on account of crop condi-
tions would constitute an allowable deduction as a business expense.

" Section 214 (a) 1, Article 101: Business expenses. 25-19-583.
0.D.310

An amount expended by a Member of Congress for clerk hire, in
excess of the allowance made by the Government, may be properly
- deducted as a business expense,

Section 214 (a) 1, Article 101: Business expenses.

(See 1-19-38, sec. 213 (a), art. 31.) Effect of Federal taxes paid
in connection with amounts paid on account of patent infringement.

Section 214 (a) 1, Article 101: Business expenses.

(See 23-19-551, sec. 250, art. 1002.) Penalties added to tax:
when deductible as business expense.
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Section 214 (a) 1, Article 101: Business expenses.

) (See 26-19-595, sec. 250, art. 1003.) Deduction of interest on
axes.

Section 214 (_a) 1, Article 105: Compensation for per- 15-19-444,
sonal services. T. B. R. 46.

" Revenue acts of 1916, 1917, and 1918.—Compensation for personal services.

In the determination of the tax liability of the X Company for the
year 1916 under the Revenue Act of 1916 the question has arisen as
to the amounts to be allowed as deductions from gross income for
salaries of officers. It appears that, in addition to salaries described
as “nominal,” considerable sums were paid to the officers of the
corporation upon the basis of percentages of the profit remaining
after payment of a dividend to the stockholders. Such percentages
apparently bore no relation to the stockholdings of the officers.

The controlling principles as to deductible allowances for officers’
salaries and compensation for personal services generally were stated
in Treasury Decision 2696 and are embodied in article 105 of Regula-
tions 45. The same rulss are applicable to the Revenue Acts of 19186,
1917, and 1918. “The test of deductibility in the case of com-
pensation payments is whether they are reasonable and are in fact
payments purely for services® (See article 105, supra.) The facts
submitted in the present case are not sufficient to warrant a deter-
mination of the amounts properly allowable as deductions for salaries
paid in the year 1916. The ruling requested is, however, merely
as to what limit shall be placed on a distribution, on a percentage
basis, of profits to officers of the above-named company, who receive
only nominal salaries. It is impossible to fix a maximum limit ap-
plicable to salaries generally. The allowance in each case must be
% what is reasonable in all the circumstances” (see article 105, supra),
and it can not be laid down as a general rule that any given sum is
necessarily more than is reasonable under any circumstances. Clearly,
it can not be said that salaries in excess of a certain amount are
always unreasonable and that the excess over that amount should
invariably be disallowed. Of course, all claims for large salary
deductions, especially in cases of salaries based upon percentages of
profits, should be scrutinized in the light of the regulations.

It is held, therefore, that the department is not warranted in fixing
any amount as a maximum limit for deductions for officers’ salaries
and compensation for personal services, but that each case must be
decided in the light of all its circumstances.

Section 214 (a) 1, Article 105: Compensation for per- 18-19-481.
sonal services. T. B. M. 70.
A close corporation operated for a number of years prior to 1917,

sometimes making moderate losses and sometimes moderate profits,

paying only nominal salaries to its officers. In 1817 it was highly
successful and distributed to the five stockholders who are also officers
approximately 12 per cent of its net income, in exact groportlon to
their stock holdings. Of the total amount distributed 18 per cent
was paid currently during the year and 82 per cent was paid on or
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about the close of the year 1917. In view of the salaries paid by
other companies in the same line, doing a corresponding volume of
business, the aggregate salaries paid appears to be excessive; and as
some of the officers receiving the largest salaries did not devote all of
their time to the work, a substantial part of the so-called salaries
would seem to be nothing more than a distribution of profits. Forty
per cent of the deduction taken for above salaries was not allowed.

Section 214 (a) 1, Article 105: Compensation for per- 22-19-534,

sonal services. T.B. M._86.
(Also Section 234, Article 561.)

Ralaries voted subsequent to the close of any taxable year, and also
subsequent to the close of the books for such taxable year, can not be
consldered an ordinary and necessary expense of doing business.

In the case of the M Company, A, B and Company, and O Com-

any appeals were made from the adverse decision of the Income
;E‘ax Unit with regard to certain salaries, bonuses, and fees which
were voted at varicus dates in 1919 to cover the calendar year 1918,
The facts are agreed upon by the taxpayers and the Income Tax
Unit, and the only question at issue is whether in the absence of a
contract obligation, salaries, bonuses, and fees voted after the close
of the taxable year are properiy deduectible from gross income of such
taxable year in the return of annual net income.

The argument has been presented that the language of the law
clearly warrants this, and that in section 234 (a) (1) the provision
that—
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 services actually rendered—
means that a reasonable allowance for salaries, ete., may be taken
as a deduction regardless of when or how such salaries were paid. It
is presented that the reasonable allowance for salaries or other com-
pensation for personal services actually rendered is a deduction
allowed in addition to all the ordinary and necessary expenses paid
or incurred and is in fact simply a measuring rod used in determin-
ing taxable net income under the Jaw. The argument is set forth in
full in the brief and need not be repeated here. The facts are also
shown in each ease in a very carefully prepared statement, and the
Income Tax Unit and the corporations are in agreement as to the
amount of reasonable salaries and bonuses which shall hereafter be
recognized as proper deductions.

The Advisory Tax Board can not concur in the interpretation
placed by the attorney for these corporations on the language of
section 234 (a). Salaries and wages have always been considered
ordinary and necessary expenses incurred in carrying on any trade
or business, and in recent years bonuses have also become ordinary
and necessary expenses. IHad the additional words *including a
reasonable allowance for salaries or other compensation for personal
services actually rendered ” been omitted from the law, there is not
the least doubt but that such salaries and other compensation would
nevertheless have been allowed as proper deductions. The real
significance of these words is that the allowance for salaries or other
compensation for personal ‘services must be reasonable, and only a
reasonable allowance can be taken as a deduction.
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The word “ including ” indicates clearly that the latter part of the
sentence under consideration can not be separated from the first

art in the manner argued by the attorney. “Include” means to
inclose within; to embrace as a component part. Such being the case,
these payments do not fulfill the requirements of the law so as to
make them proper deductions. While ordinary and necessary ex-
penses, they were neither paid nor incurred during the taxable
year. It is admitted that there was no contract obligation or even
raoral obligation to make these payments.

Having been neither incurred nor paid during the taxable year,
it is the opinion of the Advisory Tax Board that the amounts paid
in 1919 for increases in salaries, bonuses, and directors’ fees for the
year 1918 are not properly deductible from the gross income of that
year. This is in accordance with the decision already made by the
Income Tax Unit. The Advisory Tax Board is further of the opinion
that these increases not having been incurred or paid in the year
1918, the payments made would not be deductible from gross income
in ascertaining net income for income and excess-profits tax purposes
either in the return of annual net income for 1918 or any subsequent
year. The Advisory Tax Board recommends that the decisions of
the Income Tax Unit in the above cases be confirmed, and further
that the amounts voted and paid in 1919 as additional compensation
for the year 1918 be barred as a deduction in the return of annual
net income of any year.

Section 214 (a) 1, Article 105: Compensation for per-
sonal services

(See 10-19-362; sec. 234, art. 561.) KExcessive compensation.

Section 214 (a) 1, Article 105: Compensation for per-
sonal services.

(See 23-19-554; sec. 326, art. 851.) Compensation paid officers
based on percentage of gross sales of each,

- Section 214 (a) 1, Article 106: Freatment of excessive
compensation.
(See 8-19-319; sec. 311, art. 781.) Adjustment of salaries paid
during prewar period.

Section 214 (a) 1, Article 107: Bonuses to employees. 5—1}%—54.
.D. 31,

Assuming books and returns on an accrual basis, deductions repre-
senting a distribution to employees as additional compensation of a

ercentage of the net earnings of a corporation are allowable only
1 the return for the year in which such expense was incurred. If
reported otherwise amended returns should be filed.

Section 214 (a) 1, Article 107: Bonuses to employees. 3-19-186.
0.D. 124,

A proportionate part of the par value of a company’s stock de-
livered to a trustee to be held in escrow for the benefit of certain em-
ployees of the company which stock is to be delivered to them at the
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expiration of a number of years in recognition of faithful service,
may be taken as a deduction in the income tax returns of the com-
pany for each of such years during the period the trustee holds the
stock, providing the corporation keeps its books on an accrual basis.
If the employee for whom the stock was deposited should forfeit
his right to receive the stock, the corporation must report as income
in the year in which the right to receive the stock is forfeited, the
amounts taken as a deduction in previous years on account of the for-
feited stock. :

Section 214 (a) 1, Article 111: When charges deduct- 1-19-94.
ible. S5-923,
Deductibility of a damage claim not finally adjudicated against the
taxpayer in a taxable year, but later reduced to judgment. )

In 1914, in a case in which the taxpayer was defendant, it was
adjudged by interlocutory decree over the taxpayer’s objection
that the taxpayer had infringed a valid patent belonging to the
plaintiff, and the case was referred to a master in chancery on that
date to state on account of the profits received by the defendant and
assess the damages sustained by the plaintiff by reason of such in-
fringement. ; .

In 1918, the master’s report in the case was filed assessing the
profits and damages sustained by the plaintiff at the sum of x dol-
lars. Exceptions were filed to this report by both plaintiff and de-
fendant, and in 1919 the court entered a decree confirming the report
in question and finding that there was due to the plaintiff the amount
found by such report, together with interest thereon from 1918, the
date of filing the master’s report. The defendant has not yet deter-
mined whether to acquiesce in this decree or whether it will be able
to file the necessary bond to carry the case to a higher court. The
books of the defendant corporation are kept on an accrual basis. On
account of the pendency of this suit the books of the corporation
were not closed at the end of the corporation’s taxable year, but have
been kept open awaiting the judgment.

The question now arises whether any part of the amount of judg--
ment is deductible in ascertaining the net income of the defendant
corporation for the taxable year 1918.

Tn section 284, Revenue Act of 1918, it is provided that in comput-
ing the net income of a corporation there shall be allowed, among
other deductions, “ losses sustained during the taxable year and not
compensated for by insurance or otherwise.”

In law opinion 475 it was held that, “where a judgment was
obtained against a corporation by reason of alleged infringement
of a patent during previous years,” such judgment, so far as it was
based on damages to the plaintiff or profits of the defendant, consti-
tuted a deductible loss under the Act of October 3, 1918, for the
year in which paid; but that opinion throws no light on the ques-
tion as to whether any loss in the present case was “ sustained ” dur-
ing the taxable year 1918,

In view of the fact that the determination of the damages in this
case by the master was purely advisory to the court, and the court
was not in any sense bound to follow such recommendation, the
determination by the master, which was subsequently confirmed by
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the court. can not be regarded as a determination of the amount of
the claim.

Compare Regulations 45, article 111.

It is held that no deduction for the year 1918 is permissible in
regard to the judgment referred to.

Section 214 (a) 1, Article 111: When charges deduct- 1-19-6.
ible. 0.D.2.

A receiver of a corporation may deduct receiver’s and attorney’s
fees actually paid during the year to which the return relates, if the
books are kept on the basis of cash receipts and disbursements:
if the books are kept on the accrual basis, the amount of such fees
accruing during the taxable year may be deducted even though tha
disbursement was not actually made until the following year,

Section 214 (a) 1, Article 111: When charges deduct- 5-19-260.
ible. 0. D. 159.
A corporation may set up on its books in 1918 a contingent liability

without prejudicing its rights to deduct the item in a proper year,

although the same 1s not deductible in 1918.

Section 214 (a) 1, Article 111: When charges deduct-
ible.

(See 3-19-188; sec. 234, art. 561.) When payments of liquidated
damages are deductible.

Section 214 (a) 2.—DEDUCTIONS ALLOWED: INTEREST.

Section 214 (a) 2, Article 121: Interest. 1-19-50
S5-935,
Interest and taxes paid by a corporation in connection with the con-
struction of its original plant are deductible from its gross income
under the Revenue Act of 1913, even though such payments are prop-
erly chargeable to capital account and are so charged by the corpora-
tion on its books, provided the corporation amends its returns so as to
exclude the interest and taxes so deducted from capital account.

The X Co. raises the question as to whether interest and taxes
which are paid by a corporation in connection with the construction
of its original plant and which have been treated by it as capital
expenditure are deductible under the Revenue Act of 1913.

Paragraph G (b) of that Act permits a corporation to deduct from
gross income inter alia the following:

Third. The amount of interest accrued and paid within the year on its in-
debtedness.

Fourth. All sums paid by it within the year for taxes.

Provisions substantially similar to the above as far as this case is
concerned are to be found in the Revenue Acts of 1909 and 1918,

In S-23 it was held that certain items of interest appearing in the
property account of a corporation were not deductible as interest

aid during the year under the Revenue Acts of 1909, 1913, or 1916,
t was pointed out that the provisions in these laws as to the deducti-
bility of interest are not mandatory but permissive, and that, there-
fore, a taxpayer may elect whether or not he will deduct items of
interest. The conclusion of the opinion is, in effect, that by having

103022°—22——R
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treated interest as a capital expenditure on its books, the taxpayer
had waived the right to claim it as a deduction. '

In Law Opinion 530 the question for decision was whether interest .
paid by a corporation on money borrowed for the purpese of con-
structing a dam as an addition to its original plant, and treated by
the corporation as a capital expenditure, was deductible as interest
under the Revenue Act of 1909. It was held that since the dam was
merely an addition to an established plant, the interest was improp-
erly charged to capital account, and that for this reason it might be
deducted by the taxpayer, notwithstanding the fact that he had
treated it as a capital expenditure and not as an operating expense.
It was recognized, however, that the taxpayer could not deduct the
interest and at the same time claim it as an addition to capital invest-
ment, and accordingly the rule laid down was qualified by the state-
ment that in order to be entitled to the deduction the claimant must
amend its returns so as to exclude from capital account the interest
sought to be deducted.

In S-334.the question was raised as to whether these twe opinions
were in conflict, and it was held that they were not, the distinction
being that the interest involved in S-23 was properly chargeable to
capital, while that involved in Law Opinion 530 was not properly so
chargeable. The present attitude of the bureau, therefore, is to
permit interest to be deducted if it is not properly chargeable to
capital, even though it has been treated as a capital expenditure by
the taxpayer (L. Op. 580), but not to permit it to be deducted 1if 1t
was properly chargeable to capital and was in fact so charged on the
books of the taxpayer. (5-23.)

The present case falls within the rule of S-23. The interest which
is here sought to be deducted related to original construction and was
undoubtedly a proper capital charge. Furthermore, it Was so treated
by claimant on its books.

It is concluded, however, that the rule laid down in S-23 1s
erroneous and ought not to be followed. The statute provides in
unequivocal language that interest paid during the year may be
deducted from gross income. S-23 attempts to construe this ‘provi-
sion as not applying to interest which 1s properly. chargeable to
capital account and is so charged by the taxpayer. No such condi-
tions are to be found in the statute. As far as the face of that in-
strument is concerned, all a taxpayer need show in -order to establish
the deductibility of interest -(omitting certain limitations not ‘perti-
nent here) isthat it accrued and was paid during the year. Nothing
is said or intimated to the effect that the privilege is at all depend-
ent upon whether or not the interest happens to be properly charge-
able to capital. Nor is there any justif?cation in the statute for the
view that the privilege may be lost by reason of the treatment of
interest on the books of the taxpayer. Not only is the provision in

uestion silent as to this feature, but it is significant that where
Congress has intended the deductibility of items to be dependent
upon bookkeeping entries, it has said so. (See the provisions as to
charging off bad debts, Revenue Act of 1918, Par. B; Revenue Act of
1916, sec. B (A) (sixth) ; Revenue Act of 1918, sec. 214(a) (5); and
the provisions as to charging off losses; Revenue Act of 1916, sec. 12
(a) second.) Furthermore, it has been held in several cases that
bookkeeping entries are not conclusive in the face of facts and that
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they can not operate to sto&a taxpayer from disclosing the true state
of his affairs. (Doyle ». Mitchell Brothers, 235 Fed. 686, affd. 247
U. 8. 179; Forty Fort Coal ». Kirkendall, 233 Fed. 704; Baldwin
Locomotive Works ». McCoach, 221 Fed. 59.)

. In short, the statute permits interest to be deducted, and interest
is interest whether carried as a capital charge or an operating ex-
pense. '

What has been said with respect to interest paid by claimant is
equally applicable to taxes. The provision as to deducting taxes is
as unequivocal as that relating to interest and contains no require-
ment that taxes in order to be deducted must be operating expenses
or that they must be so treated on the books of the taxpayer.

The rule herein stated is, of course, subject to the qualification that
claimant can not retain the interest or taxes in its capital account
if it is permitted to deduct such items from its gross income.

It is, accordingly, held that interest and taxes paid by a corpora-
tion in connection with the construction of its original plant are
deductible from its gross income under the Revenue Act of 1913,
even though such payments are properly chargeable to capital ac-
count and are so charged by the corporation in its books, provided
the corporation amends its returns so as to exclude the interest and
taxes so deducted, from capital account. (Overruling S-23.)

Section 214 (a) 2, Article 121: Interest. 1-19-57.
0.D. 40.

Interest paid or accrued on indebtedness incurred to purchase
notes of the Victory Liberty loan is an allowable deduction for
income tax purposes.

Section 214 (a) 2, Article 121: Interest.

(See 1-19-40; sec. 213, Art. 80.) Basis of computation of exempt
interest on Liberty loan bonds.

Section 214 (a) 3.—DEDUCTIONS ALLOWED: TAXES.

Section 214 (a) 3, Article 131: Taxes. 1-19-58,

0.D. 41.

The 10 per cent tax which is imposed on corporations’ undis-

tributed net income by section 10 (b) of the Revenue Act of 1917 is

not an allowable deduction from the gross income of a corporation
shown on an income tax return.

Section 214 (a) 3, Article 131: Taxes. 13-19-418.
(Also Section 234, Article 561.) 0.D. 240,

Additional excise taxes assessed against a corporation under the
Revenue Act of 1909 and paid during subsequent years are allow-
able deductions from the gross income reported on the corporation’s
return for the year in which paid; but income taxes assessed under
the Revenue Acts of 1913 or 1916 are deductible only if paid prior
to January 1, 1917,
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Section 214 (a) 3, Article 131: Taxes, 99-19-535.
0. D. 287,

An individual may claim as a deduction the amount of war tax
paid on facilities furnished by public utilities, which include tax on
railroad and steamship fares, and the war tax paid on admissions
and dues. The war excise taxes imposed by section 904 and paid
by the purchaser are deductible, but the war excise taxes imposed
by section 900, which are levied against and pald by the manufac-
turer, producer, or importer, are not deductible by the individual
purchaser.

Section 214 (a) 3, Article 131: Taxes. ;

(See 26-19-593; sec. 222, art. 381.) Deduction of income and
war profits taxes paid to a foreign country on income from sources
within the United States.

Section 214 (a) 3, Article 132: Federal duties and ex- 4-19-2186,
cise taxes. O. D. 131.

Wholesale liquor dealers who exercised their option of including
excise taxes in cost of merchandise in calculating inventory may not
now amend such inventory and treat the taxes as business expenses.

Section 214 (a) 3, Article 133: Taxes for local benefits. 24-19-560,

T. D. 2937,
ASSESSMENTS FOR DRAINAGE.

Article 133 of Regulations 45 is hereby amended to read as fol-
lows: '

ArT. 133, Taxes for local benefits.—So-called taxes, more properly assess-
ments, paid for local benefits, such as street, sidewalk, and other like im-
provements, imposed because of and measured by some benefit inuring directly
to the property against which the assessment is levied, do not constitute an
allowable deduction from gross income. A tax is considered assessed against
local benefits when the property subject to the tax is limited to the property
benefited. Special assessments are not deductible, even though an incidental
benefit may inure to the publie welfare. The taxes deductible are those levied
for the general public welfare by the proper taxing authorities at a like rate
against all property in the territory over which such authorities have jurisdie-
tion. Assessments under the statutes of California relating to irrigation and
of Yowa relating to drainage, and under certain statutes of Tennessee relating
to levees, are limited to property benefited, and when it is clear that the
assessments are so limited, the amounts paid thereunder are not deductible as
taxes. When assessnments are made for the purpose of maintenance or repair
of local benefits, the taxpayer may deduct the assessments paid as an expense
incurred in business, if the payment of such assessments is necessary to the
conduct of his business. When the assessments are made for the purpose of
constructing local benefits, the payments by the taxpayer are in the nature
of capital expenditures and are not deductible. Where assessments are made
for the purpose of both construction and maintenance or repairs, the burden
is on the taxpayer to show the allocation of the amounts assessed to the differ-
ent purposes. If the allocation can not be made, none of the amounts so paid
is deductible.

Section 214 (a) 3, Article 133: Taxes for local‘beneﬁts. 24-19-561.
(Also Section 234, Article 561.) 0. 928.

Taxpayers should be required to show, in their incpme tax returns,
the rature of assessments paid under the Illinois drainage laws, inas-
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much as such laws provide both for special assessments for benefits
and for general taxation, depending in some instances upon ordinances
promulgated by the trustees of drainage districts.

Article 133 of Regulations 45 provides:

Assessments under Illinois laws relating to drainage districts are not llmited
to the property benefited, and assessments so paid are deductible.

See also article 561 of Regulations 45.

The above regulation is based upon sections 214 (a) (3) (c) and
234 (a) (38) (c) of the Revenue Act of 1918, which are to the same
effect, as follows:

SEc. 214. (a) That in computing net income there shall be allowed as de-
ductions:

(3) Taxes paid or accrued within the taxable year (c) by the authority of
any State or Territory, or any county, school district, municipality, or other
taxing subdivision of any State or Territory, not including those assessed
against local benefits of a kind tending to increase the value of the property
assessed.

The regulation above quoted is based upon Law Opinion 644, which
purports to review the methods of raising funds under the Illincis
drainage laws. A closer examination of the Illinois statutes, how-
ever, discloses that the conclusion reached in said opinion should be
limited to the act of the Illinois Legislature, approved May 17, 1907
(pars. 4326 et seq., Jones & Addington, TIl. Stats. Anno.). There
(zire now in force, however, in addition, the following acts relating to

rainage:

The gact of May 29, 1889, as amended by the act of May 13, 1901,
relating to sanitary drainage districts; the act of May 29, 1879, known
as the “Levee act”; the farm drainage act of June 27, 1885; and
the act of June 23, 1883, providing for county ditches. The first of
these (act of May 29, 1889, as amended) provides for both special
assessment and general taxation, while the remainder provide only
for special assessments for benefits. (See J. &. A., Ill. Stats. Anno.)

Special assessments for benefits are not deductible as taxes. See
Solicitor’s Memoranda 231, 231-A, 387, and 823. Taxes that are
deductible are those which are levied for the general public welfare
by the proper taxing authorities at a like rate against all the prop-
erty in the territory over which such authorities have jurisdiction.
Inasmuch, therefore, as Law Opinion 644, in holding that assess-
ments under the Illinois drainage laws are deductible as general
taxes, permits a deduction in some cases where such deduction is not
legally sanctioned, it is hereby modified as above indicated, and it is
recommended that article 133 of Regulations 45 be amended by
striking out all reference to the Yllinois drainage laws.

Taxpayers should be required to show, in their income tax returns,
the nature of assessments paid under the Illinois drainage laws, in-
asmuch as such laws provide both for special assessments for benefits
and for general taxation, depending in some instances upon ordi-
nances promulgated by the trustees of drainage districts.

Section 214 (a) 3, Article 134: Inheritance taxes. 24-19-562.
T. D. 2933.

This decision confirms and supports the ruling contained in article
134 of Regulations 45.
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INCOME Tax—DEcCISION OF THE UNITED STATES DisTRICT COURT.

1. The tax imposed by the laws of New York upaen the transfer of property by
will or under the intestate laws is not deductible in ascertaining the taxable net
fncome of the legatee or distributee under the act of October 8, 1918. It is not
g “tax,” within the meaning of the provision permitting the deduction of “all
National, State, county, school, and municipal taxes paid within the year.”
(Sec. 11, par. B))

2. A tax upon the right to recelve an interest in the estate of a decedent is not
a charge either against the person receiving the interest or the property or right
accruing to him, The legatee or distributee merely receives the balance due
-after payment of the tax. He does not receive the entire interest, and then pay
the tax; and he is consequently not entitled to deduct the amount .as a tax paid
by him.

UNITED STATES DISTRICT COURT. NO, 501.
‘Elizabeth ‘S. Prentiss v. Mark Hisner, collector of internal revenne.

Avcustus N, Hanp, District Judge: This is a demurrer to a complaint
whereby the plaintiff seeks to recover income taxes for the year 1913, paid
under protest. The objection urged is that the commissioner refused to allow
as a deduction transfer taxes which were pald to the State of New York on
December 12, 1913, upon an inheritance which vested June 25, 1918.

Paragraph B, Section II, of the act of -October 3, 1918, provides:

“That in computing net income for the purpose of the normal tax there shall
be allowed as deduections * * * third, all National, State, county, school,
and muniecipal taxes paid within the year, not including those assessed against
local benefits; * * * »

The :Commrissioner of Internal Revenue has ruled that:

“ A collateral inheritance tax levied under the laws of the State of New
York being, as it is, a charge against the corpus of the estate, does not .constl-
tute such an item as can be ‘allowed as a .deduction in computing income-tax
liability to either the estate or a beneficiary thereof.”

The plaintiff contends that the New York transfer taxes are excise taxes
imposed by the State upon the right to receive an interest in a decedent's
estate, and as such are within the deductions allowed by statute. The Gov-
ernment, on the other hand, says that these taXes are an appropriation by the
State of a portion of the detedent’s estate before the remainder vests in the
legatee. This latter contention is in accordance with the decision in United
States v. Perkins (163 U. 8, 625), where the court said -at page 630:

“ The legacy becomes the property of the United States only after .it has suf-
fered a diminutien to the amount of the tax and it is only upon this condition
that the legislature consents to a beguest of it.”

This decision, which, so far as I know has nel been questioned, can not be
reconciled with any theory that ithe tax is refused a right of succession already
vested in the legatee.

At the outset we have the Important fact that property inherited or trans-
mitted by will Is not treated as income in the income-tax act, but, on the con-
trary, is not only not included, but specifically exempted. In other weords, in
the hands of a legatee, devisee, heir, or distributee such property is capital and
not income. Under these -circumstances, it would seem inconsistent with
c¢harges against this capital, which accrued prior to, or simultaneously with,
the devolution of ‘it ‘could be deducted in income-tax returns. WNotwithstanding
thisg, the language of the act would apparentty make the transfer tuxes a nec-
essary deduction if they are charges agsinst the person receiving the prop-
erty, or against either the property or the right accruing to him.

The cases are extremely confused and their reasoning is unsatisfactory.
It is admitted by them all that the tax is not upon the property itself which is
transmitted. 'To -avoid the unconstitutionality of a direct tax upon the ‘property
itself which was not apportioned among the States, the Court of Appeals of
New York said as to the Federal tax of 1898, in matter of Gihon (169 N. Y.,
443): *“* * * the full amount of the legacy is in law paid to the legatee
and the deduction made from it and paid to the State or Federal Government
Is paid on account of the legatee from the legacy which he receives.”

It is argued that the personal Tiability of the executor or administrator under
the New York law for the payment of the tax makes the view taken Ly the
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foregolng case erroneous, but, as Judge Cullen there said, the obligation of ths
executor or administrator to pay the tax Is a mere rule of administration te
Insure its payment, and not proof that the tax is either on the right to trans-
mit or upon the property itself.

I do pot think it follows because the right to transmit or the right to receive
the property of a decedent is a privilege granted by the State, and not a common
right, that the tax is Imposed upon elther right. Judge Gray’s statement in
matter of Swift (137 N. Y., 77) 1s an accurate description of what oceurs:

*“ What has the State done, in effect, by the enactment of this tax law? It
reaches out and appropriates for its use a portion of the property at the
moment of its owner's decease; allowing only the balance to pass in the way
directed by the testator, or permitted by its intestate law.”

To say that the legatee, devisee, heir, or distributee receives the property
without any deduction and then pays the tax is really a most artificial way of
viewing the transaction. In the case of personal property he really only gets
the balance with a credit as a matter of convenient bookkeeping to the amount
of the tax. In the case of real estate he receives properly speaking an equity.
He can pay the tax and get the land unencumbered or the State can foreclose
the lien and he will receive the balance. In either case the only natural way
to treat him i as a recipient of a net amount. The condition of the devolution
of the property is the receipt of the transfer tax by the State.

In United States ». Perkins (163 U. 8. 625) the testator bequeathed his prop-
erty to the United States. The Supreme Court held that the New York transfer
tax was upon the testator’s right to dispose of his property, and thus sustained
the tax, for if it had been treated as npon any right of succession of the
United States, the tax could not have been lawfully imposed. This ecase has
been cited with approval in New York decisions both under the old and new
transfer tax acts.

I have carefully examined the interesting briefs submitted by counsel and am
convinced that the tax can not properly be regarded as an imposition upon
either the property or the right to receive a gross amount of the property of a
decedent represented by a legacy, devise, or distributive share, but that the
property and the right to receive it passed, reduced by the amount of the tax
measured by a percentage of the value of the gross share. It is impossible
to reconcile the conflicting expressions in judicial opinions, but this treatment
of the situation will, I think, acecord with the results reached by the various
cases. 1 can see no substantial difference between the New York transfer-tax
act In operation in 1913 and the earlier act, and I do not regard any of the acts
as imposing a tax upon the plaintiff’'s right of succession which is deductible
in her income tax return.

The demurrer is sustained.

Section 214 (a) 3, Article 134: Inheritance taxes. 18-19-419.
(Also Section 219, Article 341.) 0. 812.
The Federal estate tax is not deductible in ascertaining the net in-
come of an estate in process of administration (Rev. Act of 1918, sec.
212 (a), 214 (a) (8), 219 (a) 1).

Opinion is requested as to whether Federal estate taxes paid in
the year 1918 should be deducted from the gross income of the estate
of a decedent in process of administration in ascertaining the net
income of the estate subject to tax. )

The statute imposes a tax upon “income received by estates of
deceased persons during the period of administration or settlement
of the estate ” (Rev. Act 1918, sec. 219 (a), par. 1) ; and provides that
net income shall be determined as provided in section 212 (sec.
219(b)). Section 212 provides that net income is to be determined
by making the deductions specified in section 214, and the latter sec-
tion provides for the deduction of “taxes paid or accrued within the
taxa.l?le year imposed (a) by the authority of the United States,
except income, war profits, and excess profits taxes,” etc. (sec. 214 (a),

par. 3).
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The answer to the guestion presented is largely governed by the
rule established and the principles applied in Law Opinion 427.
The question there considered was the deductibility of State in-
heritance taxes under the section of the Act of September 8, 1916
(sec. 5 a), third, as amended by sec. 1201 of the Act of Oct. 3, 1917),

roviding for the deduction of “taxes paid within the year imposed

y the authority of * * * any State,” etc,

Tt was held in this opinion that State inheritance taxes laid upon
the share received by the individual beneficiary are not deductible
under this provision. The gist of the decision is found in this
sentence:

Taxes paid, within the year imposed * * * by the authority of any
State,” or otherwise, are limited to those imposed upon the taxpayer and do
not include taxes paid by him on behalf of another even though he is required
by law to make such payment,

The “taxpayer,” in the given case, is the estate of a decedent; and
it is held that the tax is paid, not by the estate, but by the individual
legatee, devisee, or distributee. It 1s said:

The true situation is that the full amount of the legacy or distributive share
passes from the decedent, but that in the passing * toll ” is taken by the State,
and the legatee or distributee receives his legacy or distributive share dimin-
ished by the amount of the tax. The burden does not fall on the decedent
or his estate. The tax is not taken out of the estate. This appears from the
faet that it is not chargeable to the entire estate but to the particular legacies
and distributive shares subject to the tax. -

The ruling is expressly limited to the case of a tax “ deductible
from the respective legacies or distributive shares.” .

The question now to be decided is whether the reasoning which
led to this decision does, or does not, embrace the present case. If
it does, the same result should be reached, even though the facts are,
to some extent, different, and the language of the Opinion leaves the
question open. The question is, in fact, left open, since the decision
is expressly confined to a case in which the tax is imposed upon the
individual share of the beneficiary.

The Federal estate tax differs from other taxes in two ways. (a)
It is a tax upon the transfer of the entire net estate, not upon any
specified legacy, devise, or distributive share. (b) It is, none the
less, a tax upon the transfer of the estate, not upon the property
transferred (Rev. Act of 1916, sec. 201; Rev. Act, 1918, sec. 401).

Tt is believed that the latter fact is the controlling one for present

- purposes, and that the difference first referred to is not material,
although special reference is made to it in Law Opinion 427. The
present tax, like the one there considered, is imposed upon the trans-
fer of the estate—upon the privilege of transmitting and receiving
it—not upon the property composing the estate. The income in
question is the income of the estate  during the period of adminis-
tration or settlement” (sec. 219 (a)). The “estate” from which
this income is derived is, of necessity, the property which comes to
the executor or administrator to be administered. That is the net
estate, remaining after the transfer is complete, and the tax upon
the transfer has been liquidated. Thus the “estate ”—the taxpayer
seeking the deduction—never pays the particular tax in question.
No other result is possible without a complete departure from the
theory that the tax is laid upon the transfer and not upon the prop-
erty of the estate.
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The foregoing reflects the substance of the transaction, not a mere
theory. The tax is a lien upon all the property owned by the dece-
dent, whether real or personal (secs. 402, 409;. In cases of intes-
tacy, and in all cases unless a trust arises from an express provision
of a will, the real property does not form part of the estate subject
to admlmstratloq; and the income thereof is not part of the gross
income from which the deduction is sought. The tax is imposed,
however, upon the transfer of the real property just as much as
upon the transfer of the personality. Consequently, if the entire
estate tax is deducted, we have a deduction which in part has no
relation to the income from which it is made. This difficulty could
be avoided only by apportioning the tax, and deducting merely the
tax upon the transfer of the personal property; but that would
plainly be reading into the statute something which it does not
contain,’

For these reasons it is believed that the decision in Law Opinion
427 governs the present case. The result seems to accord with sound
theories of taxation as applied to the facts. The question is, what
constitutes a proper deduction from the gross income of an estate
in process of administration? The tax under consideration is a
charge upon the corpus, and paid out of the corpus. It has not the
characteristics of an ordinary tax; that is, of a periodical assess-
ment, having some relation to the current affairs of the taxpayer and
the amount of his income. It is an allocation of a part of the entire
estate, made once and for all, when the owner dies, as a privilege of
transmitting and receiving it. It has no relation whatever to the
income of the estate. It is probable that in most cases it exceeds
such income, and that its deduction would largely nullify the particu-
lIar tax in question. Further, and most important of all, it is im-
posed before the estate, properly speaking, ever comes into existence.

The foregoing rule is contained in Regulations 45 (art. 184), which
is hereby confirmed. '

It is held, therefore, that the Federal estate tax is not deductible
in ascertaining the net income of estates in process of administration.

SECTION 214 (a) 4, 5, 6. DEDUCTIONS ALLOWED: LOSSES.

Section 214 (a) 4, 5, 6, Article 141: Losses. 1-19-51.
0-780.
A loss sustained by an individual from the sale of residential prop-
erty is deductible in determining net income for purposes of the
Revenue Act of 1918 only when the property was purchased or con-
structed by him with a view to its subsequent sale for pecuniary
profit. The intent in purchasing or constructing the property is a
question of fact determinable in each case by evidence which should
be submitted with the return.

The question is presented whether a loss sustained by an individual
in the sale of residential property is deductible from gross income
in arriving at his net income for purposes of the income tax im-
posed by the Revenue Act of 1918. .

Tf such a loss is deductible at all, it is so by reason of the provi-
sion contained in subdivision (5) of section 214 (a) of the Act, which
provides for a deduction of—

T.osses sustained during the taxable year and not compensated for by insur-
ance or otherwise, if incurred in any transaction entered into for profit,
though not connected with the trade or business.
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The expression “transaction entered into for profit” clearly means
a complete business venture from inception to conclusion. The de-
duction allowed is for losses sustained in any transaction “entered
into” for profit. The intent to make a profit must have existed at
the commencement of the enterprise or the right to deduct losses
incurred is not within the contemplation of the statute. To construs
the words “ transaction entered into for profit” as referring only to
the conclusion of the venture—that is, the sale of the property—
would result in a practical nullification of the statute.

Few, if any, transactions are “entered into ” other than for profit
of some kind, but clearly the profit contemplated by the statute is
to be pecuniary in character and not simply the pleasure or recrea-
tion of the individunal, such as his private residence must be to him.

* Whether a loss incurred in the sale of residential property is de-
ductible in arriving at net income must be determined by the object
or intent of the individual in buying or constructing the property.
This is a question of fact and is to be determined, like any other ques-
tion of fact, by evidence. If the residential property be held by the
* purchaser out of use or under tenancy and be subsequently sold, there
would seem little room for question that the transaction was “entered
into for profit” and that the loss, if any, is a proper deduction in
determining net income. If, on the other hand, the property is
occupied by the purchaser as his home during the whole or a great
portion of the period of his ownership, a strong presumption is
raised that the property was purchased for his personal use as a
residence; that the transaction was not “entered intc for profit”
within the meaning of the statute. This presumption will not be
overcome by his self-serving declaration, uncorroborated, that his
purpose was otherwise.

An individual claiming deduction for loss incurred in the sale of
residential property should attach to his return an affidavit stating
the facts as to the purpose and use of the property in connection with
which loss is claimed and his intent in purchasing it, and his affidavit
should be supported by other evidenee, record if possible, showing
his intent when he entered énto the transaction.

It is held that a loss sustained by an individual from the sale of
residential property is deductible in determining net income for pur-
poses of the Revenue Act of 1918 only when the property was pur-
chased or constructed by him with a view to its subsequent sale for
pecuniary profit. The intent in purchasing or constructing the prop-
erty is a question of fact determinable in each case by evidence which
should be submitted with the return.

Section 214 (a) 4, 5, 6, Article 141: Losses. 6-19-279.
0-845.

A loss incurred by a corporation through embezzlement 1s an allow-
able deduction from gross income for the year in which the embezzle-
ment occurred. Where the embezzlement is not diseovered in the tax-
able year but is later discovered and admitted by the embezzler, a
part of the money being promptly recovered, the amount so recovered
tends to diminish the amount of allowable deduction on account of the
embezzlement for the year in which the embezzlement occurred, and
is ordinarily not returnable as income in the year when received.
{Solicitor’s memorandum 698 modified.)
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Opinion has been requested as to the taxability of amounts recov-
ered from an embezzler in 1917 to cover embezzlements extending
over a period of several years.

Section 12 (@) of the Act of September 8, 1916, as amended by the
Act of October 3, 1917, provides:

In the case of a corporation, joint-stock company or association, or insurance
company, organized in the United States, such net income shall be ascertained

by deducting from the gross amount of its income received within the year from
all sources * * *

Second. All losses actually sustained and charged off within the year and
not compensated by insurance or otherwise * * *, )

It appears that in the year 1916 a company discovered that the man-
ager of one of its branches had been misappropriating its funds.
Subsequent investigation developed the fact that the irregularities
extended over a period of a number of years.

It is assumed from the facts as stated that this company was not
protected by any fidelity bond. In 1917, the company recovered a
portion of the misappropriated funds from the embezzler and the
company objects to returning this amount as income for the year
1917, as held by this department. The company contends that the
money was actually received in the years in which the same came
into the hands of its agent, and therefore constitutes income for those
years, notwithstanding the fact that the same was subsequently em-
bezzled by the agent and never entered on the company’s books.

Attention is called to the case of United States ». Cleveland, Cin-
cinnati, Chicago & St. Louis Railway Co., and decided in the District
Court for the Southern District of Ohio, Southern Division, on
February 23, 1916. (So far as known the opinion has not been
printed In the Federal Reporter or elsewhere.) Prior to 1909, cover-
ing a period of several years, the treasurer of the defendant railway
company had embezzled a large sum of money, but the embezzlement
was not discovered until the year 1909. The defendant claimed a
deduction of this amount from its gross income under the Act of
August 5, 1909, which, like the present statute, limited the deduc-
tions on account of losses to those “actually sustained during the
year.”

‘The court said ;

The time of the discovery of a loss bears no relation to the date the loss
was sustained. The loss was sustained when the theft occurred, although the
defendant did not know at the time of the depletion of its assets. As each
embezzlement occurred, the -defendant was poorer to the extent of it. It then
sustuained a loss. One of the definitions of “ sustained ” is “ undergo.” As each
enbezzlement occurred, the defendant underwent the loss of that much money.
It is clear that the defendant is not entitled to the deduction claimed.

The loss, therefore, was sustained in the years in which the em-
bezzlement occurred. When a loss by embezzlement is discovered
in the same year it is sustained, the taxpayer ordinarily has the right
to deduct the whole of the loss of the theft as a loss for that year.
This would not be true, however, as to the amount of any such loss
which was covered by a fidelity bond, even though collection was not
made on that bond during the year in which the loss occurred. The
reason for this is that instead of the money which was stolen the tax-
payer has a claim against the bonding company which is presumably
equivalent to cash. Where there is no fidelity bond, but, within the
taxable year in which the loss occurred, part of the sum embezzled
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is recovered, the amount so recovered may not, of course, be used as a
deduction. Where, as in the present case, the taxpayer did not
know of the loss until a later year, but immediately on discovering
the loss, succeeded in reducing it by securing from the embezzler or
his friends a sum of money in partial replacement, such recovery is
evidence that at the time the embezzlement occurred, if the taxpayer
had known of it, he could have secured the same reimbursement.
That is, if it proves possible after a long delay to reduce the amount
of the loss, it seems clear that no less sum would have been recovered
in reduction of the loss, if action had been taken promptly after the
embezzlement. It is worthy of note that the liability of the em-
bezzler was at all times undisputed.

The rule applicable to an amount recovered on account of a debt
previously charged off because determined to be worthless is not
applicable here.

The conclusion is reached that the taxpayer should amend its
returns for the year 1909 or any subsequent years. Thesums abstracted
by the embezzler did not constitute deductible losses except to the
extent that they exceed the sum recovered, the amounts embezzled
within that sum being considered as replaced by a collectible and un-
disputed claim against the embezzler. The sums embezzled in excess
of that sum should be allowed as deductions in the year in which the
embezzlement actually occurred. Solicitor’s Memorandum 698: is
modified so far as inconsistent herewith. s

Section 214 (a) 4, 5, 6, Article 141: Losses. . 30-19-639.
(Also Section 214 (a) 8, Article 170. S-1217.

INcoME Tax, SecrioN 11, PARAGRAPH G, SUBDIVISION (B), Act OF
Ocroeer 3, 1913.

Deductions for losses for the year 1915 sustained by the M Com-
pany as a result of the retirement and salvaging of equipment.

Reference is made to the claim of the M Company for the abate-
ment of additional income tax for the year 1915, assessed under the
act of October 3, 1913.

Section II, paragraph G(b), act of October 3, 1913, is in part as
follows:

Such net income shall be ascertained by deducting from the gross amount
of the income of such corporation, joint-stock company, or association, or 1n-
surance company received within the year from all sources, * * * (second)
all losses sustained within the year and not compensated by insurance or other-
wise, inciuding a reasonable allowance for depreciation by use, wear, and tear
of property, if any. * *

The facts of the case are as follows: At a meeting of the board of
directors of the M Company, the president reported that certain
equipment owned by the company was no longer adequate for serv-
ice, and had therefore been permanently retired. It was thereupon
voted that the book value of the equipment be reduced from 26x
dollars to x dollars, and that proper entries be made upon the books
of the company in accordance with the purpose of this vote.

In making out its income-tax return for the year 1915 the com-
pany deducted as a loss the sum of 26x dollars, this amount repre-
senting the combined book values prior to July, 1915 (the date of the
vote above referred to), of the equipment retired. In computing
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this loss no deductions were made for depreciation or salvage. Owing
to this deduction, the income-tax return of the company for the year
1915 showed no net income. Upon an investigation of the books of
the company by internal-revenue agents the loss deducted for the
equipment was disallowed. The return thus corrected showed a net
income of 9x dollars, upon which a tax of 1 per cent was assessed.
The company filed a claim for abatement of this tax. The rate of
depreciation used by the company was 4 per cent on the book values
of equipment, which was equivalent to 8 per cent on original cost.
On the date of retirement, depreciation reserves carried for the
equipment amounted to only about 13 per cent of their book values.

The deduction in this case was not a loss within the meaning of
section 11 G (b), act of October 3, 1913. This subdivision of the act
provides for the deduction of all losses actually sustained within the
year not compensated for by insurance or otherwise. It further pro-
vides for a reasonable allowance for depreciation by use, wear, and
tear of property, if any. Income-tax return Form 1031 (revised
September, 1915), under * Deductions,” provides under 5(a) for
“T,o0sses sustained,” and under 5(b) for “ Depreciation.” Although
depreciation is one kind of a loss, it is not to be confused with losses
in general. Depreciation is a gradual loss due to the wearing out of
property from use and age, which will eventually necessitate its
abandonment or replacement. It varies with different kinds of
property, depending on the nature of the property and the use to
which it is put. The losses properly deductible under 5(a) of Form
1031 are those sustained in business transactions and from fires,
storms, shipwrecks, other casualties, and thefts, but not through the
exhaustion, depletion, or gradual wearing out of property.

In the instant case, no loss deductible under 5(a) of Form 1031
appears to have been sustained by the company. The equipment
had evidently outlived its usefulness. As a business proposition it
was decided to retire it from service and salvage it. If the company
had pursued a conservative policy, it would presumably have ac-
cumulated a sufficient depreciation reserve to cover the difference
between the original cost of the equipment and its salvage value.
The fact that in past years it neglected to allow for sufficient depre-
ciation, does not make the resulting discrepancy between the book
values of the equipment and its salvage value deductible as a loss
within the intent of section IT G (b) second, act of October 8, 1913,

Provided an insufficient depreciation allowance was deducted on
the equipment in the income returns of the company for the years
1913, 1914, and 1915, to avail itself of a larger deduction for depre-
ciation for such years, it must amend such returns and deduct a
reasonable allowance. In such case the burden would be upon the
company to show that its depreciation on rate of 4 per cent on book
values was not reasonable.

It should be pointed out that in determining the amount of a loss
of property for purposes of deduction under section II G(3), act of
October 38,1913, 1t is necessary to deduct from the cost of the property,
or its fair market value as of March 1, 1913, if acquired prior thereto,
- the amount of depreciation since its acquisition, or since March 1,
1913, if acquired prior thereto, and also the total amount of its
salvage. If this were done in the instant case, the amount of depre-
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ciation on the e%uipment since March 1, 1913, plus the amount re-
ceived by way of salvage, should equal its fair market value as of
March 1, 1918. T it fell below such fair market value, it would be
because insufficient depreciation had been allowed for the years 1913,
1914, and 1915. o

The fact that the company may be barred by the five-year limita-
tion provided for in section 252 of the revenue act of 1918 from now
claiming a refund for insufficient depreciation deducted in its returns
for the years 1913 and 1914 does not alter the fact that it is in this
manner that losses in the nature of depreciation must be taken advan-
tage of by way of deduction. The only exception to the above is
provided for by Regulations 45, article 170. It would be a human
impossibility to estimate absolutely exactly the depreciation upon
any given piece of property. When the property is discarded and
salvaged, the depreciation allowance plus the salvage value may
slichtly exceed or fall slightly below the cost of the property. In
the case of a gain ove. cost this must be treated as income. If the
depreciation allowance plus salvage falls below the cost, the differ-
ence may be treated as a loss. This is for purpose of adjustment
and to save reopening the depreciation account. It would not apply
in cases ke the present where the depreciation allowance had been
clearly insufficient. * * *

Section 214 (2) 4, 5, 6, Article 141: Losses. 10-19-35T,
T. B. R. 35.

Revenue Act of 1918.—Deductibility of losses resulting from the sale
of property acquired by gift, bequest, devise, or descent.

The opinion of the Advisor Tax Board is requested as to whether
“ the acquisition of property by gift, bequest, devise, or descent and
its subsequent sale is a ° transaction entered into for profit’ within
the meaning of section 214 (a) (5) of the Revenue Act of 1918,
and consequently whether a loss sustained in the sale of such prop-
erty is deductible from gross income under that section of the act.”

Section 214 (a) (5), above referred to, permits the deduetion from
gross income in the case of resident individuals of “losses sustained
during the taxable year and not compensated for by insurance or
otherwise, if incurred in any tramsaction emtered into for profit,
though not connected with the trade or business; * * *.”

The question is substantially disposed of by Law Opinion 316 in
which the language of section 5 (a) (fifth) of the Revenue Act of
1916 was construed. This section authorized a deduction of losses
sustained “in transactions entered into for profit,” but unlike the
present statute limited such deduction to “an amount not exceed-
ing the profits arising therefrom.” Law Opinion 316 provides:

Executors or administrators are charged with the assets of the decedent at a
certain value erdinarily computed as-of the date of the death, and it has been
properly ruled that they must account in their income return for gains resulting
to the estate from disposing of assets at a priee higher than such value. Being
clearly reguired to account for such gains, executors and administrators have
‘been permitted to claim the benefit under clause fifth of offsetting against such
gains any lesses sustained by the estate in the same period through the sale of
pssets at less than the value fixed as of the date of the death. The estate i%
treated for this purpose as if at the date of the death it has made cash invest-
ments in the assets left by the decedent.
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The principle herein applied to an estate applies also to any per-
son who acquires property by gift, bequest, devise, or descent.
Such person is to be treated for purposes of the income tax as a
purchaser of the property at its value at the time of acquisition.
and, ]ikt} a purchaser, must have “entered into the transaction for
profit ” if he is to be allowed a deduction for loss. A person may,
however, as truly enter into a transaction for profit by acquiring
property by gift, bequest, devise, or descent as by acquiring prop-
erty by purchase. In any case it is a question of fact to be deter-
mined upon the evidence. Ordinary investment property, whether
acquired by purchase or otherwise, is to be treated as having been
acquired for purposes of profit unless the conduct of the person
acquiring it furnishes evidence to the contrary.

Law opinion 780 is not inconsistent with the view herein stated.
It lays down the principle that “the expression ‘transaction entered
into for profit’ clearly means a complete business venture from incep-
tion to conclusion,” that “the intent to make a profit must have
existed at the commencement of the enterprise or the right to deduct
losses incurred is not within the contemplation of the statute.”
The opinion does not suggest that the intent to make a profit may
not exist at the time of the acquisition of property by gift, bequest,
devise, or descent.

It is held, therefore, (1) that a loss deductible from gross income
under section 214(a)(5) of the Revenue Act of 1918 is sustained
from the sale of property acquired by gift, bequest, devise, or descent,
whenever property so acquired is as a matter of fact acquired
for purposes of profit, and that ordinary investment property so
acquired is to be treated as having been acquired for purposes of
profit unless the conduct of the recipient furnishes evidence to the
contrary.

Section 214 (a) 4, 5, 6, Article 141: Losses. 18-19-482,
T. B. R. 55.

Revenue Act of 1918.—Deduction for losses in cases where in-
surance is recovered during a subsequent taxable year.

Section 214(a) (8) of the Revenue Act of 1918 provides that in-
dividuals may deduct losses sustained during the taxable year
* % ¥ if arising from fires, storms, shipwreck, or other casualty,
or from theft, and if not compensated for by insurance or otherwise.

By section 234 (a) (%) corporations are permitted to deduct—

Losses sustained during the taxable year and not compensated for by insur-
ance or otherwise.

The earlier acts contained language of substantially the same
import.

Under all of these provisions the emphasis is placed, so far as the
time of deduction is concerned, upon the word “sustained.” The
department has consistently held that a loss is properly deductible
only in the year in which it occurs. This principle has been applied
in cases of damage arising from storms (Solicitor’s Memorandum
630), even though it was not possible to determine accurately the
amount of the loss until a subsequent fiscal period. In the case of
embezzlement it has been held that the amount of the loss must be
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reduced by the value of any claim against a bonding company or the
embezzler. ]

When a loss by embezzlement is discovered in the same year it is sustained,
the taxpayer ordinarily has the right to deduct the whole of the loss of the theft
as o loss for that year. This would not be true, however, as to the amount of
any such loss as was covered by a fidelity bond, even though collection was
not made on that bond during the year in which the loss occurred. The rea-
son for this is that instead of the money which was stolen the taxpayer has a
claiin against the bonding company which is presumably equivalent to cash.
(Law Opinion 845.) .

The case of embezzlement by a bonded employee is very analogous
to the destruction of insured property, and the same principle should
apply in determining the deductible loss. Both are cases of insured
losses, deductible under this section of the law, and the determina-
tion of the exact amount of the loss prior to its ultimate adjustment
may be of equal difficulty.

The fact that in the great majority of cases claims against an

_insurance company or bonding company are settled promptly and
without delay or litigation greatly diminishes the administrative
diffienlty of applying this rule. '

The Advisory Tax Board, therefore, recommends that in those cases
in which a loss occurs in one taxable year the taxpayer should com-
pute his loss by deducting from the total loss the estimated amount
of the recoverable insurance. The loss so determined should be
deducted from the taxpayer’s income of the year in which the loss
was sustained. If subsequent events demonstrate that this estimate
was substantially inaccurate, an amended return should be filed cor-
recting the mistake.

Section 214 (a) 4, b, 6, Article 141: Losses. 1-19-59.
0. D. 42,

The subletting of an apartment by a tenant on account of being
required to make his residence in another city is held not to be a
“transaction entered into for profit.” Therefore any loss sustained
through such transaction is not deductible from gross income.

Section 214 (a) 4, 5, 6, Article 141: Losses. 2-19-149,
) 0. D. 103.

If a taxpayer makes an actual bona fide sale of securities at a loss
in 1918, the loss is deductible even though the taxpayer repurchases
the securities in the succeeding year at the same price for which they
were sold. However, the burden of proof will be on the taxpayer
to show that the sale was not fictitious.

Section 214 (a) 4, 5, 6, Article 141: Losses. 4-19-21».
0. D. 138.

Section 214 (a) 5, Revenue Act of 1918, does not contemplate that
a distinction shall be made between an investment in property or
securities with the object of deriving an income from the capital
employed, and an investment which is made for the purpose of"

raalizing a profit on the resale of the property or securities pusr-
chased.
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Section 214 (a) 4, 5, 6, Article 141: Losces, 6-19-273,
0. D. 165.

A loss incurred through embezzlement is an allowable deduction
from gross income for the year or years in which the loss was actu-
ally sustained. The amount of such loss should be reduced by the
reasonable value of any claim against the embezzler or his sureties
which can fairly be said to have an ascertainable value, such as a
¢laim against a surety company.

Section 214 (a) 4, 5, 6, Article 141: Losses. 13-19-420.
0. D, 241,

Where a person purchases bonds for another, guaranteeing said
bonds against any loss, and a loss occurs due to subsequent insol-
veney of the corporation issuing same, and the guarantor makes
good the loss, the same is not deductible within the meaning of
section 214, article 141, of the Revenue Act of 1918, unless such loss
occurs in trade or business or in a transaction entered into for profit.

Section 214 (a) 4, 5, 6, Article 143: Loss of useful value. 2-19-150,
O. D. 102,

No deduction representing extraordinary loss due to prohibition
legislation is allowable in the case of vineyards unless such legisla-
tion necessitates the abandonment of the vineyard. If the vineyard
is abandoned, the amount deductible as a loss is the cost of the
vineyard, or its fair market value as at March 1, 1913, if ac-
quired prior to that date, plus cost of subsequent improvements, less
any depreciation previously charged off and any salvage value. No
deduction is permitted on account of land. If, by reason of legisla-
tion passed in 1918, the abandonment of the vineyard occurs in 1919,
the loss deduction may be equally divided between 1918 and 1919,
since the law prohibits the utilization of the 1919 crop, and 1919 in-
come is to be attributed to the manufacture and sale of vintage of
1918 and earlier years.

Section 214 (a) 4, 5, 6, Article 143: Loss of useful value.

(See 3-19-190, sec. 214 (a) 8, art. 162.) Taxpayers with plant
manufacturing beer bottles, not adapted for any other purposes, is
entitled to a deduction for obsolescence.

Section 214 (a) 4, 5, 6, Article 144: Shrinkage in secu- 9-19-341.

rities and stocks. T.D. 2882 (1).

Insurance companies owning securities taken at market value may
not, under section 38 of the Act of August 5, 1909, deduet from gross
income as depreciation the net decrease in market value of such
securities.

Section 38 of the Act of August 5, 1909, after imposing on insur-
ance companies a special excise tax with respect to the carrying on or
doing business equivalent to 1 per cent upon the net income over
and above $5,000, exclusive of certain stated amounts, provides that
such income shall be ascertained by deducting from the gross amount
of the income received within the year from all sources “all losses
actually sustained within the year and not compensated by insur-

103022°—22——9
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ance or otherwise, including a reasonable allowance for depreciation
of property, if any.”

The question has been considered whether insurance companies
which own securities taken at the market value may deduct from
gross income as depreciation the net decrease in market value of such
securities.

The only deduction appropriate, of those allowed by section 38
of the Act of August 5, 1909, is that quoted above. The quoted
clause undoubtedly goes to a depreciation which has not yet been
realized by sale of the depreciated property; it was not intended to
cover a loss resulting from an actual sale of the securities, but is
limited to the loss in actual use value due to wear and tear, reflected
in a fall in money value. The fluctuations in the market value of 3
commercial securrty, as in the case of a stock of goods, are constant
from month to month, but no one regards them as a final deprecia-
tion in value from which the Property will not recover. In order
to be a loss “ actnally sustained ” there must be a certain deterioration
of those elements which contribute to the beneficial use of the prop-
erty and which prevent it from ever commanding the same opinion
of its value as before. The statute refers only te such goods as by
teason of their physical deterioration are permanently 1mpaired in
use, from which impairment there is no chance of recovery. It is
therefore held that an insurance company may not deduct from its
gross income as depreciation the net decrease in market value of
securities taken at market value during the year.

Section 214 (a) 4, 5, 6, Article 144: Shrinkage in secu- 11-19-378.
rities and stocks. 0. D.218.
The surrender of stock for the purpose of wiping out an operating

deficit can not be made the basis of a deduction in the returns of the

individual stockholders.

Section 214 (a) 4, 5, 6, Article 144: Shrinkage In secu-

rities and stocks.

(See 11-19-3837 sec. 219, art. 348.) The rule that no deduction can
be claimed on account of shrinkage in the value of property owned
by a taxpayer is applicable where the return is filed by the adminis-
trator of the estate for a decedent.

Section 214 (a) 4, 5, 6, Article 144: Shrinkage in secu-
rities and stocks. .
(See 24-19-558; sec. 212, art. 23.) Acerued losses from “short
sales” of stock.

Section 214 (2) 7.—DEDUCTIONS ALLOWED; BAD DEBTS.

Section 214 (a) 7, Article 151: Bad debts. 24-19-564.
' 0. D.297.

The difference between the face value of a note and the amount
received in compromise is:an allowable deduction, provided the debtor
has no assets out of which the entire amount may be collected by
suit. However, where the debt is compromised and the debtor has
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assets out of which the entire debt could have been collected through
legal action, the difference between the amount received in compro-
mise and the amount claimed, whether admitted or disputed, can
not be allowed as a bad debt.

Section 214 (a) 8.—DEDUCTIONS ALLOWED; DEPRECIATION.

Section 214 (a) 8, Article 161: Depreciation. 8-19-320.
0-862.
Dedunctions in the case of wine vineyards rendered obsolete by pro-
hibition legislation ; obsolescence,

The question is presented as to the deduction allowable for obso-
lescence in the case of vineyards whose usefulness is impaired or de-
stroyed, in whole or in part, by prohibition legislation.

The Revenue Act of 1918, approved February 24, 1919, provides
(sec. 214(a)):

That in computing net income there shall be allowed as deductions:

* - * * * * L ]

(8) A reasonable allowance for the exhaustion, wear, and tear of property
used in the trade or business, including a reasonable allowance for obsolescence ;
and in section 234 (a):

That in computing the net income of a corporation subject to the tax im-
posed by section 230 there shall be allowed ay deductions:
*® * * * L ] L 3 *

(7) A reasonable allowance for the exhaustion, wear, and tear of property
used in the trade or business, including a reasonable allowance for obsolescence.

It is represented that certain vineyards are seriously affected by
prohibition legislation ; that by reason of the character of the grapes
which they produce the owners have been unable up to the present
time to find a market to replace that which prohibition laws are about
to destroy; that while in some instances there may still be an oppor-
tunity to use, for wine-making purposes, the crop of the year 1919,
in many cases the opportunity for making wine is already passed;
that experiments are now being conducted in the hope of finding a
way to utilize the particular variety of grapes here considered so
that it will not be necessary to abandon the vineyards; and that in
view of such experiments the vineyards in question have, in many
instances, not been junked, but are being cultivated in the hope of
finding a profitable use for the crop. It is further represented that
in some cases these vineyards will be or already have been aban-
doned, the vines pulled up, and the land planted to other crops,
and that in a few instances, owing to the character of the land or its
location, the total abandonment of the vineyards for any purpose
may resualt.

While the Acts of October 8, 1918, and October 8, 1917, were con-
strued to allow a deduction for obsoleteness, demonstrated by the
actual junking or abandonment of property, as a deduction in de-
termining the net income of an individual or a corporation, obso-
lescence, or the gradual becoming out of use, was not recognized as
an allowable deduction prior to the Revenue Act of 1918.

Obsolescence—that is, the process of gradually becoming out of
use-—has long been recognized in the manufacturing world as a ma-
terial factor in determining the useful life of machinery. It has
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been a matter of general experience that whereas the physical life
of a machine when wear and tear only were considered might be 20
years, yet its-useful life in a given employment might be materially
shortened by the introduction of improved processes and new inven-
tions, and that where the new processes and inventions were revolu.
tionary its useful life might be reduced to a brief period, the mini-
mum being the time necessary for the manufacture and installation
of the new machinery. .

The effect of prohibition legislation upon wine vineyards is so
closely analogous to that produced by the introduction of revolu-
tionary inventions in manufacturing as to bring it clearly within
both the reason and the language of the statute. A reasonable de-
duction for the cbsolescence thus resulting is, therefore, allowable.

Where a vineyard planted to wine grapes continues to be culti-
vated after the enactment of prohibition legislation in the hope that
some new and profitable use for the crop may be found, it now
appears that a material loss will be incurred by the owner. The sit-
uation, however, is so novel as to render the determination of the
amount of the loss impossible at this time, and there is no data avail-
able from which to determine the length of time that will be required
to ascertain whether such use for the grapes may be found. These
elements of uncertainty must be recognized in making any ruling as
to the deductions allowable in the case cited and necessitate a de-
parture from the rule heretofore followed that what constitutes a
proper deduction is to be determined by the facts existing at the
time the loss is incurred and that neither the taxpayer nor the Gov-
ernment can be allowed to amend the return to accord with subse-
quently ascertained facts. A “reasonable allowance” in advance
of actual obsoleteness can only be made by allowing a tentative de-
duction for obsolescence for the tax year in which the legislation is
passed, leaving the definite determination of the loss involved to
await the result of the experiment. The deduction allowed by the
statute is a “reasonable allowance” which involves a recognition
that it must be made on a basis less certain than is required where
an actual loss based on previous abandonment is claimed. From a
memorandum of the Advisory Tax Board it is learned that the board
considers that where abandonment has not occurred and the vine-
yards are being experimentally cultivated one-half the loss which
would result in case of failure to find a profitable use for the grapes
preduced by the vineyard will be a reasonable tentative deduction
upon an obsolescence basis for the tax year in which the prohibition
act 1s passed, it being assumed that two years will be a sufficient
period within which to determine the success or failure of the experi-
ment,. and this conclusion is regarded as reasonable. Should obso-
leteness not. ensue within the second year, this allowance will prove
to have been too liberal.

Where a vineyard is abandoned for the growing of wine grapes
and the vines and improvements incidental solely to such use are
junked and the land applied to other uses, there is a definite basis for
the determination of the loss. Such loss is represented by the dif-
ference between the value of such vines and improvements on March
1, 1913, if previously acquired, or their cost if subsequently acquired,
and their salvage or junk value plus any depreciation previously
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charged off. This loss by obsolescence will be distributed over the
period elapsing between the time when the prohibition measure
causing it was passed and the year in which abandonment occurs,
Any improvements, such as the installation of drainage or irriga-
tion, fencing, breaking up of the ground, or similar improvements,
which, although incidental to the planting of the vineyard, tend to
permanently 1mprove the land for other uses, are not to be included
in determining the value or cost of the property abandoned.

_ Generally speaking. no allowance for obsolescence or obsoleteness
is allowable in the case of land, because deductions for these causes
depend upon substantial loss of use, and the presumption is that
land which has been useful for one purpose will still be of use for some
other purpose. In rare instances, however, this presumption may
be overcome by the production of evidence tending to show that
after the prohibitory law becomes effective the land will not be com-
mercially profitable for any purpose. Mere decrease in the value of
land, of even 40 or 50 per cent, will not be a sufficient basis for an
allowance for obsolescence or for obsoleteness. Such decrease in
value can be deducted only when realized by sale or in some other
manner. The exception here made is in the case of land which not
only decreases in value but decreases to so marked a degree that it
becomes practically worthless. This decrease must be due to a sub-
stantial loss of usefulness of the land through the prohibition legis-
lation, due to the fact that the vineyard land is not susceptible of
profitable cultivation in other crops because of the character of the
soil or its location. Where the taxpayer has successfully shown that
his case is one of the unusual cases in which the land is rendered
substantially useless by prohibition legislation, a deduction for obso-
lescence of the land as well as the vines and improvements is allowable,
and in such case it will be proper to include in the cost or value used
as the basis of obsolescence the value of any improvements which were
regarded as increasing the permanent value of the property and which
have not heretofore been treated as an expense.

It is therefore held that:

(1) Where vineyards planted to wine grapes appear to be rendered
useless for profitable operation as vineyards through the enactment
of prohibition legislation, but the owners continue to cultivate them
in the hope that some new and profitable use for the crop may be
found, a reasonable deduction for obsolescence may be claimed.
There being at this time no data available upon which a determina-
tion of what constitutes a reasonable deduction may be made, a tenta-
tive deduction of one-half the loss which would result from the
total abandonment of the property for vineyard purposes may be
made in the return for the year in which the legislation was enacted,
subject to adjustment when the success or failure of the experiment
shall have been satisfactorily established. )

(2) Where vineyards devoted to the growing of wine grapes are, as
a result of prohibition legislation, abandoned as vineyards and the
vines and improvements incidental solely to grape growing are junked
and the land employed in other uses, the loss directly resulting may
be deducted in determining the net income of the owner, care being
taken to exclude from the deduction the value of any improvements
such as installation of drainage or irrigation, fencing, breaking up of
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the soil, and similar improvements which, while incidental to the
lanting of the vineyard, tend to permanently improve the ground
for other uses. The allowance for cbsolescence will be distributed
over the I}Jleriod elapsing between the passage of the prohibition meas-
ure and the date when abandonment occurs.

(3) In general, no deduction for obsolescence or obsoleteness is
allowable in the case of land, but in exceptional cases, where the loss
of usefulness through prohibition legislation is so great that the land
practically becomes worthless, the taxpayer may, upon the proper
showing, be allowed a reasonable deduction on that account for the
land as well as for the vines and improvements. In this case the cost
or value used as the basis of such deduction for obsolescence or obso-
leteness may properly inelude the value of any improvements which
when made were regarded as permanently improving the land and
which have not heretofore been charged off as expenses. In the case
where the entire deduction is claimed in a single year by reason of
actual abandonment on account of obsoleteness 01’?7 land, vines, and
improvements, the amount of such deduction will be the difference
between the value on March 1, 1913, if acquired prior to that date, or
the cost, if acquired on or after that date, and the salvage or junk
value, taking into account any deductions or obsolescence previously
allowed. Where a reasonable allowance for obsolescence is claimed
before actual abandonment, to be spread over a period of two or more
years, care must be taken to eliminate from the sum used as the basis
of the allowance any general decrease in the value of real estate due
to other causes, such decrease being deductible only when definitely
determined through sale.

(4) Any return of income from vineyard property in which a de-
duction is claimed as a result of obsolescence must be accompanied
with an affidavit setting forth fully the facts necessary to a determi-
nation of the loss properly chargeable to obsolescence under the rules
above stated.

(5) Law Opinion 524 and Solicitor’s Memoranda 735, 797, and 872
are modified so far as not in accord herewith.

Section 214 (a) 8, Article 162: Depreciable property. 1-19-52,
0-797,

ATLTOWANCE ¥FOB DEPRECIATION oF OrRCHARD TREES.

An owner of an orchard which has reached an income-producing stage
is entitled to deduet from gross income in his annual tax returns an
annual allowance for depreciation, based upon the capital invested,
which comprises the original purchase price of the trees together with
the necessary expenditures incurred in bringing them to the producing

. age, and the rate of depreciation is to be determined by the average
life of the trees under normal conditions.

Section 214 (a) of the Revenue Act of 1918, approved February 24,
1919, provides:

That in computing net income there shall be allowed as deductions:
{8) A reasonable allowance for the exhaustion, wear and tear of property
wsed in the trade or business, including a reasonable allowance for ohsolescence,

{orporations are allowed the right to make the same deductions.
{Subdiv. (7), sec. 234(a).)



INCOME TAX RULINGS, 131

Substantially the same language is contained in the Act of Sep-
tember 8, 1916, as amended by the Act of October 3, 1917. (Sec. 5(a)
par. “ Seventh ”; sec. 12(a), par. “ Second.”)

Under these provisions of law taxpayers generally are permitted
to deduct an annual allowance for depreciation of buildings, and
other tangible property used in a trade or business. (See arts. 161,
162, and 163 of Regulations 45, and arts. 4 and 159 of Regulations
33, Revised.) Such yearly allowances are usually computed upon
the basis of the cost of the property and the probable number of years
constituting its life and ﬂll)ey are allowed with a view of returning
to the owner tax free an amount equal to the original capital invested.

Just what valid objection there can be in permitting a person who
owns an orchard and is in the business of growing fruit to enjoy this
same measure of justice does not appear. He plants the young trees
and incurs various expenses in caring for them until they reach the
producing age. The cost of the trees is to be considered an invest-
ment of capital, as is also the expense charged to capital aecount of
bringing them to the point of maturity, where there 1s an amount of
income against which such expenses can be charged.

The life of an orchard mayv be somewhat indeﬁm'te, but it can be
as accurately determined as the probable life of a building or other
tangible property upon which depreciation charges are allowed. In
any event it is certain that there is a gradual and ultimate wearing
vut of an orchard within a number of years after the productive
state has been reached

It is held, therefore, that all expenditures necessary to bring orchard
trees to a producing state should be capitalized and that thereafter a
fair and reasonable annual allowance for depreciation should be
permitted in order to return to the owner free of taxation the capital
invested, just as in the case of an investment in other tangible prop-
erty used in any other business or trade. The basis of computing the
depreciation is the cost of the trees at the time the orchard has
reached an income-producing stage, including initial cost and capi-
talized expenditures incurred in bringing them to maturity, and the
rate of depreciation is to be determined by the average life of the
trees from the income-producing stage under normal conditions.

Section 214 (a) 8, Article 162: Depreciable property. 7-19-291.
T. B. M. 39.

Application of A to deduct from 1918 income, depreciation and
obsolescence on the fair market value as at January 1, 1918, of certain
intangible assets should be denied.

The claim of the taxpayer is that depreciation and obsolescence
should be allowed to the full amount o¥ the 1918 income; that in
arriving at the amount of depreciation and obsolescence the value of
the intangible property as of January 1, 1918, and the value as to
December 81, 1918, should be taken as the two determining factors.

This claim must be denied. The purpose of all deductions,
whether by way of depreciation, obsolescence, depletion, or loss, is
to allow a return to the taxpayer of his capital investment without
subjecting such capital to income tax. In determining the amount
of capital to be recovered without taxation, considerations of practi-
cability must govern. It must, for instance, be capable of measure-
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ment by such instruments as are available in the administration of
a tax law. This does not mean that other forms of capital do net
exist, but merely that a point is reached at which it becomes admin-
istratively impracticable to distinguish between capital and income.
In such cases the major portion of the annual realization is normally
income; therefore the presumption must be adopted that the whole
amount is income. Applying this principle to the present case, it
will be seen that A through a series of years had by study, training,
experimentation, and other means developed a capacity for pro-
ducing technical devices of a high order. To a considerable extent,
however, the expenditures necessary to reach this attainment are of
a2 kind common to all men and are necessary to fit any man to earn a
Jiving. Nor is it possible to differentiate between the man-of genius
and the ordinary man in such a way as to impute a capital invest-
ment to the one when it must as a practical matter be denied to the
other, for, of course, genius is attributable to gifts of nature more
than it is to outlays upon educational or other development.

Even though it were practicable by finer instruments of measure-
ment to reach a capital value of the individual’s developed capacity,
it would not meet the claim now under consideration, which s, as
stated above, that the capital value subject to depreciation and
obsolescence as from January 1, 1918, is the market value of the
particular device. Such market value on that date would be equal
fo the discounted value of the anticipated earnings, .or, in other
words, the capital sum would consist of the income which it is the
design of the income tax law to tax. This principle, if applied to
property generally, as it would have to be if allowable in the case
now under consideration, would not only cripple the present tax
law, but in large measure would make all income immune from taxa-
tion. The rule that cost in the case of property acquired since March
1, 1913 (except as to gifts and inheritances which are specifically
otherwise provided for in the law), rests securely on the ground that
capital created by human effort must pass through the door of tax-
able income before it can for the purpose of that tax establish its
position as capital. The law does not tax value appreciation, nor
does it Tecognize value appreciation as capital until such appreciation
has been realized and taxed. Neither does the law lay a tax upon
the creation of ideas or devices, nor can it without devitalizing itself
recognize as capital the value of such mental or material conceptions
until after such value has been realized by sale or in such other man-
ner as will first give it the status of taxable income. This step having
been taken, the value to the new owner upon which he may claim a
capital allowance in computing net income is the cost to him. This
is a fundamental in the basis of income taxation, and no exception
thereto can be allowed except such as are specifically provided for
by the statute.

At the hearing stress was laid upon the provisions of section
914(a) (10) and of section 234(a) (9), which provide that in the case
of mines, oil and gas wells, discovered by the taxpayer, the value
under certain conditions may be taken as the fair market value of the
Eroperty at the date of discovery or within 30 days thereafter. This,

owever, is not a normal rule for the computation of net income, but
is an exception specifically granted by the statute and care%ully
restricted to mines and o1l and gas wells. That other kinds of
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property or other taxpayers may be equally meritorious is imma-
terial; they are omitted by the statute and can not be brought
within it by any proper method of construction.

For the reasons above indicated the Advisory Tax Board recom-
mends that the claim of the taxpayer for a deduction from gross
income by way of depreciation and obsolescence based upon the
value of his intangible property at January 1, 1918, be denied, and
that the amount of each deduction be limited to a reasonable amount
based upon the specific cost to him of such property exclusive of all
items of such cost which have been deducted as expenses in income
tax returns for previous years.

Section 214 (a) 8, Article 162: Depreciable property. 3-19-190.
(Also Section 214 (a) 4, 5, 6, Article 143.) 0. D. 125,

Property consisting of a plant, including equipment for the manu-
facture of beer bottles, which because of restrictions and regulations
by the United States Government on the brewery industry can not
be sold and in consequence the factory had to be closed, has to the
extent the property or plant was constructed for the manufacture
of beer bottles and is not suited or adapted for any other purpose
without reconstruction, become obsolete. The corporation to that
extent is entitled to a deduction for obsolescence. So much of the
shrinkage in value of the plant, if any, as is not thus due to obso-
lescence can not be claimed as a deduction for loss until the property
is sold or becomes worthless and the loss is definitely ascertained.

Section 214 (a) 8, Article 183: Depreciation of intangi- 23-19-545,
ble property. T. D. 2929.

MODIFICATION OF ARTICLE 163, REGULATIONS NO. 45-—DEPRECIATION
OF INTANGIBLE PROPERTY.

Article 163, Regulations 45, is modified to read as follows by
eliminating therefrom the last sentence reading, “There can be no
such allowance in respect of good will, trade names, trade-marks,
trade brands, secret formulse, or processes™:

ART. 163. Depreciation of intangible property.—Intangibles, the use of which
in the trade or business is definitely limited in duration, may be the subject of a
depreciation allowance. Examples are patents and copyrights, licenses and
franchises. Intangibles, the use of which in the business or trade is not so
limited, will not usually be a proper subject of such an allowance. If, however,
an intangible asset acquired through capital outlay is known from experience
to be of value in the business for only a limited period, the length of which
can be estimated from experience with reasonable certainty. such Intangible
nssct 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 com-
nissioner.

Section 214 (a) 8, Article 168: Depreciation of intangi- 15-19-445,
ble property. T.B. R. 44.
Obsolescence upon intangible assets such as good will, trade-marks,
or trade brands may be deducted, within certain definite limitations,
fu computing taxable net income.
Tn an office letter to A, it is held that distillers and dealers in
liquors are entitled in computing taxable net income to deduct a
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reasonable allowance for obsolescence of good will, trade-marks, or
trade brands, the value of which has been impaired or destroyed b
prohibition legislation, such deduction to be computed upon the basis
of a period beginning on November 21, 1918, the date upon which the
Agricultural appropriation act providing for war-time prohibition
was enacted, and July 1, 1919, the date upon which war-time prohibi-
tion was to become effective. It was further held (a) that to sustain
a claim for a deduction for obsolescence in respect of good will, trade-
marks, or trade brands, the taxpayer must show that the value of the
property in question has been destroyed or will be destroyed by
prohibition legislation, and that the taxpayer is not continuing in any
similar trade or business; (b) that an allowance will be made only
in respect of such assets as are assignable as distinguished from those
attaching to individuals owning or conducting the business, or to
the premises at which it is being or has been conducted ; and (c) that
no allowance for obsolescence will be made in any case where in con-
nection with the operation of his previous business, the taxpayer has
developed a good will, trade-mark, or trade brand that will be valu-
able in continuing a lawful business after prohibition becomes
effective.

A has appealed to the Commissioner claiming that the above
decision errs in limiting the period over which the obsolescence
may be spread from November 21, 1918, to June 30, 1919. He takes
the position “ That the depletion by obsolescence is the result of the
Federal prohibition process, which has been in the course of develop-
ment * * *:;” that although “The trade made substantial appa-
rent profits in 1918”7 this resulted merely from the liquidating of
inventories, and “trade was garnering apparent profits which in
reality were only the salvaging of capital * * *;” and urges
that 1f a fixed obsolescence period is to be stated, “ The Department
conclude that December 18, 1917, the date of the action of the House
of Representatives which constituted the final submission of national
prohibition to the States, be taken as the point of commencement of
the obsolescence.”

The question raised, therefore, is whether the period during which
the obsolescence may be spread should be limited to that beginning
on November 21, 1918, or should be taken as from December 18, 1917,
the date upon which Congress submitted the prohibition amendment
to the States.

Before considering this question directly, it seems desirable to
examine the grounds upon which obsolescence of intangibles, such as
good will, trade-marks, trade brands, etc., may be allowed. In the
accounting required for tax purposes intangibles, such as good will,
trade-marks, and the like are distinguished from tangible property
in that in the ordinary case a taxpayer is not required or permitted
to make current deductions for depreciation, including in this term
ordinary obsolescence. This distinction rests upon the ground that
in the ordinary case depreciation of intangibles is too indefinite and
uncertain to be reduced to terms of money. In specific instances,
however, intangibles may be brought within the rule applicable to
tangible property, but only by the force of unusual and controlling
circumstances. Article 163 of Regulations 45, for instance, states
that “Intangibles, the use of which in the trade or business is
definitely limited in duration, may be the subject of a deprecia-
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tion allowance.” It is true that this same article states that no such
allowance may be made in the case of intangibles of the class now
under consideration, and while in general this negative decision is
sound, the controlling rule is the one quoted above, and when an
item of intangible property falls within that rule it must be dealt
with accordingly. The major rule laid down in article 163 is a rea-
sonable extension of the provision of article 143 covering loss of use-
ful value. This article provides * When through some change in
business conditions the usefulness in the business of some or all of
the capital assets is suddenly terminated, so that the taxpayer discon-
tinues the business or discards such assets permanently from use in
the business, he may claim as a loss for the year in which he takes
such action the difference between the cost or the fair market value
as of March 1, 1913, of any asset so discarded (less any depreciation
allowance) and its salvage value remaining * ¥ *.

The question next arises whether an intangible acquired at a date
when its useful life is indefinite may become the subject of a deprecia-
tion allowance at some subsequent date at which time the duration
of its nseful life becomes definitely known. If so, the loss which
might be claimed at the end of the life may be spread over tHe term
of the remaining useful life. To hold that mo such spread is al-
lowed 1t is necessury to construe the first sentence of article 163 as
meaning that only those intangibles the useful life of which is
known at the time of acquisition to be definitely limited in duration
may be the subject of depreciation allowance. This seems to be a
strained construction, and in the light of article 143 is unnecessarily
harsh. The reasonable conclusion seems to be, therefore, that when
it is demonstrated that the useful life of an intangible is defi-
nitely limited, such intangible then becomes a proper subject of
depreciation allowance. )

Applying these considerations to the intangibles belonging to dis-
tillers and dealers in liquors it is found that such intangibles are
subject to depreciation (or obsolescence) during the period in which
it is known that their useful life is definitely limited in duration.
The determination of this period is, however, by no means easy.
Looking backward it can now be seen that prohibition has during
recent years had a rapid growth in this country, particularly in the
South and in the West. DBefore the constitutional amendment was
adopted some 33 States had prohibition legislation and local option
was similarly effective in substantial parts of many of the other
States. As early as March, 1913, the Webb-Kenyon Act gave strong
indication of a growing sentiment. and this sentiment has since been
registered in many other political and judicial expressions.

However clear the general implication of these facts may have
been, nothing thronghout this course of events was sufficiently ex-
plicit and final to fix a period at the end of which the property now
under consideration would become valueless. Among these indefinite
or incomplete events the submission by Congress of the eighteenth
amendment on December 18, 1917, stands out as the most far-reach-
ing and important in the entire chain. The fact that this legislation
was adopted in both Houses of Congress by large majorities gave =t
least some indication of the probable reception of the proposed
amendment by the States, and 1t may, therefore, be granted that at
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the date of submission there was substantial reason to believe that
the amendment would be adopted by the States.

There was, however, no certainty upon this point, and the leaders
on both sides of the controversy showed plainly by their actions at
the time that neither believed that the issue was settled. Were it
not for the facts surrounding the submission of the constitutional
amendment, a satisfactory date would be fixed by the adoption of
the war-time prohibition act on November 21, 1918. Standing alone
this date could be accepted as marking the beginning of the period
during which the trade-marks, trade brands, and good will of dis-
tillers and dealers in liquors would be completely exhausted. The
prohibition amendment, while not finally adopted until aftér the
enactment of war-time prohibition had, however, made such progress
that before that date its adoption became a foregone conclusion,
The attitude of many States was known, and the formal act of ratifi-
cation merely awaited the assembling of the legislatures. The trend
of sentiment was early shown by the action of several States upon
which the distillers and dealers in liquors were counting for success,
and which were classed as doubtful by the prohibition forces. Thus
in J#nuary, 1918, Massachusetts, Maryland, and Kentucky, the first
two of which were considered very doubtful by the prohibitionists,
voted in favor of the prohibition amendment by a decisive vote.
Louisiana, another doubtful State, deadlocked in January upon the
amendment, and later in the year ratified. It seems certain that an
unprejudiced observer would, in view of the history of the movement
and the decisive action taken by these doubtful States in January,
have concluded that prohibition was a certain event, which, under the
terms of the amendment, would become effective within a year from
its final adoption. The conclusion is, therefore, reached that it is
reasonable to allow distillers and dealers in liquors to make a deduc-
tion in computing net income under the provisions of the Revenue
Act of 1918, for any taxable year ending on or after January 31, 1918,
and that the end of the period be fixed at the date upon which a tax-
payer engaged as distiller or dealer in liquors discontinues such busi-
ness, such date being in no case later than January 16, 1920, the
date upon which prohibition by constitutional amendment becomes
effective.

A further question remains for consideration. Upon what basis
should the deduction for obsolescence be apportioned between the
taxable years ending after January 31, 1918% The statute, sections
214 (a) (8) and 234 (a) (7), provides for a “reasonable” allowance.
This places upon the department the burden of laying down rules
and regulations defining, so far as may be done, what is “ reasonable.”
In the great majority of cases depreciation is fairly measured by the
effluxion of time. This is the ordinary rule, a departure from which
should be allowed only when the deduction provided thereunder
does not meet the statutory requirement of reasonableness. The use
in the statute of the word “ reasonable ” clearly implied that no rigid
_ rule applicable to all cases can be laid down. Observation of indi-
vidual cases amply proves that this is true, and therefore when the
ordinary rule does not produce a reasonable result, the statute re-

uires that another and a reasonable method be adopted in a par-
ticular case or class of cases. The situation presented by the dis-
tillers and dealers in liquors is highly exceptional. The total amount
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in respect of which they are entitled to claim a deduction is the cost
of their good will, trade-marks, trade brands, or the value thereof,
on March 1, 1913, if acquired prior thereto, excluding, of course,
any intangibles acquired since that date, the expenditures for which
were deductible in computing income for tax purposes. But as
already indicated, the legislative situation had by January 31, 1918,
reached a decisive point which completed the first stage in the ob-
solescence of these assets. On that date a computable part thereof
had become obsolete. The value of such assets rests upon the prob-
able future income that will acerue to the owner thereof. Estimates
of the probable amount of this income may vary, but there is no other
known method by which the value can be computed. In view of
the status of prohibition legislation on January 31, 1918, it 1s cer-
tain that upon that date the value of the good will, trade-marks,
trade brands, ete., of distillers and dealers in liquors was reduced to
the then present value of the income to be derived therefrom be-
tween that date and approximately January, 1920. Whatever this
value might be in a given case, it would be different from, and prob-
ably much less than, the value on March 1, 1913. Had prohibition
been inmediately effective, instead of becoming operative at a future
date, these taxpayers would have been entitled to deduct from gross
income of any taxable period ending on or after January 31, 1918,
the entire amount of such intangibles.

Depreciation of intangibles now in question when computed upon
the basis of the time rule does not meet the requirements of the
statute, and therefore another rule must be found. For some pur-
poses apportionment based upon the relative profits of two or more
taxable periods provides a proper method, but this rule is obviously
inapplicable to the cases now under consideration. The rule of
apportionment which most closely approximates the actual facts, and
is therefore the most reasonable, is that under which the value of
the intangibles on January 31, 1918, is spread on the time basis be-
tween that date and the date upon which prohibition became effective
and the balance of the allowable deduction (measured by the dif-
ference between the value on January 31, 1918, and March 1, 1913),
taken in accordance with the provisions of section 205 of the act
and articles 1621-1625 of Regulations 45 against the first taxable
year ending on or after January 31, 1918.

1t is, therefore, the opinion of the Advisory Tax Board (1) that
distillers and dealers in liquors are entitled to make a deduction
(based upon actual cost or fair market value as at March 1, 1913)
from gross income, on account of depreciation or obsolescence of their
intangibles, such as good will, trade-marks, trade brands, etc., such
deduction being limited to assignable assets, the value of which has
been destroyed by prohibition legislation, and (2) that in arriving
at the taxable income for the first taxable year ending on or after
January 31, 1918, the obsolescence fully accrued on that date is to
be allowed as a deduction in computing the income subject to tax-
ation under the revenue act of 1918, plus a further deduction of
such proportion of the remaining value of the intangible assets as
the interval between January 31, 1918, and the end of the taxable
year bears to the total interval between January 31, 1918, and
January 16, 1920 (unless at an earlier date the taxpayer discontinues
his business, in which case such earlier date shall mark the close of
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the peried), and 33) that for any taxable year following the taxable
vear just referred to a deduction in respect of the value of such
intangible assets on January 31, 1918, based upon a ratable distri-
bution, will be permissible.

Section 214 (a) 8, Article 163: Depreciation of intangi-  24-19-565.
ble preperty. 0. D. 298,

Deductions from gross income on account of depreciation or obso-
lescence of intangibles, such as good will, trade-marks, and trade
brands, allowed distillers and dealers in liquors, are also applicable to
hrewers.

Section 214 (a) 8, Article 1683: Depreciation of intangi- 30-19-640.
ble property. 0.D. 344,

Depreciation of intangible property as explained in article 163 of
Regulations 45 applies to all intangible property including pat-
ents and copyrights, whether acquired for cash, other property, or
corporate stock. The term “capital outlay” includes corporate
stock.

Secticn 214 (a) 8, Article 164: Capital sum recoverable 21-19-524,
through depreciation allowances. 0. D, 283,

Replacement value of property can not be substituted for the cost
of the property as the cost of replacement at a time some years in the
future is a speculative figure which can not be used as a basis for de-
termining an annual depreciation charge. The depreciation charge
will replace the amount of the original capital outlay, which may
be more or less than adequate to replace the item to which it applies.
If less than adegquate, new capital must be provided from surplus or
otherwise to effect the replacement.

Section 214 (a) 8, Article 167: Depreciation of patent  20-19-506.
or copyright. T. B. R. 59.
{Also Section 326, Article 845.)

REVENUE AcTt oF 1916 AS AMENDEDP AND REVENUE ACT oF 1917.

(1) Depreciation of patents acquired prior to March 1, 1913, should
be taken on the basis of their fair market value as of that date, if af-
firmative and satisfactory evidence of such value is offered.

(2) Invested capital of a corporate taxpayer for the year 1917
should be reduced by the amount of its income tax for the year 1916
as of the date upon which such tax became due and payable.

(1) The taxpayer owned certain patents on March 1, 1913, which,
according to its claim, had a value on that date much larger than
their original cost. The Income Tax Unit ruled that the taxpayer
was entitled to deduct depreciation on the basis of the actual cost
of such patents and not on the basis of their fair market value on
March 1, 1913, and the taxpayer appealed.

Regulations 33 (revised), article 174, adopted under the Revenue
Act of 1916 as amended by the Revenue Act of 1917, provides:

In determining the amount deductible on account of the expiring life of
patents, only the actual cost thereof and not an estimated value as of March 1,
1913, or any other date, will be considered. (See also art. 113.)
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Article 167, Regulations 45, adopted under the Revenue Act of
1918, provides:

In computing a depreciation allowance in the case of a patent or copyright,
the capital sum to be replaced is the cost (not already deducted as current
expenses) of the patent or copyright or its fair market value as of March 1,
1913, if acquired prior thereto; * + =

Depreciation of & patent can be taken on the basis of the fair market value

as of March 1, 1918, only when affirmative and satisfactory evidence of such
value is offered. -(See also articles 161, 163, and 164.)
_ The statutory bases for these deductions are found, respectively,
in the provision in the earlier act authorizing the deduction from
gross mcome of certain “losses” “including a reasonable allowance
for the exhaustion, wear, and tear of property arising out of its use
or employment in the business or trade” (Revenue Act of 1916, sec.
12(a) Second.) Sce also sec. 106, last paragraph, and in the pro-
vision in the latter act authorizing the deduction from gross income
of “a reasonable allowance for the exhaustion, wear, and tear of
property used in the trade or business, including a reasonable allow-
ance for obsolescence.” (Revenue Act of 1918, sec. 234(a) (7). See
also sec. 202 (a) (1)).

The Advisory Tax Board does not find in these or in any other
statutory provisions adequate reason for concluding that there is a
difference in the law with respect to the allowance for depreciation of
patents acquired prior to March 1, 1913, in the year 1917 under the
Revenue Act of 1916 as amended, and in the year 1918 under the
Revenue Act of 1918. Tt is of opinion, moreover, that in this respect
the rule laid down in Regulations 45, article 167, is correct and should
be applied in the determination of net income for the year 1917,
article 174 of Regulations No. 33 (revised) being changed, if nec-
essary, as to which no opinien is expressed, to conform thereto. It
follows that the taxpayer’s depreciation allowance should be based
upon the fair market value of its patents on March 1, 1913, provided
it offers affirmative and satisfactory evidence of such value., Neither
the question as to what that value was, nor the evidence upon which
that question can be determined, is before the Advisory Tax Board.

(2) The Income Tax Unit ruled that the income tax of the tax-
payer for the year 1916, payable in the year 1917, should be con-
sidered as a reduction of its invested capital as of the date upon which
such tax became due and payable. This ruling was correct upon the
authority of Treasury Decision 2791. The same rule applies to the
Revenue Act of 1918. (See Regulations 45, art. 845.)

It is held therefore (1) that the taxpayer should be allowed depre-
ciation of patents on the basis of their fair market value as of
March 1, 1913, if affirmative and satisfactory evidence of such value
is offered, such changes, if any, as are necessary being made in Regu-
lations No. 33 (revised), article 174, and (2) that the ruling of the
Income Tax Unit that the invested capital of the taxpayer for the
year 1917 should be reduced by the amount of its income tax for the
year 1916 as of the date upon which such tax became due and payable,

1s correct.
Section 214 (a) 8, Article 170: Closing depreciation ac-
count.

(See 30-19-639; sec. 214 (a;] 4, 5, 6, art. 141.) Adjustment of
depreciation and gain or loss when equipment is retired from use.
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Section 214 (2) 9.—DEDUCTIONS ALLOWED: AMORTIZATION.

Section 214 (a) 9, Article 181: Scope of provision for
amortization.

(See 15-19-452; sec. 326, art. 840.) Effect on invested capital of
amortization deducted under the munitions manufacturers’ tax law,

Section 214 (a) 9, Article 181: Scope of provision for
amortization.

(See 26-19-597; sec. 301, art. 715:) Amortization when part of
income is from Government contracts.

Section 214 (a) 9, Article 182: Property of which
may be amortized.

(See 16-19-464; sec. 234, art. 561.) Equipment for manufacture
or production of sugar.

Section 214 (a) 9, Article 184: Cost which may be 5-19-249,
amortized. T. D. 2859,

The paragraph numbered (3) in article 184 of the final edition of
Regulations 45 which reads as follows:

(3) In the case of other property the basis is the estimated reproduction
cost as of April 1, 1919, of such property in its then condition. In the final
determination such cost will be ascertained under stable postwar conditions,
without reference to such date.

is hereby amended to read as follows:

(8) In the case of other property the basis for amortization calculation shall
be the estimated value of the property to the taxpayer in terms of its actual
use or employment in his going business, such value in no case to be less than
the sale or salvage value of the property, provided, however, that in no case
shall the preliminary estimate (for purposes of returns to be made in 1919)
of the amount of such amortization exceed 25 per cent of the cost of the
property. In the final determination the amount of the amortization allow-
ance will be ascertained upon the basis of stable postwar conditions under
regulations to be promulgated when these conditions become apparent.

Section 214 (a) 9, Article 187: Redetermination of 31-19-646,

amortization allowance. - A.R.M. 10,

In re: The interpretation of that part of section 214 (a) 9, providing
for amortization which reads as follows: “At any time within three
years after the termination of the present war, the Commissioner may,
and at the request of the taxpayer shall, reexamine the return and, if
he then finds as the result of an appraisal or from other evidence that
the deduction originally allowed was incorrect, the taxes imposed by
this title and by Title III for the year or years affected shall be re-
determined.”

The Committee is of the opinion that Congress in using the phrase
“at any time within three years after the termination of the present
war ” intended to place a limitation only upon the latest date before
which the contemplated redetermination and adjustment of amorti-
zation provided for in the act must be made and that it was not
the purpose of Congress to place a limit upon the earliest date at
which such redetermination and adjustment might be undertaken.
Authorities in the use of words agree in assigning to the word



INCOME TAX RULINGS, 141

“ within ” a meaning equivalent to “not longer in time than,” and
it is believed that it is in this sense that the word was here used by
Congress and that the phrase is to be construed as equivalent to
“at any time before the expiration of three years after the termina-
tion of the present war.” Used in this sense, there is no limitation
upon the earliest date at which the redetermination may be under-
taken; and this is a reasonable construction to place upon this clause
for, obviously, there can be no purpose in delaying such redetermina-
tion until after the official proclamation of peace has been issued and
the wur formally terminated, provided that all the elements now
exist and are ascertainable upon which to base such a redetermina-
tion. Indeed, the earlier such matters can be and are disposed of,
the better will justice be served as between the Government and
the taxpayer, for the reason that, all other things being equal, the
factors entering into such a redetermination can be more readily
and accurately ascertained while all considerations involved are
still fresh in the minds and knowledge of those dealing with them
than would be likely or possible at a later date.

It is, therefore, the conclusion of the Committee that taxzpayers
need not await the formal termination of the present war but may
present to the Commissioner their claim for a redetermination a¢
any time prior to three years after such termination.

Sectien 214 (a) 19.—DEDUCTIONS ALLOWED: DEPLETION.

Section 214 (a) 10, Article 202: Capital recoverable 1-19-53.
through depletion allowance in the case of owner. T.B.R. 4

Interpretation of clause (¢) in articles 202 and 203 of Regulations 45.

The Income Tax Unit has made inquiry as to the interpretation to
be placed upon clause (c¢) in article 202 and also in article 203,
Regulations 45, reading as follows: “ Deductions for depletion which
has or should have been taken to date.” Attention is called to the
fact that under the 1918 law, the so-called 5 per cent limitation in
many cases, particularly in the oil industry, resulted in taxpayers
being required to pay a tax on certain sums reccived which were in
effect a return of capital. Similarly, lessees have, under the laws
prior to the law of 1918, been denied any depletion in respect of the
appreciated value of their lease at March 1, 1913, or any subsequent
date, such as that of discovery which is now recognized in the Reve-
nue Act of 1918. In such cases certain taxpayers have been placed
upon a footing of some inequality amounting (aside from the year
1917, in which year lessees alone were affected) to a tax in 1913, 1914,
and 1915, of 1, and in 1916, 2 per cent upon such part of their
revenues as was actually a return of capital. Each revenue law from
1913 to date has aimed at the computation of an amount of statutory
net income, and upon this amount the tax has been levied, and while
the definition of statutory net income has varied in the different Acts,
the amount subject to tax in any year is the income computable under
the provisions of the Act applicable to the particular year. The War
Revenue Act of 1918 allows a reasonable deduction for depletion
based upon the cost, or it the property was acquired prior to March
1, 1913, its fair market value on that date, or in the case of certain

103022°—22——10
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_oil and mining properties the fair market value within 30 days of
discovery, and this deduction may be now taken in certain cases by
the lessee. This Act, however, does not contain any provision for
the correction of hardships or inequalities imposed by the terms of
previous statutes, and the computation of taxable net income for 1918
must, therefore, be determined in respect of the income tax law of
that year.

For purposes of invested capital it is held (art. 839, Regulations
45) that—

Depletion, like depreciation, must be recognized in all cases in which it
occurs. Depletion attaches to each unit of mineral or other property removed,
and the denlal of a deduction in computing net income under the Act of August
5, 1909, or the limitation upon the amount of the deduction allowed under the
Act of October 3, 1913, does not relieve the corporation of its obligation to
make proper provision for depletion of its property in computing its surplus
and undivided profits.

In accordance with the reasons above indicated, it is recommended
that the amount recoverable by a taxpayer without liability to tax
under the War Revenue Act of 1918, either by way of deduction for
depletion or of the return of capital upon the sale of the property,
is the cost of the property, its fair market value at March 1, 1913, or
within 80 days after discovery, as the case may be, minus the amount
of depletion (based upon the same cost or value) actually sustained
prior to January 1, 1918, whether or not all of such amount has been
allowed for the purpose of computing net income under earlier
income tax laws.

Section 214 (a) 10, Article 220: Oil and gas wells. 31-19-647.

T. D. 2956.
Article 220 (a): Discovery—Proven tract or lease—
Property disproportionate value.
Article 221: Proof of discovery of oil and gas wells.

Regulations 45 are hereby amended by substituting for articles 220
and 221 as they now stand the following three articles:

Arr. 220. Oil and gas wells.—Section 214 (a) (10) and section 284 (a) (9)
provide that taxpayers ‘who discover oil and gas wells on or after March 1,
1013, may, under the ecircumstances therein prescribed determine the fair
market value of such property at the date of discovery or within 80 days. there-
after for the purpose of ascertaining allowable deductions for depletion. Be-
fore such valuation may be made the statute requires that two conditions pre-
cedent be satisfied, (1) that the fair market value of such property (oil and gas
wells) on the date of discovery or within 30 days thereafter became. materially
disproportionate to the cost, by virtue of the discovery, and (2) that such oil
and gas wells were not acquired as the result of purchase of g proven tract or
lease,

ART. 220 (a). Discovery—Proven tract or ‘lease—Property disproportionate
value—(1) For the purpose of these sections of the Revenue Act of 1918, -an
oil or gas well may be said to be discovered when there is either a natural ex-
Dosure of oil or gas, or a drilling that discloses the actual and physical pres-
ence of oil or gas in quantities sufficient to Justify commercial exploitation.
Quantities sufficient to justify commercial exploitation are deemed to exist when
the quantity and quality of the oil or gas so recovered frem the well are such
as to afford a reasonable expectation of at least returning .the capital invested
in such well through the sale of the oil or gas, or both, to be -derived therefrom.

(2) A proven tract or lease may be a part or the whole of a proven area.
A proven area for the purposes of this statute shall be presumned to be that por-
tion of the productive sand or zone or reservoir-included in a ‘square surfaee



INCOME TAX RULINGS. 143

area of 160 acres having as its center the mouth of a well preducing oil or gas
in commercial quantities. In other words, a producing well shall be presumed
to prove that portion of a given sand, zone or reservoir which is included in an
area of 160 acres of land, regardless of private boundaries. The center of
such square area shall be the mouth of the well, and its sides shall be parallel
to the section lines established by the United States system of public land
surveys in the district in which it is located. Where a district is not covered
by the United States land surveys, the sides of said area shall run north and
south, east and west,

So much of a taxpayer’s tract or lease which lies within an area proven
either by himself or by another is “a proven tract or lease ” as contemplated
by the statute, and the discovery of a well thereon will not entitle such tax-
payer to revalue such well for the purpose of depletion allowances, unless the
tract or lease had been acquired before it became proven. And even though a
well is brought in on a tract or lease not included in a proven area as heretofore
defined, nevertheless it may not entitle the owner of the traet or lease in which
such well is located to revaluation for depletion purposes, if such tract or lease
lies within a compact area which is immediately surrounded by proven land,
and the geologic structural conditions on or under the land so inclosed may
reasonably warrant the belief that the oil or gas of the proven areas extends
thereunder. Under such circumstances the entire area is to be regarded as
proven land. .

(3) The ¢ property” which may be valued after discovery is the * well.”
For the purposes of these sectlons the “ well” is the drill hole, the surface
necessary for the drilling and operation of the well, the oil or gas content of
the particular sand, zone or reservoir (limestone, breccia, crevice, etc.) in
which the discovery was made by the drillidg and from which the production is
drawn, to the limit of the taxpayer’s private bounding lines, but not beyond the
limits of the proven area as heretofore provided. ‘

(4) A taxpayer to be entitled to revalue his property after March 1, 1913,
for the purpose of depletion allowances must make a discovery after said date
and such diScovery must result in the fair market value of the property becoming
disproportionate to the cost. The fair market value of the property will be
deemed to have become disproportionate to the cost when the output of such well
of oil or gas affords a reasonable expectation of returning to the taxpayer an
amount materially in excess of the cost of the land or lease if acquired since
March 1, 1913, or its fair market value on March 1, 1913, if acquired prior thereto,
plus the cost of exploration and development work to the time the well was
brought in.

ART. 221. Proof of @iscovery of oil and gas wells.—In order to meet the require-
ments of the preceding article to the satisfaction of the commissioner the tax-
payer will be required, among other things, to submit the following with his
return: (a) A map of convenient scale, showing the location of the tract and
discovery well in question and of the nearest producing well, and the develop-
ment for a radius of at least three miles from the tract in question, both on the
date of discovery and on the date when the fair market value was set; (b) a
certified copy of the log of the discovery well, showing the location, the date
drilling began, the date of completion and beginning of production, the forma-
tions penetrated, the oil, gas, and water sands penetrated, the casing record,
including the record of perforations, and any other information tending to show
the condition of the well and the location of the sand or zone from which the
oil or gas is produced on the date the discovery was claimed ; (¢) a sworn record
of production, clearly proving the commercial productivity of the discovery well;
(d) a sworn copy of the records, showing the cost of the property; and (e) a
full explanation of the method of determining the value on the date of discovery
or within 30 days thereafter, supported by satisfactory evidence of the fairness
of this value.

Section 214 (a) 10, Article 222: Charges to capital and  26-19-589,
to expense in case of mine. 0.D. 314.
All expenditures by a mining company for prospecting and devel-

opment for the purpose of enlarging the business or continuing it

beyond its present limits must be charged to capital account.
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Section 214 (a) 10, Article 228: Capital recoverable 1-19-G0.
through depletion allowance in the case of timber. 0. D. 43.

In the case of timber land acquired prior to March 1, 1913, deple-
tion may be based on the average value on that date of all timber
located in a single operation unit. In other words, the average value
may be determined independently for each separate operation unit.
A separate operation unit should include all timber which should
logically be manufactured at a single definite mill site.

Section 214 (a) 10, Article 234: Determination of fair 18-19-483,
market value of timber. 7 T. D. 2916.
Section 214 (a) 10, Article 235: Determination of quan- :
tity of timber.

Providing for the addition of two new articles, Regulations 45, in re-
gard to the determination of the fair market value and quantity of
timber.

The final edition of Regulations 45 is amended by the insertion
of two new articles to be known as article 234 and article 235, as
follows:

ART. 234, Determination of fair market value of timber.—\Where the fair
murket value of the property at a specified date in lieu of the cost thereof
ig the hasis for depletion and depreciation deductions, such value must be
determined, subject to approval or revision by the Commissioner, by the owner
of the property in the light of the most reliable and accurate information with
reference to the condition of the property as it existed at that date, regardless
of all subsequent changes, such as changes in surrounding circumstances, in
methods of exploitation, in degree of utilization, ete. The value sought should
be that established assuming a transfer between a willing seller and a willing
buyer as of that particular date. No rule or method of determining the fair
market value of timber property is prescribed, but the Commissioner will give
due weight and consideration to any and all facts and evidence having a bear-
ing on the market value, such as cost, acutal sales and transfers of similar
properties, market value of stock or shares, royalties and rentals, value fixed
by the owner for purposes of the capital stock tax, valunation 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, disinterested appraisals by approved methods,
and other factors. For depletion purposes the cost of the timber or its fair
market value at a specified date shail not include any part of the cost or value
of the land.

ART. 235. Determination of quantity of limber.—Each taxpayer claiming a
deduction for depletion is required to estimate with respect to each separate
timber account the total units (feet board measure, cords, or other units)
of timber reasonably known or on good evidence believed to have existed on
the ground on March 1, 1913, or on the date of acquisition of the property, as
the ease may be. The taxpayer, according to his best knowledge and belief
and in the light of the most accurate and reliable information, will estimate
the number of units of timber actually present upon the specified date. This
estimate will state the number of units which would have been found present
by a careful estimate made on the specified date with the object of determin-
ing 100 per cent of the quantity of timber which the area would have produced
on that date if all of the merchantable timber had been cut and utilized in
accordance with the standards of utilization prevailing in that region at that
time. If subsequently during the ownership of the taxpayer making the re-
turn, additional units of timber are found to be available for utilization as
the result of the growth of the timber, of closer utilization of the timber, of
the utilization of species of trees not formerly utilized, of underestimates of
the quantity of timber available on the specified date, etc., which were not
taken into account in estimating the number of units for purposes of depletion
or if it shall be found in the course of operation that timber included ip thé
estimate is not merchantable as the result of deterioriation through rot op
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otherwise, or that the original estimate was too great, a new estimate of the
recoverable units of timber (but not of the cost or the fair market value at a
specified date) shall be made and when made shall thereafter constitute &
basis for depletion. In the selection of the unit or units of estimate the cus-
toin applicable to the given type of timber in the given region should be con-
sidered.

Section 214 (a) 11.—DEDUCTIONS ALLOWED: CHARITABLE
CONTRIBUTIONS.

Section 214 (a) 11, Artiele 251: Charitable contribu- 3-19-191.
tions. S-992,

DepverieiLiry oF CoxTRIBUTIONS To COUNCIL OF NATIONAL DEFENSE.

Contributions to the Council of National Defense are dcductible in
ascertaining net income (Rev. Act of 1917, Sec. 1201 ; Rev. Act of 1918,
Sec. 214(a), par. 11.)

The Council of National Defense was established by the Army Ap-
propriation Act of August 29, 1916, “for the coordination of in-
dustries and resources for the national security and welfare.” It con-
gists of the Secretary of War, the Secretary of the Navy, the Secre-
tary of the Interior, the Secretary of Agriculture, the Secretary of
Coinmerce, and the Secretary of Labor. It is required to nominate
to the President an advisory commission of seven persons, “each of
whom shall have special knowledge of some industry, public utility,
or the development of some natural resource, or be otherwise specially
qualified, in the opinion of the council, for the performance of the
duties hereinafter provided.” It is made the duty of the council to
supervise and direct investigations, and make recommendations to
the President and the heads of executive departments, concerning a
number of subjects of public importance connected with the national
defense, such as the location of railroads with reference to the fron-
tier, the mobilization of the military and naval forces, and the domes-
tic production of articles essential to the Army, and necessary to-the
people during any interruption of foreign commerce. The Act con-
tains numerous other provisions of the same character, and an appro-
priation is made to carry on the work.

The statute provides for the deduction, up to 15 per cent of the
taxpayer’s net income, of “ Contributions or gifts made within the
taxable year to corporations organized and operated exclusively for
religious, charitable, scientific, or educational purposes, * * * no
part of the net earnings of which inures to the benefit of any private
stockholder or individual,” etc. (Rev. Act of 1918, sec. 214 (a), par.
11,) There was a similar provision in the Act of October 3, 1917,
(Sec. 1201 ; adding par. Ninth to sec. 5(a) of the Act of September 8,
19186.

Thza word “charitable ” has a broad significance. Charitable gifts
include, among other things, gifts for public and governmental pur-
poses (11 Corpus Juris, p. 325), such as the repair of highways, the
purchase of fire engines, and the establishment of life-boats or life-
saving stations. (Id., pp. 325-326.) Thus, a gift to improve the
condition of soldiers, and thus increase the efficiency of the Army,
is charitable. (Id., p. 326.) It is also held that—“The test of a
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charitable gift or use and the test of a charitable corporation are in
Taw the same.”  (Id., p. 303.) poration

The Council of National Defense was formed for important public
ends. Gifts to it are charitable gifts; and it is, within the meaning
of the statute, a charitable organization. It is not clear whether it is
a corporation; nor is it material. This term in the statute includes
“ associations.” (Rev. Act of 1918, sec. 1.) )

It is held, therefore, that contributions to the Council of National
Defense are deductible for purposes of the income tax, both under
the Revenue Act of 1917 and the Revenue Act of 1918, up to the
amount of 15 per cent of the net income of the taxpayer.

Section 214 (a) 11, Article 251: Charitable contribu- 8-19-321.
tions. S. 1052.

A gift of money to a board of education of a school district which

has been created a body corporate under the laws of a State is an

allowable deduction in computing net income within the limitation pro-

vided in section 214(a) (11), Revenue Act of 1918

An opinion is requested as to whether a gift of money to a board
of cducation of a school district which has been created a body cor-
porate under the laws of the State of New York is an allowable
deduction under the following provisions of section 214(a) (11) of
the Revenue Act of 1918: ‘ -

() That in computing net income there shall be allowed as deductions:

(11) Contributions or gifts made within the taxable year to corporations
organized and operated exclusively for religious, charitable, scientific, or educa-
tional 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 stockholder or
individual, * * * to an amount not in excess of 15 per centum of the tax-
payer’s net income as computed without the benefit of this paragraph * * *

(See also art. 251, Regulations 45, and sec. 231, Revenue Act of
1918.)

It appears from an examination of the laws of New York that
boards of education in that State have been created bodies corporate
under a special act of the legislature (secs. 300-328, Laws 1910, ch.
140) ; that such boards are organized and operated exclusively for
educational purposes; and ‘that no part of the income inures to a
private stockholder or individual. It follows, therefore, from the
foregoing language of section 214 of the Revenue Act of 1918 that a
gift made to such an organization is exempt to the extent indicated
therein. The mere fact that the gift may indirectly benefit the indi-
viduals of the State or district by reducing the possible tax burden
does not change the rule. The case is distinguishable from a gift
direct to the State or to some subdivision thereof which is not oper-
ated exclusively for educational purposes or which is not a body
corporate.

Accordingly, it is held that a contribution or a gift of money to a
board of education of a school district which has been created a body
corporate by the laws of the State is an allowable deduction in com-
puting net income within the limitation provided in section 214(a)
(11) of the Revenue Act of 1918,
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Section 214 (a) 11, Article 251: Charitable contribu-  23-19-546.
tions. 5. 1176.
(Also Section 231, Article 517.)

IxcomMe TAx: SECTION 1201 (2), REVENUE AcCT oF 1917, AND SECTION 214 (1)
(11), REVENUE AcT oF 1918,

Contributions or gifts for the support of an association organized
and operated exclusively for the purpose of giving musical concerts, the
programs being of an educational character, and no part of the net
earnings, under its charter, inuring to the benefit of any private stock-
holder or individual, are deductible, within the limits prescribed by the
statute, in ascertaining the net income of the donor.

Solicitor’s Memorandum 303 is overruled.

The question is presented whether under the act of September 8,
1916, as amended by the act of October 8, 1917, contributions made
to the M Association are deductible in aseertaining the net income
of the donor.

Section 1201 (2) of the act of October 3, 1917, amends section 5
of the act of September 8, 1916, providing for deductions in com-

uting the net income of an individual, by adding at the end of sub-

ivision () the following:

Ninth. Centributions or gifts actually made within the year to corperations
or assoclations organized and operated exclusively for religious, charitable,
scientific, or educational purposes, * * * npo part of the net income of
which inures to the benefit of any private stockholder or individual, to un
amount not in excess of 15 per cent of the taxpayer’s taxable net income as
computed without the benefit of this paragraph * * *

In his income-tax return for the year 1917, A claimed a deduc-
tion of the amount donated by him during said year to the M As-
sociation. This deduction was disallowed and A was so notified.

The M Association is incorporate under an act which includes
corporations formed for the (Promotion of “ music, painting, or other
fine arts,” and is entitled “ Corporations not for proﬁt.” The
object of the corporation is to “ encourage the performance of first-
class orchestral music and it is actually engaged in giving concerts
to which an admission is charged (but in all cases less than is
charged for other entertainments of a like quality), and also free
concerts. The programs rendered are made up of classical music
and are of a character intended to educate the musical taste of the
auditors. The association also affords to musicians who compose
the orchestra musical training of a character not offered m schools
or colleges of music. The annual expenses of the association have
always exceeded its receipts and the deficit has been made up by the
contributions of public-spirited men who receive no financial re-
turns for their contributions. If they attend the paid concerts,
they pay he same admission fee as others.” o

That no part of the income of the M Association inures to the
benefit of any private stockholder or individual is not questjoned.
The only question is whether this association 1s “organized and
operated exclusively for educational purposes” within the mean-
ing of the act.

] %no In re Moses’ Estate (123 N. Y., Supp. 443, 446) the court, in
deciding that the Young Men’s Christian Association of Brooklyn
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and Young Women’s. Christian Association of Brooklyn were ex-
empt from the transfer tax under the provisions of the statute that
“any property devised or bequeathed * * * to any religious.
educational, charitable * * * orinfirmary corporation, * * *
shall be exempted from and not subject to the provisions of this act,”
said

“ HEducational * is not used in its meaning of instruction by school, colleze,
or university, which is a narrower or more limited meaning of the word (Cen-
tury Dictionary) but in its broader signification as the act of developing an:
cultivating the various physical, intellectual, and moral faculties toward the
improvement of the body, mind, and the heart.

In Solicitor’s Memorandum 578, in passing upon the question of
the liability-of the tax on admissions imposed by section 700 of the
act of October 3, 1917, of an association formed to promote ac-
quaintance with the Spanish language, in view of the provisions of
said section exempting from tax ‘‘admissions all the proceeds of
which inure exclusively to the benefit of religious, educational, or of
charitable institutions or associations,” it was said:

Nor is it necessary that the instruction be obtained in any particular way.
It may be obtained in the form of lectures (Law Opinion 548), and the
exemption is not confined to ‘ educational institutions,” such as schools and
colleges. (Law Opinion 549.) Nor does it seem to be a valid objection that
the *“.education® is obtained through intercouse between people who meet in
a social way. Education, that is, need not necessarily be conveyed from a
paid instructor to a pupil. (Solicitor’s Memorandum No. 200.)

Music is recognized as one of the liberal arts and sciences and the
importance of education in this subject is receiving constantly
increasing recognition. Instruction in music is now part of the
regular curriculum in every public school and it has come to be
generally recognized that not only education in the actual produc-
tion of music, but also education.of the taste for music of the better
class, form a part of a liberal education. That the instruction in
music given by a musical association is conveyed in such a manner
as to be pleasurable does not negative the fact that such instruction
is educational.

It is held, therefore, that the M Association is an .association
organized exclusively for educational purposes within the mean-
ing of section 1201 (2), Revenue Act of 1917, and section 214 (a) (11)
Revenue Act of 1918, and contributions or gifts for its support, are
deductible, within the limits prescribed by the statute, in ascertain-
ing the net income of the donor.

Section 214 (a) 11, Article 251: Charitable contribu- 27—19—602;
tions. v S. 1202,

DepUCTIBILITY OF CONTRIBUTIONS TO A PoLICE PensioN FUND.

Contributions made to a fund established for the pensioning of niem-
bers of a municipal police force, where such fund is in control of a
committee constituted by law, are contributions to charity within the
meaning of section 214(a), paragraph 11, of the Revenue Act of 1918,
and are deductible in computing the net income of the persons making
such contributions.

_Opinion is requested as to whether contributions to the police pen-
sion fund of Y City are deductible under the Revenue Act of 1918,
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In ascertaining net income. Section 214(a), of the act of 1918. con-
tains the following provision:

That In computing net income there shall be allowed as deductions: * * *
(11) Contributions or gifts made within the taxable year to corporations
organized and operated exclusively for religious, charitable, scientific, or edu-
cational 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 stock-
holder or individual, * * * to an amount not in excess of 15 per centum
of the taxpayer’s net income s conputed without the benefit of this para-
graph, * * *

The police pension fund of Y City, as it now exists, is established
by an act of a State legislature. The act provides for the retirement
and pensioning of members of the police force of Y City under cer-
tain conditions. The cases enumerated are (1) where a member of
the force shall have become disabled or incapacitated while in the
active performance of official duty; (2) where a member of the
force shall have served 15 to 25 vears and become permanently in-
capacitated; (8) in certain instances where there has been a period
of service of at least 25 consecutive years. The act establishing the
fund provides that it shall be in the custody of the treasurer of Y
City, and that it shall be disbursed upon a written order of a board
of trustees composed of certain designated city officials and five
members of the police force. The question to be determined is
whether a contribution to such a fund is a contribution made to a
corporation organized and operated exclusively for a charitable pur-
pose. The Revenue Act of 1918 provides (sec. 1) that the term cor-
poration shall include associations. The board of trustees in the
case under consideration is undoubtedly an association within the
meaning of the act. It exists by direct authority of the State legis-
lature and the law specifies who its members shall be. Therefore,
if the purposes for which the pension fund was created may be
considered to be charitable, contributions made to such fund are
deductible.

While policemen are justified in relying on these pensions, they
can not be said to be additional wages, because they are not paid by
the employer, but by a fund which is distinct from the Y City.
This distinetion is borne out by the fact that the rules and by-laws
of the act establishing the police pension fund provide that the board
of trustees of that fund shall include five members of the police force
of Y City, the said five members to be selected annually by vote of
the members of the police force of Y City in active service. It is
also to be noted that under the law the Y City would not be liable
for the payment of pensions in the event the police Efnsmn fund did
not contain sufficient funds to pay such persons. The act just re-
ferred to provides for the various sources from which the fund is
to be built up; and, while contributions by the police force are not
made compulsory. it is evident from the detailed wording of that sec-
tion that members of the police force are expected to make volun-
tarv monthly contributions to the trustees. in accordance with rank,
the amount of such voluntary contributions being stated in a defi-
nite scale. The fact that the' Y City is strongly represented on the
board of trustees and the fact that it is required to appropriate
annually not less than @ dollars to the fund are not, in view of the
foregoifig considerations, sufficient to establish an identity between
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the city and the fund. Indeed, the sum of x dollars is so small in
comparison with the needs of such an organization that the naming
of this amount tends to indicate that the principal financial burden
is not expected to be borne by the city.

In Solicitor’s Memorandum No. 788 the gquestion was under con-
sideration as to whether the trustees of a teachers’ retirement fund
- was an association organized for charitable purposes within the mean-
ing of section 11 (2), sixth, of the Income Tax Law of September 8,
1916, exempting such an association from the tax. It was held that
such a body was within the meaning of the act.

1t is therefore held that contributions made to a fund for the pen-
sioning of members of a municipal dpolice force, where such fund is
in control of a committee constituted by law, are properly deductible
under section 214 (a), paragraph 11, of the Revenue Act of 1918.

Section 214 (a) 11, Article 251: Charitable contribu- 26-19-590.
tions. A.R. M. 2

The Committes is of the opinion that the distinction of pew rents,
assessments, church dues, and the like from basket collections is hardly
warranted by the act. The act reads “contributions” and “gifts.”
It is felt that all of these come within the two terms.

In substance it is believed that these are simply methods of con-
tributing, although in form they may vary. Is a basket collection
given involuntarily to be distinguished from an envelope system, the
Tatter being regarded as “dues”? From a technical angle, the pew
rents may be differentiated, but in practice the so-called “personal
accommodation ” they may afford is conjectural. It is believed that
the real intent is to contribute and not to hire a seat or a pew for
personal accommodation. In fact, basket contributors sometimes
receive the same accommodation informally. On these grounds, the
Committee is of the opinion that ordinarily and customarily pew
rents, as well as so-called assessments and so-called dues, are to be
regarded as contributions. :

It is accordingly recommended that this interpretation be adopted.

Section 214 (a) 11, Article 851: Charitable contribu- 1-19-56.
tions. 0. D. 39.

Contributions by citizens of a city to a fund raised for the purpose
of inducing an industrial plant to locate in their city are not de-
ductible in calculating net income for income tax purposes.

Section 214 (a) 11, Article 251: %aﬁtable contribu- 1-19-61.
tions. 0. D. 44.

Contributions to the National Dry Federation are not deductible.

Section 214 (a) 11, Article 251: Charitable contribu- 2-19-152.
tioms, Q. D. 104.

Contributions made for the purpose of purchasing land and im-
proving same for use as a public park or recreation ground, which
is to be dedicated as a memorial to soldiers and sailors who served
in the late war, are not deductible for income tax purposes.
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Section 214 (a) 11, Artiele 251: Charitable contribu- 8-19-192.
tions, O. D, 1:6.

The value of pro 1 individual t blic high
_property given an individual to a public hig
school for athletic purposesgils not deductible in the income tax return
of such individual,

Section 214 (a) 11, Article 251: Charitable eontribu- 8-19-329,
tions. ' C. D. 185,

Proportionate share of contributions made by partnership to chari-
table organizations may be claimed as deduction by individusl mem-
ber to amount not in excess of 15 per cent of taxpayer's net income
computed without benefit of paragraph 11 of section 214 (a).

Section 214 (a) 11, Article 251: Charitable contribu- 11-19-879.
tions. 0. D. 217,

Contributions to a family cemetery corporation organized under
the laws of the State of New York are not allowable deductions.

Section 214 (a) 11, Article 251: Charitable contribu- 24-19-568,
tions. 0. D. 299,

Premiums paid on a life insurance policy are allowable deductions
from gross income when the beneficiary is & charitable corporation
exempt from tax, provided the beneficiary named can not be changed
at the option of the insured and the sum of the annual premium plus
other allowable charitable contributions does not exceed 15 per cent
of the taxpayer’s net income.

Section 214 (a) 11, Article 251: Charitable contribu- 36-19-6141,
tions. 0. D. 345.

An association incorporated under the laws of Porto Rico for the
purpose of soliciting and ottaining donations to be used in recon-
struction work and for charitable purposes in portions of Porto Rico
devastated by earthquake and tidal wave is held to be an association
organized and operated exclusively for charitable purposes.

Contributions to such an association by individuals are deductible
in ineome tax returns which are subject to jurisdiction of the Bureau
of Internal Revenue to the extent provided in section 214 (a) 11,
Revenue Act of 1913. Contributions by corporations to such an
association are not deductible.

Income tax returns filed in Porto Rico are bevond the jurisdiction
of the Bureau of Internal Revenue.

Section 214 (a) 11, Article 251: Charitable contribu-

tions. .

(See 8-19-181; sec. 213 (b), art. 77.) Owner of nontax-free
Liberty bonds, making a gift of the coupons attached, to an institu-
tion under section 211(a), 11.

Section 214 (a) 11, Article 251: Charitable contribu-

tions.

(See 20-19-511; sec. 219, art. 341.) Deductibility by an estare or
trust of income set aside for a charitable corporation not yet in opera-
tion.
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Section 214(a) 12—DEDUCTIONS ALLOWED: LOSS IN INVENTORY.

Section 214 (a) 12, Article 261: Loss in inventory and ~ 3-19-193.
from rebates. T. B. R. 10.

In the case of a taxpayer making a return for a fiseal year beginning
in 1917 and ending in 1918, sections 214(a) 12 and 234(a) 14 relating
to loss in inventory apply to the computation of the tax under the
Revenue Act of 1918 and the Revenue Act of 1917 at the 1917 rates as
well as to the computation under the Act of 1918 at the 1918 rates.

Application of the provisions relating to inventory losses, to cases
in which the return is made for a fiscal year beginning in 1917 and
ending in 1918: ) ]

In section 205 (a) of the Revenue Act of 1918 a method is provided
for the computation of the income tax in the case of a fiscal year be-
ginning in 1917 and ending in 1918:

Ske. 205(a). That if a taxpayer makes return for a fiscal year beginning in
1017 and ending in 1918, his tax under this title for the first taxable year shall
be the sum of : (1) The same proportion of a tax for the entire period computed
under Title I of the Revenue Act of 1916 as amended by the Revenue Act of
1917 and under Title I of the Revenue Act of 1917, which the portion of such
period falling within the calendar year 1917 is of the entire period, and (2) the
same proportion of a tax for the entire period computed under this title at the
rates for the calendar year 1918 which the portion of such period falling within
the calendar year 1918 is of the entire period: Provided, That in the case of &
personal-service corporation the amount to be paid shall be only that specified
in clause (1).

In section 335(a) of the same Act a substantially similar provision
is made for the computation of the profits tax in the case of a cor-
poration.

The Revenue Act of 1918 effected not only a substantial increase
in the rates of both taxes, but also made a number of important
changes in the rules for the computation of net income. Among the
most important of these changes are the provisions of section 204(b)
allowing an adjustment on account of net losses and those of sections
914 and 234 permitting increased deductions for interest paid (in
the case of corporations) and for amortization, and the provision
of the same sections relative to inventory losses.

It is important to note at this point that these four provisions are
stated in three different forms, only two of them being in exactly the
same form. The provision as to net losses is not included as a de-
duction in computing net income, but is found in a separate section.
After definition of net losses in section 204(c) the section continues
as follows:

(b) If for any taxable year beginning after October 31, 1918, and ending
prior to January 1, 1920, it appears upon the production of evidence satisfac-
tory to the Commissioner that any taxpayer has sustaimed a net loss, the
amount of such net loss shall under regulations prescribed by the Cominis-
sioner with the approval of the Secretary be deducted from the net income of
the taxpayer for the preceding taxable year; and the taxes imposed by this
title and by Title III for such preceding taxable year shall be redetermined
accordingly. Any amount found to be due to the taxpayer upon the basis of
such regietermination shall be credited or refunded to the taxpayer in accord-
ance with the provision of section 252, If such net loss is in excess of the
net income for such preceding taxable year, the amount of such excess shall
under regulations prescribed by the Commigssioner with the approval of the
Secretary be allowed as a deduction in computing the net income for the
succeeding taxable year. .
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It has already been ruled in article 1623:

fxff _]Or"-\':)'s deductible from net income of the fiscal year under the provisions
of section 204 of the statute shall be deducted in computing the tax attributable

to the calendar year 1917, as well as in computing the tax attributable to the
calendar vear 1918.

On_the other hand, the provisions of section 234 (a) 2 allowing
practically a full deduction for interest paid by a corporation and
of vection 214 (a) 9 and 234 (a) 5 allowing a deduction for the
amortization of war facilities are in the form of deductions in a
section introduced by a provision - That in computing net income
there shall be allowed as deductions.” It would seem that this pro-
vizsion, taken in connection with the provisions of sections 205 (a)
and 335 (a) referred to above, can lead to only one conclusion, namely,
that the tax for the whole year at the 1917 rates is computed on the
income as determined under the Act of 1916, as amended, and with-
out the full deduction for interest in the case of corporations or any
deduction for amortization, and that the tax for the whole year at
the 1918 rates is computed on the income as determined under the
Act of 1918 with a full deduction for interest and amortization.
While such a ruling mav not have been expressed at length in Regu-
lations 45 it was contemplated as the only possible conclusion, as
is evidenced by the following provision of article 185:

The taxpayers reporting on the fiscal year basis (a) in all computations based
upon 1918 rates shall use the amount of such allowarce apportioned to the
calendar year 1918; (b) in any computation based upon 1919 rates for a year
beginning in 1918 and ending in 1919 shall use the amount of such allowance
apportioned to the calendar year 1919; and (c¢) in any computation for a fiseal
vear beginning in 1919 shall use as many twelfths of the allowance apportioned
tu the calendar year 1919 as there are months of such fiseal year falling in the
calendar year 1919,

This special provision as to fiscal-year returns is based on and
is consistent only with the conclusion just referred to.

The effect of the provision as to inventory losses 1s, however, not
so clear. The provision of section 214 (a) 12 relating to individuals
is as follows:

SEC. 214 (a). That in computing net income there shall be allowed as dedue-
tions: * * *

(12) (a). At the time of filing return for the taxable year 1918 a taxpayer
may file a claim in abatement based on the faet that he has sustained a sub-
stantial loss (whether or not actually realized by sale or other dispositon)
resulting from any material reduction (not due to temporary fluctuation) of
the value of the inventory for such taxable year, or from the actual pavment
after the close of such taxable year of rebates in pursuance of contracts entered
into during such year upon sales made during such year. In such case paynment
of the amount of the tax covered by such claim shall not be required until the
claim is decided, but the taxpayer shall accompuny his claim with a bond in
double the amount of the tax covered by the claim, with sureties satisfactory
to the Commissioner, conditioned for the payment of any part of such tax found
to be due, with interest. If any part of such claim is disallowed then the re-
mainder of the tax due shall on notice and demand by thg collector be paid by
the taxpayer with interest at the rate of 1 per cenfum péag yonth from the time
the tax would have been due had no such claim been filen. ' If it is shown to
the satisfaction of the Commissioner that such substantial loss has been sus-
tained, then in computing the tax imposed by this title the amount of such loss
shall be deducted from the net income. (b) If no such claim is filed, but it is
shown to the satisfaction of the Comnissioner that during the taxable year
1919 the taxpayer has susxtained a substantial loss of the character above de-
scribed then the amount of such loss shall be deducted from the net income for
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the taxable year 1918 and the tax imposed by this title for such year shall be
redetermined accordingly. Any amount found to be due to the taxXpayer upon
the basis of such redetermination shall be credited or refunded to the taxpayer
in accordance with the provisions of section 252.

An identical provision is found in section 284 (a) 14. While this
provision is found as one of the deductions in the Act of 1918 it is
neither in form nor in substance a deduction. Furthermore, by its
express terms it relates to a “Return for the taxable year 1918 and
such a return includes a computation at the 1917 rates on the income
computed under the Act of 1916 as amended as well as a computation
at the 1918 rates on the income computed under the Act of 1918. It
follows that its effect is substantially the same as that of the provision
as to net losses under section 204 (b) rather than that of the provisions
as to interest paid or amortization, which apply only to the computa-
tion under the Act of 1918.

It is recommended, therefore, that it be held that in a case of a cor-
poration reporting for a fiscal year beginning in 1917 and ending in
1918, sections 214 (a) 12 and 234 (a) 14 relating to loss in inventory
apply to the computation of the tax under the Revenue Act of 1916
and the Revenue Act of 1917 at the 1917 rates as well as to the com-
putation under the Act of 1918 at the 1918 rates.

Section 214 (a) 12, Article 261: Losses in inventory 5-19-251.

and from rebates. T. 3. R. 15,
(Also Section 234, Article 561.) _

Goods ordered in 1918 and delivered in 1919, where title has not
passed until subsequent to the close of the taxable year 1918, can not
be included in the 1918 inventory, and any loss realized upon such
transactions are losses of the taxable year 1919.

The question hag been raised as to what, if any, relief can be given
under provisions of section 214 (a) (12) and section 234 (a) (14),
in the case of taxpayers who in 1918 ordered goods which were not
delivered to them until 1919, by which time a substantial fall in the
market had occurred. In the cases to which attention is called the
goods were merely ordered, and although the order appears to have
formed a binding obligation upon the purchaser, the goods were not
delivered nor had title passed to the purchaser on or before the close
of the taxable year 1918. Under these circumstances it is clear that
such goods can not be taken in the inventory of the purchaser. In
so far as such goods were in existence at all they were taken in the
inventory of the manufacturer or other predecessor owner of the
goods or the materials composing them. The provisions of sections
214 and 234 above referred to relate specifically to losses upon in-
ventories, and as the losses occurring in the cases now under consid-
eration are not losses upon inventories, no relief can, therefore, be
secured under these provisions.

Section 214 (a)’ 12, Article 261: Losses in inventory 8-19-323.
and from rebadas: Q. D. 186.

Claims for losses in inventories of the taxable year 1918 are to
embrace all items of the taxpayer’s inventories so that gains made in
any sales of certain items, or classes of goods, will be used to off-
set losses in others, and the net result as to the entire inventory
determined. If the final computation shows a net gain over aj]
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inventory items sold, no claim for loss in any particular item or items
will be sustained.

Section 214 (a) 12, Article 261: Loss in inventory and 17-19H471.
from rebates. O. D. 263.
(Also Section 234, Article 561.)

Shrinkage in inventory values sustained during 1919 by a partner-
ship business which prior to November 4, 1918, was operated as a
corporation may not be taken as a deduction from the net income
of the corporation for the taxable year 1918. The change from cor-
poration to partnership precludes the individual tazpayer from
charging any net losses against the former corporation taxpayer as -
such, even though the individual partners were stockholders of the
former corporation. ‘
Section 214 (a) 12, Article 262: Loss from rebates. 98-19-614,

A.R.M.4,
Recommended that rebates actually paid, other than under contract,
should not be allowed under section 214(a)12 of the Revenue Act
of 1918.

Advice is requested as to whether the claim of the M Company
for abatement of x dollars of its 1918 income and profits tax should
be allowed, the claim being based on certain rebates made to a
customer in 1918, not paid under contract or any agreement entered
into at the time goods were sold, but presumably allowed and paid
voluntarily after the close of 1918 for the purpose of retaining the
good will of the customer.

The Committee is of the opinion -that there is no warrant of law
for such allowance. The deduction allowed by section 214 (a) 12 of
the Revenue Act of 1918 is in terms limited to “ actual payment after
the close of such taxable year of rebates in pursuance of contracts
entered into during such year upon sales made during such year.”
It might be argued that such payments are in reality a reduction of
the sales price and that adjustment should be made accordingly, but
if this theory were tenable then there would be no occasion for the
inclusion in the law of the specific authority for the allowance of
rebates paid under contract.

The Committee is therefore of the opinion that no other construc-
tion of the law is possible but that the payment must have been made
in pursuance of a contract entered into during the taxable year.

Section 214 (a) 12, Article 263: Loss in inventory. 12-18-402,
(Also Article 267.) T. B. M. 52.

The memorandum submitted relative to the X Company, regarding
inventory losses, involves two questions:

{a) Whether a taxpayer may submit proof to show that on certain portions
of his inventory a loss has been sustained without showing whether profits have
been made on other portions of the inventory, and

(b) What is the meaning of the term “ temporary fluctuations ?

With regard to (a), Regulations 45, article 267, provides, inter
alia, that “Not later than thirty days after the close of the taxalle
vear 1919 a taxpayer who has filed either a claim in abatement o a
claim for refund, or both, shall submit to the Commissioner a descrip-
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tive statement showing the quantity and kinds of all goods included
in the 1918 inventory which have been () sold at a loss in the taxable
year 1919, (3) sold at a_profit during the taxable year 1919, or ()
not sold or otherwise disposed of during the taxable year 1919,
* * %9 The Regulations thus clearly require a statement showing
the disposition of all of the inventory, and the regulations conform
to the statute which speaks of the inventory. An inventory is a well-
understood concept, and where the term is used without qualification
it means the inventory as a whole, and not merely some part of the
goods included in the inventory. The Advisory Tax Board is, there-
fore, of the opinion that an inventory loss can not be proved by a
submission of evidence showing that a loss has been sustained in
respect of a part of the inventory, without showing at least that the
amount of the loss for which claim has been filed has not been offset
by profits made on the remainder of the inventory. )

The term “ temporary fluctuation ” as used in the statute is deter-
mined by its context. The statute is dealing with the taxable year
1918 and the taxable year 1919. Fluctuation in prices occurring
within one of these years, and which does not develop into a steady
settled market, must be considered temporary within the meaning
of the act.

Section 214 (a) 12, Article 263: Loss in inventory. - 1-19-64,
O.D. 47,

In fixing the cost of the manufactured articles inventoried, all of
the costs of manufacture applicable to the particular article may
be taken into consideration, but no claim will be allowed for specu-
lative or anticipated profits. No claim should be made for the loss
of an anticipated profit on labor, or material used in producing the
articles.

Section 214 (a) 12, Article 266: Claims, 3-19-194.
T.B.R.9.
Basis for claim in abatement for loss in Inventory.

The Income Tax Unit has requested a ruling on the following
question: “Is a taxpayer, in filing a claim for abatement due to
shrinkage in inventory, to be allowed to compute his claim as at
March 15, 1919, or June 15, 19192 ”

The Advisory Tax Board recommends that a taxpayer filing a
claim for abatement for loss in inventory should be required to base
his claim in good faith upon all the information available to him at
the time of filing his return for the taxable year 1918. The principal
reasons upon which this recommendation rests are as follows:

(1) The letter of the statute permits a taxpayer to file a claim in
abatement “ at the time of filing return for the taxable year 1918.”
This language, it is believed, must be interpreted literally. When
section 214(a) (12) was adopted it was well understood that exten-
sions of the time for filing returns were practically inevitable. Had
Congress intended to fix a particular day, it would have been easy
to do so, or had it been intended to make the claim in abatement
rest on conditions existing on March 15, 1919, it would have been

easy and natural to employ some such language as the following:
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“On the 15th day of the third month following the close of the fiscal
year ending in 1916, or, if the return is made on the basis of the
calendar year, then on the 15th day of March, 1919, a taxpayer may
file a claim in abatement, etc.”
- {2) The fact that section 214(a) (12) does not fix with more pre-
cision the date as of which the inventory loss is to be determined,
when the claim in abatement is used, is important. It signifies that
the claim in abatement is essentially a tentative measure of relief de-
signed to permit the taxpayer to utilize in advance an approximate
estimate of the loss in inventory, to the end that the Government
should not collect an excessive amount of tax or the taxpayer be
deprived of the use of money belonging rightfully to him and not to
the Government during the protracted period often required to con-
summate a claim for refund. The claim in abatement being essen-
tially a preliminary estimate it is obviously desirable that it should
cover as long a period as possible, in order that the actual sales data
may be as complete as practicable, and that the longest possible
period of time shall be given to ascertain whether the 1919 prices
used in the inventory reappraisal of goods unsold shall not be af-
fected by those temporary fluctuations which the statute is careful
to exclude.

(8) It is accordingly recommended that the claim in abatement
be computed or based on conditions existing as of the latest possible
date authorized by law for fiting returns for the taxable year 1918,

Section 214 (a) 12, Article 266: Claims. 6-19-275.
0.D.164.

In case a taxpayer filed claim for abatement based on fact that he
has sustained substantial loss from reduction in value of inventory,
bond having been furnished, payment of second installment of tax
should be based upon the tax com]fz;lted on an amount of net income
remaining after deducting therefrom amount represented by the
claim. Abatement claims may be supplemented by supporting data
relative to inventory pending consideration of claim.

Section 214 (;s) 12, Article 268: Effect of claim in 21-19-525.
abatement. T. D. 2925,
(Also Section 1320.)

Bonds under sections 214 (a) (12), 234 (a) (14), and 1320 of the
Revenue Act of 1918. .

Sections 214 (a) (12) and 234 (a) (14) of the Revenue Act of 1918
provide in part as follows:

At the time of filing return for the taxable year 1918, a taxpayer may file a
claim in abatement based on the fact that he has sustained a substantial loss
(whether or not actually realized by sale or other disposition) resulting from
any material reduction (not due to temporary fluctuation) of the value of
the inventory for such taxable year, or from the actual payment after the close
of such taxable year of rebates in pursuance of contracts entered inte during
such year upon sales made during such year. In such case payment of the
amount of the tax covered by such claim shall not be required until the claim is
decided, but the taxpayer shall accompany his claim with a bond in double the
amount of the tax covered by the claim, with sureties satisfactory to the Com-
missioner, conditioned for the payment of any part of such tax found to be due,
with interest.

103022°—22——11
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Section 1320 of the same act provideé, in part:

That wherever by the laws of the United States or regulations made pur-
suant therefo any person is required to furnish any recognizance, stipulation,
bond, guaranty, or undertaking, hereinafter called * penal bond,” with surety
or sureties, such person may, in lieu of such surety or sureties, deposit as
security with the official having authority to approve such penal bond, United
States Liberty bonds, or other bonds of the United States in a sum equal
at their par value to the amount of such penal bond required to be furnished,
together with an agreement authorizing such official to collect or sell such:
bonds so deposited In case of any default in the performance of any of the
conditions or stipulations of such penal bond. The acceptance of such United
States bonds in lieu of surety or sureties required by law shall have the
same force and effect as individual or corporate sureties, or certified checks,
bank drafts, post-office money orders, or cash, for the penalty or amount of
such penal bond. The bonds deposited hereunder and such other United States -
bonds as may be substituted therefor from time to time as such security may
be deposited with the Treasurer, * * * of the United States, * * *
which shall issue receipt therefor, describing such bonds so deposited. As
soon as security for the performance of such penal bond is no longer neces-
sary such bonds so deposited shall be returned to the depositor.

Article 268 of Regulations 45, provides in part as follows, relative
to claims for losses in inventory and from rebates:

In the case of a claim in abatement filed with a return, payment of the
amount of the tax covered thereby shall not bé required until the claim is
decided, provided the taxpayer files therewith a bond on Form 1124 in double
the amount of the tax covered by the claim, conditioned for the payment of
any part of such tax found to be due with interest at the rate of 12 per cent
per annum. 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 and shall be subject to the approval of the Com-
missioner.

The bond executed on Form 1124, pursuant to article 268 of Regu-
lations 45, together with the abatement claim, should be for-
warded by the collector to the Commissioner of Internal Revenue.
‘When it 1s received by the commissioner it will be detached from
the abatement claim and forwarded to the surety bond section of the
Treasury Department for certification as to the sufficiency of the
sureties. The surety bond section will, after certification, return
the bond to the Commissioner for his approval. When he has ap-
proved the bond he will cause it to be attached to the abatement claim.

In case the claimant, in accordance with the provisions contained
in section 1320 of the Revenue Act of 1918, elects to offer, in lieu of
the surety or sureties provided for on Form 1124, United States
Liberty bonds or other bonds of the United States as security, he
should execute in duplicate a bond and agreement on Form 1124a,
prescribed below. The original should accompany the United States
bonds offered as security; the duplicate should be forwarded by the
collector with the abatement claim to the Commissioner. If such
bond and agreement is executed by a corporation, a duly certified
copy of the resolution of the board of directors authorizing the
execution should be attached. The United States Liberty bonds or
other bonds of the United States offered as security shall at their par
value be not less than the amount of the penal sum of the bond
executed on Form 1124a, which shall be in double the amount of the
tax covered by the abatement claim. The bonds so offered as security
must be delivered to the Commissioner of Internal Revenue at the
obligor’s risk and expense. Coupon bonds can not safely be for-
warded by registered mail unless insured by the obligor against risk
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of loss in transit. Registered bonds so offered as security must be
registered in the name of the obligor and duly assigned to the Com-
missioner of Internal Revenue at or before the date of deposit with
the Commissioner and need not be insured when forwarded by regis-
tered mail unless the obligor so elects. In connection with effecting
insurance of bonds shipped reference is made to article 187 (a) o
Regulations No. 2, revised.
he Commissioner of Internal Revenue will issue a receipt in du-
plicate for United States bonds so deposited with him as security,
the original of the receipt to be given to the obligor and the dupli-
cate to be retained by the Commissioner for his files. Upon receipt
by the Commissioner of the United States bonds so offered as security
and upon satisfying himself as to their ownership and as to the suffi-
cieney of the agreement for him to collect or sell, and in case of regis-
tered bonds as to the regularity of the assignments, he will approve
the bond executed on Form 1124a, and deposit the United States
bonds offered as security with the Treasurer of the United States,
as provided in paragraph 7 of Department Circular No. 154 (1919),
dated June 30, 1919, and the Treasurer of the United States will, as
rovided in said circular, give receipt therefor in duplicate deserib-
ing the bonds so deposited, the original to be delivered to the Com-
missioner of Internal Revenue and the duplicate to be retained by
the Treasurer for his files.

Bonds of the United States shall be returned to the obligor as soon
as the security for the performance of such penal bond is no longer
necessary. Registered bonds shall be reassigned to the owner when
the liability is canceled.

Section 214 (a) 12, Article 268: Effect of claim in 11-19-380.
abatement. 0.D.218.
(Also Section 218, Article 321.)

Where a partnership desires to avail itself of the provisions of
section 214 (a) 12 and section 234 (a) 14 of the Revenue Act of 1918, it
is necessary for each member of the partnership to file a separate
claim in abatement with respect to the tax assessed against his

ro rata share of the profits of the firm. Tach partner will also
Ee required to furnish a separate bond in the requisite amount as
required by article 268 of the Regulations.

Section 215.— ITEMS NOT DEDUCTIBLE.

Section 215, Article 291: Personal and family expenses. 20-19-507.
0. D. 275.

Sums paid to a wife under terms of a marriage agreement are con-
sidered payments in discharge of a personal obligation of the husband
and are not deductible in computing his net income subject to tax.

Section 215, Article 292: Traveling expenses.

(See 8-19-317; sec. 214(a) 1, art. 101.) Cost of transportation of
salaried employee going to and from business,
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Section 215, Article 294: Premiums on business insur- 1-19-65.
ance. 0. D. 48,
Where an insurance policy is taken out by a wife on the life of her

husband and she pays the premiums thereon and becomes the bene-

ficiary in the event of the husband’s death, the amount of such premi-
ums may not be deducted.

Section 215, Article 294: Premiums on business insur- 13-19-492,
ance. 0. D. 243.

Premiums paid by a partnership for accident and health insurance
policies covering the lives of the individual partners are not deduet-
ible from gross income of the partnership.

Section 216.—CREDITS ALLOWED.

Section 2186, Article 301: Credits against net income. 5-19-252,
(Also Section 234, Article 561.) T. B. M. 21,

Taxability of dividends received. from foreign corporations deriving
income from sources within the United States.

Any amount however large received as dividends from a cor-
oration taxable upon income derived from sources within the
Tnited States, however small such income may be, is exempt from

the normal tax under section 216 (a) or, in case the recipient is a
corporation, under section 234(a) (6).

Section 216, Article 301: Credits against net income.

(Sce 28-19-612; sec. 213(b), art. 84.) Dividends from corpora-
tions having income exempt under section 213 (b)7.

Section 216, Article 302: Personal exemption of head of

family.

(See 3-19-184; scc. 213(b), art. 86.) The personal exemption
allowed a married man and the exemption for dependents are not
included in the $3,500 exemption for men in military service.

Section 216, Article 304: Credit for dependents. 4-19-220.
0. D. 139.

An American citizen may claim the credit for dependents ir-
respective of the nationality or place of residence of the dependents.

Section 216, Article 306: Credits to nonresident alien 1-19-66.
individual. : 0-785.
Rule for taxing income of person who becomes a citizen during the
taxable year. .
Where a nonresident alien taxpayer becomes a citizen or resident
of the United States during the taxable year he is taxable for the
entire year upon income derived from all sources.

Section 216, Article 307: When nonresident alien indi- 20-19-508.
vidnal entitled to personal exemption. T. D. 2922.
Amepding article 307, final edition of Regulations 45,. dealing with
nonresident alien individual entitled to personal exemption and credit
for dependents.
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The final edition of Regulations 45 is amended by changing article
807 to read as follows:

Arr. 307. When nonresident alien individual entitled to personal ezemption:
(a) The following is an incomplete list of countries which either impose no
Income tax or in imposing an income tax allow both a personal exemption and
a credit for dependents which satisfy the similar credit requirement of the
statute: Argentina, Belgium, Bohemia, Bolivia, Bosnia, Brazil, Bukowina,
Canada, Carinthia, Carniola, China, Chile, Cuba, Dalmatia, Denmark, Ecuador,
Igvpt, IFrance, Galicia, Goritz, Gradisca, Herzegovina, Istria, Lower Austria,
Mexico, Montenegro, Moravia, Morocco, Newfoundland, Nicaragua, Norway,
Panama, Paraguay, Persia, Peru, Portugal, Roumania, Russia (including
Poles owing allegiance to Russia), Salzburg, Santo Dominge, Serbia, Siam,
Silesia, Styria, Spain, Trieste, Tyrol, Upper Austria, Union of South Africa,
Venezuela, (b) The following is an incomplete list of countries which in
imposing an income fax allow a personal exemption which satisfy the similar
credit requirement of the statute, but do not allow a credit for dependents:
Bachka, Banat of Temesvar, Croatia, Salvador, India, Italy, Slavonia, Slovakia,
Transylvania. (¢) The following is an incomplete list of countries which in im-
posing an income tax do not allow to citizens of the United States not residing
in such country either a personal exemption or a credit for dependents and,
therefore, fail entirely to satisfy the similar credit requirement of the statute:
Australia, Costa Rica, Great Britain and Ireland, Japan, The Netherlands, New
Zealand, Sweden. The former names of certain of these territories are here
usad for convenience, in spite of an actual or possible change in name or
sovereignty. A nonresident alien individual who is a citizen or subject of any
country in the first list is entitled for the purpose of the normal tax to such
credit for a personal exemption and for dependents as his family status may
warrant, If he is a citizen or subject of any country in the second list he is
entitled to a credit for personal exemption, but to none for dependents., If he
is a citizen or subject of any country in the third list he is not entitled to
credit for either a personal exemption or for dependents. If he is a citizen or
subject of a country which is in none of the lists, then to secure credit for
either a personal exemption or for dependents he must prove to the satis-
faction of the Commissioner that his ecountry does not impose an income tax
or that in imposing an income tax it grants the similar credit required by the
statute.

Section 216, Article 307: When nonresident alien indi- 2-19-153.

vidual entitled to personal exemption. S-969.

Where a country imposes an income tax but does not levy a tax on
income derived from sources therein by citizens of the United States,
a citizen of such country who is a nonresident of the United States is
entitled to claim the credits provided for in paragraphs (c¢) and (d)
of section 216 of the Revenue Act of 1918 in preparing a return of in-
come derived from sources within the United States.

The question hag been asked as to whether a nonresident alien is
entitled to the credits provided for in paragraphs (c) and (d) of
section 216 of the Revenue Act of 1918, in filing a return of income
derived from sources within the United States, if the country of
which the nonresident alien is a citizen imposes an income tax, but
such tax does not apply to citizens of the United States.

Section 216, paragraphs (c¢), (d), and (e), of the Revenue Act of
1918, provides: :

(¢) In the case of a single person, a personal exemption of $1,000, or in the
case of the head of a family or a married person living with husband or wife,
a personal exemption of $2,000. A husband and wife living together shall
recelve but one personal exemption of $2,000 against their aggregate net
income; and in case they make separate returns, the personal exemption of
$2,000 may be taken by either or divided between them,
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(d) $200 for each person (other than husband or wife) dependent upon and
receiving his chief support from the taxpayer, if such dependent person is under
ézfgggil‘: of age or iz incapable of self-support because mentally or physically

(e) In the case of a nonresident aliem individual who is a citizen or sub-
ject of a country which imposes an income tax, the credits allowed in sub-
divisions (c¢) and (d) shall be allowed only if such country allows a similar
credit to citizens of the United States not residing in such country.

If a country does not impose an income tax, the credits provided
in paragraphs (c¢) and (d), supra, may be claimed by a citizen of
such country in filing a return of his income from sources within the
United States. (Art. 307, Regulations 45.)

If a foreign country does levy an income tax, but such tax does
not apply to income of nonresident aliens from sources therein, citi- .
zens of such country would be entitled to the credits allowed in these
paragraphs in returning income from sources within the United
States. The failure of a foreign country to tax nonresident aliens
(which would include citizens of the United States) would have the
same effect as to the nonresidents as though such foreign country did
not impose an income tax. ’

It is therefore held that where a country impeses an income tax
but does not levy a tax on income derived from sources therein by
citizens of the United States, a citizen of such country who is a non-
resident of the United States is entitled to claim the credits proviled
for in paragraphs (c) and (d) of section 216 of the Revenue Act of
1918 in preparing a return of income derived from sources within the
United States.

Section 216, Article 307: When nonresident alien indi- 2-19-154,
vidual entitled to personal exemption. O. D. 105.

An alien leaving the United States prior to end of a taxable year,
if entitled to any personal exemption, may claim the full amount of
such exemption for the entire taxable year.

Section 2186, Article 307: When nonresident alien indi- 15~19-4486,
vidual entitled to personal exemption. 0. D. 253.

In order that a nonresident alien may prove that his country
satisfies the similar credit requirement of the income tax law, he
should submit to the Commissioner a copy of the income tax laws of
his native country, or an official communication from an accredited
diplomatic representative of such eountry, showing that the country
impeses no income tax, or in doing so grants similar credits required
by statute.

Section 216, Article 307: When nonresident alien indi-  20-19-510.
vidual entitled to personal exemption. 0. D. 277.

Under roysl decres promulgated by the Greek Government Jan-
uary 21, 1919, no diserimination is made against American citizens,
resident or nonresident, consequently subjects of that country whe
are nonresident aliens as to the United States will be allowed the
benefit of personal exemption and credits for dependents in com-
puting their income tax liabilities to the United States.
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Section 216, Article 307: When nonresident alien indi- 94-19-567.
vidual entitled to personal exemption. O. D. 300.

Since the royal decree of the Greek Government allowing similar
exemption to American citizens was not promulgated until January
21, 1919, the benefit of personal exemption and credits is, therefore,
only extended to subjects of Greece, who are nonresident aliens as to
the United States, for the taxable year 1919 and subsequent years.

Section 216, Article 307: When nonresident alien 24-19-565%.
individual entitled to personal exemption. 0. D. 301.

Article 807 applies only to 1918 and subsequent years and has no
application to the income tax of nonresident aliens for the year 1917,

Section 216, Article 307: When nonresident alien indi- 27-19-603.
vidual entitled to personal exemption. 0. D. 322,

Subjects of Luzemburg who are nonresident aliens as to the
United States may claim the benefit of personal exemption and credit
for dependents in computing income tax liability to the United
States, since Luxemburg imposes an income tax but allows similar
credits to nonresident aliens.

Section 216, Article 307: VWhen nonresident alien indi- 30-19-642.
vidual entitled to personal exemption. O. D. 346.

The right of a nonresident alien as to the United States to personal
exemption and credit for dependents is contingent primarily on his
citizenship. For example, a native-born Russian, especially one
who has ﬁeen living in the United States for a number of years,
would still be regarded by this country as a citizen of Russia. This
is rebuttable, however, by evidence of citizenship in Poland; and if
an individual has in fact become a citizen of the new State, inasmuch
as Poland is not included in the countries enumerated in Treasury
Decision 2922, it will be necessary for him to comply with the require-
ments of the last sentence of that decision, in order to secure the
benefit of the exemptions provided.

Section 216, Article 307: When nonresident alien indi- 81-19-648.
vidual entitled to personal exemption. 0. D. 350,

Switzerland imposed no income tax for the years 1918 and 1919,
Citizens of Switzerland who are nonresident aliens as to the United
States will be permitted to claim the personal exemption and credit
for dependents provided in section 216, Revenue Act of 1918, in
computing their income tax liability to the United States for those
years.

Section 217.—NONRESIDENT ALIENS—ALLOWANCE OF DEDUCTIONS
AND CREDITS.

Section 217, Article 312: Who is a nonresident alien 3-19-175.
individual. O. D. 117.

A nonresident alien who has served in the United States Army
for a period of one year is considered a resident of the United
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States for income-tax purposes and. _is entitled to the same credits
as to exemption as a citizen of the United States.

Section 217, Article 312: Who is a nonresident alien 9-19-342.
individual. O. D. 197.

1f an alien has been residing in the United States for as much as
one year there is a presumption that such alien is a resident of the
United States and this presumption will be indulged for purposes
of income taxes in the absence of known facts showing that the alien
is, in fact, a transient. A year’s presence in the United States by an
alien does not, however, establish residence beyond a doubt. Tt
merely raises a presumption of residerce which may be rebutted by
any proper evidence showing that the alien is, in fact, a transient;
that 1s, a nonresident.

Section 217, Article 312: Who is a nonresident alien . 9-19-343.
individual. . 0. D. 19s.

The members of families of foreign ambassadors and ministers
occupy the status of nonresident aliens for income-tax purposes.

Section 217, Article 312 (a): Alien seamen, when to be 8-19-324.
regarded as residents. T. D. 2869(2).

Alien seamen—Amendment to article 312 of Regulations 45.

The final edition of Regulations 45 is amended by inserting im-
mediately after article 312 a paragraph to be known as article 312a,
as follows:

ART. 312a, Alien seamen, when to be regarded as residents.—In order to
determine whether an alien seaman is a resident within the meaning of the
income tax law it is necessary to decide whether the presumption of non-
residence is overcome by facts showing that he has established a residence
in the territorial United States, which consists of the States, the District of
Columbia, and the Territories of Hawaii and Alaska, and excludes other places.
Residence may be established on a vessel regularly engaged in coastwise trade,
but- the mere fact that a sailor malkes his home on a vessel flying the United
States flag and engaged In foreign trade is not sufficient to establish residence
in the United States, even though the vessel, while carrying on foreign trade,
touches at American ports. An alien seaman may acquire an actual residence
in the territorial United States within the rules laid down in article 312,
although the nature of his calling requires liim to be absent from the place
where his residence 1s established for a long period. An alien seaman may
acquire such a residence at a sailor's boarding house or hotel, but such a claim
should be carefully scrutinized In order to make sure that such residence-is
bona fide. The filing of Form 1078, revised, or taking out first citizenship
papers, is proof of residence in the United States from the time the form is
filed or the papers taken out, unless rebutted by other evidence showing an
intention to be a transient. The fact that a head tax has been paid on behalf
of an allen seaman entering tlie United States is no evidence that he has
acquired residence, because the head tax is payable unless the alien who is
entering the country is merely in transit through the country. An alien may
remain a nonresident althecugh he is not in transit through the country. As to
when the wages of alien seamen are subject to tax see article 92a.

Section 217, Article 312 (a): Alien seamen, when to be  26-19-591.
regarded as residents. - 0. D. 315.

_ The term “foreign trade,” as used in Treasury Decision 2869,
includes the transportation upon the high seas of passengers and
freight between the United States and foreign countries.
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Section 217, Article 315: Duty of employer to deter- 1-19-68,
mine status of alien employee. 0. D. 50.

I an officer qualified to administer oaths is not reasonably acces-
sible. Form 1078 will be accepted if signed in the presence of an
official of the employer company under whose supervision the em-
plovec’s duties are performed and one other credible witness.

section 217, Article 315: Duty of employer to deter- 3-19-195.
mine status of alien employee. 0. D. 127,

The pay rolls of an employer may be accepted as written evidence
of an employvee’s continuous residence in the United States, thereby
establishing his status as a resident alien, unless the employer knows
that the employee does not intend to remain here permanently.
When an employer determines that his employee is a resident alien
such employee is not required to file a personal return unless his net
income amounts to or exceeds $1.000 or $2.000, as in the case of citi-
zens of the United States.

Section 217, Article 315: Duty of employer to deter- 3-19-196.
mine status of alien emplovee. 0. D. 128,

(See. 221, art. 872.) 1f a bona fide declaration on Form 1078 or
its equivalent is filed by an alien with his employer on or before the
last day of the taxable year of the alien, the employer may refund
the entire amount of tax withheld during the year prior to the filing
of such declaration and the employee will then be liable for the en-
tire tax due upon his net income for such period.

Section 217, Article 315: Duty of employer to deter- 15-19-447,
mine status of alien employee. 0. D. 254,

The fact that an alien has been emploved by a resident corpora-
tion for at least three months is not ipso facto sufficient to permit the
employer to refund the amount of any tax withheld. Forms 1115
and 1078 should be filed by resident or nonresident aliens in order
to secure refund.

Section 217, Article 815: Duty of employer to deter- 24-19-569,
mine status of alien employee. 0. D. 302,

Any income tax withheld during the calendar year from the wages
paid to an alien employee, which has not been paid over to the Gov-
¢rnment, should be refunded to such alien employee upon the estab-
lishment of residence by the execution and filing of Form 1078 with
his employer. As a condition precedent the employer should require
the employee to return the receipts showing the amount of tax pre-
viously withheld before making the refund.

Secticn 217, Article 315: Duty of employer to deter-
mine status of alien employee.
(See T-19-298; sec. 221, art. 361.) The duty of withholding as to

nonresident aliens employed in a mine is that of the contractor rather
than the operator or owner.
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Section 218.—PARTNERSHIPS 41‘1\118NPERSONAL SERVICE CORPORA-

Section 218, Article 321: Partnerships. 7-19-294:
- T. D. 2838.

TAXABILITY OF INCOME FROM OB THROUGH PARTNERSHIP.

A member of a partnership need not include as a part of his net income
subject to normal tax such of his income derived from or thraugh a
partnership as has been received by the partpership in the shape of divi-
dends on stocks owned by it in corporations taxable upon their net
Income.

The law Is so framed as to deal with the gains and profits of a
partnership as if they were the gains and profits of the individual
partoers.

The appended decision of the District Court of the United States
for the Northern District of Ohio, Eastern Division, in the case of
United States of America, plaintiff, ». Harry Coulby, defendant
(251 Fed., 982), which was on January 7, 1919, affirmed by the
United States Circuit Court of Appeals, Sixth Cireuit, is published
for the information of internal revenue officers and others con-
cerned.

IN THE DISTRICT COURT OF THE UNITED STATES, NORTHERN DISTRICT OF OHIO,
EASTERN DIVISION. NO. 9771—LAW.

United States of America, Plaintiff, v. Harry Coulby, Defendant,
(Memorandum.)

WEeSTENHAVER, District Judge: This is an action at law to recover $588.45,
with interest and penalties thereon, alleged to be due as unpaid income tax
for the nine months ending December 81, 1913 under the Kederal income
tax law of 1913. A jury trial was waived by the partles and the case has been
submitted to me for decision upon an sgreed statement of facts. Briofly
the facts are these:

The defendant, during the period in question, was a member of a partner-
ship by the name of Pickands, Mather & Co. This partnership was then
the owner of stocks in certain corporations which were taxable upon their
net income under the provisions of section G of the income tax law. Dividends
were declared and paid by these corporations upon the stocks held therein by
the partnership. The defendant, In making return of his income for taxation,
included as a part of his gross income his share of the profits of the part-
nership, but deducted therefrom such part thereof as was derived by or through
the partnership from dividends on stocks in these corporations taxable upon
their net income.

Later, on or about June 27, 1917, the Commissioner of Internal Revenue
examined the defendant’s return and disallowed the deductions thus made
and assessed the normal tax of one per cent against the defendant on such
deduction. The item of $588.45 represents that assessment.

The exact question presented for decision is whether or not a member of
a partnership must include as a part of his net income subject to the normal
tax, such part of his income derived from or through a partnership which has
been recelved by that partnership as dividends on stocks owned by it in cor-
porations taxable upon their net income under section G of the Federal income
tax law of 1913.

Plaintiff’s contention that profits thus derived are a part of the partner’s net
income, and subject to the normal tax, 1s based on the following paragraph of
Section D:

“ Provided further, That any persons carrying on business in partnership
shall be liable for income tax only in their individual capacity, and the share of
the profits of a partnership to which any taxable partner would be entitled if
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gga:&n;e Wwere divided, whether divided or otherwise, shall be returned for
An and the tax paid, under the provisions of this section.”

examination of the entire income tax law convinces me that plaintiff’s
contention is erroneous. Section B defines what shall constitute the net incoms
of a taxable person; it includes his gains, profits and income derived, not merely
from salaries, wages or compensation for personal service, but also from busi-
nesses, trade, commerce, or sales or dealings in property, or the transaction
of any lawful business carried on for gain or profit. Thig plainly includes such
gains and profits derived from or through a partnership.

Section B also states what deductions shall be made from the gross income
of a taxable person in order to ascertain the net income for the purpose of levy-
ing the normal tax. Among these deductions is the amount received as dividends
upon the stock or from the net earnings of any corporation, joint-stock company,
association, or insurance company which is taxabie upon its net income.

Section G provides for the normal tax upon the entire net income of cor-
porations. It expressly excludes partnerships therefrom. This net income of
corporations is subject only to the normal tax, such as is levied on the income
of any natural taxable person, and not to the additional tax provided for by
subdivision 2 of Section A. This income from corporations received by a natural
taxable person is exewpt only from the normal income tax, and not from suech
additional tax. .

Taking these provisions as a whole, the paragraph of Section D relating to
partnerships above quoted, must be considered and construed in the light of the
general scheme thus outlined. No provision is anywhere made requiring a
return to be made by a partpership upon its income. This is true notwithstand-
ing Section D requires copartnerships, having the cottrol, receipt, disposal, or
payment of fixed income of another person subjeect to tax, to make a return in
behalf of that person and to deduct the same. This provision deals with the
fiduciary relationship of guardians, trustees, executors, and so forth, having the
possession and control of other person's property; but, as regards an ovdinary
partnership and it’s ordinary business, the statement is true that no return
is required to be made under the Federal income tax law of 1918 by a part-
nership.

Partnerships are expressly excluded from Section G, requiring returns and
payment of the normal tax by corporations. If Congress had intended that
partnerships, as such, should be taxable upon their net income, the logical place
to have so provided would have been in Section G, and to have excluded from
the net income of a natural taxable person, subject to the normal tax, that part
of his income derived from a partnership just as is provided with respect to his
income derived from a corporation.

This law, therefore, ignores for taxing purposes the existence of a partner-
ship. The law is so framed as to deal with the gains and profits of a partner-
ship as if they were the gains and profits of the individual partner. The para-
graph above quoted so provides., The law looks through the fiction of a part-
nership and treats its profits" and its earnings as those of the individual tax-
payer. Unlike a corporation, a partnership has no legal existence aside from
the members who compose it. The Congress, consequently, it would seem,
ignored, for taxing purposes, & partnership’s existence, and placed the individual
partner’s share in its gains and profits on the same footing as if his income
had been received directly by him without the intervention of a partnership
name,

It follows from these considerations that legally the defendant’s share of
the gains and profits of the Pickands, Mather & Co., derived from corporations
taxable on their net incomes, is to be treated as if the same had been received
by him directly from the taxpaying corporations.

The contrary contention is based on a literal reading of the words, *the
share of the profits of a partnership to which any taxable partner would be
entitled if the same were divided. whether divided or otherwise, shall be re-
turned for taxation and tax paid.” Thls sentence follows language plainly
ignoring the existence of partnerships for taxing purposes. Section B had
already provided what should be regarded as net income in language sufficiently
comprehensive to include the gains and profits from business carried on in a
partnership name. The words just quoted evidently apply only to the possibility
that a partpership might not divide its gains and profits, but retain them in
the firm name or business. It was to meet this possibility that these words
were added, and not to provide an unegual and unique method of taxing a part-
ner’s gains and profits from a partnership.
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The contention to the contrary 1s narrow and literal, even if not lacking in
plausibility, It is a contention, however, contrary to the spirit and general
policy of the act; it destroys uniformity and equality and should not be
adopted unless required by the express {anguage of the statute. In my
opinion, the language of the statute does not so require; but, on the contrary,
when the entire act is examined, it does give a right to the deduction.

Counsel for plaintiff invoke the legal principles, that an exemption in a tax
law must be clearly expressed and will not be implied; that power to tax will
not be taken away unless the law-making power has done so in clear and
unequivoeal language and that, inasmuch as uniformity and equality is diffi-
cult, if not impossible of attainment in tax laws, the inequality which might
result from the Government’s contention should not be permitted to control
the language of the law. Numerous authorities fllustrating these legal prin-
ciples are cited. These prineiples are well settled, and, I assume ample power
in Congress to have assessed defendant’s income derived from a partnership
in the manner contended for. It is my opinion, however, that Congress has
not done so.

Counsel for plaintiff call attention to the fact that the Federal income tax
law of September 8, 1916, now provides that members of partnerships shall
be allowed credit for their proportionate share of partnership gains and profits
aerived from corporations taxable on their net income, and urge that this is
a change of the law, and evidences a belief of the law-making body that the
1918 income tax law had provided differently. I do not agree with this con-
tention. In my opinion, this provision was inserted in the 1916 act to put at
rest the present controversy rather than to change the law, and is fo be re-
garded only as a legislative recognition of the scope and intent of the prior
law. The applicable authorities, in my opinion, are the following: Bailey ».
Clark (21 Wall,, 284) ; Johnson v. Southern Pacific Company (196 U. 8, 1);
Wetmore v. Markoe (198 U. 8., 68).

Judgment is rendered in favor of defendant. An exception may be noted
on behalf of plaintiff.

Section 218, Article 321: Partnerships. 25-19-585.
O. D. 811

A foreign partnership is liable for tax under the 1917 act on the
entire amount of profit derived from the sale of goods through its
branch office or through its agencies in the United States. The
basis of computation of profits should be the difference between the
cost of the goods sold through its branch office or agent in the United
States and the price received therefor and not merely the amount
disclosed by the books of the branch office in the United States.

Section 218, Article 321: Partnerships.

(See 6-19-270; sec. 213(b) art. 72.) Partnership beneficiary of
life insurance poiicy.

Section 218, Article 321: Partnerships.

(See 11-19-380; sec. 214(a) 12, art. 268.) Claim in abatement by
partnership on account of loss in inventory.

Section 218, Article 322: Distributive shares of part- 3-19-197.
ners. 0-8186.

RETURNS OF PARTNEBSHIP AND MEMBERS THEREOF ror 1918; How
RENDERED.

Where the fiscal year of a partnership has once been established
neither the partnership nor its members will be permitted to make re-
turns covering a period of more than 12 months.

Where a partnership distributes any part of its assets in kind, and
& partner, In lleu of an undivided fractional interest in the whole,
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recelves a full interest In a certain part of the assets distributed, such
a change in interest does not constitute a closed transaction reflecting
gain or loss,

A gain derived or a loss sustained by a partner by reason of the sale
or other disposition of assets distribated in kind by the partnership
before the end of its taxable year should be returned by the individual
partner for the taxable year in which such gain was actually derived
or the loss actually sustained, and the basis of computing such gain
or loss is the difference between the cost of the assets to the partuer-
ship and the price or value realized when sold or otherwise disposed
of by the partners.

The distributive share of the individual partners, whether distributed
or not, of the net income of the partnership for its taxable year, and
any gains or profits distributed by the partnership prior to the close of
its taxable year, should be returned as income for that taxable yeir of
the partners within which such taxable vear of the partnership ends,

Section 218(a) of the Revenue Act of 1918 provides that:

There shall be included in computing the net income of each partner his dis-
tributive share, whether distributed or not, of the net income of the partner-
ship for the taxable year, or, if the net income for such taxable year is com-
puted upon the basis of a period different from that upon the basis of which the
net income of the partnership is computed, then his distributive share of the net
income of the partnership for any accounting period of the partnership ending
within the fiscal or calendar year upen the basis of which the partner's net in-
come is computed.

Section 200 provides that:

The term taxable year means the calendar year or the first year ending dur-
ing such calendar year.

The partnership styled X company has heretofore kept its books
on the basis of a fiscal year ending February 28. For the fiscal year
of 1918, howerver, the partnership books were not closed until March
30 on account of the requirements of a State tax law. October, 1918,
it distributed to its members various assets accumulated since 1850
and sold the bulk of its remaining assets to a corporation for nearly
all of its stock. The partnership has not been dissolved and still re-
tains certain assets which it is impossible to distribute at this time.

In this connection the following questions are asked with respect to
the 1918 returns of the partnership and its members:

1. May the partners, in their individual returns for the calendar
year 1918, show their shares of the undivided profits of the partner-
ship from March 1, 1917, to March 30, 1918, ascertained as of March
30, 1918, when the partnership books were closed, or must such profits
be ascertained as of February 28, 1918, and the profits for the month
of March be included in the succeeding returns?

Neither the partnership or any member of it is permitted to make
returns covering a period of more than 12 months. The returns ren-
dered by the partnership for the fiscal year ending February 28,
1917, will be accepted as establishing a fiscal year for the firm end-
ing as of that date, and the distributive share of each partner ascer-
tained on February 28, 1918, whether distributed or not, should be
returned as income for the taxable year of each partner, fiscal or
calendar, as the case may be, within which the taxable yvear of the
partnership, fiscal or calendar, as the case may be, ends. If, in this
instance, the taxable year of each partner is the calendar year 1918,
or the fiscal year which includes the date February 28, 1918, then in
either event the distributive share of the partners ascertained as of
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February 28, 1918, whether distributed or not, should be seturned by
the individual partners as income received during such calendar or
fiscal year. The profits for the month of March, 1918, therefore, will
be included in any returns made by the partners for the taxable year
in which February 28, 1919, falls.

9. Should the individual returns show as gain or loss the difference
between the cost to the firm (or value if acquired prior to March 1,
1913) of the assets divided among the partners between March 1 and
Septermnber 80, 1918, and the value of such assets at the time of dis-
tribution ? ) o

Where a partnership distributes any part of its assets in kind, and
a partner, n lieu of an undivided fractional interest in the whole,
receives a full interest in a certain part of the assets distributed, such
a change in interest does not constitute a closed transaction reflect-
ing gain or loss. When, however, the property thus received by a
partner is sold, any gain derived or loss sustained at the time of such
sale will be measured by the difference between the selling price and
the cost of the property to the partnership.

3. Should the returns show any income received by the individual
members from the partnership between February 28 and December
31, 1918, involving gains accumulated by the partnership during that

eriod ¢

P Any income received by the individual members between February
28 and December 31, 1918, which was distributed by the partnership
during that period, should be returned by them for the taxable year
in which the taxable year of the partnership ending in 1919, ended,
and not during the taxable year in which received by the partners
if the partnership’s taxable year did not end in that year. This rule
finds support in the law itself. Section 218(a) provides that there
shall be included in computing the net income of each partner his
distributive share, whether distributed or not, ete., while section
218(e) recites that all provisions of this title relating to partner-
ships and the members thereof shall so far as practicable apply to
personal service corporations and the stockholders thereof, provided
that amounts distributed by a personal service corporation during
its taxable year shall be accounted for by the distributees. These
two paragraphs together make it appear plain that Congress has
recognized that there is a difference between the manner and time
in which the profits or gains distributed by a partnership during
the taxable year to partners are to be returned as income by the
partners and the manner and time in which amounts distributed by
a personal service corporation to its stockholders are to be returned
as income by the distributees. Moreover, there is another good rea-
son for the rule, namely, that until the end of the taxable year of the
partnership has been reached it can not be determined whether the
pertnership books will show a gain or a loss to the individual part.
ners for that year.

4. When should the undivided profits of the partnership earned
between February 28 and December 31, 1918, but not yet distributed,
be included in the returns of the individual members ¢

_They should be returned as income for that taxable year of the in-
dividual members in which the taxable year of the partnership ends,
Z‘_r—hether such profits are distributed or remain undistributed at that
1me.
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| Bection 218, Article 322: Distributive shares of part- _92-19-536,
ners. T. B. R. 64.

PARTNERSHIPS.

Basis for reporting distributive share of net income of partnership
by individual partners under various Income Tax Acts.

A Brothers, a partnership engaged in foreign trade, have a branch
in Y City. Their business is such that it is not possible to close the
partnership books for each year in time to permit the individual
partners to report their distributive share of the net income of the
partnership for that year for taxation at the time fixed by the statute.
The partnership and the partners have in the past reported on the
basis of the calendar year, and the individual partners have included
in their returns for each calendar year their distributive share of the
income accumulated by the partnership during the preceding calen-
dar year. This practice was approved by the department, and the
partnership wishes to continue it for the year 1918. This would mean
that the income accumulated by the partnership in 1917 should now
be reported by the partners as income for 1913. The excess profits
tax under the 1917 law was assessed upon the 1917 income of tha
partnership.

Section 218 of the Revenue Act of 1918 reads in part as follows:

That individuals carrying on business in partnership shall be liable for in-
come tax only in their individual capacity. There shall be included in computing
the net income of each partner his distributive share, whether distributed or not,
of the net income of the partnership for the tarable year, or if his net income
for such taxable year is computed upon the basis of a period different from that
upon the basis of which the net income of the partnership is computed, then
his distributive share of the net income of the partnership for any accounting
period of the partmership ending within the fiscal or calendar year upen
the basis of which the partner's net income is computed.

But one construction of this statute is possible, and that is adopted
in article 322 of Regulations 45, which states:

The distributive share of the net income of a partnership which a partner
is required to include in his return is his proportionate share of the net in-
come of the partnership, either (a) for the taxable year upon the basis of
which the partner’s net income is computed, or -(b) if the partner’s net income
is computed upon the basis of a taxable year different from that upon the basis
of which the net {ncome of the partnership is computed, for the taxable year
of the partnership ending within the taxable year upen the basis of which
the partner’s net income is computed.

This satisfactorily and correctly disposes of the matter for 1918
contrary to the contention of the partnership. The past history of
this particular rule, however, causes certain difficulties. .

Subdivision (d) of section 2 of the act of October 3, 1918, provides:

That any persons carrying on business in partnership shall be liable for in-
come tax only in their individual capacity, and the share of the profits of the
partnership to which anry taxable partner would be entitled if the same were di-
vided, whether divided or otherwise, shall be returned for taxation and the tax
paid under the provisions of this section.

It will be noted that this language is substantially identical with
the first part of section 218 of the Revenue Act of 1918 except that
the words “ for the taxable year ” are added after the phrase “ net
income of the partnership ” in the present statute. This phrase of
the 1913 statute was repeated without change in the Revenue Act of
1916 and was not amended by the Revenue Act of 1917.
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Treasury Decision 2090, approved December 14, 1914, under the
act of October 8, 1913, stated that:

The income from a partnership accrues to the individual partner at the time
his distributive interest is determined and reducible to possession. In the
returns of individuals made for the calendar year, therefore, there should be
included such income accruing from the business of partnerships for their fiscal
vears as may have been definltely ascertained by means of a book balance,
whether distributed or not. )

This ruling was incorporated in article 4, Regulations 33 (revised),
issued under the 1916 act, and adhered to after thorough examina-
tion in Law Opinion 689 under date of November 22, 1918,

It has been suggested that these rulings merely refer to the date
as of which the books are closed and not to the time when the closing
actually takes place and the distributive shares actually become
known. Law Opinion 689 and the ruling in this particular case
clearly indicate that the time when the accounts actually are closed
is the time the “ distributive interest is determined.” This view is
emphasized by the phrase “ and reducible to possession ” in Treasury
Decision 2090.

It thus appears that there is an inconsistency between the ruling
which must be made under the Revenue Act of 1918 and the view
which prevailed upon this question under the earlier statutes. Ob-
viously the department should not depart from a rule which has
been in force since December 14, 1914, without clear and convincing
reasons for such departure. An examination of the question under
the earlier statutes in the light of our present knowledge, neverthe-
less, appears necessary. ]

The language used in such statutes is not clear. The considera-
tions which may be urged for the view which has prevailed in the
past in addition to its long existence are as follows: It is a practical
rule, which accords with the understanding of business men. It is
in accord with the principle of law that partners have no rights
enforcible in law against one another as to partnership matters
until there has been an accounting or settlement. Partnerships
were permitted to establish fiscal years by an amendment in 1917
(retroactive as to 1916) although the individual partners were re-
juired to report on the basis of the calendar year. This made it

bvious that, at least to that extent, the income of the partnership
id not become at once income of the partner, and that the distribu-
ive share of the partner would be based upon an accounting period
lifferent from the one for which he is reporting as an individual.

Against this view may be urged the decision in Collector ». Hub-
bard (12 Wall, 118) holding under the act of June 13, 1864, that
“gains and profits” of certain corporations “whether divided or
otherwise ” become a¢ once taxable income of the stockholders, and
that this decision was applicable to partnerships. The significance
of the fiscal-year provision is counteracted by the adjustment made
for changes in rates; indicating the intention to tax the income of
the individual partners at the rates prevailing for the period during
which such income was accumulated by the partnership, even though
for practical reasons it was necessary to allow some leeway in the
time for reporting the income for tax. Under the 1917 statute the
partnership was subjected to excess profits tax as an entity on its in-
come for 1917, and individual partners were permitted to credit for
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the purposes of the income tax a proportionate share of such excess
Px-oh(s tax imposed upon the partnership against their net income.
The inference is strong that it was intended that the distributive
share of the partner against which this credit might be taken should
be a share of the partnership profits which were subjected to the
excess profits tax,

Bat the strongest cont, s consideration is the case of United States
v. Coulby (251 Fed., 932), affirmed by the Circuit Court of Appeals in
January, 1919, since the approval of Law Opinion 639, and now pub-
lished as Treasury Decision 2858. The case arose under the act of
October 3, 1913, involving the liability of partners to report for nor-
mal tax their share of dividends received by the partnership from
taxable corporations. The law contained no specific provision on
the subject. If the dividends have been received directly by the
partners as individuals instead of indirectly through the partner-
ship, thev would have been exemipt from normal tax. The Govern-
ment contended that this income lost its identity and character as
corporate dividends when received by the partnership. The court
overruled this contention and used the following significant lan-
guage:

This law, therefore, ignores for taxing purposes the existence of a partnership.
The law is so framed as to deal with the gains and profits of a partnership as
if they were the gains and profits of the individual partner. 'The paragraph
above quoted so provides. The law looks through the fiction of a partnership
and treats its profits and its earnings as those of the individual taxpayer.
Unlike a corporation, a partnership has no legal existence aside from the mem-
bers who compose it. The Congress, consequently, it would seem ignored. for
taxing purposes, a partnership’s existence, and placed the individual partner’s
share in its gains and profits op the same footing as if hix income had been
received directly by him without the intervention of a partnership name.

This decision, which is specifically applicable to the character of
income received by the partner indirectly through the partnership is
of equal force as indicating the ¢ime when such income should be
accounted for by him. This result is consistent with that part of
Law Opinion 689 which holds that income accruing to the partner-
ship prior to March 1, 1913, is not taxable to the individual partners,
even in case the amount of the distributive shares is determined
after March 1, 1913.

In case the accounting periods of the partnership and the indi-
vidual partners do not coincide, the latter shall include in his net
income his distributive share of the partnership net profits de-
termined at the close of any accounting period ending during his
taxable yvear. Partnerships were first permitted to establish fiscal
years by an amendment to section § (e) of the Revenue Act of 1916,
made by section 1204 of the Revenue Act of 1917 (applicable to
vears ending in 1916). This same amendment provided for the
adjustment necessary on account of any change in rates of taxation,
and implicitly provided for the above method of accounting. This
method of reporting is expressly required for 1918, and thereafter
by section 218 of the Revenue .Act of 1918.

"It is. therefore, recommended (1) that, under the act of Qctober 8,
1913. the Revenue Act of 1916, the Revenue Act of 1916 as amended
by the Revenue Act of 1917, and the Revenue Act of 1918, it be the
rule of the department that an individual partner must report for
taxation as income of the year in which the partnership profits

103022°—22 12
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were accumulated his distributive share of such partnership net
profits, whether distributed or otherwise, except (2) that in those
cases in which the accounting period of the partnership and of the
individual partner do not coincide the individual partner shall
include in his net income his distributive share of the partnership
net profits determined at the close of any accounting period ending
during his taxable year. In those cases in which returns have been
made contrary to the principles laid down in this recommendation
it will be necessary to file amended returns.

Section 218, Article 322: Distributive shares of part- 4-19-221.
ners. 0. D. 140.

Income from a particular source can not be allocated to one part-
ner of a partnership for income tax purposes, but must be divided
pro rata among the several partners.

Section 218, Article 322: Distributive shares of part- 8-19-325.
ners. 0. D. 187.

In case two distinet partnerships enter into a single venture
under agreement to terminate in two years no part of profit to be
distributable or drawings allowed during that period and any profit:
to be held intact until the latter part of 1919, the amount of profit
realized and determinable each taxable year should be reported
proportionately in the respective returns of the partnerships re-
gardless of the agreement. Individual members of each partner-
ship are subject to tax upon their pro rata share of profit even
though actual distribution is postponed until termination of the
agreement.

Section 218, Article 322: Distributive shares of part-
ners.

(See 3-19-182, sec. 213 (b), art. 86.) Member of partnership,
turning over to partnership compensation received by him for
services in the military forces of United States, may, in reporting
his distributive share of the partnership’s income, exclude an amount
equal to the sum received for military services, turned over to the
partnership.

Section 218, Article 322: Distributive shares of partners.

(See 10-19-354, sec. 202, art. 1570.) Distribution of profits in
securities at less than cost to partnership.

Section 218, Article 322: Distributive shares of partners.

{See 20-19-505, sec. 213, art. 54.) Assignment of partnership
_ profits to be earned in the future. _ P

Section 218, Article 830: Distributive shares of stock- 4-19-229.
holders in personal-service corporation. O. D. 141.

. A stockholder of a personal-service corporation having reported
in his individual return for the taxable year his distributive share
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of the undistributed net income of the corporation for such taxable
year, should not again report such income when it is actually re-
ceived in a subsequent year.

Section 219.—ESTATES AND TRUSTS.

Section 219, Article 341: Estates and trusts. 1-19-70.
0. D. 51.

Amounts paid by an executor of an estate, out of his perscnal
funds in discharge of obligations of the estate, such amounts being
credited against the executor’s liability for interest to the estate,
are nevertheless income to the estate to the extent that they represent
interest accrued since the death of the testator on obligations of the
executor to the estate.

Section 219, Article 341: Estates and trusts. 3-19-198.
(Also Seetion 202, Article 1562.) 0. D. 129,

If securities held in trust, the income from which is payable to an
individual beneficiary, are sold at a profit, the amount received in
excess of appraised value of securities at death of testator subse-
quent to March 1, 1913, or fair market value as of that date if decedent
died prior to March 1, 1913, represents income to be accounted for
by trustee on Form 1040.

Section 219, Article 341: Estates and trusts. T-19-297,
(Also Section 223, Article 401.) O.D. 174,
(Alzo Section 225, Article 421.)

A “trustee in bankruptey ” is required to file a return of net incoms
for the bankrupt’s estate if the net income exceeds the specific
exemption of $1,000.

The bankrupt individual is required to file a return accounting for
his individual earnings but is entitled to the exemptions provided in
section 216 of the Revenue Act of 1918,

Section 219, Article 341: Tistates and trusts. 20-19-511,
(Also Section 214, Article 251.) 0. D. 278.

When under the terms of a will or trust deed income is to be paid
to or permanently set aside for a corporation or association of the kind
described in section 231 (6) of the statute, such income is not de-
ductible from gross income in the returns of the estate or trust where
the corporation has received its charter but has not been completely
organized or which has not begun to operate sufliciently to establish
that it is exempt from the tax. Such income will be taxable to the
estate or trust as an entity.

Section 219, Article 341: Istates and trusts. 26~-19-599,
0. D. 316.

Where the same trustes is designated in a will to administer sev-
sral trusts, the accumulated income of each separate trust will be
taxable as an entity, not the income of the trusts combined.
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Section 219, Article 341: Estates and trusts,
{See 10-19-851, see. 1, art. 1504.) When trusts are not associations.

Section 219, Article 341: Estates and trusts.

(See 13-19-419, sec. 214 (a) 8, art. 134.) Deductibility of Federal
estate tax in ascertaining the net income of estates.

Section 219, Article 341: Estates and trusts.

(See 14-19-433, sec. 218 (b) 7, art. 84.) Income from trust fund
held by a city for charitable purposes, exempt from tax.

Section 219, Article 341: Estates and trusts.

(See 23-19-547, sec. 225, art. 425.) Ancillary executor to make
return.

Section 219, Article 342: Iistates and trusts taxed to 11-19-382.

fiduciary. S. 1088,

Discretionary trusts; income received under taxable to recipient.
Article 342, Regulations 45, discussed.

Where the income of a trust fund is payable only in the discretion of
the trustees, such income as the trustees in their diseretion distribute to
the beneficiary during the years 1916 or 1917, is taxable to the recipient
personally (Act of Sept. 8, 1916, sec. 2(b)). Such income, however, as
is received in 1918 or later years by the trust estate is taxed to the
trustees irrespective of the exercise of their discretion. (Sec. 219,
Revenue Act of 1918; art. 342, Reg. 45.)

Opinion is requested as to the manner of computing the income tax
of A for the year 1917. Section 2(b) of the Revenue Act of 1916
provides in part:

Income * * ¥ of estates or any kind of property held in trust, including
such income accumulated in trust for the benefit of unborn or unascertained
persons, or persons with contingent interests, and income held for future distribu-
tion under the terms of the will or trust shall be likewise taxed, the tax in each
instance, except where the income is returned for the purpose of the tax by the

beneficiary, to be assessed to the executor, administrator, or trustee, as the case
may be. ¥ * %

Section 8(c) of the same Act provides in part:

Guardians, trustees, executors, * # * and all persons * * * gactingin
any fiduciary capacity, shall make and render a return of the income of the
person, trust, or estate for whom or for which they act, and shall be subject to
all the provisions of this title which apply to individuals * * %,

The testatrix B by her last will and testament created a trust under
the terms of which the trustees were directed to hold certain propert
during the natural life of A and to apply the income thereof to his
use, maintenance, and support.

It appears that the part devised in trust during the term of the
natural life of A yields an annual income of 2x dollars and that this
amount was paid over during the year 1917 by the trustees to A. A
had during the year 1917 other income amounting to over 6x dollars,
which he returned as an individual, and he now objects to the inclusion
of the 2x dollars above mentioned in his individual return for 1917
on the ground that the income of the trust estate created by the will
of B should be returned by the trustees and the estate taxed as an
entity. 4 -
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That portion of the will of B creating the trust for the benefit of A
would secm to indicate an intention upon the part of the testatrix
that A should have the entire income from the trust estate and that
the trustees were to have no discretion concerning the payment of
the same. But that portion of the will which follows indicates a
contrary intention. Taking the will as a whole it seems clear that
the testatrix intended to create, and in fact did create, a discretionary
trust, the trustees having the right to determine the amount of the
income that was * necessary or appropriate for the support of my
said son and his family.” TUnder the terms of this trust it thus
appears that the income, or a part of it, might be accumulated from
time to time. Under section 2(b), supra, it is provided that the
income shall be taxed to the estate as an entity, where the income is
accumulated for the benefit of “ unascertained persons™ or ** persons
with contingent interests.” Income accumulated within the discretion
granted in this trust would be of this character. The entire income
=0 accumulated would consequently be treated as an entity for the
purposes of taxation and would have to be returned by the trustees.
(Law Opinion 599, Reg. 33 (revised), par. 207.)

In this caze, however, the trustees did not see fit to accumulate
the income of the trust estate or any part of it within the year 1917.
The money paid is *income™ in the hands of the recipient and
should be returned by him in the year in which received. * The
beneficiary will be required in the case of trust estates to account
for the actual amounts distributed or credited to him.” (Reg. 83
(revised), par. 210.) *The income of trust estates, as any other
income, is subject to the income tax * * *  Anv part of the
annual income of trust estates not distributed becomes an entity and,
as such, is liable for normal and additional tax * ¥ * (T. D,
2231; see also Law Opinion §99.)

From this it follows that, under the Revenue Act of 1916 as
amended, where the income of a trust fund is payable only in the
discretion of the trustees, such income as the trustees in their dis-
cretion distribute to the beneficiary is taxable to the recipient per-
sonally.

Article 342, Regulations 43, written as an interpretation of section
219 of the Revenue Act of 1918, states a contrary rule. That
article contains the following sentence:

Where under the terms of the will or deed the trustee may in his diseretion
distribute the income or accumulate it, the income is taxed to the trustee
irrespective of the exercise of his discretion.

The provisions for the payment of the tax contained in section 219
of the Revenue Act of 1918 are, however, not the same as those found
in sections 2 (b) and 8 (¢) of the Revenue Act of 1916, Seection
219 (c) provides that in the case of contingent interests *“the tax
shall be imposed upon the net income of the estate and shall be
paid by the fiduciary.” Under this section the tax is to be paid
upon the income of a discretionary trust as an entity whether or
not it is actually distributed. This is not true of section 2 (b) and
8 (c) of the Act of September 8, 1916. Section 2 (b) of that Act
provides that “the tax in each instance, except vyhen the income is
returned for the purpose of the tax by the beneficiary, to be assessed
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to the executor, administrator, or trustee * * *» Tpder this
section the fiduciary is not required to make a return of the in-
come distributed by him to the beneficiary; rather the statute in-
dicates that the beneficiary shall in all cases account for income
distributed to him. Accordingly, under that Act the fiduciary has
only been required to pay the tax upon such income as was accumu-
lated or not distributed by him. Article 342, Regulations 45, can
therefore have no application in the consideration of this case.

Section 219, Article 342: Kstates and trusts taxed to 16-19-462.

fiduciary. T.B.R. 47.

Revenue Act of 1918.—Income of an estate during the period of ad-
ministration which is not paid or credited to a beneficiary is taxable to
the estate even though such beneficiary was, as matter of law, entitled
to be paid or credited with such income during that year.

Opinion is requested as to whether for purposes of taxation under
the Revenue Act of 1918 certain income of the estate of A for the
year 1918 should be included in the income of the estate or in that
of the beneficiary, B. The facts are as follows: A died in 1916. In
his will he named the X Company as executor and gave to it as
trustee the residue of his estate in trust for B for life, with remainder
over. It appears that during 1918 the estate was still in process of
administration, but that the executor paid to B certain income and
retained certain other income as a reserve for income taxes which
might be assessed against the estate for the year 1918. It is con-
tended (@) that the income retained by the executor was improperly
retained, and () that since such income was improperly retained-it
shonld be treated as credited to the beneficiary during the year 1918,
and should, consequently, be included in his income for that year.

The suggestion is made by the Income Tax Unit that, since the
accounts of the executor for the year 1918 are not closed, it credit
to B as of December 31, 1918, the amount of the income of the estate
for that year which was retained as above stated, and that B report
such income in an amended return for 1918,

Upon the facts submitted it is impossible to determine whether or
not the income retained by the executor was properly retained. It
is, however, unnecessary to determine this point, since the case can
be disposed of by a decision of the other. For the purposes of this
recommendation, therefore, it will be assumed, in accordance with
the contention of the taxpayer, that the income in question was im-
properly retained. ’

The usual rule applicable to estates of deceased persons is that such
an estate “during the ﬁeriod of administration or settlement” is
taxable as an entity, the tax being paid by the executor. (See
Revenue Act of 1918, sec. 219 (a) (1).) There is, however, an ex-
press exception to this rule, namely, that “there may be deducted
the amount of any income properly paid or credited to any legatee,
heir, or other beneficiary.” "(Sec. 219 (¢).) The amount so deducted
is to be included in the income of the beneficiary. (Sec. 219 (d).)

The income in question in the present case was neither paid nor
eredited to the beneficiary during the taxable year. The question is,
therefore, whether since, as here assumed, it ought to have been so
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“ paid or credited,” it can be treated as if it actually was so * paid
er credited,” the making of an entry upon the executor’s books being
regarded as merely formal and, therefore, something which can be
omitted or done later nunc pro tunc.

There is no warrant in the language of the statute for treating
amounts which ought to have been paid or credited as if they were
actually paid or credited. The statute provides with reference to
trusts the income of which “is to be distributed to the beneficiaries
periodically, whether or not at regular intervals” (section 219 (a)
(4)) that the tax upon the income shall not be paid by the fiduciary
(section 219 (d)) ; in other words, that the time of actual payment or
crediting shall be disregarded. With reference to estates in process
of administration or settlement, however, the statute, in the pro-
vision here under consideration, makes payment or crediting to the
beneficiary the test as to whether the tax shall be paid by the fiduciary
or by the beneficiary. Tt is to be presumed that the distinction was
intentional else Congress would have made the same provision in
both cases. Nor is the distinction without reason. The distribu-
tion of income is one of the principal functions of a trustee of a trust,
the income of which “is to be distributed to the beneficiaries periodi-
cally, whether or not at regular intervals,” and the determination of
the amount of the distributive share of income of any beneficiary is
relatively simple even though such amount has not been paid or
credited to him. On the other hand, the distribution of income as
such by an executor “during the period of administration or settle-
ment ” of an estate is an incidental function to be performed ordi-
narily only until a trust is set up and the determination of the amount
of a distributive share of such income as of any period other than the
time of payment or crediting is likely to be difficult.

The conclusion reached is not open to the objection that it makes
tax liability dependent upon bookkeeping entries. The crediting of
income to a beneficiary of an estate, which is referred to in the statute,
is more than the making of a mere bookkeeping entry—the re-
cording of an existing fact. It isin itself an act which separates the
income of the beneficiary from the income of the estate, and from the
standpoint of the beneficiary, effects a realization of income by him.
In the opinion of the Advisory Tax Board there must be a trans-
ferring of income to the control of the beneficiary if there is to be 2
crediting of income within the meaning of the statute. For some-
what analogous situations see article 53 of Regulations 45. The
crediting of income is not, therefore, a mere formality and can not
be omitted or done nunc pro tunc. It is unnecessary, however, in the
present case to determine precisely what constitutes a crediting of
income to a beneficiary since there is here no act which can in any
event be so regarded.

In view of the material difference in the language of the statute
from that of earlier acts, rulings under those acts are of little assist-
ance in the present inquiry. )

Tt is held, therefore, that income retained by the executor of the
estate of A in the year 1918 as a reserve for income taxes which might
be assessed against the estate for that year should be included in the
income of the estate and not in that of the beneficiary B.
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Section 219, Article 343: Decedent’s estate during ad- 1-19-T1.
ministration. 0.D. 52,

There should be included in the return filed for a deceased stock-
holder of a personal service corporation the distributive share of the
decedent in the profits of the corporation from the beginning of the
year to the date the stockholder died. The return filed for the estate
should include the distributive share in the profits of the corporation
from the date of the stockholder’s death to the end of the year.

Section 219, Article 343: Decedent’s estate during ad- 11-19-383,
ministration. 0O.D. 219.
(Also Section 214, Article 144.) )

A Joss can not be claimed in a return rendered for a decedent
covering the taxable period to the date of his death where the cost
of securities, or their fair market value as at March 1, 1918, if acquired
prior thereto, is in excess of the value established by appraisal for
the purposes of administering the estate, except in the case of a.
decedent who was a dealer in securities and regularly inventoried
his securities and made his return accordingly. The executor should
not make returns of book gains or losses, either up to the date of
death or on transfer of the property to the legatee or to a trustee
under the will, or from one trustee to a succeeding trustee, the
appraised value remaining as the basis for computing all subsequent
realizations of losses or gains in cash.

Section 219, Article 344: Incidence of tax on estate or
trust.

(See 9-19-337, sec. 211(b), art. 13.) Trustees of assets of 0il com-
pany, selling property, value of which has been demonstrated by ex-
ploration and discovery work by the trustees are liable to tax upon
income from such property held in trust under section 211 (b).

Section 219, Article 345: Estates and trusts taxed to 1-19-69.
beneficiaries. S. 961,

Manner or TaxiNg INcoMe DISTRIBUTED PERIODICALLY.

Where a trust provides for the distribution of income “when re-
ceived ” the beneficiary should account for it personally, whether dis-
tributed to him or not. (Revenue Act of 1918, sec. 219.)

Opinion is requested as to the taxable features of a trust created
by A. The trustee is B. The declaration of trust executed by him
recites that A has transferred to him y shares of the common stock
of the M Company and all dividends upon the same, and that he
holds the stock and dividends in frust to collect and receive the
dividends accrued and to accrue upon said shares of stock and to
pay the same when received to C until he shall have received pay-
ments amounting in value or in money to x dollars. After making
said payments to C the shares of stock and any dividends and sums
of money then remaining are to be assigned, transferred, and paid
to A or to his executors or administrators.

The statute provides:

That the tax imposed by sections 210 and 211 shall z2pps to the income of
estates or of any kind of property held in trust including—

“#* * % income which is to be distributed to tae beneficiaries periodically,
whether or not at regular intervals.” (Revenue Act of 1918, sec. 219a.)
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Where the income is distributed periodically, it is provided that
the tax shall not be paid by the fiduciary, but there shall be included
m computing the net income of each beneficiary his distributive
share, whether distributed or not, of the net income of the estate
or trust for the taxable year. (Sec. 219 d.)

Under the facts presented C is required to include in his per-
sonal return all income of the trust property for the taxable year,
whether actually distributed to him or not.

No consideration is given to the method of accounting for the
income in the year 1917, before the Act of 1918 took effect, since
no question is asked on this point. What is sought is information as
to whether the original owner of the property is liable to income
tax during the trust period, and the inquiry is directed to the present
law, the owner contemplating the creation of further trusts. He is
not so liable.

It is held, therefore, that the beneficiary under the trust specified
should account personally for the income, whether distributed to
him or not, and that the creator of the trust is not liable for income
tax with respect thereto.

Section 219, Article 345: Estates and trusts taxed to 5-19-255.
beneficiaries. 0. D. 156.

Where the income of an estate is to be distributed periodically by
the trustees to the beneficiaries, and the trustees sell part of the prin-
cipal or corpus of the estate at a loss, the beneficiaries are not allowed
to deduct any part of the loss in their income-tax returns.

Section 220.—PROFITS OF CORPORATIONS TAXABLE TO STOCK-
HOLDERS.

Section 220, Article 351: Profits of corporation taxable | 1-19-72,
to stockholders. T. B. M. 2,

Section 220 does not apply to the case of a corporation which re-
tains profits to meet the reasonable requirements of its business,
such as for purposes of meeting maturing obligations, necessary in-
creased working capital, additions to plant to be made in the im-
mediate future, or other similar proper purposes, provided that such
profits are withheld in absolute good faith, and not for the purpose
of evading any tax or any rate of taxation in force at the tume.
Whether a corporation is taxable under section 220 can not be deter-
mined in advance; it must be determined at a later date in the light
of what it has actually done with the profits retained.

Section 220, Article 351: Profits of corporation taxable 2-19-156,
to stockholders. 0. D. 106.

Corporations buying Victory notes with accumulated surplus will
not subject their stockholders to the provisions of section 220, Reve-
nue .Act of 1918, unless the accumulated surplus is beyond the reason-
able needs of the business. Investment of unreasonable surplus in
Victory notes can not prevent the application of section 220, but
obviously no unfavorable construction will be based upon the mere
fact that a surplus is invested in Victory notes. Where a distillery
or brewery business, between now and the time when national pro-
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hibition becomes effective, holds 1918 earnings or earnings of earlier
years, either by reason of doubt as to the outcome of pending litiga-
tion or by reason of a desire to reinvest capital and ‘accumulated
earnings in a different business, such action of itself will not be re-
garded as bringing the corporation within the provisions of sec-
tion 220,

Section 220, Article 351: Profits of corporation taxable 8-19-326,
to stockholders. ' 0. D. 188,

Section 220 of the Revenue Act of 1918 applies only to income of
1918 and subsequent years, and can not be utilized to force a distri-
bution of unnecessary surplus accumulated in prior years. To
such unnecessary accumulations, however, the provisions of the
acts of October 3, 1913, September 8, 1916, and October 8, 1917, will
be applicable according to the respective years in which such acts
were in effect and such portions of the surplus were accumulated.

Section 220, Article 353: Unreasonable accumulation of 15~19-448.
profits. S. 1117,

The question as to the unreasonable accumulation of undivided
profits is one of fact to be decided upon a consideration of the volume
of business done and the principles of sound business management.
The fact that a corporation having capital stock of 10x dollars and
doing an annual business in excess of 150x dollars has an accumula-
tion of 55x dollars in undivided profits is not sufficient basis for find-
ing that there has beeh an unreasonable accumulation of profits,

(S. 153 overruled.) '

Section 221,—PAYMENT OF TAX AT SOURCE.

Section 221, Article 361: Withholding tax at source. 1-19-78.
0.D. 56.

When a debtor corporation fails to withhold the 2 per cent tax
where its bonds contdin a tax-free clause and the owner has filed
Form 1000, there is no obligation on the bank first receiving the
coupons to withhold the tax, as assessment will be made against the
debtor or its disbursing agent based on the tax liability as disclosed
by the ownership certificates, Form 1000.

Section 221, Article 361: Withholding tax at source. 6-19-277.
0O.D. 167

Income tax should be withheld from interest payments to non-
resident aliens upon bonds at rates in force during year in which
payments were actually made, although bond interest is held to repre-
sent income for year during which coupons became due and payable.
Any tax withheld and paid to Government in excess of taxpayer’s
Liability may be adjusted through claim for refund.

Section 221, Article 361: Withholding tax at source. 7-19-298.
(Also Section 217, Article 315.) 0. D. 175.

If the owner or operator of a mine leases a portion thereof to a
contractor whose operations are separate and distinct from that of
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the owner or operator, and nonresident aliens are actually employed
by the contractor, the duty of withholding as to such nonresident
alien employees is that of the contractor rather than the owner or
operator. }

In the case of a claim for personal exemption by a nonresident
alien employee for withholding purposes, the name and address of
the employee should be secured by the employer, regardless of the
fact that for the convenience of the employer the employee is known
by number only.

Section 221, Article 361: \Withholding tax at source. 10-19-359.
0. D. 207.

A debtor corporation, having appointed a duly authorized with-
holding agent, should file with the collector for the district in which
the debtor corporation is located, notice of such appointment, giving
name and address of the withholding agent. Only one copy is re-
quired and no special form is prescribed.

Section 221, Article 361: Withholding tax at source. 11-19-385,
O. D. 220.

A bank purchasing abroad coupons from bonds issued by domestic
corporations will be held prima facie to be the recipient of income.
Ownership certificates should, therefore, be secured from original
owners of bonds in order that tax may be withheld as provided in
sections 221 and 237, Revenue Act of 1918.

Section 221, Article 361: Withholding tax at source. 13-19-424,
(Also Section 213 (e), Article 92 (a).) ' 0. D. 245,

Wages earned by a nonresident alien on an oceasional coastwise
voyage on a vessel generally making foreign voyages is income from
sources within the United States and is subject to withholding.

Section 221, Article 361: Withholding tax at source. 18-19-485,
O. D. 269,

When a bank in the United States collects interest upon foreign
securities for its nonresident alien customers and credits same tfo
their account, allowing interest on the balances maintained, the
identity of the interest derived from foreign securities is lost, and the
interest thus paid or credited is subject to taxation and withholding
under the Revenue Act of 1918.

Section 221, Article 361: Withholding tax at source. 20--19-512,
O.D. 279.

Scrip issued by a corporation to bondholders in payment of
interest due upon its bonds is equlvalen_t to cash payments and is
subject to withholding under the rates in force at the time of is-
suance,

Section 221, Article 361: Withholding tax at source.

(See 1-19-16, sec. 213(c), art. 92.) Withholding obligations of
a2 domestic corporation in case of payments to a nonresident alien
individual or to a foreign corporation of interest on obligations of
a foreign government,
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" Section 221, Article 361: Withholding tax at source.

(See 18-19-478, sec. 213(c), art. 92.) Withholding requirements
in the case of interest on bonds of a corporation organized in the
United States but doing no business nor owning property therein.

Section 221, Article 362: Fixed or determinable annual 2-19-157.
or periodical income. S. 975,

Winnings of horses at a race track credited by the racing associa-
tion to a nonresident alien owner and trainer of the horses winning
such amounts are not fixed nor determinable annual or periodical
gains, profits, and income within the meaning of section 221 (a),
Revenue Act of 1918, and no withholding by the racing association
is necessary.

Section 221, Article 363: Exemption from withholding. 2-19-158,
(Also Section 223, Article 404.) 0O.D. 107,

In cases where tax was withheld from wages of employees who
refused to sign the old Form 1078, but who have now signed the new
Form 1078, the amount of tax should not be refunded by the em-
ployer upon execution of the new Form 1078. The amount of tax
withheld should be reported on Form 1042 and paid to the collector
of internal revenus for the district in which the withholding
agent is located, subject to claim for personal exemption provided
in section 216 of the Revenue Act of 1918,

If the personal exemption is not available to the nonresident alien,
the amount of tax can be refunded only upon execution of Form 46,
accompanied by a complete return of the individual’s income from
sources within the United States, and evidence establishing the fact
that tax has been withheld in excess of the actual liability.

Section 221, Articie 363: Exemption from withholding. 4-19-224.
: 0. D. 143,

In cases where Form 1078 is filed by aliens a record thereof
should be made by the employer and certificates forwarded to the
Commissioner of Internal Revenue, Sorting Division, Washington,
D. C.,, not later than the 20th day of the month succeeding that
during which the certificates were received.

Section 221, Article 363 (a): Personal exemption of  19-19-498.
nonresident aliens. T. D. 2920.

Providing for relief of domestic corporations which have assumed
payment of income tax with respect to tax-free covenant bonds owned
by ponresident aliens who are entitled to credits for personal ex-
emption and dependents, but whose Incomes from sources in the United
States do not exceed such credits.

The final edition of Regulations 45 is amended by inserting im-
mediately after article 8363 a paragraph which will be known as
article 363a, as follows:

Arr, 363a. Personal exemplion of nonresident aliens—In case a noun-
resident alien is entitled to personal exemption and credits for dependents in
accordance with paragraphs (c), {d), and (e), section 216 of the Revenue
Act of 1918, and his gross income from sources in the United States, including
bond interest, does nol exceed his personal exemption and credits for de-
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pendents, a certificate, Form 1001B, should be executed and filed with the
withholding agent, if any part of the gross income is derived from interest
upon bonds of a domestic corporation ‘which contain a tax-free covenant clause.
The certificate may be filed with the withholding agent at the-end of the
calendar year but not later than February 1 of the succeeding year and all
such certificates should be attached to the annual list return, Form 1013.
The amount of tax due from the withholding agent as shown by Form 1013
may be reduced by 2 per cent of the aggregate amount of interest payments
made to the nonresident alien upon tax-free covenant bonds during the cal-
endar year, and the amount of tax represented by the certificates, payment
of which was assumed on monthly list return, Form 1012, will not be included
in the assessment against the withholding agent. The certificate may be
filed only by a citizen or subject of the countries enumerated in paragraph
(2) or (b) of article 307, as amended. In case tax in excess of a nonresident
alien’s tax liability has been withheld from interest upon bonds which do
pot contain a tax-free covenant clause, the nonresident alien should file or
cause to be filed with the collector of internal revenue a return of his gross
income from all sources within the United States, accompanied by a claim
for refund on Form 46.

Section 221, Article 364: Ownership certificates for in- 21-19-526.
terest coupons. T. D. 2923,

1. In view of the fact that the revised forms of ownership certifi-
cates were placed at the disposal of the public over three months ago,
this office is of the opinion that a reasonable period of time has
elapsed in which to permit the public to have become familiar with
them. In order, however, to prevent inconvenience to individuals
and organizations required to use such forms, old forms of ownership
certificates will be accepted with respect to interest due on and prior
to November 1, 1919, when received from continental United States,
and with respect to interest due on and prior to December 1, 1919,
when received from abroad.

2. Banks and collecting agents, debtor corporations, and withhold-
ing agents shall refuse to accept the old forms, in connection with
interest due, after the respective dates named herein, and collectors
of internal revenue receiving monthly returns accompanied by certif-
icates on the old forms, when it shall appear that such certificates
were filed with debtor corporations or withholding agents, with
respect to interest due subsequent to such dates, shall require the
debtor corporation or withholding agent concerned to secure certifi-
cates on the revised forms.

3. In order that the fulfillment of the requirements herein pro-
vided may cause as little hardship as possible to individuals, banks,
collecting agents, debtor corporations, etc., collectors should satisfy
themselves that they have a =ufficient supply of the revised forms on
hand to meet anticipated demands, and where the supply is not
deemed sufficient, requisition should be made without delay for such
additional quantity as may be necessary. Collectors are requested to
disseminate this information throughout their districts as quickly as
possible.

Section 221, Article 364: Ownership certificates for in- 21-19-527.
terest coupons. 0. D. 284,
Bonds issued by the War Finance Corporation are not Govern-

ment bonds, hence ownership certificates are required when coupons

are presented for payment under article 364 of Regulations 45.
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Section 221, Article 364: Ownership certificates for in-
terest coupons.

{See 17-19-473, sec. 257, art. 1091.) Certified copies of ownership
certificates.

Section 221, Article 365: Form of certificate where 4-19-225,
withholding required. 0. D. 144,

Torm 1000, revised, should be used by nonresident alien individ-
uals, fiduciaries, and corporations only when the bonds are 1ssued
by domestic or resident corporations, whether or not the bonds con-
tain a tax-free covenant clause. A foreign corporation not engaged
in trade or business within the United States which has a fiscal
agent in the United States is not a resident corporation.

Section 221, Article 365: Form of certificate where 29-19-628,
withholding required. 0. D. 339.

Personal service corporations are to be treated, so far as practi-
cable, on the same basis as partnerships for the purposes of with-
holding under section 221(b) of the Revenue Act of 1918. Corpo-
rations which have received notice from the Income Tax Unit that
their returns as personal service corporations have been approved
may thereafter and not before issue Form 1000 in collecting nterest
from bonds or other obligations of a corporation containing a so-
called tax free covenant clause in the same manner and to the same
extent that partnerships are authorized to use that form. The form
should bear the stamped or written notation, “ Approved by the
Treasury Department as Personal Service Corporation on (date).”

Section 221, Article 366: Form of certificate where no

withholding requireq.

(See 31-19-653, sec. 256, art. 1078.) Torm of ownership certifi-
cate required from nonresident alien bondholders in the case of in-
terest on bonds of a corporation organized in the United States, but
transacting no business and owning no property therein.

Section 221, Article 370: Return of tax withheld. 16-19-463.
0. D. 258,

Tax erroneously withheld from the wages of a nonresident alien
geaman, who can not now be located for the purpose of making
refund, should be reported on the annual list return, Form 1042,
and paid to the Government, and when the seaman is located he
should be advised of his right to file claim for refund.

Section 221, Article 371: Withholding in 1918. 2-19-159.
0. 811.

Where a corporation withheld during the year 1918 tax pursuant to
Revenue Acts of 1916 and 1917 from the income of foreign corporations
not having an office or place of business in the United States, and such
withholdings were made against dividends and bond interest paid to
the foreign corporations, only such sums need be returned as are
required to be withheld from income subjeet to withholding under the
Revenue Act of 1918; any amounts withiheld under the Revenue Acts of
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1916 and 1917 from income not subject to withholding under the
Reveune Act of 1918 may be paid over to the persons from whom they
were withheld.

Section 221 (a), Revenue Act of 1918, which applies alike to non-
resident aliens and foreign corporations (sec. 237), provides:

That all individuals, corporations, and partnerships in whatever ecapacity
acting, including lessees or mortgagors of real or personal property, fiduciaries,
employers, and all officers and employees of the United States having the con-
trol, receipts, custody, disposal, or payment of interest, rent, salaries, wages,
premiums, annuities, compensations, remunerations, emoluments, or other fixed
or determinable annual or periodical gains, profits, and income of any nonresi-
dent alien individual (other thap income received as dividends from a cor-
poration which is taxable under this title upon its net income) shall (except
in the cases provided for in subdivision (b) and except as otherwise provided
in regulations prescribed by the commissioner under sec. 217) deduct acd
withhold from such annual or periodical gains, profits, and income a tax equal
to 8 per cent thereof: Provided, That the Commissioner may authorize such
tax to be deducted and withheld from the interest upon any securities, the
owners of which are not known to the withholding agent.

It appears that a corporation withheld during the vear 1918 tax
pursuant to the Revenue Acts of 1916 and 1917 from the income of
foreign corporations not having an office or place of business in the
United States and that the withholding was made against dividends
and bond interest paid to such corporation.

The inquiry presented is as to whether or not the withholding agent
should pay over to such foreign corporations the amount withheld in
the case of dividends and only file return and pay over the amount
withheld on bond interest, or whether the aggregate sum withheld
against dividends and bond interest should be applied against the
amount required to be withheld under the Revenue Act of 1918,

Under the Revenue Act of 1917 withholding at the rate of 2 per
cent was required on the payment of dividends of domestic cor-
porations to foreign corporations not engaged in business in the
United States and not having an office or place of business therein.
(Sec. 9.) Under the Revenue Act of 1918 dividends payable to a
foreign corporation, where the dividends were received from a coz-
poration which is taxable upon its net income, are exempted from
withholding. L

In Regulations 45, article 871, it is said:

In all such cases where a withholding agent withheld the tax pursuant to the
Revenue Acts of 1816 and 1917 from the income of foreign corporations not
engaged in trade or business within the United States and not having an office
or place of business therein, he need return only the sum withheld to an amount
not in excess of the aggregate sum required to be withheld by the terms of the
Revenue Act of 1918 from income paid over by the withholding agent.

The term “aggregate” used in this article must be construed to
include only such sums as are required to be withheld from inecome
subject to withholding under the Revenue Act of 1918; that is,
amounts withheld under the Revenue Acts of 1916 and 1917 from
income which is exempted from withholding by the Revenue Act of
1918 may not be included I1n the “aggregate sum required to be
withheld by the terms of the Revenue Act of 1918.” Thus amounts
withheld from a foreign corporation under the Revenue Acts of
1916 and 1917 from dividends of a corporation which was taxable
upon its net income may not be included in the aggregate ” sum to
be withheld under the Revenue Act of 1918, such income being ex-
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pressly exempted from withholding under that Act. Sums so with-
held may be paid over to the person from whom they were withheld.
It is, therefore, held that where a corporation withheld during the
year 1918 tax pursuant to the Revenue Acts of 1916 and 1917 trom.
the income of foreign corporations not having an office or place of
business in the United States, and such withholdings were made
against dividends and bond interest paid to the foreign corporations,
only such sums need be returned as are required to be withheld from
income subject to withholding under the Revenue Act of 1918; any
amounts withheld under the Revenue Acts of 1916 and 1917 from
income not subject to withholding under the Revenue Act of 1918
may be paid over to the persons from whom they were withheld.

Section 221, Article 372: Release of excess tax withheld.

(See 8-19-196, sec. 217, art, 315.) If Form 1078 or its equivalent
is filed by an alien with his employer on or before the last day of
taxable year, employer may refund entire amount of tax withheld
during year.

Section 222, Article 381: Analysis of credit for taxes. 26-19-593,
(Also Section 214, Article 131.) 0. D. 311,

Income and war-profits taxes paid to a foreign country by a citizen
of the United States residing in such foreign country on income from
sources within the United States can not be treated as a credit for
taxes under section 222. Such taxes are deductible under section
214 (a) 8 in computing net inconie in his return to the United States.

Section 222, Article 383: Conditions of allowance of 12-19-407.
credits. ‘ 0. D. 232,
(Also Section 238, Article 611.)

Where under a foreign income tax law corporations are required to
withhold a fixed percentage of the total amount of dividends paid to
the stockholders in this country, such tax being withheld in a lump
sum, although imposed upon the individual stockholders, the
amounts withheld not being itemized by the foreign government, in
lieu of the individual tax receipts required to be attached to Form
1116, the taxpayer may attach to the return on Form 1116 his affi-
davit showing the number of shares held during the year, whether
or not any of the shares held by him were acquired or sold during the
year, giving dates and number of shares so acquired or sold; the
total number of shares outstanding on which the dividend was de-
clared regardless of whether the dividend was paid to citizens of the
United States or other Governments; and the total dividends paid or
accrued on such shares during the year, and attach to and make a
part of such affidavit a certified copy of the tax receipts from the
foreign tax collector showing the payment of the tax en bloc, with
copies of any other documents which he may have that will serve to
corroborate the facts set forth in such affidavit.

The amount of the credit claimed should be computed by dividing
the total tax withheld by the total number of shares of the corpora-
tion outstanding and multiplying this result by the number of shares
held during the entire year. In the event that any of the shares
were acquired or disposed of during the year, an adjustment should
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Le made showing the amount of taxes Eroperly allocated to the
dl\'lgends received after acquisition or before disposition of the
stoe

Section 223, —INDIVIDUAL RETURNS.

Section 223, Article 401: Individual returns. 1-19-78.
0.D.57.

Where the property of an alien enemy has been taken over by the
Alien Property Custodian in accordance with the provisions of the
Trading With the Enemy Act, and the individual has executed a
return but has no funds out of which to pay the amount of tax
shown, the return should be filed with the collector of Internal
Revenue for his district as required by law. The individual in such
case can not be held responsible for failure to pay his income tax.
The amount of tax is a debt due the United States Government
which will be considered along with those of other creditors in the
final disposition,

Section 223, Article 401: Individual Teturns. 21-19-528.
O. D. 285.

A husband and wife can not divide the salary of the husband for
the purpose of reporting such salary in separate returns for income-
tax purposes. Income received by the husband, such as rents and in-
terest from property owned by him prior to his marriage, must be
reported by the husband after marriage, even though the wife is
given a one-half interest therein by the community property law
of the State.

Section 223, Article 401: Individual returns. 30-19-643,
(Also Section 252, Article 1036.) O. D. 347,

If a taxpayer has filed a tentative return for any taxable year or .
has paid any amount to a collector of internal revenue on the sup-
position that he will be liable for payment of tax, and later finds
that his income was insufficient to require a return, a statement
under oath to that effect should be filed in lieu of a complete return.
If the taxpayer desires to file a claim for refund of the amount
erroneously paid, a complete return will be required.

Section 223, Article 401: Individual returns.

(See 7-19-297, sec. 219, art, 841.) A trustee in bankruptcy is re-
quired to file a return of net income for the bankrupt’s estate if the
net income exceeds the specific exemption of %1,000.

Section 223, Article 404: Return of income of nonresident alien.

(See 2-19-158, sec. 221, art. 363.) Return to accompany claim
for excess tax withheld.

Section 223, Article 406: Verification of returns. 29-19-629,

T. D. 2951,

Article 406 of Regulations 45 is hereby amended to read as fol-
lows:

ART. 408. Verification of returns.—All income tax returns must be verified
under oath or affirmation before an officer duly authorized to administer oaths

103022°—22 13
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either by the laws of the United States or by the laws of the State or Terri-
tory where such officer resides. Persons in the naval or milltary service of
the United States may verify their returns before any official authorlzed to
administer oaths for the purposes of these services. Income tax returns exe-
cuted abroad may be attested free of charge before United States consular
officers, Where a foreign notary or other officlal having no seal shall act as
attesting officer, the authority of such attesting officer should be certified to by
some judicial official or other proper officer having knowledge of the appoint-
ment and official character of the attesting officer.

Section 223, Article 406: Verification of returns. 8-19-827.

0. D. 189.

American citizens in China, when executing their income-tax re-

turns, may, when the services of a notary are not available, attach

to their returns Consular Form 180, properly adapted and made a
part of their tax return. ’

Section 224.—PARTNERSBIP RETURNS.

Section 224, Article 411: Partnership returns. 12-19-408.
0. D. 228.

As the death or withdrawal of a partner ordinarily dissolves the
partnership, a return would be required covering the period from
the beginning of the partnérship’s taxable year to the date of its
dissolution. 1f the business of the partnership is continued as such,
a new accounting period would be established upon the necessary
reorganization of the partnership, and its next return should cover
the period from the date of reorganization until the end of the tax-
able year.

Section 225.—FIDUCIARY RETURNS.

Section 225, Article 421: Fiduciary returns. 1-19-79.
0. D. 58.

A fiduciary should file Form 1040 for nonresident alien beneficiary,
even though the individual’s distributive share of income is derived
from dividends and is less than $5,000.

Section 225, Article 421: Fiduciary returns. 10-19-360.
(Also Section 213, Article 31.) 0. D. 208.

A fiduciary who is also the beneficiary of the trust should file a
return for the estate or trust, and should also file an individual return
showing his entire income derived from the estate and from all other
sources.

Section 225, Article 421: Fiduciary returns.

(See 7-19-297, sec. 219, art. 341.) Trustee in bankruptcy is re-
quired to file a return of net income for the bankrupt’s estate if net’
income exceeds the specific exemption of $1,000.

Section 225, Article 425: Return for nonresident alien 23-19-541.
beneficiary. 0. D. 292
(Also Section 219, Ariicle 341.)

The ancillary executor of the estate of a nonresident alien should
make returns for the estate and pay the taxes due, as agent of the
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foreign executor, and file personal returns for 1912 for each non-
resident alien beneficiary on Forms 1040 (revised) or 1040 (a)
(revised) ; also a withholding return on Form 1042 (revised), accouw-
panied by Certificate 1098 (revised).

Seetion 227.—TIME AND PLACE FOR FILING RETURN.

Section 227, Article 443: Extension of time by col-  24-19-570.
lector. T. D. 2935.

Fallure to file final returns where tentative returns have been filed.
Article 443 of Regulations amended.

Section 1309 of the Revenue Act of 1918 (approved Feb. 24, 1919)
provides in part as follows:

That the commissioner, with the approval of the Secretary, is hereby au-
thorized to make all needful rules and regulations for the enforcement of the
provisions of this act.

In pursuance of the foregoing provision of law, article 443 of
Regulations 45 is hereby amended to read as follows:

Awr. 443. Eztension of time by collector.—It is important that the taxpayer
render before the return due date a return as complete and final as it is pos-
sible for him to prepare. However, in cases of sickness or absence collectors
are authorized to grant an extension of not exceeding 30 dars, where in their
Judgment such further time is actually required for the making of an accurate
return, See article 1002. The application for such extension must be made
prior to the expiration of the period for which the extension is desired. The
absence or sickness of one or more officers of a corporation at the time the return
is required to be filed will not be accepted as a reasonable cause for failure to file
the return within the prescribed time, unless it is satisfactorily shown that there
were no other principal officers available and sufficiently informed as to the
affairs of the corporation to make and verify the return. As a condition of
granting an extension of time for filing a return the collector may require the
submission of a tentative return and estimate of the tax on Form 1040-T in
the case of individuals, or on Form 1031-T in the case of corporations, and the
payment of one-fourth of the estimated amount of tax. Where a taxpayer has
filed a tentative return and has failed to file a complete return within the
period of the extension requested by him, the complete return when filed is
subject to penalties prescribed for delinquency. Where a tentative return has
been filed and no time has been fixed within which a complete return must be
flled, the collector may at any time send notice to the taxpayer to file a com-
plete return within a period of time therein specified by hiin, and a taxparer
who fails to comply with such request will incur the penalties prescribed by
statute for delinquency in filing a return.

Section 227, Article 445: Extension of time in the case 3-19-199.
of persons abroad. T. D. 2844

Article 445, final edition of Regulations 45, amended to permit tax-
payers residing or traveling abroad to pay at the time of filing returns
only the installments of tax past due without interest at the rate of
one-half of 1 per centum per month and other installments as they fall
due,

The final edition of Regulations 45 is amended by changing article
445 to read as follows:

ART, 445. Esxtension of time in the case of persons ebroad.—In view of the
disturbed conditions abroad and the consequent interference with the usual
channels of communication, an extension of time for fillbg returns of income
for 1918 and subsequent years and for paying the tax i3 hereby granted in the
case of nonresident alien individuals and nonresident foreign corporations, or
their proper representatives in the United States, and of American citizens re-
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siding or traveling abroad, including persons in military or naval service on
duty outside the United States, for such period as may be necessary, not ex-
ceeding 90 days after proclamation by the President of the end of the war
with Germany. The installments of tax which are actually due must be paid
at the time of filing the return and the other installments shall be paid as tl}ey
fall due. In all such cases an affidavit must be attached to the return, stating
the causes of the delay in filing it, in order that the commissioner may de-
termine that the failure to file the return in time was due to 2a reasonable
cause and not to willful neglect and that the return was filed without any un-
necessary delay. If the showing justifies the conclusion that the failu_re to
file the return in time was excusable, no penalty will be imposed. This ex-
tension is granted as a matter of general expediency to all persons abroad
owing income, war profits, and excess profits taxes to the Federal Goverqment
and is not granted upon the request of any particular taxpayer. Accordm_gly,
in the case of taxpayers who take advantage of this general ext'ension of time
for the filing of returns and the payment of tax no interest will be collected
from such taxpayers, but where a request is made by a tgxpayer ar}d an ex-
tension is granted for other reasons by the commissioner interest _W111 be col-
lected at the rate of one-half of 1 per cent per month from the time the tax-
would have been due if no extension had been granted.

.Bection 227, Article 445: Extension of time in the case 2~19-160,
of persons abroad. 0. 809.

Where persons abroad or foreign corporations take advantage of
the extension of time granted for the payment of tax, in article 445,
Regulations 45, interest is not collectible at the rate of one-half of 1
per cent from such persons or foreign corporations from the time the
tax would have been due if no extension had been granted.

A question has been asked as to whether interest is collectible at
the rate of one-half of 1 per cent per month from soldiers and sailors
on duty outside the United States where they take advantage of the
extension of time for filing returns and payment of tax granted tax-
payers residing abroad in article 445, Regulations 45.

Section 227 (a) of the Revenue Act of 1918 provides:

That returns sball be made on or before the 15th day of the third month
following the close of the fiscal year or if the return is made on the basis of
the calendar year, then the return shall be made on or before the 15th day of
March. The Commissioner may grant a reasonable extension of time for filing
returns whenever, in his judgment, good cause exists and shall keep a record
of every such extension and the reason therefor. Except in the case of tax-
payers who are abroad, no such extension shall be for more than six months.

Section 250 (a) of the Revenue Act of 1918 provides in part:

* ® * Where an extension of time for filing a return is granted, the time

for payment of the first installment shall be postponed until the date of the ex-
piration of the period of the extension, but the time for payment of the other
installments shall not be postponed unless the Commissioner so provides in
granting the extension. In any case in which the time for the payment of any
installment is at the reguest of the taxpayer thus postponed there shall be
added, as part of such installment, interest thereon at the rate of one-half of 1
per cent per month from the time it would have been due if no extension had

been granted until paid * * =

For interest to be collectible, under section 250, supra, the post-
ponement of the time of payment must be ¢ at the request of the tax-
payer.” (Art. 1003, Reg. 45.) But under article 445, Regulations
45, the time for the payment of taxes is extended, under certain con-
ditions, to all persons abroad owing taxes to the United States, in the
following language: :

In view of the disturbed conditions abroad and the consequent interference
with the usual channels of communication, an extension of time for filing re-
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turns of income for 1918 and subsequent years and for paying the tax is hereby
granted In the case of nonresident alien individuals and nonresident foreign
corporations or their proper representatives in the United States, and of Amerl-
can Fltlzens residing or traveling abroad, including persons in military or naval
service.on duty outside the United States for such period as may be necessary,
not exgeedmg 90 days after proclamation by the President of the end of the
war _w1th Germany. The whole tax shown to be due must be paid at the time
of filing the return. In all such cases an affidavit must be attached to the re-
turn stating the causes of the delay in filing it, in order that the Commissioner
may determine whether the failure to file the return in time was due to a rea-
sonable cause and not to willful neglect. If the showing justifies the conclusion
that the failure to file the return in time was excusable, no penalty will be
imposed.

This extension of time was granted by the Commissioner of In-
ternal Revenue in order to take care of the unusual conditions caused
by the war. It was granted alike to all persons abroad owing taxes
to the Federal Government. The extension of time was granted as
a matter of general expediency and not upon the request of any par-
ticular taxpayer. Accordingly, interest can not be collected from
the time the tax would have been payable if the postponement had
not been granted.

It is therefore held that where persons abroad or foreign corpora-
tions take advantage of the extension of time granted for the pay-
ment of tax, in article 445, Regulations 45, interest is not collectible
at the rate of one-half of 1 per cent from such person or foreign
corporations from the time the tax would have been due if no exten-

sion had been granted.
Part III.—Corporations:
Section 230.—TAX ON CORPORATIONS.

Section 230, Article 503: Corporations liable to tax. 4-19-2217.
S. 1001,

Where the holders of the entire common stock of a corporation
agree to pool their stock interests and share in a certain portion of
the profits accruing to the corporation according to fixed arbitrary
percentage, rather than in proportion to their respective stock hold-
ings, the corporation is still taxable as such and is not to be treated
as a partnership for purposes of the income tax.

Section 230, Article 503: Corporations liable to tax.

(See 11-19-386, sec. 233, art. 541.) Gains derived from the sale of
a corporation’s assets with a view to its liquidation.

Section 230, Article 503: Corporations liable to tax,
(See 10-19-351, sec. 1, art. 1504.) When trusts are taxed as cor-
porations.
Section 231.—CONDITIONAL AND OTHER EXEMPTIONS.
Section 231, Article 511: Proof of exemption. 1-19-85.
O. D. 60.

A railroad company, which turns all of its income over to a chari-
table institution as a dividend does not come within the provision of
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section 231 (12), as it is actively engéged in the operation of a rail-
road system. -

Section 231, Article 511: Proof of exemption. 7-19-300.
0. D. 117.

A corporation managed by five trustees, operating a theater build-
ing erected as a memorial, the net income from which is to be turned
over to a city, for its use and benefit, is not one organized for the
“exclusive purpose of holding title to property, collecting incoms
thereform, and turning over the entire amount thereof less expenses
to an organization which itself is exempt from income tax,” and is
required to file returns of annual net income and to pay any tax there-
by shown to be due.

Section 231, Article 511: Proof of exemption. 8-19-328,
‘ 0. D. 190,

In dealing with cases coming under section 231, the character of
the corporation must be judged by its articles of incorporation,
constitution, and by-laws rather than by the declarations of its
officers or the method by which it conducts or has conducted its
business. Accordingly, if the activities of a company are confined
to cooperative selling for the benefit of its patrons, but it is granted
additional powers by its charter, it will nevertheless be required to
file returns and pay the tax if any shown to be due.

Section 231, Article 515: Building and loan associa- 19-19-499,
tions. S. 1140,

INncoMrE TAx: Acts oF OcroBer 3, 1913, SEpreEMBER 8, 1916, AND FEB-
RUARY 24, 1919,

Building and loan associations.—Where a building and loan associa-
tion has no other features which render it liable to income tax, it
will ordinarily not be subject to tax merely because—

(1) It has paid-up shares which are (a) preferred as to earnings,
and (b) have a definite rate of interest which may be higher than the
rate of dividends paid on other stock (Park View Building & Loan
Association v. Herold, 203 Fed., 876; C. C. A., 210 Fed., 577; T. D.
1941), or

(2) Its balance sheets show that it is lending considerable sums to
nonmembers (Central Building, Loan & Savings Co. ». Bowland and
Bellefontaine Building & Loan Co. v. McMaken, 216 Fed., 526}, or

(3) It is a regular borrower of large sums of money which it uses
for loans to members, the dues paid by members being entirely in-
adequate for the business transacted by it (Bellefontaine Building &
Loan Co. v. MeMaken, 216 Fed., 526, supra).

Where a building and loan association has an amount of paid-up
capital which is so large as to be entirely out of proportion to the
amount of running shares on which members are paying, it may or
may not be liable to income tax, the liability to tax of such an institu-
tion depending upon the facts of the particular case.

Reference is made to the statement of the Income Tax Unit that
from an examination of the reports of banks and building and loan
associations it has become convinced that a large number of institu-
tions are escaping taxation on the ground that they are building and
loan associations when in fact they do not come within the words of
the statutory exemption. Question is asked as to whether there is
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any obstacle to a holding that the following institutions are not
eXempt as not being within the words “ domestic building and loan
associations organized and operated for mutual purposes and
without profit”;

(1) A building and loan association which has paid-up shares
which are (a) preferred as to earnings, and (b) have a definite rate
of interest which may be higher than the rate of dividends paid on
other stock;

(2) Institutions whose balance sheets show that they are lending
considerable sums as banks, dealing with nonmembers;

(3) Institutions which are regular borrowers in Jarge sums of
money which they use for loans to members; that is, which are oper-
ated on a plan under which the dues paid iay members are entirely
inadequate for the business transacted;

(4) Institutions in which the amount of paid-up capital is so large
as to be entirely out of proportion to the amount of running shares
on which members are paying.

The act of August 5, 1909, provided that nothing in section 38 of
the act imposing an excise tax upon corporations should apply to
domestic building and loan associations, organized and operated
exclusively for the mutual benefit of their members. Paragraph “ G ”
of section 2 of the act of October 8, 1913, provided that nothing in
the section should apply “to domestic building and loan associations,
nor to cemetery companies, organized and operated exclusively for
the mutual benefit of their members.” Section 11 (a) of the act of
September 8, 1916, provided “That there shall not be taxed under
this title any income received by any—

Fourth. Domestie building and loan association and cooperative banks with-
outﬁgapital stock organized and operated for mutual purposes and without
profits.

The provisions of the 1909 act and the 1913 act above quoted were
very narrowly construed by this office. Thus article 87 of Regula-
tions 33, dated January 5, 1914, provides:

Domestic building and loan associations are among those enumerated as
exempt from the requirements of the law. A domestic building and loan asso-
ciation is held to be one organized under and pursuant to the laws of the United
States, or of a State or Territory thereof, or under the laws applicable to
Alaska or the District of Columbia. Mutuality in operation and in the dis-
tribution of profits and benefits is essential to exemption. Therefore, in order
to come within the exempted class such associations must not only be “ domes-
tic,” as defined, but they must be organized and operated exclusively for the
mutual benefit of the members; that is, all the profits and benefits provided
for in the articles of association and by-laws must be ratably distributed
among all members, regardless of the kind of stock held, according to the
amount of money they have on deposit. An association issuing different classes
of stock upon which diffesent rates of interest or dividends are guaranteed
or paid, does not come within the exempted class.

Under this very narrow interpretation few building and loan asso-
ciations were held to be exempt from tax. The Pacific Building &
Loan Ascociation of Spokane, Wash., claimed exemption and ir=ti-
tuted suits against the collector for the recovery of taxes which it
had been required to pay. The district court for the eastern districi
of Washington held that the company was not exempt from tax. It
stated:

In view of the provisions for the loaning of the funds of the corporation to
ponmembers, for issuing preferred or guaranteed interest-paying stock, and
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that allowing the directors, upon finding that the Income of the association can
pot be loaned profitably, to “cancel any outstanding certificates of general
stock not borrowed upon,” paying the holder the book value of the stock so
canceled, thereby being authorized to retire any and all stock in their discre-
tion (Pacific Building & Loan Association v. Hartson, 201 Fed., 1011).

The association was not exempt from tax.

Shortly thereafter suit was instituted against the collector for the
fifth district of New Jersey for the recovery of taxes which the Park-
view Building & Loan Association had been required to pay under
the 1909 law. This association “issues two varieties of stock, one
known as prepaid stock on which the full par value of $200 per share
is paid by the holder thereof at the time of the issuance of said stock
and upon which the plaintiff pays to the holder thereof out of the
profits of the association the sum of 5 per cent per annum in lien of
participation by said stockholder in the general profits of said asso-
ciation.” The question before the court was whether the issuance
of this prepaid stock barred the company from exemption. The
syllabus of the decision is to the effect that “ where a building and
loan association was organized under New Jersey Act, April 8, 1903
(P. L., page 457), and supplemental acts solely for the purpose of
making building loans to its members who were entitled to vote in
the management of the association’s affairs according to membership
and not by virtue of stock holdings it was an association within cor-
poration tax law (act of Aug. 5, 1909), exempting such corporations
from lability for the taxation, though under its plan of operation
there might be inequality in the returns to the prepaying stockhold-
ers, etc., since the word ‘ mutual’ is not to be considered as synony-
mous with ‘equal.’” (Parkview Building & Loan Association w.
Herold, 203 Fed., 876.) This decision was affirmed by the Circuit
Court of Appeals (210 Fed., 577; T. D. 1941).

At approximately the same time suits were instituted by two build-
ing and loan associations in Ohio which borrowed from nonmembers
and loaned to nonmembers. These were the cases of Central Build-
ing, Loan & Savings Co. ». Bowland, and Bellefontaine Building &
Loan Co. v. McMaken (216 Fed., 526). In a lengthy and able opin-
jon the court reviewed the functions of a building and loan associa-
tion and reached the conclusion that both of these associations, or-
ganized in accordance with the statutes of Ohio, were exempt from
tax within a fair meaning of the taxing statute. It called attention to
the fact that “in the income-tax law of August 28, 1894, section 32
(Stat. L., p. 556), exemption is given to ‘ building and loan associa-
tions or companies which make Ioans only to their shareholders,’ and
in the war revenue law of June 30, 1898, section 17 (38 Stat. L., p.
455), is the provision that. ‘building and loan associations or com-
panies that make loans only to their shareholders shall be exempt
from the tax herein provided.’” Since there was no mention in the
1909 law that only those building and loan associations which made
loans to their shareholders were exempt from taxation, the court
inferred that it was the intention of Congress to exempt building
and loan associations without regard to whether loans were made
to other than shareholders.

With reference to the taxing acts of 1909, 1913, and 1916, it is to
be observed that certain corporations are exempt from the taxes
imposed by the several acts. Among these are mutual savings
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banks which have no capital stock and also domestic building and
loan associations organized and operated for mutual purposes. Mu-
tual savings banks are found principally in the New England States
and in the State of New York. Building and loan associations are
the principal savings institutions in the States of New Jersey, Penn-
sylvania, Ohio, and Louisiana. These institutions have ordinarily
a well-defined method of operation. As stated by the Supreme
Court of Pennsylvania in Folk », State Capital, etc., Association
(214 Pa., 543; 63 Atl., 1019):

The general purpose of building associations is the accumulation of funds
to be loaned to their members and to be repaid in small perfodical payments.
The accumulation from the payment of installments on stock is so slow as often
to hamper their practical operations, and different methods have been adopted
to provide funds to meet the demands of borrowing members promptly and
thus to promote the general purpose. Building associations are authorized
by the act of June 25, 1895 (P. L. 303), to borrow money for temporary use
when applications for loans exceed the accumulations in the treasury, and
when a series of stock has matured. The issuing by these associations of
full-paid stock to serve the same purpose as borrowing is an enlargement of
their scope of operations not inconsistent with their original design, if properly
restricted. While it has not been expressly authorized by the legislature,
there is a distinet recognition of the practice by the act of June 22, 1897
(. L. 178), which subjects such stock to taxation. We find nothing unlaw-
tul in the issuing of full-paid stock the dividends of which are not guaranteed
but are limited in amount and payable only out of the profits, and the holders
of which are entitled to no preference and have no advantage over other
stockholders upon distribution in case of loss or insolvency, provided that the
issue is incidental to the main business of the association and is intended
to provide a fund from which loans may be made to the holders of install-
ment stock. To this extent and for this purpose its issue is within the im-
plied powers of such associations.

As a result of the narrow construction placed by this office upon
the exemption accorded to building and loan associations by the
1909 and 1913 acts, Congress passed a private bill (No. 202, ch. 129,
39 Stat., 1491) and refunded to building and loan associations taxes
which had been collected where the statute of limitations had run
and the associations were barred from filing claims for refund. Prac-
tically all of the bona fide building and loan associations required
to pay taxes under the earlier acts have had those taxes refunded
to them. For the purpose of removing the test of mutuality as a
condition for exemption from tax the taxing act of September 8,
1916, was so drafted as to provide that building and loan associa-
tions, organized and operated for mutual purposes and without
profit, were exempt from tax. This office has hitherto assumed that
this language was to be more broadly construed than the language
of the earlier acts. oo

Apparently. no case has come before the courts for a judicial
determination as to when a building and loan association 1s organ-
ized or operated for mutual purposes. In the Parkview Building
& Loan Association case (203 Fed., 876, 879) the court observed:

The word “ mutual” can not always be considered a synonym of “equal.”
Mutual credits are not necessarily equal credits; mutual debts need not be
equal in amount. That the issuance of prepaid shares does not destroy the
neutuality among the members of a building and loan association is the opinion
of Judge Endlich, whose work on building and loan associations is deemed
an authority, as may be seen in his discussion of the subject in paragraphs

461 to 464. That view Is also taken by the Supreme Court of Pennsylvania
in Folk ». State Capitol Savings & Loan Association (214 Pa., 529, 63 Atl,
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1018), where the supreme court affirms the lower court, which was presided
over by Judge Endlich. The following quotation from Judge Endlich’s opinion
in that case is helpful. He says (214 Pa., 535, 63 Atl., 1016) :

“That the allowance of & fixed dividend upon such paid-up stock out of the
profits of the corporate business is a reasonable incident to its issuance,
just to both classes of shareholders, and not calculated to give either an
undue advantage over the other; that, on the contrary, the practical effect
of the concurrent issuance of both installment and full-paid stock is likely
to prove beneficial to both classes of shareholders; that no essential character-
istic of the bullding association scheme can be regarded as forbidding and no
essential purpose of it ag defeated by this device; that it is contrary to no ac-
cepted rule of policy applicable to or involved in the nature of building
assoclations.”

Tt is believed that a building and loan association is organized
and operated “without profit” within the meaning of the law when
the total benefits or profits aside from a reasonable rate of interest or
reasonable dividends paid upon prepaid shares accrue to the share-
holders still making payments upon their shares.

Paid-up shares in a building and loan association are an anomaly.
Liability to tax of such an institution must depend upon the facts
arising in any particular case.

In conclusion, it is held that where a building and loan association
has no other features which render it liable to income tax, it will
ordinarily not be subject to tax merely because (1) it has paid-up
shares which are (@) preferred as to earnings, and (b) have a definite
rate of interest which may be higher than the rate of dividends paid
on other stock (Parkview Building & Loan Association w. Herold
(208 Fed., 876; C. C. A., 210 Fed., 577; T. D. 1941), or (2) its
balance sheets show that it is lending considerable sums to non-
members (Central Building, Loan & gavings Co. ». Bowland and
Bellefontaine Building & Loan Co. v. McMaken, 216 Fed., 526), or
(8) it is a regular borrower of large sums of money which it uses
for loans to members, the dues paid by members being entirely in-
adequate for the business transacted by it (Bellefontalne Building
& Loan Co. ». McMaken, supra). No attempt is made in this
opinion to consider how far the tax liability of a building and loan
association would be affected by the fact that it has an amount of
paid-up capital which is so large as to be entirely out of propor-
tion to the amount of running shares on which members are paying,
nor to pass on any other features of operation which might be re-
garded as depriving the corporation of its status as a building and
Ioan association.

Section 231, Article 516: Cemetery companies. 3-19-200.
S. 991,
Held, upon consideration of the faects, that X Cemetery is exempt
from income tax as a cemetery company operated exclusively for the
benefit of its members. {Revenue Act of 1918, sec. 231, par. B.)

The X Cemetery Co. is a corporation organized in order to pur-
chase, improve, beautify, perpetuate, and manage X Cemetery. For
this purpose it is given power to acquire, hold, convey, and encum-
ber real estate, and to manufacture and sell vaults, mausocleums, and
other cemetery appliances and improvements, and the right to own
and operate greenhouses and conduct the business of florists. It
seems clear that the greenhouse and florist business is but an in-
cident of the cemetery; and the income therefrom, like all other in-
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gzﬂ;% of the corporation, is disposed of in the manner described

The corporation has no capital stock, and pays no dividends te
owners of lots. Every owner of a lot in the cemetery has the right
fo vote at meetings of the corporation. The object of the corpora-
tion 1s stated to be to retire an existing indebtedness; to raise certain
money for improvement purposes; to pay the expenses of manage-
ment; and to use the funds that may come to the corporation there-
after in beautifying said cemetery and in the perpetual care of lots
and the grounds and property of the corporation. The income of
the corporation is derived from the sale of lots, interest upon money
received for the perpetual care of lots, and charges for burials. This
ncome is applied to paying a caretaker, or the services of certain
officers, and to pay interest upon indebtedness. None of it is credited
tquuxiplus or mures to the benefit of private stockholders or indi-
viduals.

The statute provides for exemption from income tax of “ Cemetery
companies owned and operated exclusively for the benefit of their
members.” (Revenue Act of 1918, sec. 231, par. 5.)

The corporation in question comes within the exemption. It is,
in every respect, operated for the exclusive benefit of the lot owners.
who constitute its membership. All of its income is applied in the
common interest of such members. The fact that it pays interest on
indebtedness is not material. Tt is not operated for the berefit of
its creditors. (See Solicitor’s Memo. No. 842.) Noris it material that
it controls a perpetual care fund, from which income is derived. This
income, like all its other income, is expended for the common benefit
of its members. ~

It is held, therefore, that X Cemetery Co. is exempt from income
tax.

Section 231, Article 517: Religious, charitable, scien- 8-19-329.
tific, and educational corporations.” T.B.R.33.
X Military School held to be subject to taxation under the Revenue
Act of 1918.

The X Military School was incorporated under a law governing
the formation of private corporations for manufacturing and busi-
ness purposes. The corporation was organized and is operated for
the purpose of conducting a military boarding school for boys. It
has capital stock represented by shares. Itsincome is derived wholly
from fees charged its patrons for board and tuition, uniforms, and
other supplies furnished to cadets. As the corporation is now con-
ducted, this income is used to defraw the operating expenses and to
pay an annual dividend to the stockholders, and the balance is in-
vested as it accrues in grounds, buildings, and equipment needed in
the business. The present stockholders of the corporation are all
directors therein and give all their time and service to the business
of the corporation. .

The corporation in question is not exempt from taxation unless
under section 231 of the Revenue Act of 1918, clause 6, which pro-
vides for the exemption of—

Corporations organized and operated exclusiveiy for religious, charitable,
scientific, or educational purposes, or for the prevention of cruelty to children
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or animals, no part of the net earnings of which lnures to the -benefit 0f any
private stockholder or individual;

and is not exempt under that clause of the statute (1) unless it is
“ organized and operated exclusively for * * * educational pur-
poses,” and (2) unless “ no part of the net earnings * * * inures
to the benefit of any private stockholder or individual” Tt is
claimed by the representatives of this corporation that it satisfies
both of these requirements. .

Whether a corporation which, however altruistic and laudable the
motives of its incorporators and stockholders, was, in form, organ-
ized for profit, actually distributes a part of its net earnings to indi-
vidual stockholders as dividends, and accumulates a surplus which
may lawfully be so distributed if its di_rectors so vote, and which
upon dissolution must distribute its capital assets and accumulated
surplus among its stockholders unless they consent to some other
disposition thereof, could, by reason of the fact that its business is
that of education, be said to be organized and operated exclusively
for “* * * pducational purposes,” within the meaning of the
statute, if these words stood alone, is a matter of grave doubt. (See
Brunswick School (Inc.) ». Town and Borough of Greenwich, 88
Conn., 241; State v. Johnston, 214 Mo., 656. See also Regulations 45,
art. 517, par. (2).) This question need not be decided, as the limita-
tion of the exemption to corporations “ no part of the net earnings of
which inures to the benefit of any private stockholder or individual ”
disposes of the case.

It is conceded by the corporation that a part of its net earnings
inures to the benefit of the individuals who are its stockholders,
since dividends are paid to them. Probably, moreover, though it
need not be decided here, the part of the net earnings which is allowed
to accumulate inures to the benefit of stockholders within the meaning
of the statute, since the value of the capital stock is thus materially
enhanced. (See St. John’s Military Academy ». Larson, 170 N. W,,
269 Wis.) The taxpayer contends that it has no stockholder who is
a “private stockholder or individual” within the meaning of the
statute.

The consideration of this contention requires a close analysis of
the statute. The word “ private” modifies both the word “stock-
holder ” and the word “ individual.” The expression “ private stock-"
holder ” is somewhat unusual, but the expression “private indi-
vidual ” is not uncommon. (Note that the terms “stockholder”
and “individual ” somewhat overlap. Apparently the word “stock-
holder ” was necessary to bring within the phrase corporate stock-
holders and the word “individgal ” was necessary to bring within it
members of corporations who were not technically stockholders.
All the stockholders in the present case are individuals.) The word
“ private ” as applied to an individual ordinarily refers to such indi-
vidual “in his private capacity ” as distinguished from his capacity
as one of the public or as a representative of the public. (Thus, in
Bouvier’s Law Dictionary, Rawle’s 8d ed., “ private ” is defined as
“affecting or belonging to individuals, as distinet from the public
generally. Not clothed with office.”) This is the natural meaning
of the word “ private” in the present statute as applied to an indi-
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vidual and must also be given to the word as applied to a stockholder.
‘I‘Larm_ngs do not inure to the benefit of a stockholder or individual

in his private capacity ” when they inure to him as one of the public
Or a8 a representative of the public. They do inure to a stockholder
or individual “in his private capacity ” when they inure to him as
“separate ” from the public and not as an “official” or representa-
tive of the public. This construction of the language gives to the
word “ private ” a real significance, as it exempts from taxation cor-
porations which are in‘ the nature of public charities and those the
stock of which is held in trust or otherwise for the public. It is in
accord with article 517 of Regulations 45, which statés with respect
to clause 6 of section 231 of the Revenue Act of 1918, here under
consideration, that—

It does not prevent exemption that private individuals, for whose lLenefif a
charity is organized, receive the income of the corporation or association. The
statute refers to indlviduals having a personal and private interest in the activi-
ties of the corporation, such as stockholders.

A construction of the statute to the effect that no part of the net
earnings of a corporation “inures to the benefit of any private stock-
holder or individual,” if no part of such earnings inures to the benefit
of a stockholder who is not an officer or employee of the corporation,
on the ground that the officers and employees are “official * rather
than * private ” stockholders is, in the opinion of the Advisory Tax
Board, unwarranted. An “official ” stockholder as distinglished
from a “private ” stockholder is a representative of the public.

Upon the construction of the statute above set forth the corpora-
tion in question is clearly taxable. Each individual who is a stock-
holder therein receives his dividends “in his personal capacity ” and
not either as one of the public or as a representative of the public.
He receives such dividends by reason of his private ownership of
stock in the corporation, not by reason of his being a member of the
public. Such dividends when received are his private property in
the same sense as is his compensation received for services. guch
dividends, which constitute a part of the net earnings of the corpora-
tion, inure, therefore, to the benefit of private stockholders or indi-
viduals. It is probable also that the accumulated earnings which
enhance the value of the stock which is the private property of the
stockholders are to be regarded as inuring to the benefit of private
stockholders or individuals, within the meaning of the statute,
though the determination of this point is not necessarily involved in
the decision of this case.

It is held that the X Military School is subject to taxation under
the Revenue Act of 1918.

Section 231, Artiele 517: Religious, charitable, scien- 23-19-548.
tific, and educational corporations. 0.D.293.

An incorporated educational institution whose only source of
income is from tuition and sale of uniforms and supplies to its stu-
dents, and no part of the net income of which is distributed as divi-
dends, but is expended in acquiring additional buildings and equip-
ment, is not entitled to exemption. The corporation is considered as
capitalizing its earnings by acquiring new buildings and equipment,
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Section 231, Article 517: Religious, charitable, scien- 29-19-630.
tific, and educational corporations. 0.D. 340.

An organization incorporated for the purpose of establishing and
maintaining a day nursery for young children whose parents are
obliged to work and have no means to provide care for their children
during the day, and deriving its income from subscriptions and dona-
tions, and a small amount from securities, all of which is used in
promoting the activities of the nursery, is exempt from taxation
under section 231(6) of the Revenue Act of 1918.

Section 231, Article 517: Religious, charitable, scien-
tific, and educational corporations.

(See 28-19-546, sec. 214 (a) 11, art. 251.) Musical association not
organized for profit.

Section 231, Article 518: Business leagues. 1-19-86.
0.D. 61,

An unincorporated association formed for the purpose of ascer-
taining the causes of losses sustained through navigation of vessels
belonging to its members, thereby reducing such losses, any excess of
fees, assessments, and interest received over current expenses and
Josses sustained by members being returned to members on a pro rata
basis, is exempt from taxation and not required to file returns.

Section 231, Article 520: Social clubs. 1—%9-—81.
S. 958,

CoUNTRY CLUB ExEMPT FrROM TAX.

A provision in the by-laws of a country club that in the event of the
dissolution of the club the holder of a life membership shall partiecipate
in the distribution of the assets of the club after its other debts are
paid, and before any sums are paid to either regular members or share-
holders, is not alone sufficient to make the club liable to render income-
tax returns.

Section 231 of the Act of February 24, 1919, provides:

tEllflz\a.t the following organizations shall be exempt from taxation under this
title—

(a) Clubs, organized and operated exclusively for pleasure, recreation, and
other nonprofitable purposes, no part of the net earnings of which inures to
the benefit of any private stockholder or member. )

The X corporation shows that it is a club organized for pleasure,
social, and recreation purposes. Since its organization it has been
continually operated and maintained exclusively for such purposes
and is not and never has been operated for profit or commercial ad-
vantage. The club is supported exclusively by membership fees and
dues. Its income and receipts are used for the payment of proper
and necessary expenses of operation and maintenance. It maintains
no surplus fund and none of its income or receipts mmures to the bene-
fit of any private stockholder, member, or individual. No stock-
holder, member, or individual receives any payment by way of divi-
dend or -otherwise from the income or receipts of the club except
expenses incurred in the proper conduct of its business.

¥From the facts above stated it appears that this country club oper-
ates the same as any other country or social club might operate. The
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only ground for the disallowance of exemption appears to be that in
the event of the dissolution of the club the holder of a life member-
ship is to participate in the distribution of the assets of the club,
after its other debts are paid and before any sums are paid to either
regular members or shareholders.

A provision similar to this might be found in the by-laws of any
social club. The foresight of the organizers or members of the club
in incorporating this provision into the by-laws should not operate
to bar the club from exemption. The facts are very clear that the
club was not organized for profit, that no dividends are paid to the
meibers, and that it was not organized with the expectation of dis-
solution. Such provison will not in itself bar the corporation from
exemption from tax.

Section 231, Article 520: Social clubs. 2-19-162.
O. D. 108.

A club formed for the purposs of providing for the members
thereof a suitable meeting place, a library, and a dining room, where
meals will be furnished to the members, the income being derived
from membership dues and the receipts for food, wine, and cigars
purchased by members, and no part of the net earnings inuring to
the private {)eneﬁt of -any member, is entitled to exemption from
taxation and will not be required to file returns of annual net income.

Section 231, Article 520: Social clubs. 20-19-513.
0. D. 280.

A club organized for the purpose of promoting the principles and
interests of a certain political party, deriving its income from mem-
bership dues and donations which are used for the purpose of defray-
ing expenses necessary to the operation and upkeep of its rooms, no
part of which inures to the benefit of any of its members, is exempt
under section 231 of the Revenue Act of 1918.

Section 231, Article 521: Mutual insurance companies 1-19-83.
and like organizations. 0. 790.

Where a casualty insurance association is organized for the pur-
pose of insuring its members throughout the State, and not within a
geographical subdivision thereof, and where it issues policies of insur-
ance for stipulated cash premiums instead of depending upon assess-
ments solely for the payment of its insurance liabilities, and where its
annual surplus over all expenditures, losses, ete., may be returned to
the members in the shape of annual dividends, and where the fund for
the payment of salaries and other operating expenses is a large per-
centage of cash received by it, and it makes permanent investments of
large amounts in Liberty bonds of the United States, the association
can not be considered to be of the character of those exempted by sec-
tion 231, subdivision (10), of the Act of February 24, 1919,

The X Casualty Co. is organized to insure employers against loss
in consequence of accident or casualties of any kind to employees,
or other persons, or to property, under certain conditions. Its char-
acter is that of a mutual cooperative association wherein there is
no individual ownership or control of the assets or organization.
The members in a body have regular meetings, in person or by proxy,
direct the policy of management and the general operation of the
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organization. All corporations, firms, individuals, or estates having
their principal place of business in the State may become members
of this association.

In the constitution it is declared that the property, real and per-
sonal, of each member shall be liable only for its preportionate share
of all investments. In the affidavit of the president and the secre-
tary it is stated that the income of the association consists solely of
contributions by its members for the payments of losses incurred
and expenses of running the business. But in the by-laws of-the
association it appears that these contributions are derived from the
issuance of policies of insurance for stipulated cash premiums based
upon estimated wage expenditures and is called the premium fund,
which is kept in two separate and distinct funds known as the claim
fund and the general fund. A certain percentage of the premium
fund is put into the claim fund, which is used only to pay losses,
and the Ealance is put into the general fund to be used mainly for
expenses, but may be resorted to if necessary to pay losses.

A1l surplus of contributions may be returned to the members as
determined by them. The expenses of the association consist of sal-
aries to officers, counsel, surgeons, clerks, inspectors, and other as-
sistants, and office and other operating expenses necessary to the
general conduct of the business. .

Tinally, under the order of the board of directors, a large sum
has been placed in Liberty loan bonds of the United States. There
is no statement that these bonds were afterwards sold. :

Section 231, subdivision (10), of the Act of February 24, 1919,
provides that the following organizations, among others, shall be
exempt from taxation:

Farmers’ or other mutual hail, eyclone, or fire insurance companies, mutual
diteh or irrigation companies, mutual or cooperative telephone companies, or
like organizations of a purely local character, the income of which consists
golely of assessments, dues, or fees collected from members for the sole pur-
pose of meeting expenses; * * *

I. From all these facts and under the above section of the statute
it must be concluded that the X Casualty Co. is not exempt from
taxation. In the first place, the association is not an organization
“of a purely local character.” The words “of a purely local char-
acter ” found in the above section would not include insurance com-
panies operating over the whole of a State. “Purely local” refers
to a very much smaller geographical area than a State. The word
“local” has been considered in several tax cases; thus, In re Vander-
bilt’s Estate (10 N. Y. Supp., 239, 242) the Christian Home for
Intemperate Men claimed exemption from State taxation under 2
special act which exempted from local taxation certain property.
But the court held that such special act could never have been in-
tended to extend to taxation by the State. So in People ». Pratt In-
stitute (141 N. Y., 476; 86 N. 5., 508) it was held that a State law
providing that property in the city of Brooklyn used for the purpose
of the Pratt Institute, the revenue of which shall be exclusively
devoted to such purposes, “shall not be subject to local taxation’
exemptegi such property from all taxation except for State purposes
(Reversing 25 N. Y. Supp., 155.) Thus the word “local ” refers tc
some political subdivision or section of the State. Consequently
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where a corporation’s activities are limited only by the borders of its
State it can not be considered to be purely local in character.

II. 'I:ha income of the association ¢onsists not of assessments which
are lev1_ed against the members from time to time as losses occur but
are dgnved om stipulated cash premiums paid in advance. These
premiums make up what is calle«f a premium fund, and it is from
this fund and not assessments from which losses are paid. Further-
more, all annual surplus of contributions may be returned to the
members as may ba determined by them at their annual meetings.
These facts determine that the association is of a character different
from that contemplated by subdivision (10) of the above section.

I1I. The large percentage of the premium fund which is devoted
to the payment of the expenses of the association also shows that it
is not of the character of the organization contemplated by subdivi-
sion (10) of the above section. It is more like the ordinary mutual
insurance company which is run for gain as well as for the insurance
that it offers to the members. The company employs a large force,
consisting of officers, counsel, surgeons, clerks, inspectors, and other
assistants, said to be necessary to the general conduct of the business,
whereas in the ordinary organization contemplated by the above sec-
tion and subdivision the expenses paid for salaries, ete., are limited
to a very few persons and are merely nominal in amount.

IV. Regulations 45, part 2, under this act provide that the receipt
of interest upon Liberty bonds, where theyv were purchased as a
patriotic duty and were afterwards sold, will not defeat the exemp-
tion. But it does not appear from the facts given in this case that
the company afterwards sold these bonds, so the inference must be
that the bonds are still held for investment. Where such bonds are
bought as a permanent investment, receipt of the interest destroys
the exemption.

Therefore, it is concluded that where an association is organized
for the purpose of insuring its members throughout the State and
not within a geographical subdivision of the State, where it issues
policies of insurance for stipulated cash premiums paid in advance
instead of depending upon assessments solely for the payment of its
losses, and where the fund for the payment of salaries and other
vperating expenses is a large percentage of the cash received, and
where it makes permanent investments of large amounts in Liberty
bonds of the United States the association is not of the character of
those exempted by section 231, subdivision (10) of the Act of Febru-
ary 24, 1919,

Section 231, Article 521: Mutual insurance companies 1-19-82.

and like organizations. 0. 792.

A company or association which transacts business in more than
one State may be “of a purely local character” within the meaning
of section 11 (a), Act of September 8, 1916, as amended.

Opinion has been requested as to whether a company or asso-
ciation which transacts business in more than one State could be a
“like organization of a ¢ purely local’ character” within the mean-
ing of section 11 (a) of the Act of September 8, 1916, as amended
by the Act of October 3, 1917.

103022°—22——14
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Section 11 (a) of the Act, as amended, reads as follows:

Tenth, Farmers' or other mutual hail, cyclome, or fire insurance company,
mutual ditch or irrigation company, mutual or cooperative telephone company
or like organization of a purely local character, the income of which consists
solely of assessments, dues, and fees collécted from members for the sole

purpose of meeting its expenses.

An organization of a “purely local character” contemplates one
whose business activities are confined to a particular community,
place, or district. If its operations are extended beyond such a com-
munity, place, or district, it is not “purely local.” The ’WOI'd
“purely,” as used in this section, intensifies and limits “local,” and
indicates the clear intention of Congress to eXempt from_ taxation
the income f only such “like organizations” as are entirely and
ungualifiedly “local” in_their operations; thus excluding all idea
of organizations (other than those specifically named) whose activ-
ities are of a “general” as distinguished from a “local ” character.

The business operations of such a “like organization ” might be
confined to a particular community, place, or district, thus bring-
ing it within the meaning of the words “purely local character,”
and yet cover portions of more than one State. This question is not
controlled by State lines. Not infrequently even small communi-
ties inelude within their boundaries portions of different States.
The words “purely local character” imply a single locality, irre-

. spective of political subdivisions. On the other hand, they clearly

repel the idea of several different, disconnected fields of operation.

Tt is therefore held that a company or association which transacts
business in more than one State may be a “like organization of a
¢purely local’ character” within the meaning of section 11 (a)
of the7Act of September 8, 1916, as amended by the Act of October
3, 1917.

' Section 231, Artiele 521: Mutual insurance companies 1-19-87.

and like organizations. 0. D. 62.
Mutual health and accident associations are held not to be ex-

empt under the Revenue Act of 1918,

~ Section 231, Article 521: Mutual insurance companies 1-19-88,

and like organizations. 0. D. 63.

A travelers’ association providing for fixed death benefits to the
beneficiaries of the members is held to be a mutual life insurance
association rather than a fraternal beneficial society. Since the
law provides no exemption for mutual associations of this char-
acter, they are liable for returns and must pay the tax, if any,
shown to be due. ' '

Section 231, Article 521: Mutual insurance companies 14-19-437,
and like organizations. 0. D. 252,

A mutual liability insurance company deriving its income from
premiums and assessments of its members which are used to defray
operating expenses and to indemnify its policy holders against

- amounts which they are required to pay under a workmen’s com-
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Pensation law, i3 not within the class of corporations specifically ex-
empted by the Revenue Act of 1918 and must file & return showing
1ts net 1ncome.

Section 231, Article 521: Mutual insurance companies  25-19-586.
~ and like organizations. 0. D. 312.

An insurance association incorporated under the laws of a certain
State for the purpose of permitting automobile owners to exchange
contracts of insurance and indemnity without becoming jointly liabie
as subscribers on any risks, its only source of income beingz from
assessments, dues, and fees collected from members for the sole pur-
pose of meeting expenses, is a “like organization of a purely local
character ” within the meaning of section 231 of the Revenue Act of
1918 and is exempt from income taxes. '

Section 231, Article 521: Mutual insurance companies 26-19-594.
and like organizations. ' 0. D. 318,

A mutual irrigating ditch company providing for its expenses by
assessment aga’nst its stockholders and receiving no other income
except certain rents derived from the use of its surplus water does not
comply with all the requirements of section 231 (10) inasmuch as its
income does not consist solely of assessments, dues, and fees collected
from members, and will be required to file returns of annual net
income and pay any tax due thereon. :

Section 231, Article 522: Cooperative associations. 1-19-84,
S-952,

RicHET To EXEMPTION 0F SALES AGENT ENGacing IN BUSINESS.

Where an association, formed primarily in order to market the prod-
uets of its members, 2lso engages in the business of buying and selling
at a profit, it is not exempt from income tax (Revenue Act of 1918, sec.
11(a), Eieventh; Revenue Act of 1918, sec. 231, par. 11.) Selicitor’s
Memo. No. 848 revoked.

Opinion is requested as to whether the X Fruit Co. is exempt from
income tax. It is an unincorporated association of fruit growers,
Its primary purpose is to assist its members to market their fruit,
but 1t also buys and sells fruit on its own account and makes a profit
in this way. It has also raised money to be used in the business of
the company and in making loans to growers. It has been agreed
to hold all profits so acquired intact until a certain date, at which
time the profits are to be distributed among the members in propor-
tion to fruit shipped through the association, or upon which, how-
ever sold, an assessment has been paid to the association.

The statute provides for the exemption from income tax of “ Farm-
ers’, fruit growers’, or like associations, organized and operated as
sales agents for the purpose of marketing the products of members

~and turning back to them the proceeds of sales, less the necessary sell-
ing expenses, on the basis of the quantity of produce furnished by
them.” (Rev. Act of 1918, sec. 231, par. 11.) There was a similar
provision in the Revenue Act of 1916 (sec. 11(2), Eleventh).
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The reference in the statute is to associations operating exclusivel
as sales agents for their members. Where an association depar
from this purpose and engages in an ordinary business pursujt—suc
&s the buying and selling of fruit—it is thereby removed from t}
exempted class. . )

The company should consequently file returns of income, whic
ghould include all earnings realized, whether distributed to membe:
or not.

It is held, therefore, that the X Fruit Co. is not exempt from i
come tax.

Section 231, Article 522: Cooperative associations. 01—%)—81
.D. 6

“An incorporated fruit growers’ union which conducts its busines
at a profit, thereby accumulating a fund out of which dividends ar
paid, is deprived of exemption from tax if it allows persons who a1
not fruit growers to acquire stock and thus share in the profits. T
the extent that it has such stockholders it loses its character as sale
agent acting for the mutual benefit of the fruit growers, and accord
ingly its exemption from tax also. The union may, however, deduc
from gross income amounts periodically returned to members as
refund of profits on business transacted with them, and proportione:
to the amount of such business.

Section 231, Article 522: Cooperative associations. 1-19-9(
0. D. 65

A cooperative store managed by a university for the purpose o
selling to its students supplies of every kind, and in case of dissolu
tion its property reverting to the trustees of the school, does no
come within the class of corporations organized for the exclusive pur
pose_of holding title to property collecting income therefrom anc
turning over the entire amount thereof. It is actively engaged i
the operation of a business in which profits are realized and will
therefore, be required to file returns of annual net income and to ot
any tax thereby shown to be due. )

Section 231, Article 522: Cooperative associations. 8-19-330
: 0.D.11

A cooperative creamery company which buys outright the product:
of its members and distributes the proceeds on the basis of the num
ber of shares held by each member instead of on the basis of the
quantity of milk, or butter fat in the milk furnished by such mem

Eerg, is not exempt from filing returns and paying any tax found tc
e due.

Section 232.—NET INCOME DEFINED.

Bection 232, Article 531: Net income.

(See 15-19-449, sec. 233, art. 541.) Net income for period covere

Eg t“etlllrn of telephone companies when operated under Governmen
nirol. ’
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Section 233.—GROSS INCOME DEFINED.

Section 233, Article 541: Gross income, 11-19-386.

(Also Section 230, Article 503.) S. 1090.

GaINg oF Ao CoRPORATION IN PRoCESS 0oF LIQUIDATION DERIVED FROM SALE OF
PROPERTY.

Such gains of a corporation as are derived from the sale of its assets
with a view to its liguidation and as are measured by the difference
between the amount received from the sale and the falr market value
of the property as of March 1, 1918, where it was acquired prior
thereto, are taxable income of the corporation, whether or not it is in
process of liguidation.

The question is presented by the X Company, whether its gains
derived from the sale of its property in 1918, which were due to an
increase in value of the property from and after dMarch 1, 1918, are
taxable income, in view of the fact that the company, immediately
after the sale, proceeded to go into liquidation.

The X Company was chartered in 1909. It was organized pri-
marily for the purpose of acquiring and developing a certain tract
of land. This land was purchased immediately following the or-
ganization of the company, which engaged in no business, except
such as was incidental to the care and development of the property.
The land was never leased or otherwise used to produce income.
There was considerable increass in value of the property from and
after March 1, 1913. The company sold the property in January,
1918, receiving therefor an amount considerably in excess of its
value on March 1, 1913, and immediately proceeded to go into ligui-
dation. It wound up its affairs and distributed in liquidation the
sum of 25y dollars. It was-only prevented from making a final
distribution by the circumstance that it was advised that the United
States Government proposed to treat as income the profits arisin
from the sale of the land, and since the income rates for 1918 ha
not then been fixed by Congress it felt it necessary to reserve a suffi-
cient sum to meet any contingency. After the passage of the Reve-
nue Act of 1918 the company distributed the further sum of 3y
dollars in liquidation, refaining merely enough to meet possible
eventualities in the shape of taxation and legal liquidating expenses,
The property sold comprised all of its assets. The company con-
tends that under the special circumstances in its case no part of the
sum realized from the sale of its assets should be treated as income.

By section 230 of the Revenue Act of 1918 there is levied a tax of
12 per cent upon the net income of every corporation for the calen-
dar year 1918,

Section 232 provides that “ net income™ of a corporation means
the gross income as defined in section 233, less the deductions allowed
by section 284. Section 233 in turn defines “ gross income ” of cor-

orations to mean “ gross income ” as defined in section 212, which
1s explained by section 218. These two sections make the term
“ gross income ” include “ gains, profits, and income derived * * *
from * * * sales, or dealings in property, whether real or per-
sonal, growing out of the ownership or use of or interest in such
property: also from * * * income derived from any source
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whatever.” Section 213 specifically provides that *the amount of
all such items shall be included in the gross income for the taxable
year in which received by the taxpayer.” Section 202 (a) provides
“that for the purpose of ascertaining the gain derived * * *
from the sale or other disposition of property, real, personal, or
mixed, the basis shall be: (1§ In the case of property acquired before
March 1, 1918, the fair market price or value of such property as of
that date; * * *7

From these provisions of the Act clearly a corporation’s gross
income must include its gains received which were derived from the
sale of its property and such gains are to be ascertained by taking
the difference Eetween the amount, received for the property and its
fair market value as of March 1, 1913, where it was acquired prior
thereto. There is nothing in the Act to indicate that a corporation
in process of or contemplating liquidation shall escape the tax
imposed by the Act or in any way stand on a different footing from
that of a corporation not in liquidation. Whether in process of
liquidation is not made a determining element. Section 201 (c) pro-
vides that “ amounts distributed in the liquidation of a corporation
.ghall be treated as payments in exchange for stock or shares, and any
gain or profit realized thereby shall be taxed to the distributee as
other gains or profits;” but this has reference to the stockholders of
a liquidating corporation and points out how their distributive shares
shall be treated in their hands for the purposes of their tax. It in
no way directs or tends to direct that the tax imposed upon the cor-
%v)ration shall not be paid because it is in process of liquidation.

hy should such a corporation escape the tax? It has received the
gain; the gain is by the Act declared to be taxable income; the tax is
1mposed. There seems no escape from the conclusion that the cor-
poration should pay the tax on such gain.

It is contended by the company that Lynch ». Turrish (247 U. S,,
221) by implication places, for tax purposes, a liquidating corpora-
tion on a different footing from that of a corporation not in liquida-
tion, but there appears nothing in the decision of the court to war-
rant such a conclusion. '

The court decided that where the capital assets of a corporation
increased in value prior to March 1, 1913, and thereafter a single
and final dividend was paid in liquidation of the entire assets, with-
out further appreciation or addition to the assets having accrued,
no part of the dividend received by a stockholder is taxable under
the Act of October 8, 1918. The stockholders’ and not the corpora-
tion’s gain was considered. The question of increase in value from
and after March 1, 1913, was not before the court, but the language
used is significant of what the court might hold in such a proposi-
tion. Tt said:

If increase in valme of the lands was income, it had its particular time and
such time must have been within the time of the law to be subject to the law;
that is, it must have been after March 1, 1918, )

The terms of the Act therein considered (Act of Oct. 8, 1918) are
different from the terms of the Act here under consideration (Reve-
nue Act of 1918). The first did not specifically provide how and
in what cases gains from the sale of é)roperty should be determined,
whereas the latter Act does. The first levied a tax upon the net
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Income arising or accruing in a taxable year, whereas-the latter
levies a tax upon the net income received in the taxable year. In
this latter respect the Revenue Act of 1918 is more like the Act of
August 5, 1909, which was construed by the Supreme Court to tax
a corporation tax on portion of the gamn which accrued subsequent
to the incidence of the Act, as andga when the gain was received
through the sale of property. (Doyle ». Mitchell Bros. Co., 247
U. 8., 179; Hays ». Gauley Mountain Coal Co., 247 TU. S., 189;
United States ». Cleveland, Cincinnati, Chicago & St. Louis R. R.
Co., 247 U. S, 195.) No distinction was there drawn between a
corporation in process of liquidation and one that was not. On such
a proposition as the one here under consideration we look in vain
for a court decision drawing such a distinetion.

It is held that such gains of a corporition as are derived from the
sale of its assets with a view to its liquidation and as are measured
by the difference between the amount received from the sale and
the fair market value of the property as of March 1, 1913, where it
was acquired prior thereto, are taxable income of the corporation,
whether or not it is in process of liquidation.

Section 233, Article 541: Gross income. 1-19-02,
O.D.é86.

The option exercised by a corporation beneficiary in allowing the
proceeds of an insurance policy to be paid in installments represents
in fact an investment of such proceeds. Any interest or profits re-
ceived over and above the face value of each installment represents
taxable income to the corporation for the year in which received.

Section 233 (a), Article 541: Gross Income. 8-19-331;
(Also Section 213 (a), Article 31.) 0. D. 192,
(Also Section 213 (b), Article 77.)

The excess of the amount of bonds purchased by a bank from the
Government over the amount of such bonds subscribed for by the
customers through the bank during the respective periods desig-
nated by the Government for receiving subscriptions is to be regarded
as being the amount of principal of bonds originally subscribed for
by the bank for its own investment. Such bonds are to be listed in
the return of the bank as property of the bank subject to schedules
4 and A-4 of Form 1120, and the interest on such bonds is taxable
income to the bank except to the extent provided in the Liberty
loan acts and the supplements thereto.

The bonds subscribed for by the customers during the subscription
periods on which no default has occurred are to be deemed the prop-
erty of the customers and are not to be listed in the return of the
bank, and the interest received from the Government on account of
such boands is not to be returned by the bank as income but is to be
reported in the returns of the customers. The amount of interest
received by the bank from its customers on account of bonds carried
for them (including the amount represented by any coupons re-
tained by the bank by way of adjustment of accrued interest) con-
stitutes taxable income to the bank, and no part of such interest is
exempt from tax, inasmuch as it is not interest on obligations of the
United States but is interest on money advanced to The customers,
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Section 233, Article 541: Gross income, 19-19-404,
0.D.229.

Telephone companies taken over by the Government, and whose
compensation has been fixed by the Government, should include such
compensation in the amount of gross income reported on their re-
turns, in addition to the income, gains, and profits accruing from
other sources during the taxable year. Companies whose compensa-
tion has not been fixed should include in the gross income, in addition
to other income reported, the amount of operating income received,
and when, later on, the President fixes the compensation for the use
of their properties during the taxable year, they should file amended
returns showing the total income received and recompute the tax

on that basis.

Section 233, Article 541: Gross income. 12-19-405,
’ 0. D. 230,

A corporation owning a nine-tenths interest in a foreign partner- .
ship should, for the purpose of making incomé tax returns, treat the
partnership and corporation as separate entities under the Revenue
Act of 1918. The corporation would be taxable on its share of the
partnership profits. :

Section 233, Article 541: Gross income. 13-19-425.
(Also Section 326, Article 831.) 0. D. 246,

No taxable income accrues to a public utility corporation from a
mere book entry charging construction account and crediting incoms
account due to charging interest on the company’s own funds used
temporarily for construction purposes, as permitted under the Inter-
gtate Commerce Commission’s classification; neither will the com-
pany be allowed to include in its assets such amount of interest
chaygeld to capital account for the purpose of determining invested
capital,

Section 233, Article 541: Gross income. 15-19-449,
(Also Section 2382, Article 531.) 0. D. 255.
{Also Section 3286, Article 855.) .

A telephone company should make a 1918 return for its accounting
period, either calendar or fiscal year, and all income applicable to
such period should be included in the corporation’s return irre-
spective of the portion of the year during which it may have been
operated under Government control. The invested capital should be
computed on the basis of a 12 months’ period and not prorated.

Section 233, Article 541: Gross income.
(See 21-19-520, sec. 201, art. 1541.) Dividends from foreign cor-
poration under 1917 law.

Section 233, Article 541: Gross income.

(See 21-19-523, sec. 213, art. 52.) Income accruing to corporation
from sale made by incorporators before company is incorporated.
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Section 233, Article 542: Sale of capital stock.

(See 11-19-391, sec. 326, art. 831.) Commissions paid on sale of
capital stock.

Bection 233, Article 547: Gross income of corporation 12-19-106.
1n liquidation. 0.D.231
(Also Section 239, Article 622.)

A corporation entirely out of business maintaining its corporate
existence merely for the purposes of liquidation and still holding in-
come-producing investments not yet due is required to file income
and excess profits tax returns for each year embracing the liquidating
period. The income received by the corporation from its outstand-
Ing investments is to be returned for tax purposes.

Section 233, Article 549: Gross income of life insurance 20-19-514.
companies. T. D. 2899.

Income Tax—Decision of court under Revenue Act of 1913:

1. Dividends excluded from gross income.—Under the provisions of paragraph
@, subdivision (b) of section 2 of the act of October 8, 1913, that * life insurance
companies shall not include as income In any year such portion of any actual
premium received from any individual policyholder as shall have been paid
back or credited to such individual policyholder within such year,” a life insur-
ance company is not entitled to exclude from its total income during the taxable
year, for the purpose of ascertaining its gross income, any dividends paid or
credited to policyholders from whom it did not receive any premium during
that year; and as to such policyholders as it did receive premiums from that
year it is entitied to exclude only such part of the dividends paid to those policy-
holders as did not exceed the amount received from them, respectively, by way
of premiums during that year.

2. Dividends consisting of redundancies in previous premium payments.—None
of the cash dividends paid by a life insurance company to its policyholders
which represent redundancies in previous premium payments are deductible
from gross income in annual tax returns as * sums other than dividends paid
within the year on policy * * * contracts.”

Section 233, Article §50: Gross incoms of foreign cor- 2-19-163.
porations. : 0. D. 109.

A citizen of the United States, resident abroad as agent of a do-
mestic corporation, receives commissions from the domestic corpora-
tion and assigns them to a nonresident foreign corporation having no
office or place of business in this count»r{r.

The foreign corporation will not be liable for income tax on the
amounts received from the agent of the domestic corporation unless
such amounts represent, in fact, payments of profits or income result-
ing from business conducted in this country on behalf of the foreign
corporation. . )

The agent being a citizen of the United States must include the
commissions in his return as income, notwithstanding that theyv wers
assigned to the foreign corporation.

Section 233, Article 550: Gross income of foreign cor- 23-19-549,
porations. 0.D. 294,
(Also Section 213, Article 91.)
The mere selling of raw materials in this country by a foreign
corporation through the medium of a mail-order business or unso-
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licited orders, does not constitute transacting business within the
United States and any income received from such transactions
would not be subject to tax.

Section 234.—DEDUCTIONS ALLOWED.

Section 234, Article 561: Allowable deductions. 10-19-361.
T. D. 2880.

Rurine UNDER REVENUE Act or 1009.

Interest pald by a corporation on a sum representing premiums re-
ceived from sale of its stock can not be deducted in ascertaining net
income subject to tax under section 38 of the act of August 5, 1909.

Section 38 of the Act of August 5, 1909, imposes on corporations a
special excise tax with respect to carrying on or doing business
equivalent to 1 per cent upon the net income over and above $5,000,
exclusive of certain stated amounts, and provides that such income
ghall be ascertained by deducting from the gross amount of the
income received within the year from all sources “ interest actually
paid within the year on its bonded or other indebtedness to an
amount of such bonded or other- indebtedness not exceeding the
paid-up capital stock of such corporation, ¥ * * outstanding
at the close of the year, * * *)

There is nothing in the language of the clause quoted above that
justifies the conclusion that Congress intended that premiums on
stock sold by a corporation should be added to its outstanding
paid-up capital stock in determining the deduction to be made in
assessing the tax. It follows, therefore, that interest paid by a
corporation on a sum representing premiums received from sale of
its stock can not be deducted in ascertaining the net income of such
corporation.

Section 234, Article 561: Allowable deductions. 23-19-550,
T.D. 2927,

Rurine UNDER REVENUE AcT oF 1909,
SPECIAL EXCISE TAX ON CORPORATIONS—DECISION OF COURT.

Deductions from gross income—Taxes paid on behalf of corpora-
tions.—Taxes paid to a State by various corporations upon shares of
their stock owned by another corporation are not deductible from
gross income of this latter corporation as taxes “paid by it,” such
taxes being not paid by this corporation, but being paid in its behalf
by other corporations.

The appended decision of the United States District Court for the
District of Connecticut in the case of the United States ». Aetna Life

Insurance Co. is published for the information of internal-revenue
officers and others concerned.

UNITED STATES DISTRICT COURT, DISTRICT OF CONNECTICUT.

United States, plaintiff, v. Aetna Life Insurance Co., defendant.

GarviN, Judge: This action is submitted to the court for determination upon
an agreed state of facts. It appears that the defendant, an insurance company
incorporated under the laws of the State of Connecticut, was subjeect to pay
apnually during the years 1909, 1910, and 1911, with respect to the carrying
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on and dolng of its business, the excise tax imposed by section 38 of the act of
Congress approved Augnst 5, 1909, and was subject in all respects to the pro-
visions of that section.

On or before March 1 in each of these years the defendant duly made 1its
return to the collector of internal revenue in the proper distriet in the form
preseribed by the Commissioner of Internal Revenue as required by sald sec-
tion, which returns showed that the net income of the defendant for esch of
these three years exceeded $5,700.

On or about June 1 of the years 1910, 1911, and 1912 an excise tax under sai!
act was duly assessed against the defendant for the years ending December 31,
1909. 1910, and 1911, respectively, said tax heing 1 per cent on the net income
of the defendant. The tax was in each case paid as assessed.

When the defendant filed its return showing its net income for the year
ending December 31, 1909, it deducted $479,525 as “taxes pald during the
year ending December 31, 1909, imposed under authority of the United States
or States and Territories thereof.” Of this sum it is conceded that $409,967.35
was lawfully deducted. It is claimed by the plaintiff that defendant should
@lso have paid a tax of 1 per cent on the remainder, $39.637.64, i. e, $696.56.
Of the latter sum defendant admits liability to the extent of $227.62, leaving
$165.96 in dispute, The amount admitted for 1910 is $343.17, $4138.41 being in
dispute. For 1911, $543.28 is admitted, $527.60 being in dispute. These sums
in dispute represent taxes paid by various corporations upon shares of
their stock owned by defendant, which taxes were imposed during the
several years 1909, 1910. and 1911 by the State of Connecticut under chapter
54 of the public acts of 1905.

The deductions allowed a corporation by the act of August 5, 1909, include
*all sums paid by it within the year for taxes imposed under authority of
the United States or of any State or Territory thereof, or imposed by the
Government of any foreign country as a condition to carry on business therein.”
The taxes In question were not paid by the defendant, but in its behalf by
other corporations,

While it is true that “a statute providing for the imposition of taxes is to
be strictly comstrued, and all reasonable doubts in respect thereto resolved
against the Government and in favor of the citizen"” (Mutual Benefit Life
Insurance Co. v. Herold, 198 Fed., 199, and cases therein cited), no doubtful
meaning is here involved. The language of the act is clear and explicit.
The allowable deductions in the case of a domestic corporation are plainly
set forth.

** Deductions allowed from gross income in the case of a domestic corporation :

“ Second. Such net incomes shall be ascertained by deducting from the gross
amount of the income of such corporation, joint stock company or association,
or insurance company, received within the year from all sources—

“(First) all the ordinary and necessary expenses actually paid within the
year out of income in the maintenance and operation of its business and prop-
erties, including all charges such as rental or franchise payments, required
to be made as a condition to the continued use or possession of property ;

“(Second) all losses actually sustained within fhe year and not compen-
sated by insurance or otherwise, including a reasonable allowance for depre-
ciation of property, if apny, and in the case of insurance companies the sums
other than dividends paid within the year on policy and annuity contracts
and the net addition, if any, required by law to be made within the year to
reserve funds;

“{Third) Interest actually paid within the year on its bonded or other
indebtedness not exceeding the pald-up capital stock of such corporation,
joint stock company or association, or insurance company, outstanding at
the close of the year, and in the case of a bank, banking association, or trust
company, all interest actually paid by it within the year on deposits;

“(Fourth) all sums paid by it within the year for taxes imposed under the
authority of the United States or of any State or Territory thereof, or imposed
by the Government of any foreign country as a condition to carry on business
therein ;

“(Fifth) all amounts received by it within the year as dividends upon stock
of other corporations, joint stock companies or associations, or insurance
companies, subject to the tax hereby imposed.”

If it had been the intention to permit such a deduction as defendant urges,
the act would have provided that there be included “ all sums paid by it or
in its bebalf within the year.”
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Defendant relles upon a decision b ¢ rendered
March 24, 1916, reading in part: ¥ the Treasury Departmen

“You are advised that when a corporation pays taxes for its stockholders,
such payments represent a portion of the earnings of the corporation, Whl(':h
instead of being distributed to the stockholders in the form of dividends ig
used In payment of taxes which the stockholders individually owe. Should
you instead of paying the taxes, pay over this sum to the stockholders,
the stockholders would be required to return the amount as income received,
and would then be entitled to deduct the same under the item of taxes paid -
during the year. Under the excise tax law a stockholder which Is a corpora-
tion is entitled to deduct from gross income all dividends recelved from
another corporation subject to tax, and therefore is entitled to deduct as a
dlvidend that portion of the earnings of the corporation in which it owns
stock, which is represented by the stockholder’s tax. For the years 1909 to
1912, inclusive therefore, the corporation which is a stockholder will be
entitled to an additional deduetion on account of the taxes pald for it by
the corporation issuing the stock, for the reason that it produces the same
result as If the corporation owning the stock was required to return as
income for these years the full amount of the dividend, including that
portion of the dividend diverted to pay tax, and then took credit as a deduc-
tion for this entire amount under the item of dividends received from other
corporations, and also took credit for the amount of taxes paid under that
item. Under. the income-tax law, however, a corporation is not entitled to
deduct from gross income dividends received from other corporations. Conse-
quently if it claims the benefit of deducting from gross income taxes paid
for it by another corporation it must include such amount in income as the
deductlon counterbalances the receipt. As you, the stockholder in this case,
did not return as income the amount in question, you are not entitled under
the income-tax law to deduct the same. The claim on account of the tax
assessed for the year 1013 is accordingly rejected, and you will find inclosed
notice of demand for payment of this tax.

“The claim for the abatement of the additional tax assesed for 1912 has
received favorable consideration for the reason above stated.”

This decision points out that a corporation making a claim such as is
advanced by defendant must have included in its return as income the taxes
which were pald in its behalf by other corporations. No such return was
made by defendant herein, therefore the decision is not in point even if it
were controlling on the court.

There was no refusal or neglect to make a return within the meaning of
the act and therefore no penalty will be allowed.

Judgment for plaintiff for $2,524.04, with interest from June 9, 1915.

Section 234, Article 561: Alowable deductions. 27-19-604.
‘ T. D. 2944
Southern Pacific R. R. Co. v. Muenter (C. C. A,, Oct. 6, 1919). De-
dulfiti_on under section 38, Act of Aungust 5, 1909, of discount on bonds
801d. :

Where a corporation sold bonds at a discount during 1906, 1907,
and 1908, no deduction from gross income for the years 1909, 1910,
and 1911 of sums set aside by the corporation to pay such discount
at the maturity of the bonds is permitted under the provisions of
section 38, act of August 5, 1909, authorizing corporations to deduct
from gross income fst,cond) all losses actually sustained within the
year * * *? and “(third) interest actually paid within the year
on its bonded or other indebtedness * * *” Baldwin Locomotive
Works ». McCoach (221 Fed., 59) explained.

The appended decision of the United States Circuit Court of Ap-

eals for the Ninth Circuit in the case of Southern Pacific Railroad

ompany v. Muenter, is published not as a ruling of the Treasury
Department, but for the information of internal-revenus officers and
others concerned.
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IN THE UNITED BTATES CIRCUIT COURT OF APPEALS FOR THE NINTII CIECUTT, NOS.
3286 AND 8287. TERM, 1019.

Rm:thern Pacific Railroad Company, a corporation, plaintiff in error, v. August
L. Muenter, formerly collector of internal revenue et al,, defendants in error.
élrlvlferroir ’)co the United States District Court for the Northern District of

alifornia.

Before Gilbert, Ross, and Hunt, circuit judges.

Gunert. Circuit Judge: The court below sustained a demurrer to the com-
plaint brought by the plaintiff {n error to recover certain items of corporation
fncome tax paid under protest upon its net income for the years 1909, 1910,
and 1911. The complaint alleged that during the years 1908, 1907, 1908, the
plaintiff in error borrowed various sums of money, and as security therefor
fssued and sold interest-bearing bonds of the par value of $1,000, drawing in-
terest at 4 per cent per annum, and maturing on the 1st day of January, 1955,
which bonds it was necessary to sell at a discount. The amount involved in
the action 1s the sum of $1,392.22, income tax upon reserved sums of money
which the plaintiff in error had set aside as the pro rata amount of the dis-
count for the years in question distributed over the entire period until the
maturity of the bonds, the plaintiff in error contending that the discount is to
be regarded as a portion of the interest which it pays upon the loans. The
question presented is whether or not money so reserved and set aside by book
entries to meet the final payment of the discount could be deducted from net
fncome of the corporation under the income tax law of 1909 (36 Stat., 102, sec.
88). That act, so far as it pertains to this question, provides that the net
income upon which the tax is to be assessed is ascertained by deducting from
the gross income, (second) all losses actually sustained within the year and
not compensated by insurance or otherwise, (third) interest actually paid
within the year on its bonded or other indebtedness.

The plaintiff in error refers to Baldwin Locomotive Works w. McCoach (215
Fed., 967), and the same case on appeal (221 Fed., 59), as sustaining its con-
tention. In that case the bonds were 31-year bonds, and the assessor thought
1t proper to deduct 1/81 of the total discount from the gross income of each
taxable year. The controverted question in the case, however, was whether or
not the corporation could deduct for the year 1910 the total discount upon the
bonds which they had sold at 5 per cent discount. The' court held that a book
charge because of the sale of an issue of bonds at less than par is not a part
of the * expénses actually pald within the year out of income” so as to be
deducted from gross income. There wus no discussion of the question whether
1/81 part of the total discount deducted for the year had been deducted law-
fully, as that deduction was not Involved in the controversy. We think the
present case is determined adversely to the plaintiff in error by the plain
language of the statute. The money set apart upon the books each year until
the maturity of the bonds to meet the loss which came from selling the bonds
below par was the application of a prudent and proper system of business, and
was a wise provision for the future, but it was not the payment of interest,
nor did 1t represent a loss actually sustained within the year. The money
was not in fact pald out. Notwithstanding the books of the plaintiff in error,
the money is still in its possession, and subject to its contrcl. A system of
bookkeeping will not justify the Government in claiming taxes, nor will it
justify the taxpayer in clalming exemption from taxation. The facts must
control, Baldwin Tocomotive Works v¢. McCoach (221 Fed., 59); Mitchell
Bros. ». Doyle (225 Fed., 437).

The judgment is affirmed.

Section 234, Article 561: Allowable deductions, 8-19-188,
(Also Section 204, Article 1601.) S. 983.
(Also Section 214 (a) 1, Article 111.)

Sun PAlp ¥OR RELEASE FrROM PURCHASE CONTRACT.

Where a corporation pays liguidated damages in 1919 to be relieved
from the terms of a contract which called for the delivery of goods in
1918 and 1919, the loss so incurred is deductible from gross income for
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the year 1919 rather than 1918. Applicability ef section 204(b), Reve"
nue Act of 1918, discussed. .

The question under consideraticn is whether a sum paid in 1919
by a company to be relieved from a contract for delivery of goods
in 1918 and 1919 is deductible in 1818, the year in which the matier
was negotiated, though the final agreement and adjustment and pay-
ment was not made until 1919, )

Section 234(a) (4), Revenue Act of 1918, provides: 7

That in computing the net income of a corporation subject to the tax imposed

by section 280 there shall be allowed as deductions: .
Losses sustained during the taxable year and not compensated for by insur-

gnce or otherwise.

For losses sustained in any taxable year to be deductible they must
be evidenced by closed and completed transactions. Regulations 45,
article 141 (preliminary edition). )

With respect to losses arising from theft or casualty, this office has
held that the loss is a legal deduction from the gross income of the
year in which the theft or casualty actually occured.

Then, too, this office has held that a fire insurance company was not
entitled to deduct from its gross income losses incurred upon its

licies of insurance unpaid at the end of the year. The loss has

een allowed as a deduction from gross income of the year in which
the loss was paid. Tn Law Opinion 777 it was held that when the
amount of a loss arising from the failure to deliver munitions in
1916 was not determined until 1917, such loss was deductible in 1917.
In the opinion it was said: o

Where a company is sued for some tort committed by its employees or on
account of some aecident the loss is generally allocated to the year in which the
Judgment is rendered against the company. No loss is recoghized until finagl
Jjudgment is rendered. ‘This is true of railroads required to keep accounts in
accordance with regulations of the Interstate Commerce Commission. apd it is
also true of most manufacturing corporations. If it were not so the accounting
for any given year would not be completed until many years afterwards, and
if this office were to proceed upon the theory that every loss must be charged
back against the income of the year in which the operation oecurred giving. rise
to the loss, the administration of the taxing acts would be an interminable
accounting proposition.

In the present case the amount to be paid for the cancellation of the
contract was not determined nor paid until 1919. The loss was not a
closed and completed transaction until that time. Negotiations were
entered into in 1918, but the final outcome of the same or the amount to
be paid as liquidated damages, was not, and from the nature of things
would not be, known until the final agreement and adjustment had
been made.

Tf it should appear that the company has sustained a net loss from
operation for the year 1918 by reason of the production of articles
contributing to the prosecution of the war, section 204(b) may be
availed of. The amount of net loss claimed must represent an actual
net loss over and above all income, including tax-free income. Regu-
lations 45, article 1601.

It is held that where a corporation pays liquidated damages in
1919 to be relieved from the terms of a contract which called for the
delivery of goods in 1918 and 1919, the loss so incurred is deductible
from gross income for the year 1919 rather than 1918,
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Section 234, Article 561: Allowable deductions. 20-19-515.
S. 1145.

Excise Tax, SectionN 88, Acr or Aveust 5, 1909; Income Tax, P'ara-
GRAPH G (B), AcT oF Ocroper 3, 1913.

Deductions.—Payments to trustecs by a cemetery company, during
the taxablg year, of a percentage of the proceeds of sales of cemetery
lots set aside for a “ maintenance fund* to be controlled solely by the
trustees thereof pursuant to g provision In the charter of the com-
pany requiring such payments, are not deductible from the gross income
of the corporation under the Act of August 5, 1909, and the Aect of
October 8, 1913,

The question arises as to the deductibility by a company of the
payments of moneys to trustees for a “maintenance fund” under
the following statutes:

Section 38, Act of August 5, 1909, provides that corporations may
deduct from gross income:

s * = (first) all the ordinary and necessary expenses actually paid within
the year out of income in the maintenance and operation of its business and
properties, including all charges, such as rentals or franchise payments, required
to be made as a condition to the continued use or possession of property.

Paragraph G (), Act of October 3, 1913, contains a provision
which 18 almost verbatim:

* * = (first) all the ordinary and necessary expenses pald within the year
in the maintenance and operation of its business and properties, including
rentals or other payments required to be made as a condition to the continued
use or possession of property.

The charter of the M Cemetery Co. provided that a fund to be
known as the “ care fund ” be created by the directors by setting aside
a certain percentage from the proceeds of sales of cemetery lots; the
interest and income arising therefrom to be used in “ the maintenance,
upkeep, or improvement of the company’s cemetery grounds.” Pro-
visions weré made for the annual election of three or more trustees
by the stockholders, which trustees were to be custodians of the
“care fund,” with absolute control as to the investment thereof and
the expenditure of the income therefrom through the board of
directors of the company. Following the incorporation of the com-
pany, sales were made during the years 1910-1914, inclusive, and
10 per cent of the proceeds of such sales were set aside by the board
of directors as provided in its articles of incorporation.

The specific question arises as to whether the 10 per cent of the pro-
ceeds of the sales of lots by the company which were thus set aside
are proper deductions under the terms of the statute.

It can not be said that the percentages of sales of cemetery lots set
aside and paid to trustees to create a perpetual maintenance fund
can be considered “ordinary and necessary expenses paid within the
{ear in the maintenance and operation of its business and property.”

t is obvious that the payments were made for the creation of a fund
which is designed to provide an income for the maintenance of the
properties of this company during future years.

Tt is not believed that the payments can be considered as “ charges ”
or “ payments ” contemplated by the statute “ required to be made as
a condition to continued use or possession of property.” Such
“charges” or “ payments” are of a character required to be made to
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some one other than the corporation and to which the corporation
thereafter has no right or expectancy of benefit. In the instant case
the payments are made to create a fund, the sole benefit of which is
to inure to the corporation in future years. Except for the fact that
these payments pass to the control of trustees who are to administer
the same in a trust fund for the benefit of the corporation, the trans-
action does not differ materially from reserves set aside by any cor-
poration from its yearly receipts for the future maintenance and
care of its property. As has been aptly said, it is a ““ question merely
of taking the money out of one pocket and putting it into the other.”

Tn Solicitor’s Memorandum No. 155 there was considered a pension
fund for the benefit of employees of a corporation which was to be
created by contribution thereto by the corporation and the contri-
bution of a certain percentage of the salaries of its employees. It
was there held that in view of the fact that the fund remained under
the absolute control of the company, that it was to be taxed as a
branch of the taxpayer’s business, and that the payment to the trus-
tees by the corporation could not be regarded as “ ordinary and nec-
essary expenses paid within the year in the maintenance and opera-
tion of its business or property.” From this opinion it would seem
that the holding might be otherwise, provided the beneficiaries of the
fund were given a voice in the administration of the fund and pro-
vided the expenditures could properly be classed as “expense” as
distinguished from capital expenditure. In the instant case, al-
though the payments pass out of the control of the corporation to
trustees, yet the fund is held by the trustees for the benefit of the
corporation and, as in the case considered in Solicitor’s Memorandum
No. 155, the fund is in effect a branch of the business of the cemnetery
company.

Tt is therefore held that:

Payments to trustees by a cemetery company, during the taxable
year, of a percentage of the proceeds of sales of cemetery lots set
aside for a “ maintenance fund” to be controlled solely by the trus-
tees thereof pursuant to a provision in the charter of the company
requiring such payments, are not deductible from the gross income
of the corporation under the act of August 5, 1909, and the act of
October 3, 1913, :

Section 234, Article 581: Allowable deductions. 10-19-362.
(Also Section 214 (a), Article 103.) T. B. M. 44,

The preblem of determining reasonable compensation for per-
sonal services is one of difficulty, in that there are few general rules
which can be laid down as guides to a decision. - Many factors are
involved, among them being the character and amount of respon-
sibility, ease or difficulty of the work itself, time required, working
conditions, future prospects, living conditions of the locality, indi-
vidual ability, technical training, profitableness to the employer of
the services rendered, and the number of available persons capable
of performing the duties of the position. These and other -factors
have a bearing, and the amount of weight to be attached to each one
can be determined only in the light of the circumstances in each
particular case.
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Section 234, Article 561: Allowable deductions, 8-19-201.
0. D.130.

A domestic corporation will not be required to pay income, excess
Eroﬁts, and war profits taxes on dividends received from a foreign

olding company whose income was derived entirely from dividends
on the stock of another domestic company.

Section 234, Article 561: Allowable deductions. 4-19-228.
O.D. 146,

A corporation keeping its accounts on an acerual basis will not be
permitted to deduct from gross income a sum in anticipation of the
amount the corporation may be required to allow as cash discount
on accounts due and payable in the succeeding year. But any amounts
so allowed in the succeeding year before the return is filed may be
deducted from gross sales for the previous taxable year.

Section 234, Article 561: Allowable deductions. 16-19-464.
0. D. 259,

Machinery, equipment, or other facilities erected or acquired on or
after April 6, 1917, for the production or manufacture of sugar is
considered as contributing to the prosecution of the war, and the
cost may be amortized in accordance with the provisions of section
234 (a) (8) of the Revenue Act of 1918.

Section 234, Article 561: Allowable deductions. 22-19-537.
0. D.288.

A reserve fund created out of the earnings of a corporation for the
purpose of redeeming its preferred stock is not an allowable deduction
in computing the net income of the corporation for tax purposes.

Section 234, Article 561: Allowable deductions. 14-19-438.
(Also Section 239, Article 621.) M. 2207,

In order to obviate the necessity of filing amended returns by
corporations which filed their completed returns prior to the publica-
tion of the opinion of the Attorney General and claimed deductions
on account of contributions to the Red Cross and other recognized
war organizations, corporations which filed their returns and claimed
such deductions prior to the issuance of Treasury Decision 2847,
should immediately file with the collector of internal revenue a state-
ment showing the amount of such deductions claimed, the amount of
the net income as reported and as corrected, and the amount of addi-
tional tax due by reason of the erroneous cﬁaiming of the deduction.
The total amount of additional tax shown to be due by this corrected
statement should be paid at once, together with interest on the first
and second installments thereof from the original due dates.

In cases where the above procedure is followed, amended returns
will not be required, and the statements referred to when received b
the collectors’ offices or when received through the collector by this
office will be filed with the original returns in lieu of an amended
return.

103022°—22——15
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Section 234, Article 561: Allowable deductions.

(See 5-19-251, sec. 214 (a) 12, art. 261.) Losses in inventory and
from rebates.
Section 234, Article 561: Allowable deductions.

(See 5-19-252, sec. 216, art. 301.) Taxability of dividends re-
ceived from foreign corporations deriving income from sources with-
in the United States.

Section 234, Article 581: Allowable deductions.

(See 11-19-377, sec. 214 (a) 1, art. 101.) Premium on crop in-
surance an allowable deduction.

Section 234, Article 561: Allowable deductions.

(See 13-19-418, sec. 214, art. 131.) Deduction of additional excise
taxes assessed against a corporation under the Revenue Act of 1909
and paid during subsequent years.

Section 234, Article 561: Allowable deductions.

(See 17-19-469; scc. 201, art. 1544.) Dividends paid in Liberty
bonds having a market value less than par.
Section 234, Article 561: Allowable deductions.

(See 17-19-471, sec. 214 (a) 12, art. 261.) Inventory loss by
partnership succeeding a corporation.

Section 234, Article 561: Allowable deductions.

(See 22-19-534, sec. 214, art. 105.) Salaries voted subsequent to
the close of taxable year.

Section 234, Article 561: Allowable deductions.

(See 23-19-551, sec. 250, art. 1002.) Penalties added to tax:
When deductible as business expense.

Section 234, Article 561: Allowable deductions.

(See 24-19-561, sec. 214, art. 133.) Assessments under Illinois
laws relating to drainage districts.

Section 234, Article 561: Allowable deductions.
(See 26-19-595, sec. 250, art. 1003.) Deduction of interest on taxes.

Section 234, Article 561: Allowable deductions.’

(See 26-19-597, sec. 301, art. 715.) Amortization when part of
income is from Government contracts.

Section 234, Article 562: Donations. 4-19-229,
T. D. 2847,

INcOME TAXES.

Corporations are not entitled to deduct from gross Income the amount
of contributions to religious, charitable, scientific, or educational cor-
porations or associations, even though such contributions may be made
to Red Crosg or other war activities.
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_The Revenue Act of 1918 contains two sections relating to dedue-

tions which may be made in ascertaining net income subject to tax.
Section 214 relates to individuals and allows as deductions (1) all
ordinary and necessary expenses paid or incurred during the tax-
able vear in carrying on any trade or business, etc.; (2) all interest
paid or accrued within the taxable year on indebtedness, ete. (with
certain exceptions); (3) taxes paid or accrued within the taxable
vear, etc. (with certain exceptions); (4-10) certain allowance for
losses, bad debts, exhaustion, wear and tear of property of various
sorts; (11) contributions or gifts made within the taxable year to
corporations organized and operated exclusively for religious, char-
itable, scientific, 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 stockholder or individual, etc.

Section 234 relates to corporations, and allows as deductions (1)
all ordinary and necessary expenses paid or incurred during the tax-
able year in carrying on any trade or business, including a reason-
able allowance for salaries or other compensation for personal serv-
ices actually rendered, and including rentals or other payments re-
quired to be made as a condition to the continued use or possession
of property to which the corporation has not taken, or is not takin
title, or in which it has no equity; (2) all interest paid or accrueg
within the taxable year on its indebtedness (with certain excep-
tions) ; (3) taxes paid or accrued within the taxable year. etc. (with
certain exoeptionsg; (4 et seq.) losses sustained of a certain char-
acter, bad debts, allowances for exhaustion, wear and tear, etc.

The question is presented whether corporations are entitled to de-
duct from their gross income for the purpose of the income tax the
amount of contributions to religious, charitable, scientific, or edu-
cational corporations or associations, this question arising most fre-
quently with reference to contributions made to the Red Cross and
other war activities. :

Tt will be observed that there is no express deduction permitted
corporations of such contributions, as in the case of individuals, and
unless, therefore, they fall within the definition of some item of de-
duction allowed to corporations they can not be allowed. The only
head within which it might be suggested that such contributions
could be included is that of ordinary and necessary expenses paid
or incurred in carrying on any trade or business, including reason-
able salaries or other compensation, rentals, and payments for use of
property provided for in paragraph 11. Practically these same de-
ductions are permitted in section 214 in the case of individuals, and
had such words included the contributions or gifts mentioned in
paragraph 11 of section 214, it would have been unnecessary to put
in such paragraph, as they would have been covered by paragraph 1
of such section. .

The Attorney General, in an opinion dated May 19, 1919, states
the view that ordinary and necessary expenses contemplated by para-
graph 1 of sections 214 and 234 were not intended to include all
Decessary expenses, because the two immediately succeeding para-
graphs provide for deducting interest and taxes, both of which are
necessary expenses; also the provision in regard to allowance for
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galaries, compensation, rentals, etc., indicates that all of the expenses
which are contemplated under theterms used in paragraph 1 of these
sections are expenses incurred directly in the maintenance and opera-
tion of the business, and not all those which may be beneficial and
even necessary in the broader sense.

In addition to the above considerations and to the fact that there
is express provision for deducting contributions or gifts in the case
of individuals, which is wanting in the section providing for dedue-
tions to be made by corporations, reference to the legislative histo
of the Revenue Act of 1918 (Congressional Record for Sept. 17,
1918), shows that an amendment providing that corporations might
make deductions of contributions or gifts, as in the case of individ-
uals, came to a vote and was defeated, the principal reason assigned
in the debate being that it would be dangerous to authorize directors
to be generous with the money of their stockholders even for such
laudable purposes. )

Corporations are therefore not entitled to deduct from their gross
income for the purposes of the income tax the amount of contribu-
tions made to religious, charitable, scientific, or educational corpora-
tions or associations, even though such contributions are made to the
Red Cross or other war activities,

Section 234, Article 562: Donations. 2-19-164.,
. . S. 965,

A corporation may not deduct the amount paid into a pension
fund for the benefit of its employees in the taxable year. This rule
obtains although the corporation constitutes itself a trustee of the
sum contributed to pay the income thereof to its employees, but re-
ierveg aé)solute discretion as to the selection of the employees to ba

enefited.

Section 234, Article 562: Donations. 2-19-165.
0. D. 110.

Donations by a corporation to a pension fund for the benefit of its
officers and employees, the fund being organized entirely separate and
distinet from the corporation, having its own set of books, making its
own investments, and paying its own expenses, legal title of which
does not remain in the corporation, are deemed to be donations to a
charitable institution conducted for the benefit of the corporation’s
employees or their dependents representing a consideration for a
benefit flowing directly to the corporation as an incident of its busi-
ness and are allowable deductions from gross income in determining
net income subject to tax.

Section 234, Article 563: Sale of capital stock, bonds, 2-19+166.
and capital assets. 0.D. 111,

A corporation which issued its bonds at a discount and improperly
charged the discount, to profit and loss may correct its books to show
the discount treated as interest paid in advance to be amortized over
the life of the bonds. Amended returns reflecting correction in the
books may be filed, '
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Section 234, Article 566: Tax on bank stock. 7'18'30%
. 858.

DEDUCTIBILITY OF Taxes PA1p For CORPORATION BY BANKES OF SHARES OF
Stock OwNED BY COBPORATION.

Where a corporation is a stockholder in a bank or other corporation
which Is required by law to pay taxes assessed on the value of its
shares of stock in the hands of the holders or owners, the stockholder
corporation may deduct the amount paid on its behalf, but such taxes
are considered additional dividends and must be included in dividends
received if the tax is allowed as a deduection in compuiing net income.

The question is asked whether corporations (including national
banks) which own shares of stock of a national bank are permitted
to deduct as taxes the amount paid by the latter on their share
holdings, the tax being assessed on the value of shares in the hands
of the holders, but as a matter of convenience is collected through
the bank,

Section 234(a) of the Revenue Act of 1918 provides:

That in computing the net income of & corporation subject to the tax imposed
by section 230 there shall be allowed as deductions:

(3) Taxes paid or accrued within the taxable year * * =,

Where a State imposes a tax upon the value of shares of stock in
the hands of the holders or owners and requires the corporation
issuing the stock to pay the taxz, the amount paid is not deductible in
computing the taxable income of the corporation. See Solicitor’s
Memoranda 707 and 922. The shares of stock are property of the
stockholders, and to the extent that the taxes assessed on the value
of the shares of stock are property taxes the holders are primarily
liable for their payment. In such case a corporation simply pays the
tax for the stockholders.

In T. D. 2135 it was held:

Taxes assessed against the stockholders of a bank and paid by the bank in
behalf of the stockholders do not constitute an allowable deductlon from the
gross income of the bank, but do constitute an allowable deduction In the return
of the indlvidual. If such individual is subject to the additional tax, the
amount of taxes so paid should be included in his return as income, the said
amount being considered as an additional dividend to the amount of the taxes
pald.

If an individual stockholder is allowed to deduct the amount of
taxes paid by a corporation in his behalf, there is no good reason why
a corporation holding and owning stock in a bank or other corpora-
tion should not also be allowed to deduct the amount of taxes paid in
its behalf, ) )

Article 566, Regulations 43, provides that—

Banks paying taxes assessed against their stockholders on account of their
ownership of the shares of stocks issued by such banks ean not deduct the amount
of taxes so paid * * *  Such payments by banks or other corporations ara
regarded as in the nature of additional dividends and must be included by the
stockholder in his dividends received if he deducts the taxes paid on his behalf.

It is not clear whether corporations which own stock in a bank or
other corporation are within the rule stated in article 566. However,
there is no intention to discriminate between individuals and corpo-
rations in the matter of deducting taxes except whers it is otherwise
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expressly provided, as appears from the provisions of article 565,
Regulations 45, which read as follows:

Corporations may deduct taxes from gross income to the same extent as indi-
viduals, except that in the case of corporate bonds or obligations containing a
tax-free covenant clause, the corporation paying a Federal tax, or any part of
it, for some one else pursuant to its agreement, is not entitled to deduct such
payments from gross income on any ground 'oxk

It is therefore held that where a corporation is a stockholder in a
bank or other corporation which is required by law to pay taxes
assessed on the value of its shares of stock in hands of the holders or
owners, the stockholder corporation may deduct the amount paid on
its behalf, but such taxes are considered additional dividends and
must be included in dividends received if the tax is allowed as a
deduction in computing net income. Under the Revenue Act of 1918
amounts received by a stockholder corporation as dividends from
another corporation which is taxable upon its net income are also
allowable deductions. (See sec. 234(a) (6).)

Section 234, Article 566: Tax on bank stock. 1~19-99.

, 0. D: 70,

Trust companies, building and loan associations, and State savings

banks organized under the laws of the State of Oregon are not

allowed to deduct from gross income taxes paid upon the value of
their shares of stock.

Section 234, Article 566: Tax on bank stock. 9-19-344,
0. . 199.

Article 566 of Regulations 45 has special reference to individual
stockholders, but is equally applicable in the case of corporation
stockholders.

Section 234, Article 589: Required addition to reserve 1-19--96,
funds of insurance companies. 0. 799,

NET ADDITION TO RESERVE FUNDS or LIFR INSURANCE COMPANIES.

A life insurance company which maintains a reserve to liguidate
coupons left with the company to accumulate at interest and acecrued
interest thereon is entitled to deduct from gross income in its annual
tax returns the net addition made each year to such fund.

The X Life Insurance Co. has on file claims for the refunding of
corporation income taxes paid under the Revenue Acts of 1913 and
1916. It bases its claims for a refund upon the fact that it should
have been allowed deductions from gross income for the increases of
the policy coupons left with it to accumulate at interest. It reported
for these years to the insurance department a separate item among its
Tiabilities as follows:

Coupons left with the company to accumulate at interest and accrued in-
terest thereon.

It contends that this is a part of its policy contract and is a statutory
reserve. It appears that there are a number of life insurance com-
panies issuing this form of a policy, and the question of whether such
companies have the right to deduct from gross income in their annual
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tax returns the net addition made each year to the fund maintaiued
for meeting this liability, is an open and much debated one.

The income tax law of QOctcber 8, 1918, and also that of September
8, 1916, allow an insurance company to deduct from gross income
among other items:

The net sdditlon, if any, required by law to be made within the year to
reserve funds.

Article 147(d) of Regulations No. 33 and article 240 (par. 695). of
Regulations No. 33, revised, provide what reserves shall be con-
sidered legal reserves of life insurance companies. In the earlier
regulations it was provided that only the reinsurance reserve and
reserve for supplementary contracts were to be considered as reserves
required by law. In the later regulation it was held that the net
addition to these and also to such other reserves as are specifically
required by the statutes of the State within which the company 13
doing business will be allowed as deductions.

In Solicitor’s Memorandum No. 647 it was held that the Y Life
Insurance Co. was entitled to deduct from gross income in its income
tax returns the net addition made to its reserves maintained against

- premium reduction coupons not used and guarantee dividend fund.

This opinion is controlling in the present case. The X Life In-
surance Co. is required to maintain a reserve against its coupons and
accrued interest thereon. This requirement is in accordance with
the provisions of a State statute. The net addition to the fund main-
tained for the payment of the coupons is a legal deduction from
gross income.

Section 234, Article 569: Required addition to reserve 3-19-202,

funds of insurance companies. 0. 815,

A law requiring casualty insurance companies to establish certain
reserves is to be construed as applying to companies issuing exclusively
health and accident policies, unless the terms of the law are such &s to
indicate they are not to be included in that term, or unless they are held
not to be included in that term by the courts of ihe jurisdiction in
which that law was promulgated.

Opinion is requested upon the questions: (1) Whether the X Com-
pany and other insurance companies which write only personal acci-
dent and health policies, are casualty insurance companies, and (2)
whether such insurance companies should be allowed the same de-
duction from gross income, in determining their corporation excise
and income taxes, as has been allowed companies issuing liability,
burglary, flywheel, and workmen’s compensation policies and main-
taining, under requirements of the statutes of various States, special
reserves for unpaid liability and compensation claims.

Section 38 of the Act of August 5, 1509, provides as follows:

Second. Such net income shall be ascertained by deducting from the gross
amount of the income of such * * * insurance company, received within
the year from all sources, * * * all losses actually sustained within the

¥Year and not compensated by insurance or otherwise, including * * * the
net addition, if any, required by law to be made within the year to reserve

funds.

Section IT, G (b) of the Act of October 3, 1913, contains the same
provision. o

The particular occasion for these queries is that the X Company,
which writes only personal health and accident policies, has filed
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a claim for refund on the ground that it is a casualty insurance
company, and, as such, was entitled to deduct from its gross incomse
net additions to reserve funds for 1909 to 1915, inclusive. In the
case of any insurance company net additions to reserve funds are
not deductible unless they are required by law. Statutes of several
States, however, provide that “ casualty insurance companies” shall
maintain a special reserve to cover unpaid claims. (See Pennsylvania
Statute, 1 June, 1911, sec. 7, P. L. 607-622.) In the past the deduc-
tions for net additions to reserve funds covering unpaid losses have
been allowed to insurance companies which write policies covering
loss by damage to property, on the ground that they were “ casualty
insurance companies,” and therefore required by these State statutes
to maintain such reserve funds; but the adjustment based on these
_statutes has not been extended to other insurance companies, because
they have not been considered “casualty insurance companies.” The
claim of the X Company raises the question whether insurance com-
panies issuing only personal health and accident policies are not in-
cluded in the class of ¢ casualty insurance companies” required by
these statutes to maintain special unpaid claim reserves, and, there-
fore, entitled to the same deduction.

(1) There has been a slight tendency of the courts to recognize
the existence of casualty insurance as distinguished from accident
and other kinds of insurance. The few decisions upon the subject
are, however, hopelessly in conflict as to what constitutes such in-
surance. In State (ex rel. Clapp) ». Federal Investment Co. (42
Minn., 110; 50 N. W., 1028) the term is said to have “a well-defined
meaning as insurance against loss through accident resulting in
bodily injury or death.” The court did not have occasion to decide
whether insurance against loss to property might be included in the
same class, but this decision seems to be authority for the proposition
that personal accident insurance is covered by the term *casualty
insurance.,” In Employers’ Liability Assurance Corporation ».
Merrill (155 Mass., 404; 29 N, E., 529) a different view is taken. The
court said:

The distinguishing feature of what is known in our legislation as “accident
insurance” is that it indemnifies against the effects of accidents resulting in
bodily injury or death. Its field is not to insure against loss or damage to prop-
erty, although occasioned by accident. So far as that class of insurance has
been developed, it has been with reference to bollers, plate glass, and perhaps
to domestic animals, and injuries by street cars, and is known as “ casualty
insurance.”

This is a mere dictum, however, unnecessary, for the decision of the
case, which was that certain policies were personal accident policies:
In Bankers’ Mutual Casualty Company ». First National Bank (181
Towa, 456; 108 N. W., 1046) the court, without disapproving the defi-
nition of the Minnesota court, held it inapplicable to the Towa stat-
ute, which spoke of insurance against loss by fire and “ other casu-
alties.” The statute clearly referred to property loss, as opposed to
Personal injury or death. The court remarked that “¢casualty’ and

casualty insurance’ are words of quite frequent use, yet it can not be
said that their definition has been very accurately settled by the
courts.” This remains true. Only the Massachusetts case distin-
guishes casualty insurance from accident insurance. Statutes of
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several States define ® casualty insurance on assessment plan” as
applicable to accidental death or physical disability from accident
or sickmess.

A ty}i}cal statute in Pennsylvania enacted in 1911 (1 June, 1911,
sec. 15 P. L., 567, 581) provides for the organization in that State
of casualty insurance companies. They are permitted to organize
for any of 11 enumerated purposes, including the following:

Two.—To insure against injury, disablement, or death resulting from travel-
ing or general accident, and against disablement resulting from sickness, and
every insurance appertaining thereto, including a funeral benefit to an amount
not exceeding one hundred doliars.

The various other classes include fidelity, plate glass, compensation,
steam boiler, flywheel, pipe, engine, machinery, burglary, theft, credit
or guaranty, breakage or leakage of sprinklers, pumps, water pipes
or plumbing, accident to elevators, bicycles, automobiles, and vehicles
(except rolling stock of railways), horse, cattle, and other live-stock
insurance, concluding with:

Eleven.—To insure against loss by any other casualty not included under the
foregoing heads, except life, fire, marine, or title insurance, which may be a
proper subject of insurance. .

No distinction is made in Best’s Insurance Report for 1918 between
companies writing policies covering personal accidents and sickness
and companies writing policies covering loss by accident damaging
property. Both are considered under the head of casualty insurance
companies.

There appears to be no reason to distinguish personal accident and
health insurance companies from casualty insurance companies. A

ersonal accident is a casualty within the ordinarily accepted mean-
ing of that term. Webster’s International Dictionary defines casualty
as “ that which comes without design or without being foreseen; con-
tingency ; any injury of the body from accident.” *Casualty insur-
ance” 1s not a technical, legal, or trade term meaning insurance
against accidents to property. In common parlance the term means
insurance against all kinds of accidents and injuries.

It is concluded that no legal distinction exists between insurance
companies issuing policies of insurance against accidents and sick-
ness resulting in %ogily injury, disablement, or death, and companies
issuing policies of insurance against loss or damage to property
through accident, both being included in the class of casualty insur-
ance companies.

(2) Since laws of certain States—of which the Pennsylvania
statute is an illustration (1 June, 1911, sec. 7 P. L. 607-622)—pro-
vide that casualty insurance companies maintain a special reserve
against unpaid claims, and it has been determined that insurance
companies issuing only “personal health and accident” policies are
casualty insurance companies, a law requiring casualty insurance
companies to establish certain reserves is to be construed as applying
to companies issuing exclusively health and accident policies, unless
the terms of the law are such as to indicate they are not to be in-
cluded in that term, or unless they are held not to be included in that
term by the courts of the jurisdiction in which that law was promul-
gated.
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Seetion 235.—ITEMS NOT DEDUCTIBLE.

Section 235, Article 581: Items not deductible.
(See 11-19-391, sec. 326, art. 831.) Commissions on sale of stock.

Section 236.—CREDITS ALLOWED.

Section 238, Article 591: Credits allowed.

(See 28-19-551, sec. 250, art. 1002.) Amounts added to taz as
penalties not to be considered as credits.

Section 237.—~PAYMENT OF TAX AT SOURCE.

Section 237, Article 661: Withholding in the case of . 7-19-303.

nonresident foreign corporations. T. B. R. 29.

Liability of the X Company to withhold tax on share of profits paid
as royalty or rental to a foreign corporation.

The X Company is manufacturing and selling a product on which
a foreign corporation, the Z Company, holds the patent rights. The
American company, in consideration of these patent rights, agreed
to pay to the foreign corporation a specific royalty on sales and in
addition a portion of the net profits arising from the business. The
American corporation has presented to the collector its view that the
10 per cent tax should be withheld on the specific royalty but not on
the amount which represents the share of the foreign corporation
in the earnings of the American corporation.

Without doubt, under the provisions of sections 221 and 237 of
the Revenue Act of 1918, the 10 per cent tax should be withheld upon
the specific royalty. The question at issue is whether the amount
constituting the portion of the net profits of the business after de-
ducting Federal income and excess profits taxes which by contract
is to be paid by the American corporation to the foreign corporation,
is subject to such withholding, and the answer depends upon the
nature of the payment.

Three views as to the nature of the payment are conceivable: (1)
Fhat it is a distribution of the profits of a joint enterprise carried on
by the American corporation and the foreign corporation; (2) that
it'is a distribution of profits as such of the American corporation
to the foreign corporation; and (3) that the payment is compensa-
tion—royalty—for the use of the patent.

The view that the payment is a distribution of the profits of a
J'Igint enterprise is untenable. In a sense there is a joint enterprise.

‘here is, however, no taxable entity of which the two corporations
are members. They are not partners. Nor do they constitute an
association within the meaning of the statute. They can not even
file a consolidated return as affiliated corporations. The profits to be
distributed are profits of the American corporation which it has
agreed to pay te the foreign corporation.

The view that the payment is a distribution of profits as such of
the American corporation to the foreign corporation is equally un-
tenable. The only form of distribution of profits as such of a
corporation recognized by the statute is a dividend. A dividend is
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defined as a distribution out of earnings or profits to the “share-
holders or members” of the corporation. (Sie sec. 201 (a).) In
no sense is the foreign corporation a shareholder or member of the
American corporation. It is to be noted that this construction of
the statute does not preclude the recognition of distributions of
profits in accordance with profit-sharing arrangements wherever the
distributees may properly be regarded as “ members” of the corpo-
ration.

The foreign corporation receives an amount which is described as
“profits” and is measured by the “mnet profits” of the American
corporation. It does not, however, receive such amount as profits
but rather as compensation for the use of a patent—that is, as a
royalty. The amount received is none the less a royalty because
measured by profits. A royalty may, like compensation for personal
services, be on a contingent basls if not unreasonable in other respects.
(See Regulations 45, art. 105.) Nor does the fact that the payment
is described by the parties as a payment of profits determine its
character, if, as here, upon analysis of the entire situation the fact
appears to be otherwigse. If the payment to the foreign corporation
which is described as a portion of the net profits of the American
corporation is in fact a royalty, the American corporation has, of
course, no true net profits until after the deduction of such royalty.
The normal construction of the agreement is that the American
corporation is to pay to the foreign corporation as royalty a portion
of the amount which would otherwise be the net profits (after the
pa%ment of income and profits taxes) of the American corporation.

he answer to the inquiry follows from the conclusion reached as
to the nature of the payment, namely, that it is a royalty. Assuming
that there is no unreasonable element in the case, the amount payable
by the American corporation to the foreign corporation is a proper
deduction from the gross income of the American corg)oration. The
amount received by the foreign corporation is income “ from sources
within the United States ” within the meaning of the statute, and the
foreign corporation is subject to income and profits taxes thereon as
upon income so derived. Apparently the foreign corporation has no
office or place of business within the United States and is not, unless
by reason of its royalty contract, “engaged in trade or business”
therein. The royalty contract as described (inadequately) in the
appeal is apparently not such as to bring it within the class of corpo-
rations “engaged 1n trade or business within the United States.”
Consequently, it is subject to the withholding provisions of section
221 which are extended to corporations by section 237 with respect
to enumerated forms of income, to wit, “interest, rent, salaries,
wages, premiums, annuities, compensations, remunerations, emolu-
ments, or other fixed or determinable annual or periodical gains,
profits, and income.” The royalty payable to the foreign corpora-
tion, including the part thereof which is measured by the net profits
of the American corporation, is within this phrase. It is income
which is ¢ annual or periodical ” and which is “ fixed or determinable ”
in the sense that no }l)art thereof is to be excluded from gross income
as a return of capital.

It is held that if the Z Company has no office or place of business
within the United States and is not “engaged in trade or business”
therein except as described in the inquiry, the 10 per cent tax should
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be withheld on the entire royalty payable to it by the X Company,
including not only the specific royalty but also the contingent or
variable royalty; the American corporation should be permltted to
take a deduction for the entire royalty (if not unreasonable) an
the Z Company should be called upon to pay profits tax upon the net
income derived therefrom. ‘

Section 237, Article 601: Withholding in the case of 2-19-167.
nonresident foreign corporations. 0.D.112.

Amounts paid to a nonresident alien corporation not having an
office or place of business in the United States as compensation for
orders secured by it from foreign customers for export booked
through such nonresident alien corporation are held not to be income
from sources within the United States and not subject to with-
bolding.

Bection 237, Article 601: Withholding in the case of 11-19-387.
nonresident foreign corporations. 0. D. 221,

Where a nonresident alien corporation not having an office or
place of business within the United States purchases through an
agent in this country bank acceptances at a certain rate of discount
and sells such acceptances through that agent or some other agent
for a price greater than the price for which purchased, the amount
of income received as a result of the transaction represents income
from sources within the United States. The amount received from
the sale in excess of the purchase price is based on interest as accrued ;
such interest is therefore held to come within the provisions of
fixed or determinable income and is subject to withholding at the
rate of 10 per cent when paid to a nonresident alien corporation not
having an office or place of business in the United States and 8 per
cent when paid to a nonresident alien individual.

Section 237, Article 601: Withholding in the case of 27-19-605.
nonresident foreign corporations. 0.D.328.

If a foreign bank establishes a branch in this country no with-
holding is required.

Section 237, Article 601: Withholding in the case of
nonresident foreign corporations. .

(See 28-19-616, sec. 240, art. 636.) Withholding in the case of
_interest credited by a domestic corporation to a foreign subsidiary
corporation.

Section 238.—CREDIT FOR TAXES.

Section 238, Article 611: Credit for foreign taxes. 4-19-230.
' 0.D.147.

Taxes imposed and required by a foreign government to be paid
on the basis of dividends declared by corporations under its laws
are taxes on the income of the individual stockholders in proportion
to the amount of stock held. A United States corporation owning
stock in a foreign corporation, taxed on this basis, should report in
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its return of annual net income for the year in which received its
pro rata share of the entire dividend declared, and would be entitled
to a credit of the amount of the tax paid by the foreign corporation
to the foreign government in its behalf, in accordance with the above
provision of law.

On the other hand, taxes imposed by a foreign government on the
net income of corporations organized under its laws are not taxes
to the individual stockholders, but to the corporation itself, and no

art thereof would be a proper credit in the return of annual net
income of the recipient United States corporation, which would be
taxable on the net amount of the dividend received.

Section 238, Article 611: Credit for foreign taxes.

(See 11-19-888, sec. 240, art. 636.) When domestic corporation
controlling foreign corporation may deduct foreign taxes assessed
against foreign -corporation.

Bection 238, Article 611: Credit for foreign taxes.

(See 12-19-407, sec. 222, art. 383.) Conditions of allewance of
credit for foreign taxes withheld by foreign corporation.

Seetion 239.—CORPORATION RETURNS.

2-19-168,
Section 239, Article 621: Corporation returns, S. 972,
Where articles of incorporation are filed and business is transacted
in the corporate name a return of income received from such business
should be rendered for the corporation, although 1ts organization as a
corporation has not been perfected in the manner required by law.
Advice is asked as to how a return of income should be rendered
where a corporation fails to perfect its organization and is not legally
authorized to engage in business as a corporation. Section 239 of the
Revenue Act of 1918 provides that—
Every corporation subject to taxation under this title and every personal-

service corporation shall make a return, stating specifically the items of its
gross income and the deductions and credits allowed by this title. * * *

Article 621 of Regulations No. 45 is as follows:

Every corporation not expressly exempt from tax and every personal-service
corporation must make a return of income, regardless of the amount of its net
income. * * * A corporation which has received a charter, but has never
perfected its organization, and 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 pecessity of making a return so long as it remains in an un-
organized condition. In the absence of a proper showing to the collector such a
corporation will be required to make a return. * * *

It is stated that A was engaged in business under the name of
“A Co.” and that his business became so large that he concluded it
would be best to operate as a corporation. In 1918 he filed articles of
incorporation for a company to be known as the “A & Co.” After
incorporation the corporation was never organized by the election of
any board of directors: no stock was ever issued, and no property
was transferred to the corporation. Certain matters intervened to
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revent the consummation of the plan A had in mind of conducting
he business under a corporate instead of an individual form, but
he continued to carry on his business under the corporate name of
“A & Co.,” with the word “Incorporated” written thereunder, dur-
ing the remainder of the year 1918 and the first part of the year
1919. The question is whether he should render a return for 1918
as a corporation or as an individual. i ;

In view of the State statutes the corporation “A & Co.” had a
corporate existence, and its want of legal organization could not be
set up as a defense to any action brought against it. The question
Whetger a corporation has been properly organized or not is a ques-
tion which can not be raised collaterally.

The business was carried on in such a way as to render the incor-
porators liable in their corporate capacity., Moreover, the corpora-
tion had a de jure existence as to all the world except the State.
For the purpose of taxation, therefore, it should not be treated
otherwise. In this instance the corporation transacted business and
received the income therefrom. Hence it does not come within the
provisions of article 621 of Regulations No. 45.

Section 239, Artiele 621: Corporation returns. '1-19-100.
0. D. 7.

Though the income tax return of a corporation filed in accordance
with the Revenue Act of 1917 for a fiscal year ended in 1918 shows a
loss, the corporation will nevertheless be required to file a supple-
mental return in accordance with the Revenue Act of 1918 for such
fiscal year. L

Section 239, Article 621: Corporation returns. 9-19-169
0. D. 113.

A corporation may submit amended returns for previous years
when through wrong accounting  practice capital charges have been
made to income. An affidavit should be attached, explaining the
changes made by such amended returns in the amounts shown on the
original return, and explaining why the original returns were not
properly prepared and the object of the company in preparing
amended returns. Such amended returns will be accepted only
when the erroneous charge can be specifically pointed out and the
facts proven. The Internal Revenue Bureau reserves the right to
penalize for the making of false returns in the past.

Section 239, Article 621: Corporation returns. 4-19-231.
0.D. 148.

The proper officers of a corporation that has been taken over by
the Alien Property Custodian should file a return of income and
excess profits for the corperation up to the time the property was
taken over by the Alien Property Custodian.

_ The board of directors appointed by the Alien Property Custodian
is not required to render a return of net income for the corporation
while in control of the Alien Property Custodian.
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Section 239, Article 621: Corporation returns.

(See 14-19-438, sec. 234, art. 561.) Corporations may file state-
ment in place of amended return when deductions for contributions

were taken on original return filed prior to the issuance of Treasury
Decision 2847.

Section 239, Article 622: Returns by receivers. 6—%)9—280-
. 853.

Income received by assignees appointed by a corporation to liqui-
date its Froperty and business over a period of years, who have full
power of control and management thereof, is taxable. This is true
although the business conducted by the trustees in the process of
liquidation is not the business which the corporation originally
started to conduct. This rule applies to all income received by the
trustees, including interest on banlk deposits, interest upon deferred
payments, and gains upon sales of real property.

Section 239, Article 622: Returns by receivers, - 1-19-102,

0. D. 73,

A receiver should prepare and file a corporate return of annual net

income and excess profits for the entire year, including therein the

gross income received by the corporation prior to the time of the

receiver’s appointment and also the gross income received under the
supervision of the receiver.

Section 239, Article 622: Returns by receivers. - 2-19-170.
0. D. 114

A receiver liquidating the assets of an insolvent bank is required
to file a return for the bank, but in view of the fact that the bank
is insolvent and will have no tax to pay (Act of Mar. 1, 1879, sec.
92) the return may contain a statement to that effect in lieu of the
data ordinarily required in the return.

Section 22, Act of March 1, 1879, provides that no tax shall be
assessed or collected or paid into the Treasury of the United States
on account of an insolvent bank which shall diminish the assets
thereof necessary for the full payment of all its depositors.

Section 239, Article 622: Returns by receivers.

(See 12-19-406, sec. 233, art. 547.) Return of income received
from investments by corporation in liquidation.

Section 239, Article 626: Returns for fractional part of 31-19-650.
year. 0. D. 352.

1f a domestic corporation for any reason files an income-tax return
for a period less than a year, the credit provided in section 236 (c)
of the Revenue Act of 1918 should be reduced to such proportion of
the full credit as the number of months covered by the return bears
to 12 months.
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Section 240.—~CONSOLIDATED RETURNS.

Section 240, Article 632: Consolidated Returns.

(See 6-19-286; sec. 330, art. 933.) Partnership upon becoming &
corporation.

Section 240, Article 633: When corporations are af- 16-19-466.

filiated. T. B. R. 52:

Recommending that the application for permission to file a consoli-
dated return for X and Y as affiliated corporations be denied. .

The application for permission to make a consolidated return in
the case of the above-named corporations is based upon the fact
that the principal stockholders of X are also the principal stock-
holders o¥ Y. 1t is the contention of the applicants that the lan-
guage of the statute, which defines two or more corporations as
affiliated “if substantially all of the stock of two or more corpora-
tions is owned or controlled by the same interests,” means that if a
substantially controlling interest in the stock of one corporation is
owned by the same stockholders who also own a substantially con-
trolling interest in the stock of the other corporation, a consolidated
return is authorized, provided the other conditions of section 240
are satisfied.

The taxpayer has presented argument to show that the last sen-
tence of article 638 of Regulations 45 does not correctly interpret
the law, and that the bureau has narrowed the meaning of the sen-
tence which provides that * two or more domestic corporations shall
be deemed to be affiliated if substantially all of the stock of two
or more corporations is owned or controlled by the same interests.”
The board agrees with the representative of the corporation that
a broad and- liberal interpretation should be given to the word “sub-
stantially ” in the last sentence of article 633 of Regulations 45,
but it does not appear that either under the statute or the regu-
lations can a case in which 25 per cent of the stock of Y is owned
by individuals who held no stock whatever of X and more than 8
per cent of the stock of X is held by individuals who hold no stock
of Y be considered a case in which substantially all of the stock of
two or more corporations is owned or controlled by the same in-
terests. ,

In view of the above statements of facts there does not appear to
be such ownership or control of stock in the two corporations as
would warrant the filing of a consolidated return.

Section 240, Article 633: When corporations are af- 7-19-304.
filiated. T. B. M. 32.

Recommendation in the case of the application for permission to file
a consolidated return for the X company and the Y company, the two
sole stockholders of which are the same individuals.

The application for permission to file a consolidated return in
the case of the X Company and the Y Company is based upen the
fact that each corporation has the same stockholders, two individuals
owning all of the stock of each corporation. The claimant points
out that article 638 of Regulations 45 provides that an owning or
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controlling of 95 per cent or more of the outstanding voting capital
stock at the beginning of and during the taxable year will be deemed
to constitute an affiliation within the meaning of the statute. The
applicant fails to note the requirement that when the steck of two or
more corporations is owned by two or more individuals the per-
centage of stock held by each individual should be substantially the
same 1n each of the affiliated corporations. In one of the corpora-
tions one stockholder owns 90 per cent of the stock, while the other
owns but 10 per cent. In the other corporation the same stock-
holder who owns 90 per cent in the first-mentioned corporation
owned on January 1, 50 per cent of the stock of the second corpora-
tion, which was increased later to 73 per cent. The minority stock-
holder in the first corporation held the minority interest in the
second corporation, which was 50 per cent and 25 per cent for the
same periods. It is very apparent, therefore, that thess two stock-
holders were simply associated in two separate enterprises which the
record fails to show were affiliated in any manner whatever.

On the facts presented it would appear that the Bureau would be
unable to compel either of these corporations to pay a tax based
upon a consolidated return if the corporations failed to pay such
tax voluntarily, because of the disparity of the holdings of &e stock-
holders in the two corporations. If the collateral interests are such
as to make the companies willing to make a consolidated return, they
nevertheless should not be permitted to do that which they could
not be required to do. .

Section 240, Article 638: Domestic corporation affili- 11-19-388.
ated with foreign corporaticn. T. B. R. 86.
(Also Section 238, Article 611.)

ReVENTE AcT OF 1918,

Credit for foreign tarcs—A domestic corporation which owns a
majority of the voting stock of a foreign corporation is not entitled
to credit under Sectlon 240 (c¢) of the Revenue Act of 1918 for income,
war profits and excess profits taxes paid by such foreign corporations
to any foreign country or possession of the United States, which are
not actually paid within the taxable year of the dqmestic corporation
for which the credit is claimed.

In the preparation of forms for claiming credits for foreign taxes
a question has arisen as to the extent of credits to be allowed
to domestic corporations owning stock in foreign corporations for
taxes paid by such foreign corporations to foreign countries and to
possessions of the United States. Section 238 (a) provides in part
as follows:

That in the case of a domestic corporation the total taxes imposed for the '
taxable year by this title and by Title ITT shall be credited with the amount
of any income, war profits and excess profits taxes paid during the taxable
year to any forelgn country, upon income derived from sources therein; or
to any possession of the United States;
and recognizes that under certain circumstances the authorized
credits include “ accrued ” taxes. Section 200 contains the following
definition: .

The term “ paid,” for the purposes of the deductions and credits under this

title, means * paid or accrued” or “paid or incurred,” and the terms “pald
or incurred” and “paid or accrued” shall be construed according to the

103022°—22——16
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method of accounting upon the basis of which the net Income is computed
under section 218.

Section 240(c¢) is as follows:

For the purposes of section 238, a domestic corporation which owns a
majority of the voting stock of a foreign corporation shall be deemed to have
paid the same propertion of any income, war profits and excess profits taxes
paid (but not including taxes accrued). by such foreign corporation during the
taxable year to any foreign country or to any possession of the United States
upon Income derived from sources within the United Stateés, which the amount
of any dividends (not deductible under section 284) received by such domestic
corporation from such forelgn corporation during the taxable years bears to
the total tazable income of such foreign corporation upon or with respeet to
which such taxes were paid: Provided, That in no such case shall the amount
of the credit for such taxes exceed the amount of such dividends (not dedudtible
under section 234) received by such domestic ¢orporation during the taxable
year,

The question is whether under these statutory provisions a domes-
tic corporation is entitled to credit for taxes paid by a subsidiary
foreign corporation to foreign countries or to possessions of the
United States in the taxable year of such domestic corporation within
which such taxes were paid, or in the taxable year of the domestic
corporation within which liability for such taxes accrued against the
foreign corporation.

Section 230 read in connection with section 200 provides for credit-
ing foreign taxes paid by or accrued against a domestie corporation,
but such domestic corporation is not, under these sections alone, en-
titled to credit for the taxes of a foreign subsidiary. Section 240 (¢)
however, provides that for the purposes of this credit certain taxes of
a foreign subsidiary shall be © deemed to have been paid” (which,
under section 200, means accrued in the case of a corporation report-
ing on the basis of accruals) by the domestic parent corporation.
This provision for deeming taxes of a foreign subsidiary eorporation
to have been paid by or accrued against a domestic corporation ap-
plies only to taxes paid by such foreign subsidiary, and taxes accrued
against such foreign subsidiary are expressly excluded from its ap-
plication. Clearly, therefore, taxes which have accrued against a
foreign subsidiary, but have not been actually paid by it, are not
included within the taxes for which the domestic parent corporation
is entitled to be credited under secti:n 238.

It has been suggested that, though a domestic corporation is not
entitled to credit for taxes which have accrued against a foreign
subsidiary, but which have not been actually paid by it, when the
accrued taxes have actually been paid by the foreign subsidiary the
domestic corporation is entitled to credit therefor in the year in
which such foreign taxes accrued. This construction is not warranted
by the language. Section 238 authorizes a credit for taxes paid (or
accrued) “during the taxable year.” Section 240(c) provides that
for the purposes of that section the domestic corporation shall be
deemed to have paid (or accrued) “taxes paid (but not including
taxes accrued)” by the foreign corporation “during the taxable
year.,” The “taxable year ” referred to in these two sections is the
same year and the necessary conclusion is that the credit to which
the domestic corporation is entitled is for taxes actually paid by
the foreign corporation * during the taxable year ” for which the
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credit is claimed. A contrary conclusion can be reached only by
reading the word “ during ” as equivalent to “ for ” which is wholly
unwarranted. There is nothing 1n the context or in the history of
the legislation to :ndicate that Congress used the language in ques-
tion in other than its ordinary sense.

Tt is to be noted that :f taxes paid by a foreign subsidiary corpora-

tion are to be credited to the domestic parent corporation for the
year in which such taxes accrued against the foreign subsidiary no
credit can be allowed for taxes paid by such foreign subsidiary in
1918 and subsequent years which accrued prior to 1918, for the credit
in question is by the terms of section 238 allowed only against taxes
imposed by the Revenue Act of 1918. It is known, however, that
many foreign taxes which accrued prior to 1918 remain unpaid. It
is believed that Congress intended to allow credits for such taxes
paid in 1918 and in subsequent years, although they accrued prior
to 1918.
" In the opinion of the Advisory Tax Board, therefore, a domestic
corporation which owns a majority of the voting stock of a foreign
corporation is not entitled to credit under section 240(c) of the Reve-
nue Act of 1918 for income, war profits, and excess profits taxes paid
by such foreign corporation to any foreign country or possessions of
the United States, which are not actually paid within the taxable
year of the domestic corporation for which the credit is claimed.

Section 240, Article 636: Domestic corporation affili- 28-19-618.
ated with foreign corporation. 0. D. 330.
(Also Section 237, Article 601.)

A domestic corporation owning a majority of the stock of foreign
corporations should include in its income tax retarn any amounts of
interest debited to its foreign subsidiaries, but it may claim as a
deduction any amount of interest credited to such subsidiaries. The
domestic corporation should also withhold and pay to the Govern-
ment a tax equal to 10 per cent of the amount of the interest credited
to its foreipn subsidiaries.

Part IV.—Administrative Provisions.

Section 250.—PAYMENT OF TAXES.

Section 250, Article 1001: Time for payment of tax. 1-19-15,
S. 920,

Treasury Decision 2797, prescribing the time when additional amounts
of tax owing by a taxpayer whose return for the taxable year 1918
was on a fiscal-year basis should be paid, is valid and not in conflict
with the provisions of the Revenue Act of 1018,

Section 205(a) of Revenue Act of 1918 provides in the second
paragraph:

Any amount heretofore or hereafter pald on account of the tax imposed for
such fiseal year by Title I of the Revenue Act of 1916, as amended by the Reve-
nue Act of 1917 and by Title I of the Revenue Act of 1917, shall be credited

toward the payment of the tax imposed for such fiscal year by this Act, and if
the amount so paid exceeds the amount of such tax imposed by this Aect, or in
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the case of a personal service corporation, the amount specified in clause (1)f
the excess shall be credited or refunded in accordance with the provislons 0
section 252. )

In Solicitor’s Memorandum No. 886 it was held, following Treas-
ury Decision 2797, “that the payment in installments applies only
to the additional tax based on the return previously. filed and grow-
ing out of the increase of rates.” The same conclusion was reached
in Solicitor’s Memorandum No. 857. '

The Revenue Act of 1918 was retroactive as to the tax to be as-
sessed for the year 1918, but the Act was not retroactive as to the ad-
ministrative features contained in it. This is illustrated, especially,
in the case of withholdings and the methods of paying. 1thhold-
ing is only required, and, in the nature of things, can only be per-
formed at the time payment is made. After the parting with the
money or other thing of value it can no longer be withheld; the tax
could be paid, but not withheld. (Law Opinion 762.) The same
reasoning is applicable to the instant case. The amount of tax paid
under the Revenue Act of 1917 before the effective date of the Reve-
nue Act of 1918 will merely be Aeld until the whole tax is paid. The
further amounts becoming due on account of the increase in rates
will be treated as tho part of the tax due under existing rulings. The
amount paid under the Revenue Act of 1917 was not erroneously
paid. It was paid in accordance with the provisions of the Revenue
Act of 1917 at & time when that Act was to be given full force and
effect. Thus, it is proper that the amounts paid under the Revenue
Act of 1917 be hefd until the whole tax is paid and the further
amount growing out of the increased rates be payable according to
rulings existing subsequent to February 24, 1919. The amount paid
on account of the Revenue Act of 1917 is, in this manner, “ credited
toward the payment of the tax” growing out of the increased rate
of the Revenue Act of 1918. : :

A large measure of anthority and discretion in the matter of pre-
scribing rules and regulations for the assessment and collection of
the tax has been confided to the administrative officers of the Govern-
ment. And *there is a marked increasing tendency to leave more
and more of what may be called the detail of legislation to such offi-
cers and commissions, the legislature settling the general pelicy and
outline of the laws on a given subject and confiding to administrative
agencies the work of erecting the machinery necessary for their prac-
tical operation and their application in particular cases.” (Black,
Const. Law (3d ed.), gp. 96, 97, and cases therein cited, including
Union Bridge Co. ». U. S., 204 U. S., 864, 385; Field ». Clark, 143
U. 8., 649, 681, 693; Coopersville, etc., Co. v. Lemon, 163 Fed., 145.)

Treasury Decision 2797 merely prescribes the method of payment
of the further amount of tax growing out of the increased rate of the
Revenue Act of 1918 and is within the administrative authority and
discretion granted for purposes of the practical operation of -the
Revenue Act of 1918,

Bection 250, Article 1001: Time for payment of tax.

(See 26-19-599; sec. 328, art. 914.) Payment of tax in special
caipsl wgliegn tax in first instance not computed in accordance with
article 912.
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Section 250, Article 1002: Payment of tax when no 23-19-551.
proper return, 0. 926.

(Also Section 214, Article 101.)

(Also Section 234, Article 561.)

(Also Section 236, Article 591.)

ADMINISTRATIVE : SECTION 3176, R. 8., A5 AMENDED—INCOME TAX: AcT

oF SEPTEMEER 8, 1916, AS AMENDED BY THE AcT oF Ocroper 3, 1917,

AND AcCT oF FEBRUARY 24, 1919,

Addition to tax for delinquency or fraud.—(1) The addition to tax
authorized to be assessed by section 3176, Revised Statutes, us
amended, on delingquent or false and fraudulent returns Is to be cone.
sidered a penalty and not a tax except for purposes of collection.

(2) Such an addition to tax made on excess profits tax returns
ig not an allowable credit in arriving at the net income subject to
normal income tax, ’

(3) The payment ¢f such an addition to tax Is not to be disallowed
as a deduction from gross income In obtaining net income on the
ground that it is a part of the income or profits tax within the pro-
visions of law forbidding the deduection from gross income of those
taxes.

(4) The payment of an addition to tax for delinquency in filing &
return may be deducted from gross income as a business expense when
such an addition to tax is an incident to carrying on a business or
trade. The payment of an addition to tax upon a false or fraudulent
return may not ordinarily be deducted from gross income as a business
expense and may never be deducted in the case of an individual who
himself was guilty of making a frandulent return.

_~Opinion is requested upon the question whether the addition to
the tax authorized by section 3176, Revised Statutes, as amended,
shall be considered for income taX purposes as a tax or as a penalty.

Section 3176, Revised Statutes, as amended by the Act of Septem-
ber 8, 1916, provides:

In case of any fallure to make and file a return or list within the time pre-
seribed by law or by the collector, the Commissioner of Internal Revenue shall
add to the tax fifty per centum of its amount * * * 1In case a false or
fraudulent return or list is willfully made, the Commissioner of Internal Reve-
nue shall add to the tax one hundred per centum of its amount. The amount
so added to any tax shall be collected at the same time and in the same
manner as part of the tax unless the tax has been paid before the discovery
of the negligence, falsity, or fraud, in which case the amount so added shall be
collected In the same manner as the tax.

Section 3176, Revised Statutes, was further amended by section
1317 of the Revenue Act of 1918, the material change, so far as the
present opinion is concerned, being that the penalties provided for
by section 3176, Revised Statutes, as amended by the Revenue Act of
1916 were reduced to 25 per cent and 50 per cent, respactively.

Section 29 of the Act of September 8, 1916, added by section 1211
of the Act of October 3, 1917, provides:

That in assessing income tax the net income embraced in the return shall also
be credited with the amount of any excess profits tax imposed by act of Con-
gress and assesed for the same calendar or fiscal year upon the taxpayer, and,
in the case of a member of a partnership, with his proportionate share of such
excess profits tax imposed upon the partnership.

Section 1207 of the Act of October 3, 1917, amended the Act of
September 8, 1916, by providing that income and excess profits taxes
shall not be legal deductions from gross income in the returns
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of individuals, corporations, ete. Similar provisions are contained
in the Act of Februar 24, 1919 (sec. 214 (a) (8) ; sec. 234 (a) (3)).

The 50 per cent addition to tax, imposed by section 8176, has been
held by the Attorney General to be a penalty and not a tax. (17
Op. Atty. Gen., 435.) In Law Opinion 922 it was held that interest
at the rate of 1 per cent per month, prescribed by section 3184, Re-
vised Statutes, and certain sections of the Revenue Act of 1918, con-
stitutes no part of the tax, although it is to be collected in the same
manner as the tax.

From an inspection of section 8176, Revised Statutes, it appears
to be clear that the amount to be added to the tax and designated as
“part of the tax” is to constitute a part of the tax for the purpose
of collection only. There is no necessary implication that the addi-
tion to the tax is to be considered for all purposes the same as the tax.
Tt is not imposed by the same provisions of law as the tax is imposed.
It is imposed upon the taxpayer by reason of delinquency in the
filing of & return or by reason of fraud in the preparation of the
return.

Since the additions to tax, authorized by section 8176, Revised
Statutes, as amended, are to be considered the same as the tax only
for the purpose of collection, it necessarily follows that they should
not be considered as credits under section 29 of the Act of September
8, 1916, added by section 1211 of the Act of October 3, 1917, For
the same reason the provisions of law cited above to the effect that
income and excess profits taxes may not be deducted from the gross
income do not apply.

The question whether penalties of the character deseribed are
legal deductions from gross income is one which must be determined
on the facts in a given case. These penalties may be an incident to
the conduct of a business. Whers by reason of the negligence of
some clerk or officer of a corporation a penalty is incurred and paid,
the penalty is an ordinary and necessary business expense and may
legally be deducted from gross income. The same may also be true
of the penalty imposed for delinquency in the filing of an individual
return. Additions to tax for fraudulent returns do not constitute
necessary business expenses. An individual who himself is guilty
of making a fraudulent return should not be allowed to deduct the
penalty which he is required fo pay for making such a return.

In conclusion it is held that a) the addition to tax authorized to
be assessed by section 8176, Revised Statutes, as amended, on de-
linquent or false and fraudulent returns is to be considered a penalty
an(il not a tax except for purposes of collection; (2) such an addi-
~tion to tax made on excess profits tax returns is not an allowable
credit in arriving at the net income subject to norma] income tax;
(8) the payment of such an addition to tax is not to be disallowed
as a deduction from gross income in obtaining net income on the
ground that it is a part of the income or profits tax within the pro-
visions of law forbidding the deduction fll?om gross income of those
taxes; and (4) the payment of an addition to tax for delinquency in
filing a return may%e deducted from gross income as a businesgs ex-

ense when such an addition to tax is an_incident to carrying on a
usiness or trade. The payment of an addition to tax upon a falss
or fraudulent return may not ordinarily be deducted from gross
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income as a business expense and may never be deducted in the
case of an individual who himself was guilty of making a fraudulent
return. :

Section 250, Article 1002: Payment of tax when no  20-19-516.
proper return. S. 1156.

IncoME Tax: REVENTUE AcT oF 1918, Secrrow 1317.

Returns.—Discussion of how same may be procured and tax collected
from a taxpayer who has removed from the United States.

Advice has been asked as to the procedure to be followed to pro-
cure & return of income for the year 1918 in the case of an individual
who, after disposing of his holdings in the United States, left the
country and is now residing in British Columbia.

Section 3176 of the Revised Statutes as amended by section 1317
of the Revenue Act of 1918 provides in part:

If any person, * * * fails to make and file a return or list at the time
prescribed by law * * * the collector or deputy collector shall make the
return or Hst from his own knowledge and from such i{nformation as he can
obtain through testimony or otherwise. In any such case the Commissioner
may, from his own knowledge and from such Information as he can obtain
through testimony or otherwise, make a return or amend any return made by a
collector or deputy collector. Any return or list so made and subscribed by
the Commissioner, or by a coliector or deputy collector and approved by the
Commissioner, shall be prima facie good and sufficient for all legal purposes.

If the failure to file a return or list is due to sickness or absence, the collector
may allow such further time, not exceeding thirty days, for making and filing
the return or list as he deems proper.

The Commissioner of Internal Revenue shall determine and assess all taxes,
other than stamp taxes, as to which returns or lists are so made under the
provisions of this section. * * *

It appears that A filed a return of his income for the year 1917
and paid the tax shown to be due thereon. Prior to the time when
a return should have been filed for 1918, A sold all his holdings in
the United States and moved to British Columbia. Since removing
from the United States A has not filed a return for 1918, aithough
he had income from sources within the United States. It is not
known whether A is an American citizen. The question now arises
as to the procedure to be followed in procuring a return for 1918
from A.- .. - » 3 .

If A is a citizen of the United States he is liable to income tax
upon his income from all sources. (Law Opinion 298.) If, on the
other hand, he is a nonresident alien he is liable to an income tax
upon his income received from sources within the United States.
(Regulations 45, art. 91.) ) ) .

An effort should be made through the American consul in British
Columbia to have A file a return for the year 1918 and pay any
taxes shown to be due thereon. If A refuses to make a return, then
the Commissioner should make a return for him, from such }nforma,-
tion as he can obtain, and make an assessment on the basis of the
return so made, in accordance with the provisions of section 1317,
supra. If upon investigation it is found that the taxpayer has no
real or personal property within the United States on which a levy
might be made, but that a judgment for the amount of tax due for
1918 could be satisfied out of the property held by the taxpayer in
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British Columbia, the courts of that country should be availed of
for the purpose of collecting such taxes as are due for that year.
The right of the United States to avail itself of this privilege is
clearly stated in The Sapphire (78 U. S.,164). 1In that case the court
said at page 167: “ The Constitution expressly extends the judicial
ower to controversies betwcen a State, or citizen thereof, and
oreign States, citizens, or subjects, without reference to the subject
matter of the controversy. Our own Government has largely availed
itself of the like privilege to bring suits in English courts in cases
growing out of our late Civil War. Twelve or more of such suits
are enumerated in the brief of the appellees, brought within the last
five years in the English law, chancery, and admiralty courts.” See
also Moore's International Law Digest (vol. 2, p. 85) ; Columbia v.
Cauca Co. (190 U. 8., 524) ; Kin§ of Spain ». Oliver (2 Wash. C. C,,
429), Compare Wisconsin v. Pelican Insurance Co. (127 U. S,
265). The bringing of suit for collection of tax shown to be due for
1918 could be accomplished through the employment of counsel in
British Columbia for that purposs.

Section 250, Article 1003: Interest on tax. 13-19-426.
. : 0. 884,

INTEREST AT THE RATE oF 1 PER OENTUM Prn MoNTH.

(1) Where interest is collectible at the rate of 1 per centum per
month from the due date interest must be collected for the fractional
part of a month where the tax is not paid within 10 days from notice
and demand for payment.

(2) Under sections 502, 504, 629, 903, and 905 interest is collectible
at the rate of I per centum for each full month and fractional parts
of a month must be disregarded.

(3) Interest is collectible from the date the tax becomes due,

Opinion is requested upon the following questions relative to
Forms 17 and 21: :

(1) Whether interest payable at the rate of 1 per centum for each full
month may be collected for the fractional part of a month.
(2) From what date the interest should be computed.

Section 250 (e) of the Revenue Act of 1918 provides:

If any tax remains unpaid after the date when it is due and for 10 days
after notice and demand by the collector, then  * * * there shall be added
as part of the tax the sum of 5 per cent on the amount due but unpaid, plua
interest at the rate of 1 per centum per month upon such amount from the
time it became due * * *,

With respect to the time when taxes are due, section 250 (a) pro-
vides as follows:

* % * The first installment shall be paid at the time fixed by law for
filing the return, and the second installment shall be pald on the fifteenth day
of the third month, the third installment on the fifteenth day of the sixth
month, and the fourth installment on the fifteenth day of the ninth month, after
the time fixed by law for flling the return. * * * If any installment is not
pald when due, the whole amount of the tax unpaid shall become due and pay-
able upon notice and demand by the collector.

Section 250 (b) provides:

If the amount already paid is less than that which should have been paid,
the difference shall, to the extent not covered by any credits then due to the
taxpayer under section 252, be paid upon notice and demand by the collector,



INCOME TAX RULINGS. 245

In such case 1If the return is made in good faith and the understatement of
the amount in the return is not due to any fault of the taxpayer, there shall
be no penalty because of such understatement. If the understatement is due
to negligence on the part of the taxpayer, but without intent to defraud, there
shall be added as part of the tax 5 per cenium of the total amount of the
deficiency, plus interest at the rate of 1 per centum per month on the amount
of the deficiency of each installment from the time the installment was due.

Section 502 of the Act provides:

The tax shall, without assessment by the Commissioner or notice from the
collector, be due and payable to the collector at the time so fixed for filing the
return. If the tax is not paid when due, there shall be added as part of the
tax a penalty of § per centum, together with interest at the rate of 1 per
centum for each full month, from the time when the tax became due.

(1) Heretofore this office has held repeatedly that no interest for
a fraction of a month shall be demanded (Reg. 1, revised 1907, p.
111; Reg. 1, revised 1917, p. 150; Reg. 2, revised July 5, 1916, p.
50). The former ruling was apparently based upon the language
of ‘sections 3184 and 3185, Revised Statutes. Section 3184 provides
for the collection of interest upon delinquent payments of tax “at
the rate of 1 per centum a month.” Section 8185 provides for the
collection of “interest at the rate of 1 per centum: per month, upon
such tax from the time the same became due; but no interest for a
fraction of a month shall be demanded.” A reference to decisions
of the courts in internal revenue cases prior to 1890 would indicate
that it had been the practice of this office from the beginning to
disregard parts of a month in computing interest at the rate of 1
per centum per month under section 3184.

In article 1003 of Regulations 45 the provision of the law that
interest shall be payable at the rate of 1 per centum per month has
been construed as the equivalent of interest payable at the rate of
12 per centum per annum. It is believed that the ruling is correct.
Accordingly it is held that interest at the rate of 1 per centum per
month upon delinquent payments of income and excess profits tax is
collectible for a fractional part of a month.

(2) Section 502 of the Revenue Act of 1918 provides for the collee-
tion of interest upon delinquent payments of taxes imposed under
section 500 at the rate of 1 per centum for each full month. The
words “ full menth » imply that interest is not to be collected for the
fractional part of a month. Section 3185, Revised Statutes, relat-
ing to monthly returns, provides, as above indicated, that “ no inter-
est for a fraction of a month shall be demanded.” It is to be pre-
sumed that the provision of section 502 has specific reference to section
3183, Revised Statutes. Returns required under sections 504, 629,
903, and 905 of the Revenue Act of 1918 are subject to the provisions
of section 502. Tt is accordingly bheld that with reference to returns
required under these sections fractional parts of a month shall be
disregarded in computing interest at the rate of 1 per centum per
month.

(3) According to section 250 (a), in any case in which the time for
pavment of any installment is at the request of the taxpayer post-
poned, there is to be added as part of the installment interest thereon
at the rate of one-half of 1 per centum per month from the time it
would have been due if no extension had been granted until paid.
The computation of the interest in such case is of necessity from the
date the installment became due. It is also provided in the same
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subdivision that if any installment is not paid when due the whole
amount of the tax unpaid shall become due and payable upon notice
and demand by the collector. In such case the due date is the date -
of the notice and demand by the collector, and interest must be com-
puted from that date.

In subdivision (b) of section 250 it ig stated that if the understate-
ment is due to negligence on the gart of the taxpayer, but without in-
tent to defraud, there shall be added as a part of the tax 5 per centum
of the total amount of the deficiency plus interest at the rate of 1
per centum per month on the amount of the deficiency of each in-
stallment from the time the installment was due. In such case inter-
est must be computed from the date the installment was due.

In subdivision (e) of section 250 it is provided that if any tax
remains unpaid after the date when it is due and for 10 days after
notice and demand by the collector, there shall be added as part of
the tax the sum of 5 per centum on the amount due but unpaid plus
interest at the rate of 1 per centum per month upen such amount from
the time it became due, but that as to any such amount which is

“the subject of a bona fide claim for abatement, interest from the time
the amount was due until the claim is decided shall be at the rate of
one-half of 1 per centum per month. In such case the interest col-
lectible must be computed from the due date and not from the tenth
day after the date of the notice and demand for payment,

%he rules above laid down are contrary to that laid down in artiele
263 of Regulations No. 33 (revised), where it is stated that where
an abatement claim is filed after a notice and demand for payment
has been made by the collector ®interest at 1 per cent per month
continues to run and should be collected with the tax at the time of

yment for the full number of calendar months which intervens
Egtween the date of the expiration of the first 10-days’ notice and
the date of the payment of the tax, notwithstanding the fact that a
claim for abatement has been filed.” The same language is also con-
tained in Regulations 14, page 14. Subdivision (e) of section 250
makes this regulation ineffective as applied to claims for the abate-
ment of income and excess profits taxes assessed, and it is accord-

ingly recommended that a uniform regulation be established to the
eﬂgect that interest shall in all cases be computed from the dus date,
and that where a tax is made payable by the issuance of a notice
and demand for payment, interest be computed from the date of such
notice and demand for payment.

It is therefore held as follows:

(1) Where interest is collectible at the rate of 1 per centum per
month from the due date interest must be collected for the fractional
part of a month where the tax is not paid within 10 days {rom notice
and demand for payment.

(2) Under sections 502, 504, 629, 903, and 905 interest is collectible
at the rate of 1 per centum for each full month, and fractional parts
of & month must be disregarded.

(3) Interest is collectible from the date the tax becomes due.

Bection 250, Article 1003; Interest on tax. 1-19-106.

0.D. 74

Any deficiency in the first installment of tax as shown by the com-
pleted return must be paid together with interest thereon from March
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15, at the rate of one-half of 1 per cent per month at the time of
filing such return, and a further sum sufficient with any amounts
already paid, exclusive of interest, to equal one-half of the tax shown
by the completed return must be paid on or before June 15.

Section 250, Article 1003: Intcrest on tax. 1-19-323.
0. D. 149.

When it is found upon filing a complete return, that the first in-
stallment of tax was underestimated at the time of filing a tenta-
tive return, interest on the amount by which the tax was underesti-
mated must be collected irrespective of amount.

Section 250, Article 1003: Interest on tax. 13-19-427.

0. D. 247,

In the case of rejected claims for abatement filed for taxes due for

years prior to 1918, interest may be collected at the rate of 1 per

cent per month ; for 1918 and subsequent years at the rate of one-half

of 1 per cent per month; when based on mventory losses the interest
should be collected at the rate of 1 per cent per month.

Section 250, Articie 1003: Interest on tax. 26-19-595.
(Also Section 214, Article 101.) 0. D. 319,
(Also Section 234, Article 561.)

Interest paid or accrued under the provisions of section 250 of the
Revenue Act of 1918 is deductible under the provisions of section
214 (a) or section 234 (a) (2) in computing net income. The word
“ interest,” referred to in section 250 (a), is synonymous with that in
section 83184, Revised Statutes, and may be treated as a deductible
item of expense.

Section 250, Article 1004: Penalty for failure to file 3-19-204,
return. 0. 818,

Where the attendant and surrounding circumstances have a tend-
ency to cast doubt and suspicion upon a taxpayer, a plea of mere
ignorance is not sufficient to constitute a reasonable cause for failure
to make and file a return within time prescribed by law for the pur-
pose of being relieved of the penalty.

Section 250, Article 1004: Penalty for failure to file 7-19-306.

return. T. B. R. 31.

Penalties for delinquencies in filing supplemental tax returns for
fiscal years ending in 1918 should be imposed upon corporations as for
delinquencies in filing tax returns for the calendar year 1918, subject to
such modifications in cases of compromises as may seem to be war-
ranted by the circumstances.

The opinion of the Advisory Tax Board is requested as to whether
the additional taxes shall be assessed and specific penalties asserted
in the case of corporate taxpayers which, prior to the passage of the
Revenue Act of 1918, filed tax returns for fiscal years ending duri
that year, but are delinquent in filing supplemental returns requi]rlé(gl
by the Revenue Act of 1918. ,

The general extension of the time to June 15, 1919, for completing
corporate returns is understood to apply to corporations making
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‘returns on the basis of fiscal years ending in 1918, as well as to cor-
porations making returns on the basis of the calendar year 1918. It
is suggested, doubtless because such fiscal year corporations have
already filed returns for the fiscal year 1918 in accordance with the
provisions of prior laws, that corporations which are delinquent in
filing supplemental returns for such fiscal years ending in 1918 should
not be subject to additional taxes or penalties by reason of such de-
linquencies. . .

The filing of supplemental returns by corporations having fiscal

rears ending in 1918 is essential to the proper administration of the
evenue Act of 1918, and all reasonable measures should be taken
to compel such filing. A corporation which has duly filed its return
for such a fiscal year, as required by previous laws, may be entitled
to some consideration on t({ﬁs account and may have some reason
for the belief that it hasperformed its full duty. On the other hand,
such a corporation is bound to know at its peril of its duty to file
such supplemental return. The extension to June 15, 1919, of the
time for filing gives ample opportunity to a corporation to prepare
its supplemental return, especially since many of the items included
‘therein will be identical with items included in the return previously
filed. The filing of a return for a fiscal year ending in 1918, as re-
quired by Previous laws, is not therefore 1n and of itself a “ reason-
- able cause ” within the meaning of the statute (see Revised Statutes,
section 3176, as amended by section 1317 ef the Revenue Act of 1918)
for failure to file the supplemental return. Tt scems, therefore, that
from the standpoint of the Government it is necessary as well as
legal, and from the standpoint of the taxpayer it is not unfair, to
assess additional taxes and assert penalties against corporate tax-
payers which are delinquent with respect to such supplemental re-
turns. In any compromises of such penalties, however, the fact that
the delinquency was with respect to a supplemental return and that
the original return was filed in accordance with law, may properly be
taken into account. ,

Tt is recommended, therefore, that penalties for delinquencies in
filing supplemental returns for fiscal years ending in 1918 should be
imposed upon corporations as for delinquencies in filing tax returns
for the calendar year 1918, subject to such modifications in cases of
compromises as may seem to be warranted by the circumstances,

Section 250, Article 1005: Penalty for Understated 1-19-105.
Return. S. 926.

A taxpayer who filed a return of income which did not include
profit on the sale of certain corporate stock and in reply to an in-
quiry by an examining officer stated that he had not made any money
on outside investments during the year, but in reply to a direct
inquiry in regard to the sale of the stock, based on confidential infor-
mation, admitted the sale, but made no explanation of his failure to
include the profit on the sale in his return for the taxable year, is
held to have filed a false and fraudulent return for the purpose of
evading taxation and the 100 per cent additional tax should be
assessed. (1913 Act.)
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Section 250, Article 1006: Penalty for nonpayment of 18-19-4886,
tax, 0.D. 270,
The charge of $5 is to be added as a part of the tax when a warrant

of distraint is served, irresgective of the fact that the delinquent may

be the estate of an insane, decessed, or insolvent person. .

Section 250, Article 1006: Penalty for nonpayment of  24-19-575.
tax. 0. D. 804.

The penalty of $5 added as a %art of the tax where a warrant of
distraint is served is applicable only to income, war profits, and excess

profits taxes.
Section 250, Article 1006: Penalty for nonpayment of . 25-19-588,
tax. 0.D. 318.

In cases where delinquent returns are filed and the total tax is paid
at the time of filing, the penalty of 5 per cent and interest at the rate
of 1 per cent per month do nof attach.

Section 250, Article 1007: Notice and demand of pay- 12-19-408.
ment, O. D. 233,

Under section 250 (a), if any installment is not paid when due the
whole tax unpaid shall become due and anable upon notice and
demand by the collector. It will be seen, t erefore, that individuals
who filed their returns without making payment of at least one-
fourth of the amount should receive a notice on Form 21, covering
the correct amount of the first installment, which carries interest
from the date on which return should have been filed up to the date
on which payment is made.

They should also receive Form 17, notice and demand for the
amount covered by the second, third, and fourth installments, and
an additional Form 21, covering such amount, if the tota] is not paid
within 10 days. Such taxpayers will not be entitled to the install.
n;)ent privileges and payment should be demanded in tull, as indicated
above. :

Bection 250, Article 1008: Collection of tax by suit. 4-19-235.
0-833.

The five-year limitation on assessment and suit contained in section
250 (d) applies only to taxes due under the Revenue Act of 1918,

Sectlon 252 does not operate so as to take away the rights which a
taxpayer has under section 8228, Revised Statutes, to file a claim for
refund within two years after the time the cause of action accrued,

The five-year limitation in section 252 does not apply to claims for
abatement,.

Advice is requested concerning the proper construction to be placed
on sections 250 (d) and 252 of the Revenue Act of 1918, and section
8228 of the Revised Statutes.

Section 250 (d) provides that—

Except in the case of false or fraudulent returns with Intent to evade the tax,
the amount of tax due under any return shall be determined and assessed by
the Commissioner within five years after the return was due or was made, and
no suit or proceeding for the collection of any tax shall be begun after the
expiration of five years after the date when the return was due or was made.
In the case of such false or fraudulent returns, the amount of tax due may be
determined at any time after the return is filed, and the tax may be collected
at any time after it becomes due,
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Section 252 provides as follows:

That if, upon examination of any return of income made pursuant to this
Act, the Act of August 5, 1909, entitled “An Act to provide revenue, equalize
duties, and encourage thé industries of the United States, and for other pur-
poses,” the Act of October 8, 1913, entitled “An Act to reduce the tariff duties
and to provide revenue for the Government, and for other purposes,” the Reve-
nue Act of 1016, as amended, or the Revenue Act of 1917, it appears that an
amount of income, war profits, or excess profits tax has been paid in excess of
that properly due, them, notwithstanding the provisions of section 8228 of the
Revised Statutes, the amount of the excess shall be credited against any incoie,
war profits, or excess profits taxes, or installment thereof then due from the
taxpayer under any other return, and any balance of such excess shall be imme-
diately refunded to the taxpayer: Provided, That no such credit or refand shall
be allowed or made after five years from the date when the return was made,
unless before the expiration of such five years a claim therefor is filed by the
{axpayer.
Section 3228 provides that—

All claims for the refunding of any internal tax alleged to have been erro-
neously or illegally assessed or collected, or of any penalty alleged to have been
collectad without authority, or of any sum alleged to have been excessive or in
any manner wrongfully collected, must be presented to the Commissioner of
Internal Revenue within two years next after the cause of aection accrued.
Provided, That claims which accrued prior to June 6, 1872, may be presented to
the Commissioner at any time within one year from said date. But nothing in
this section shail be construed to revive any right of action which was already
barred by any statute on that date.

The following questions are asked with reference to the sections
sbove quoted :

1. Do the limitation provisions of section 250 (d) extend beyond
the taxes imposed under the Revenue Act of 1918 and set up a limita-
tion against the Government in suits brought for the collection of
taxes due under previcus income tax acts?

This question must be answered in the negative. Ordinarily a
statute of limitations does not apply to suits brought by the Govern-
ment for taxes due and unpaid. Where this privilege is waived by
statute, the limitation which the Government sets up against itself
should not be extended to suits for taxes other than those imposed
by the law in which the limitation is found, unless it has been spe~
cifically provided that the limitation is to apply to suits for taxes
due under former laws. Moreover, the intention of the legislature
must govern the construction of a tax law. If the intention of the
legislature is not clear in one section, resort may be had to other sec-
tions of the law to determine the real intention. (See Cooley on
Taxation, vol. 1, pp. 450, 451.) Section 252 makes special reference
to taxes paid under previous income tax acts and provides that no
refund or credit for taxes paid shall be allowed or made after five
years from the date when the return was due, unless the claim was
made before the expiration of five years. If Congress intended that
section 250 (d) should be construed so as to apply to suits for taxes
due under income tax laws other than the Revenue Act of 1918, it is
only reasonable to suppose that a spetific provision similar to that
found in section 252 would have been inserted therein.

2. Does section 3228 of the Revised Statutes permit the filing of
claims for refund of taxes paid under any of the Acts specified in
section 252 of the Revenue Act of 1918 after five years from the datg
the return was due? - )
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The view has been expressed that section 252 does not répeal sec-
tion 8228, but merely supplements the latter, and whatever rights a
taxpayer may have under section 3228 are preserved and further
extended by section 252. In other words, it is said that a claim for
refund may be filed under section 252 within five years after the due
date of the return for the year involved, and that ‘a elaim for refund
may also be filed within two years after payment of the tax, or the
time when the cause of action accrued, as provided in section 8228,
This construction is advanced for the reason that taxpayers would
otherwise have no relief by way of filing claims for refund with
reference to assessments under the Revenue Act of 1918, made
" just prior to the date when the five-vear limitation expired.

No suit may be brought for the collection of any taxes alleged to
have been erroneously collected until an appeal has been made to the
Commissioner of Internal Revenue and a decision of the Comumis-
sioner has been had therein. (R. S. 3226.) Consequently if the
taxpayer is required to pay the taxes assessed against him at a
time when the period within which a claim for refund may be filed
has expired he could never maintain a suit to recover the taxes paid.
Nor could the collection of the tax be enjoined, It is therefore held
that section 252 of the Revenue Act of 1918 was not intended to take
away the right given a taxpayer under section 8228 of the Revised
Statutes to make a claim for refund within two years after the
cause of action accrued or the date of the payment of the tax under
protest. As another has said, “ perhaps the mere textual construc-
tion is in favor of the other view ™ but a contrary construction
would not be harmonious with the spirit of the present law. which
1s designed to grant relief in cases when Revised Statutes 3228 works
injustice.

3. Granting that section' 250 (d) does not bar the collection of
taxes due under past income tax Acts, and that claims for refund of
taxes paid under such Acts arc barred by section 252 after the ex-
piration of five years from the date when the return was due, unloss
still permissible under Revised Statutes, 3228, does section 252 estab-
lish a bar for abatement claims? :

Section 252 does not prohibit the filing of claims for abatement.
Such claims may be filed at any time after assessments are made
and before the taxes assessed are paid or collected.

It is held:

1. The 5-year limitation on assessment and suit contained in
section 250 (d) applies only to taxes due under the Revenue Act of
1918,

2. Section 252 does not operate so as to take awayv the rights
which a taxpayer has under section 3228, Revised Statutes, to file a
claim §or refund within two years after the time the causs of action
accrued.

3. The 5-vear limitation in section 252 does not apply to claims
for abatement,

Section 250, Article 1008: Collection of tax by suit. 1-19-107,
O. D. 75.

If a corporation in process of dissolution does not reserve sufficient
funds to pay any income tax assessed against it, the liability for the
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amount of tax remaining unpaid attaches to the individual stock-
holders, and if necessary, legal proceedings may be instituted against
them for collection of the tax.

Section 250, Article 1008: Collection of tax by suit. 12-19-409.
(Also Section 1400.) 0.D. 234

Where it is discovered that further taxes for 1913 and other years
prior to 1918 are due from individuals and the discovery is not made
until after three years from the date the returns for such years were
due, amended returns or waivers should be secured, as heretofore, in
order that the further taxes due may be assessed and collected with-
out the necessity of instituting suit against the taxpayers.

Section 250, Article 1013: Declaration of termination 8-19-205,
of taxable period. 0.D. 131,

An alien who desires to depart from the United States is required
to submit to the proper officials a certificate signed either by the col-
lector of internal revenue for the district in which he last resided
or for the district in which the port of embarkation is located, statin,
that the collector has satisfied himself that the alien has complie
with all tax obligations with respect to income accruing up to the
end of the month just preceding the date of the issuance of the
certificate.

Section 250, Article 1013: Declaration of termination 18-19-48T.
of taxable period. 0. D. 271.

The instructions issued in IT-MIM 2195 (I. T. R. 13-19-4929;
sec. 250, art. 1013) and other instructions issued with respect to de-
parting aliens are not applicable to representatives of foreign coun-
tries bearing diplomatic passports.

Section 250, Article 1013: Declaration of termination 27-19-6086,
of taxable period. 0. D. 324.

Certificates of compliance with income tax obligations may be pro-
cured either from the office of a collector of internal revenue or from
the branch office of the collector within the same collection district.
The deputy collector or revenue agent acting for the collector will
issue the certificates.

Section 250, Article 1013: Declaration of termination 28-19-617.
~ of taxable period. 0. D. 331,

Aliens having a status as residents of the United States and desir-
ing to Jeave the United States temporarily will be required to show
that all income tax obligations for the taxable year and prior years
to the date of departure have been satisfied, and that provision has
been made for payment of subsequent installments of tax as they
become due; also that arrangements have been made for filing of
returns and payment of tax for the succeeding year, should their
a}l?sence extend beyond the time for filing such returns and paying
the tax. ,
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Secticn 250, Article 1013: Declaration of termination 93-19-618,
of taxable period. 0. D. 332,

For the purpose of the Revenue Act of 1918, the Virgin Islands
are to be regarded as foreign territory. Rulings relative to citizens
and aliens departing from the United States are therefore applicable
Lo persons who plan to g to those islands, but citizens of the Virgin
Islands who reside in the United States and plan to go to the islands
are to be treated in the same manner as citizens of the United States
i the matter of satisfving income tax obligations to the United
States before departing from this country.

Section 250, Article 1013: Declaration of termination 13-19-429,

of taxable period. M-2195,

Uniform procedure for collecting income tax from aliens seeking
passage abroad.

On account of the unusnal exodus of aliens from the United States
following the armistice agreement and the treaty of peace, it be-
comes necessary to outline uniform procedure as'to the manner in
which income tax should be collected from aliens seeking passage
abroad.

Scction 250 (g) of the Revenue Act of 1918 provides in part as
follows:

If the Commissioner finds that a taxpaver designgs quickly to depart from
the United States or to remove lis property therefrom, or to conceal himself
or his property therein, or to do any other act tending to prejudice or to render
wholly ineffectual proceedings to collect the tax for the taxable year then last
past or the taxable year then current unless such proceedings be brought
without delay, the Commissioner shall declare the taxable period for such
taxpayer terminated at the end of the calendar month then last past and
shall cause notice of such finding and declaration to be given the taxpayer,
together with a demand for immediate payment of the tax for the taxable
period so declared terminated and of the tax for the preceding taxable year
or so much of said tax as is unpaid, whether or not the time otherwise allowed
by law for filing return and paying the tax has expired; and such taxes shall
tLerenpon become immediately due and pagable,

In order that the provisions of the foregoing sectisn may be
strictly enforced with the least possible friction and discomfort to
persons who are returning to their native land, the following rules
have been outlined: . ) '

Allens, whether resident or nonresident as to the United States,
who desire to depart from this country should appear before the col-
lector of internal revenue for the district in which the individual last
resided and should satisfy all income tax obligations with respect to
income received up to and including the preceding month.

In computing the tax liability of any person whose taxable
period is terminated in accordance with section 250 (g), the tax-
payer 1s entitled to the same personal exemption and credit for de-
pendents as he would have been entitled to had the return been pre-
pared for the full taxable year. (See art. 1013, Reg. No. 13.)

If any income tax has been withheld from wages or other in-
come of an alien, credit therefor should be given to the taxpaver
when computing the balance of income tax due the United States
Government.

An alien who is a resident for income tax purposes during the
year 1918 but decides in 1919 to return to his native country, should

103022°—22—17
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be classified as a nonresident alien for the taxable period of 1919,
This is not to be construed as depriving an alien of his status as 2
resident in case his absence is only temporary. A resident alien
with children abroad is not a head of a family. A resident alien
with a wife residing abroad is not entitled to the joint exemption.
A nonresident alien is entitled {o personal exemption and credit for
dependents only in case he is a subject of a country which imposes
no income tax, or in imposing an income tax allows similar credite to
citizens of the United States not residing in such country. For a
list of the countries, see article 807, which will be supplemented by
a list of additional countries when the data are available.

An alien appearing before the collector of internal revenue
should be questioned as to his earnings for 1916, 1917, 1918, and
1919, and the collector, in accordance with the information fur-
nished, should execute Form 1040 C. The form shows the amount of
tax due for the taxable period in 1919, as well as the income and
amount of tax for prior years. On the bottom of the return is
printed a certificate of compliance. This return should be executed
in duplicate by the alien, and the certificate of compliance should be
signeg by the collector of internal revenue. The alien should retain
the duplicate copy and should present it to the internal revenue
agent in charge at the port of embarkation for a sailing permit.
Sailing permits will only be issued by internal revenue agents at the
port o% embarkation,

SATLING PERMIT—UNITED STATES INTERNAL REVENURB,

This is to certify that—
Name
City State

has eomplied with all requirements of the Revenue Act of 1918 and the Acts for
prior years, .
(Signed)

Internal Revenue Agent.

An American citizen applying for a sailing permit should satisfy
the internal revenue agent in charge that he has paid all install-
ments of income tax due up to the date of departure, and has made
arrangements for the payment of future installments as they becoms
dne. It will not be necessary to declare the taxable period of a
eitizen of the United States closed as provided in section 250 (g) of
the Revenue Act of 1918, unless the agent has reason to believe that
tlaléeis)departmg citizen intends evasion of his income tax liability for

In accordance with an agreement with the officials of steamship
companies which operate ships entering into United States ports,
steamship officials will require persons applying for overstamping
of tickets to produce a sailing permit signed by the proper internal
revenue officer.

In cases where an alien has failed to appear before the collector
of internal revenue for his district prior to seeking passage to a
foreign country, it will be necessary for him to appear before the
collector of internal revenue for the district in which the port of
embarkation is located in order to satisfy his income tax obligations.
Pending the issuance of printed forms for nonresident aliens, Form
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1040C having printed thereon the certificate of compliance, the col-
Jector of internal revenue will prepare, with necessary adjustments
Form 1040A in duplicate, attaching to the duplicate a certificate of
compliance. The worksheet of Form 1040A may be used &s a dupli-
cate, to be retained by the alien.

EXYAMINATION OF ALIENS.

When examining aliens in the office of collectors of internal reve-
nue, they should be questioned substantially as follows: (a) By whom
employed, length of time, amount earned, amount of tax withheld,
supported by letter from employer. (b) Married or single, and if
former, is wife in this country. (¢) If not employed for any part
of the year, give reasons and how supported w{ﬂe unemployed.
(d) Information &s to nature of work performed should be secured
as correctness of amount of income may be determined by standard
prices paid for labor. (¢) Information as to amount of money sent
abroad should also be obtained and, if necessary, be verified through
local bankers or steamship company.

Section 251..—RECEIPTS FOR TAXES.

Section 251, Article 1021: Receipts for tax payments. 8-19-332,
T.D. 2874,

1. Receipts to taxpayers—Duty to issue.—The fact that section 251
of the Act of February 24, 1919, requires that full written or printed
receipts be issued to taxpayers only on request therefor does not limit
the collector’s mandatory duty to issue them when requested and does
not fail to make them documents required to be issued whenever
requested, and the receipts are plainly documents required to be issued
by such section.

9. Same—Simulation or fraudulent execution.—Such receipts are
documents required by provisions of the internal-revenue laws and
by regulations made in pursuance thereof within the meaning of
section 3451, Revised Statutes, making it an offense to simulate or
falsely or frandulently execute or sign any document required by the
internal revenue laws, or any regulation made in pursuance thereof,
or to procure the same to be falsely or fraudulently executed, or to
advise. aid in, or connive at such execution thereof.

3. Same—Blanks.—The offense may be committed either where the
receipt itself is a genuine receipt of the kind kept for that purpose
in the office of the internal revenue collector, but signed by the de-
fendant without authority, or where, even if not a blank of the kind
required to be kept, the blank itself is simulated or falsely or fraudu-
lently executed and issued by a person who has no power or authority
to do so.

4. Same—Income tax receipts—Where defendant was charged
with violating section 3451, Revised Statutes, in that he falsely
fraudulently, etc., simulated and executed and advised, aided in, and
connived at the execution of certain income tax receipts required by
section 251 of the Act of February 24, 1919, to be given when re-
quested, what defendant told the persons who paid the money is not
material, nor is the question whether or not such persons were subject
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to the payment of an income tax, or to assessment and levy of such
tax.
Section 252.—REFUNDS,

Seeﬁcn 952, Article 1032: Claims for abatement of 31-19-652.
taxes erroneously assessed. 0. 957.

INcoME, WAR Prorrrs, aAND ExcEsS PROTITS Taxes—SecrioN 3218, RECISED
STATUTES, AND SECTION 252, REVENUE ACT OF 1918,

It is within the discretion of g collector of internal revenue to re-
guire a bond as a condition of the suspension of the collection of the
tax where a claim for abatement of the tax has been filed.

Only an amount of income, war profits, or excess profits tax which
has been actually found to have been paid in excess of what was
properly due can be credited against income, wur profits, or excess
profits taxes due from the taxpayer under any other return.

The questions are raised whether a collector of internal revenue is
authorized to require a bond from the taxpayer as a condition of the
suspension of the collection of the tax pending the decision upon a
claim for abatement and whether the amount claimed to have been
erroneously collected can be credited, prior to the decision of the
claim, against taxes due from the taxpayer under another return.

Section 3218 of the United States Revised Statutes provides:

TEvery collector shall be charged with the whole amount of taxes, whether con-
tained In lists transmitted to him by the Commissioner of Internal Revenue, or
by other collectors, or delivered to him by his predecessor in office, and with
the additions thereto, * * * and he shall be credited with all payments
into the Treasury made as provided by law, * * * and with the amount
of taxes contained in the lists transmitted, in the manner heretofore pro-
vided, to other collectors, and by them receipted as aforesaid; also with the
amount of taxes of such persons as may have absconded, or become insolvent,
prior to the day when the tax ought, according to the provisions of law, to have
been collected, and with all uncollected taxes transferred by him, or by his
deputy acting as collector, to his successor In office: Provided, That it shall
be proved to the satisfaction of the Commissioner of Internal Revenue, who
shall certify the facts to the [First] Comptroller of the Treasury, that due
diligence was used by the collector. * * * -

Section 252 of the Revenue Act of 1918 provides:

That if, upon examination of any return of income made pursuant to this
act, * * * |t appears that an amount of income, war profits, or excess
profits tax has been paid in excess of that properly due, then, notwithstanding
the provisions of section 8228 of the Revised Statutes, the amount of the
- excess shall be credited against any income, war profits, or excess profits taxes,
or installment thereof, then due from the taxpayer under any other return,
and any* ba.lallce of such excess shall be immediately refunded to the tax
payer.

* » * * * L3 &

Under section 3218 of the Revised Statutes every collector is
charged with the whols amount of taxes, whether contained in lists
transmitted to him by the Commissioner of Internal Revenue or by
other collectors, or delivered to him by his predecessor in office, and
with the additions thereto, and he is crediteg only with all payments
into the Treasury made as provided by law, and with the amount
of taxes contained in the lists transmitted by him to other collectors
and by them receipted for, and also with the amount of taxes of
such persons as may have absconded or become insolvent prior to
t) @ day when the tax ought, according to the provisions of the law,
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to have been collected, and with all uncollected taxes transferred
by him, or by his deputy acting as collector, to his successor in office,
and this is conditioned upon proof, to the satisfaction of the Com.
missioner of Internal Revenue, who must certify to the fact, that
due diligence was used by him in his endeavor to collect the tax.

In article 1032, Regulations-45, it is provided: '

The filing of a eclaim for abatement does not necessarily operate as a sus-
pension of the collection of the tax or make it any less the duty of the collector
to exercise due diligence to prevent the collection of the tax being jeopardized.
He should, if he considers it necessary, collect the tax and leave the taxpayer
to his remedy by a claim for refund.

There is no provision of law or of the regulations for crediting a
collector with any amount of tax which he might be unable to collect
by reason of a decrease in the assets of a taxpayer subsequent to the
transmission of the list to him, and in no case is he relieved of lia-
bility for the amount of the tax in the absence of due diligence in
endeavoring to collect it. While there is no provision of law ex-
pressly authorizing the collector to require a bond as a condition of
suspending the collection of the tax, he is personally charged with
the amount of the assessments made against taxpayers in his district
and he is required to use due diligence in collecting such taxes. I#
he fails to exercise due diligence, it is clear that he becomes per-
sonally liable for any tax which may be lost through such failure.
He may require the tax to be paid and leave the taxpayer to his
remedy by a claim for refund, and if he see fit to suspend the col-
lection of the tax in any case where a final collection may thus be
jeopardized he does it at his own risk. It is within his discretion to
protect himself by requiring the taxpayer to execute a bond in the
amount of the tax the collection of which is postponed.

It has been suggested that under the provisions of section 252 of the
Revenue Act of 1918 the taxpayer should be allowed a credit for
any amount claimed in good faith to have been erroneously paid
against taxes due from him under any other return, pending the
decision upon such claim. Such procedure is manifestly not author-
1zed by said section. It provides only for the allowance of the credit
when “ it appears that an amount of income, war profits, or excess
profits tax has been paid in excess of that properly due.” If this
phrase standing by itself be capable of more than one interpretation,
its interpretation here is fixed by the following provision that “ The
amount of the excess shall be credited against any income, war
profits, or excess profits taxes or installment thereof then due from
the taxpayer under any other return.” Tt is only the amount of the
excess which can be credited against assessments upon another re-
turn and the amount of the excess can only be known when the merits
of the claim for refund have been determined. It is clear then that
the word “ appears ” as used in this section is equivalent to “ has been
ascertained.” This section therefore authorizes the credit only of
the amount of taxes actually ascertained to have been paid in excess
of those due against taxes due upon any other return.

It is accordingly held that it is within the discretion of a collector
of internal revenue to require a bond as a condition of the suspen-
sion of the collection of tax where a claim for abatement of the tax
has been filed, and only an amount of income, war profits, or excess
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profits tax which has been actually found to have been paid in ex-
cess of what was properly due, can be credited against income, War
profits, or excess profits taxes due from the taxpayer under any other
return,

Section 252, Article 1086: Claims for refund of taxes 8-19-333.
erroneously collected. T.D.2871.

T, D. 2871 amends article 1036, Regulations 45, as follows:
The last two sentences are to be replaced by the following:

In certain cases of overpayment by taxpayers the collector may repay the
excess after allowance by the Comimissioner of a claim for refund made by
the collector on Form 751. The cases in which refnnd is made through col-
lectors are covered by specific provisions not herein incorporated. The Com-
missioner has no authority to refund on equitable grounds penalties legally eol-
lected.

Section 252, Article 1036: Claims for refund of taxes 18-19-488,
erroneously collected. 0.D. 472.

When a claim for refund is filed by aliens, resident or nonresident,
on Form 46, a copy of the form upon which the alien was assessed
.and taxed should be attached to Form 48.

Section 252, Article 1038: Claims for refund of taxes
erroneously collected. :

(See 7-19-310; sec. 335.) Excess profits tax paid by partnership
with respect to income received during 1918 can not be applied as
credit to tax due from individual members for taxable year 1918.

Section 252, Article 1036: Claims for refund of taxes
erroneously collected.

(See 30-19-643; sec. 223, art. 401.) Claim for refund of tax paid
in advance or on the basis of a tentative return when correct net in-
come insuflicient to require a return.

Section 252, Article 1037: Suits for recovery of taxes 9-19-347.

erroneously collected. T. D. 2882 (2).
Sums due the United States are a valid offset as against amount
found due the taxpayer in suit against collector, though included
therein are items which the Commissioner of Internal Revenue did not

claim to be due the United States when considering the return for
assessment purposes. -

Where an action for money had and received is brought against a
collector of internal revenue for the amount of an additional tax
paid on net income, the taxpayer is entitled to recover only such
amount as is in reality greater than the tax which should have been
assessed under the law as properly interpreted and applied. Ths
fact that the Commissioner in assessing the tax erroneously allowed
some deductions for depreciation does not operate as an estoppel
against the collector or against the United States, as it is well settled
that no assessment of the Commissioner is necessary for the collec-
tion of the tax, at least in a direct action by the United States; nor
does it make any difference that an assessment has been made, for in
spite of the assessment and of the expiration of the period within
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which an amended assessment can be made, the United States may
still sue for the amount actually due. It is immaterial that suit 1s
in form against the collector, because the recovery in the end comes
from the United States, so that even if the collector were personally
estopped, that estoppel under the circumstances does not apply
against the United States. The conclusion is reached therefore that
sums due the United States as determined by the court in suit against
a collector of internal revenue are a valid offset as against the amount
found due the taxpayer, though such sums include items which the
Commissioner did not claim to be due the United States when con-
sidering the return for purposes of assessment.

Section 253.—PENALTIES,

Section 253, Article 1041: Specific penalties. 13-19-430.
O. 893.

Ruling under Revenue Act of 1917.—Penalties against partnerships
and individual partners.

Neither partnerships nor individuals when in default in connection
with the excess profits tax law are subject to the penalties provided
in section 1004 of the Revenue Act of 1917. The ad valorem penalty
attached for failure to make returns is 50 per cent.

Section 253, Article 1041: Specific penalties. 1-19-108.
S. 931,

The giving of instructions or advice with the purpose and intent of
inducing persons liable to make income returns or pay income tax to
refrain from making such returns or paying such tax is an attempt to
defeat the tax within the meaning of the statute, and those giving such
instructions or advice are amenable thereto.

Section 253 of the Act of 1918 reads as follows:

That any individual, corporation, or partoership required under this title to
pay or collect any tax, to make a return or to supply information, who fails
to pay or collect such tax, to make such return, or to supply such information
at the time or times required under this title, shall be liable to a penalty of
not more than $1,000. Any individual, corporation, or partnership, or any officer
or employee of any corporation or member or employee of a partnership, who
willfully refuses to pay or collect such tax, to make such return, or to supply
such information at the time or times required under this title, or who willfully
attempts in any manner to defeat or evade the tax imposed by this title, shall
be guilty of a misdemeanor and shall be fined not more than $10,000 or im-
prisoned for not more than one year, or both, together with the costs of prose-
cution.

Officers or members of a certain organization have issued advice
or instructions to refuse to fill out income returns or pay income tax.
The question is whether the persons giving such advice or instruc-
tions are within the statute.

The section imposes penal liability, and penal statutes are to be
strictly construed. It is also the rule that the purposes of construc-
tion of a statute should be to find the intent of the ]awmakers. Look-
ing at the four corners of the section in question, there is some
ground for concluding that it was aimed at persons who are required
either to pay or collect a tax, and that persons who are not required
to do either were not within the contemplation of the lawmalkers.
It might, therefore, be logically argued that, it being doubtful
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whether the statute was aimed at cases like the present, the persons
in question ought, under a strict construction, to be given the benefit
of the doubt and not charged with liability.

Such, however, is not the way the doctrine of strict construction s
applied. “ We are undoubtedly bound to construe penal statutes
strictly and not to extend them beyond their obvious meaning by
strained inference. On the other hand, we are bound to interpret
them according to the manifest import of the words and to hold cases
which are within the words and the mischiefs to be within the reme-
dial influence of the statute.” (The Schooper Industry, 1 Gall., 114,
117; Northern Securities Co. ». U. S,, 193 U. 8,, 197, 359.) In other
words, the doctrine of strict construction means that the language
which is in fact used in a statute shall not be strained beyond its
normal and usual meaning to include a case which is not covered by
the language as it stands. It does not mean that the language shall
be strained so as to exclude a case which is within its literal import.

" Looking at section 253, we find the facts of the instant case to be
directly within the literal language used. Such language is “An in-
dividual * * * who willfully attempts in any manner to defeat
* % % the tax.” Certainly the persons giving the advice or in-
structions in question have willfully attempted to defeat the tax.
Certainly, also, a provision whereby such persons, and those who
from different motives advise clients to adopt methods of account
keeping, etc., whereby it is hoped the tax may be defeated, may be
reached, is necessary, and it is not at all unreasonable to suppose that
the framers of the Act had the deliberate purpose of reaching such
persons, and that their case is therefore “within the mischiefs.”
At any rate, while the attempt should be to ascertain the intent of the
lawmakers, the language used is always the best evidence of such
intent. “It is not only the safer course to adhere to the words of a
statute, construed in their ordinary import instead of entering inte
any inquiry as to the supposed intention of Congress, but it is the
imperative duty of the court to do so.” (Bate Refrigerating Co. ».
Sulzberger, 1567 U. S., 133.) “We must take the law as we find it
upon examination of its language.” (U. S. ». Gooding, 12 Wheat.,
460, 478.) The case is within the words and the words are to be
presumed to express the congressional intent.

Therefore, it is concluded that the giving of instructions or advice
with the purpose and intent of inducing persons liable to make in-
come returns or pay income tax to refrain from making such returns
or paying such tax is an attempt to defeat the tax, within the mean-
ing of the statute, and those giving such instructions or advice are
amenable thereto.

Section 253, Article 1041: Specific penalties. 6-19-282.
0.D. 168.

If a citizen about to leave the United States willfully refuses to
pay such tax as is properly due, he m_ay_be arrested ELI}d d(_atained for
the purpose of facing prosecution criminally for a violation of sec-
tion 253 of the Revenue Act of 1918. Furthermore, the district
courts of the United States, at the instance of the United States, are
vested with jurisdiction to make and issue writs and orders of in-
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junction and ne excat republica and such orders and process as may
be necessary or appropriate for the enforcement of the provisions of
the Revenue Act of 1918. (Sec. 1318.) With respect to these pro-
visions a citizen departing is in no different position from a citizen
continuing in the United States—the Act being enforceable alike
against taxpayers continuing in the United States and taxpayers de-
parting from the United States.

Section 256.—INFORMATION AT SOURCE.

Section 256, Article 1071: Return of information as to 18-19-489,
payments of $1,000. 0. 907,

Section 3167 of the Revised Statutes as amended by section 1317
of the Revenue Act of 1918 is applicable to any income return, in-
cluding returns made on Forms 1096 and 1099.

Where a corporation or its representatives fail to supply or make

roper returns of information called for under section 256 of the
lqutevenue Act of 1918, the penalties provided for under section 253 of
said act may be invoked.

Section 256, Article 1074: Cases where no return of in- 2-19-172.
formation required. 0. D. 115,

Rents paid in crop shares are not * fixed or determinable gains,
profits. and income ” to be reported in returns of information.

Section 256, Article 1076. Return of information as to 1-19-110.
payments to nonresident aliens. O. D. 76,

IForm 1099 is required in case of payment to a nonresident alien
partnership of interest on bank deposits if the interest amounts to
£1,000 or move.

Section 256, Article 1076: Return of information as to 5-19-263.
payments to nonresident aliens. 0. D. 162,

In cases where a foreign corporation is the registered owner of
stock of a domestic corporation and the actual owner is a nonresident
alien individual or partnership, disclosure of actual ownership
should be made on IForm 1087, revized, in order that a domestic cor-
poration required to render a return of information as to dividends
1n accordance with section 254 of the act, may have at its disposal
information as to actual ownership of the stock. The foreign
corporation as the registered holder is not, however, required to ren-
der any return or withhold any tax from income paid to the actual
owner of the stock, nor is there any provision under the Revenue Act
of 1918 whereby anv withholding of tax at the source iz required
by the debtor corporation with respect to such income whether actual-
ly owned by the registered owner or by a third party.

Nonresident alien individuals who are actual owners of stock
registered in the name of a foreign corporation should render or
cause to be rendered a return of income from sources within the
United States, including dividends upon stock actually owned by
them but registered in the name of the foreign corporation.
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Section 256, Article 1078: Ownership certificates for  31-19-653.
foreign items. 0. D. 854
{Also Section 221, Article 366.)

Nonresident alien individuals, partnerships, and corporations not
engaged in trade or business within the United States and having no
office or place of business therein, should file Form 1001-A properly
modified, in connection with interest coupons on bonds of a corpora-
tion organized in the United States but which transacts no business
in the United States and owns no property therein. .

In cases where Form 1000 has been filed by nonresident alien bond-
holders, the certificate should be stamped as follows before being
forwarded to the Commissioner of Internal Revenue, Sorting Divi-
sion:

“ Exempt—debtor corporation owns no property and does no busi-
ness in the United States.”

Section 257.—RETURNS TO BE PUBLIC RECORDS.

Section 257, Article 1091: Inspection of returns. 17-19-478.
(Also Section 221, Article 364.) ' 0. 879,

OwNERSHIP CERTIFICATES, CErTIFIED COPIES.

Ownership certificates are income returns within the meaning of sec-
tion 3167, Revised Statutes, as amended. As they are filed as a result
of income tax laws for the purpose of being used in connection with
income tax returns they are to be treated as such under the regulations
governing the furnishing of copies.

Ownership certificates have been required to be executed and filed
under rules and regulations made pursuant to authority contained
n the several income tax Acts. They were designed for the purpose
of administering effectively the provisions of such Acts which re-
quired corporations to deduct and withhold from interest on certain
of their securities owned by certain persons fixed percentages to be
paid over to the Government as a part of the tax due from such
persons.

Section 3167 Revised Statutes, as amended by the Revenue Act of
1918, provides:

It shall be unlawful for any collector, deputy collector, agent, clerk, or other
officer or employee of the United Sfates to divulge or to make known in any
manner whatever not provided by law to any person * * * the amount or
source of income, profits, losses, expenditures, or any particular thereof, set
forth or disclosed in any income return, or to permit any income return or
copy thereof or any book containing any abstract or particulars thereof to be
seen or examined by any person except as provided by law; and it shall be
unlawful for any person to print or publish in any manner whatever not pro-
vided by law any income return, or any part thereof or source of income,
profits, losses, or expenditures appearing in any jncome return; and any
offense against the foregoing provision shall be a misdemeanor and be pun-
ished by a fine not exceeding $1,000 or by imprisonment not exceeding one
year, or both, at the discretion of the court; and if the offender be an officer
or employee of the United States he shall be dismissed from office or discharged

from employment. )

Ownership certificates have been required to be made out by per-
sons presenting interest coupons for payment. They show the name
of the debtor corporation, the description of the security, and the
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interest rate, the date of maturity of interest, the amount of the
interest due, and the signature of the maker, and his post-office
address. After the payment of the interest to the maker of the
certificates they are required to be filed with the department as a
check against and therefore as a complement to the incowe tax re-
turns of the makers. As they contain, among other things. a state-
ment showing income of the maker and its source, they are clearly
“income returns” within the meaning of section 3167, Revised
Statutes, as amended. DBeing such it would be unlawful for any
person to make known, in any manner whatever, not provided by
law, any part thereof. The regulations contained in Treasury De-
cision 2016, dated July 20, 1914, provide how, when, and to whom
copies of income tax returns, made pursuant to section 2 of the Act
of October 8, 1913, may be lawfully furnished. By subsequent ap-
propriate regulations they are made applicable to the provisions
contained in the subsequent income tax Acts of September 8, 1916,
and the Revenue Act of 1918. If ownership certificates are income
tax returns copies may lawfully be furnished, as provided in these
regulations. As they are income returns, designed for the purpose
of being used in connection with the collection of income tax im-
posed by income tax laws, and to be filed as a complement to income
tax returns required of the maker, they should be considered income
tax returns. In Law Opinion 622 it was, in effect, held that Zsts
furnished to supplement and become a part of income tax returns,
are open to inspection the same as the returns themselves. That
ruling is broad and includes such lists, whether or not they show
income. The regulations permit furnishing copies of income tax
returns to the maker of the returns. In Solicitor’s Memorandum
No. 739 it was held that a receiver of a corporation is as much
entitled to a copy as the corporation itself. A duly constituted
executor or administrator of the estate of a deceased person is his
personal representative and following the reasoning in S-739 he is
as much entitled to a copy of the return of the deceased as the maker
himself. Where copies of ownership certificates are requested, for
wi atever purpose, we should look for authority to furnish them to
the regulations contained in Treasury Decision 2016.

It is held that ownership certificates made by persens owning
gecurities, showing income of the makers, which pursuant to law and
regulations are filed with the department, are income returns, and
as they are required to be filed as a result of income tax laws for the
purpose of being a complement to income tax returns of the makers
they should be treated the same as éncome fax returns are treated
under the regulations governing the furnishing of copies of such tax
returns,

Section 257, Article 1091: Inspection of returns. 14-19-439.
‘0. 891.

Lists oF INDIVIDUALS MakiNg INComME TAX RETURNS.

The Commissioner of Internal Revenue may lawfully cause to be pre-
pared from stencils in the offices of the several collectors of internat
revenue in a State, a list or lists containing the names and post-office
addresses of individuals making income tax returns to the several col-
lectors and may cause them to be placed in the office of officials



264 INGOME TAX RULINGS.

charged with the collection of State income tax, to be there available
for publie inspection. The authority does not extend to lists of part-
nerships or fiduciaries; inspection of corporate returns by State officers
is governed by another provision of law.

Opinion is requested whether a list of the names and post-office
addresses of persons making income tax returns for the year 1918 to
the collectors of internal revenue for a State may lawfully be fur-
nished the officer of the State who is charged with the collection of
income taxes imposed by that State.

An officer of a State has requested such a list containing the names
and addresses of individuals, partnerships, and fiduciaries who filed
income tax return in that State for the year 1918. It is represented
that the collector of internal revenue in that State now has in his
office in steneil form the information desired and that the purpose of
the officer will be served if each collector be permitted to have a list
of the individuals filing returns made from the stencils upon cards
to be supplied by the comptroller.

Section 3167, Revised Statutes, as amended by the Revenue Act of
- 1918, makes it unlawful for anyone “ to divulge or to make known in
any manner whatever not provided by law to any person * * *
the amount or source of income, profits, losses, expenditures, or any
particular thereof, set forth, or disclosed in any income return, or to
permit any income return or copy thereof or any book containing
any abstract or particulars thereof to be seen or examined by any
}JGI‘SOH except as provided by law; * * *” “or to print or pub-

ish in any manner whatever not provided by law any income re-
turn or any part thereof or source of income, profits, losses, or ex-
penditures appearing in any income return; * * *7»

“ Any abstracts or particulars” or “any part” of “any income
return ” are comprehensive enough to include the names and addresses
of the makers when they are taken from such returns. The evident
purpose of this provision is to cause to be held in confidence and not
to be divulged anything in the way of information, including the
names and post-office addresses of the makers, contained in income
returns, unless there is specific provision of law for making it known.

It is provided in section 257 of the Revenue Act of 1918 that—

The Commissioner shall as soon as practicable in each year cause to be pre-
pared and made available to public inspection in such manner as he may deter-
mine, in the office of the collector in each internal revenue district and in such
other places as he may determine, lists containing the names and post-office ad-
dresses of all individuals making income tax returns in such district.

This provision is directly and manifestly designed for one pur-
pose, namely, making the lists available for public inspection which
implies that any and every one may inspect them. It does not pro-
vide for furnishing a list to an individual for his exclusive use or to a
State officer for his exclusive official use, and there is no other provi-
sion of law for furnishing such a list.

By section 257 the Commissioner may determine the manner in
which the lists may be prepared and made available for public
Inspection, and also the places (other than in the collector’s office)
he will make them so available. He may therefore legally cause the
lists to be prepared on cards from stencils in the collector’s office and
to be made available for public inspection in the office of a State
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officer. In this way the State officer may, with others, inspect the lists
in Lis office, and make, if he desires, copy of such lists for his personal
or official use. The lists authorized by section 257 are to contain only
the names and addresses of individuals making income tax returns.
'The authority does not extend to partnerships or fiduciaries.

It is held that under authority contained in section 257 of the
Revenue Act of 1918 the Commissioner may lawfully cause to be
prepared from stencils in the offices of the several collectors of inter-
nal revenue a list or lists containing the names and post-office ad-
dresses of individuals making income-tax returns to the several
collectors and may cause them to be placed in the office of officials
charged with the collection of State income taxes, to be there avail-
able for public inspection. The authority does not extend to lists of
partnerships or fiduciaries; inspection of corporate returns by State
officers is governed by another provision of law.

Section 257, Article 1091: Inspection of returns. 27-19-607.
0.D. 325

Under the regulations governing inspection of income tax returns,
if a taxpayer renders a joint retuin in behalf of himself and his wife,
copies of the return may be furnished only to the person rendering the
return or to his duly constituted attorney.

Section 257, Article 1091: Inspection of returns. 31-19-654.
0. D. 355,

The execcutor of an estate may secure copies of income tax returns
filed by the decedent upon submission to the Commissioner of a cer-
tified copy of letters testamentary evidencing his appointment as
executor,

Section 257, Article 1092: Inspection of returns by 1-19-112.
State. 0. D. 78.

It is held that the returns of citizens or residents of any State may
not be inspected by State officials for the purpose of obtaining
information in connection with State income tax laws.

Section 257, Article 1093: Inspection of returns by 18-19-490.
stockholder. 0. D. 273.

A “stockholders’ protective committee,” to which deposited stock
has been transferred for the purpose of safeguarding the interests of
the minority stockholders, is not considered a bona fide stockholder
within the meaning of section 257 of the Revenue Act of 1918.

Section 257, Article 1094: Penalties for disclosure of re- 15-19-451.
turns. ) T. D. 2903.

INFORMATION CONTAINED IN RETURNS.

Laws relating to the giving out, by employees of the Bureau of In-
ternal Revenue, of information contained in returns filed by taxpayers
or in reference to office procedure with respect to the auditing of re-
turns, handling of claims, and similar lines of work.
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Your attention is directed to the following legislation relating to
the divulging of information contained in the returns of taxpayers.
Section 257 of the Revenue Act of 1918 provides:

That returns upon which the tax has been determined by the Commissioner
shall constitute public records; bt they shall be open to inspection only upon
crder of the President and under rules and regulations prescribed by the Secre-
tary and approved by the President: Provided, That the proper officers of any
State imposing an income tax may, upon the request of the governor thereof,
have access to the returas of any corporation, or to an abstraet thereof, showing
the name and income of the corporation, at such times and in such manner as
the Secretary may prescribe: Provided further, That all bona fide stockholders
of record owning 1 per centum or more of the outstanding stock of any corpora-
tion shall, upon making request of the Commissioner, be allowed to examine the
annual income returns of such corporation and of its subsidiaries

Section 3167, Revised Statutes, as amended by section 1317 of tha
said Revenue Act of 1918, provides:

It shall be unlawful for any collector, deputy collector, agent, clerk, or other
officer or employee of the United States, to divulge or to make known In any
manner whatever not provided by law to any person the operations, style of
work, or apparatus of any manufacturer or producer visited by him in the dis-
charge of his official duties, or the amount or source of income, profits, losses,
expenditures, or any particular thereof, set forth or disclosed in any income
return, or to permit any income return or copy thereof or any book containing
any abstract or particulars thereof to be seen or examined by any person except
as provided by law; and it shall be unlawful for any person to print or publish
in any manner whatever not provided by law any income return, or any part
thereof, or source of income, profits, losses, or expenditures appearing in any
income return; and any offense against the foregoing provision shall be a mis-
demeanor and be punished by a fine not exceeding $1,000 or by imprisonment
not exceeding one year, or both, at the discretion of the court: and if the
offender be an officer or employee of the United States he shall be dismissed
from office or discharged from employment.

Section 3152, Revised Statutes, as amended by the Act of March 1,
1879, authorizing the employment of internal revenue agents, also
provides:

And all provisions of sections thirty-one hundred and sixty-seven, * *
of the Revised Statutes shall apply to internal revenue agents as fully as in-
ternal revenue officers.

Section 3173 of the Revenue Act of 1918 provides that—

It shall be the duty of any person, partnership, firm, or association, or corpo-
ration, made liable to any duty, special tax, or other tax imposed by law, when
not otherwise provided for, (1) in case of a special tax, on or before the thirty-
first day of July in each year, and (2) in other cases before the day on which the
taxes accrue to make a list or return * * *: Provided, That if any perscn
liable to pay any duty or tax, or owning, possessing, or having the care or man-
agement of property, goods, wares, and mechandise, articles, or objects liable to
pay any duty, tax, or lHeense, shall fail to make and exhibit a list or return
required by law, but shall consent to diselose the particulars of any and all the
property, goods, wares, and merchandise, articles, and objects liable to pay any
duty or tax, or any business or occupation liable to pay any tax as aforesaid,
then, and in that case, 1t shall be the duty of the collector or deputy collector to
make such list or return. * * *

Section 8176, Revised Statutes, as amended by said section 1317,
Revenue Act of 1918, further provides:

If any person, corporation, company, or association fails to make and file a
return or list at the time prescribed by law or by regulation made under author-
ity of law, or makes, willfully or otherwise, a false or fraudulent return or list,
the collector or deputy collector shall make the return or list from his own knowl-
edge and from such information as he can obtain through testimony or otherwise,
In any such case the Commissioner may from hisown knowledge and from such
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fnformation as he can obtain through testimony or otherwise make a return or
amend any return made by a collector or deputy collector.

Reading these provisions of law together, it is evident that any
collector, deput{ncollector, agent, clerk, or other officer or employee of
the Bureau of Internal Revenue, including internal-revenue agents,
who divulges or makes known in any manner whatsoever not provided
by law the amount or source of income, profits, losses, expenditures,
or any particulars thereof set forth or disclosed in any income return
made by any taxpayer, or by a collector or deputy collector, or by the
Commissioner of Internal Revenue, or who permits any income return
or copy thereof, or any book containing any abstract or particulars
thereof, to be seen or examined by any person, except as provided by
law, or who prints or publishes in any manner whatever, not provided
by law, any income return or any part thereof, or source of income,
profits, losses, or expenditures appearing in any income return, is
guilty of a misdemeanor and subject to a fine not exceeding $1,000 or
to imprisonment not exceeding one year, or both, at the discretion of
the court; and if he be an officer or employee of the United States, to
be dismissed from office or discharged from employment.

The only provisions of law authorizing the making known of any
income return under the Revenue Act of 1918 are those contained in
section 257 of said Act, above quoted.

Similar provisions to those contained in section 257, Revenue Act
of 1918, and sections 3173 and 3176, as amended by said Revenue Act
of 1918, were also contained in the Act of October 3, 1917, and the
Act of September 8, 1916.

Section 260.—CITIZENS OF UNITED STATES POSSESSIONS.

Section 260, Article 1121: Status of citizen of United 28-19-619,
States possession. 0.D. 338.

Citizens of the Virgin Islands who are not otherwise citizens of the
United States and who are not residents of the United States are
taxed only on income from sources within the United States. Citi-
zens of the Virgin Islands who are residents of the United States are
taxed on the same basis as other citizens of the United States.



Title H.—WAR PROFITS AND EXCESS PROFITS TAX.
Part II.—Imposition of Tax.

Section 301.—IMPOSITION OF TAX. -

Section 301, Article 714: Computation of tax on income 1-19-113.
from Government contracts. T.B.M. 4,

In the case of a fiscal-year corporation the computation under section
301 (c) (1) should be based on the entire net income for the fiscal year
even though no part of the income from Government contracts was
derived after January 1, 1919.

The following question has been submitted :

In the case of a fiscal-year corporation should the excess tax for 1919 based
on income from a Government contract be prorated to apply only to income
attributable to that contract in 1919, or should the tax be computed on the
basis that the income was received throughout the fiscal year?

The computation under section 301 (¢) (1) of the Revenue Act of
1918 should be based on the entire net income for the taxable year,,
or, in other words, should be on the basis that the income was re-
ceived throughout the fiscal year. In the judgment of the board
any other ruling would be in conflict with the express provisions of
the statute. It is a fundamental principle of the application of the
provisions of the several acts relating to fiscal years that no adjust-
ment should be made even though it can be definitely shown what
groportion of the income was derived during each portion of the

scal year.

Section 301, Article 714: Computation of tax on income 28-19-620,
from Government contracts. A R M.5.

If a corporation has a net income from a Government contract
and sustains a net loss from other operations in the submission of a
fiscal year return for a period ending in 1919, the loss may be de-
ducted from the income from the Government contract.

Inquiry is as to the amount of net income to be taxed in the case
of a fiscal-year corporation submitting a return for a period ending
in 1919 if there is profit from a Government contract and loss from
other operations.

Section 801 (¢) of the Revenue Act of 1918 provides:

For the taxable year 1919 and each taxable year thereafter there shall bhe
levied, collected, and paid upon the net income of every corporation which de-
rives in such a year a net income of more than $10,000 from any Government
contract or contracts made between April 6, 1917, and November 11, 1918, both
dates inclusive, a tax equal to the sum of the following: * * #* °

268
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Tt is to be noted that the tax is upon the net income of the corpo-
ration. The prorating in parts 1 and 2 of paragraph (¢) of this
section is purely for computation purposes. Accordingly, it is rec-
ommended that a corporation having a mnet loss from operations
other than those relating to Government contracts, and a profit from
Government contracts, %e permitted to deduct the loss in order to
ascertain the net income upon which the tax is to be computed,

Section 301, Article 714: Computation of tax on incoms
from Government contracts.

(See 24-19-557; cec. 1, art. 1510.) Income from amended Gov-
ernment contract.

Section 301, Article 715: Allocation of net income to 26-19-597.
(Also Section 214, Article 181.) particular source. A ROM. 1L
(Also Section 234, Article 561.)

If exact determination of income arising from Government contracts djstinctively from
other income {8 impossible, an approximation based on the proportion which sales to the
Government bears to other sales should be used only in case approximations based on the
respective cost and selling price are inapplicable.” The ap;groximation ghould be based
upon the allocation of costs and allocation of selling price, in the mest accurate manner
possible from svailable records.

Amortization is not to be charged exclusively against {ncome from Government
contracts, and selling and administrative expenses not applicable to the Government eon-
tracts should not be se charged.

Representatives of the M Company state that it is impossible to
ascertain profits from Government orders separately from profits
on civilian orders, and ask:

(a) What method of apportionment of these profits is to be used
in submitting a return for fiscal year ending June 30, 19192

(6) What disposition is to be made of an amount claimed for
amortization ¢

The answer to the first is that when profits can not be definitely
allocated as to a Government contract, the proportion which the sales
from the Government contract bears to the total sales is the propor-
tion of income which is deemed to have arisen from the Government
contract, ' '

This answer presents a fair approximation under the following
circumstances:

(a) If all articles made are of the same size, or grade, or if not, if
the proportion sold to civilian trade of each kind is the same as the
progortlon sold to the Government. ‘

(0) If the articles on hand at the beginning of the year cost the
same as those manufactured during the year, or if the same propor-
tion were sold out of those on hand at the beginning to civilians as
were sold to the Government, or if all orders were filled exclusively
either out of the ones on hand at the beginning or out of the ones
manufactured during the year. ) )

(e) If the prices charged the Government are identical with the
prices charged the civilian trade.

The presence of all of these elements is so improbable that ths
Committee deems that the method proposed should be utilized only
in case other methods likely to afford a closer approximation are
inapplicable.

here is a probability that the inquiry was prompted by the fact
that it is impossible to determine the exact cost of lots of articles
103022°—22——18
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made on Government contracts as distinguished from the exaet cost
of lots of articles made for civilian trade. Records may be available
to an extent which will enable an approximation of the unit costs
and selling prices from which an allocation may be determined. By
working from the costs standpoint a method of closer approximation
may be found.

In taking inventories of the stock on hand there should have been
some method of ascertaining the unit price of articles that is reason-
ably accurate. This would apply as to articles of different kinds and
grades, as well as to a condition in which the articles were all of the
same kind and grade. .

It is likely that articles made during the year were not made at
the same costs as those on hand at the beginning. Accordingly, the
first step would be to ascertain which of the articles on hand af the
beginning were sold to the Government and which to civilian trade.
If not otherwise accurately ascertainable, it is suggested that this
be determined by assuming that the first articles delivered during
the fiscal year were delivered out of inventory, by taking the dates
of delivery, respectively, to the Government and to the civilian trade,
and apportioning these articles accordingly, having in mind, of
course, the different grades and sizes. The selling price of these
articles would be offset by the value at which inventoried, so that
the profit could be determined.

If the records are as incomplete as the letter of inquiry indicates,
it is hardly likely that the costs of finishing the articles in process
of manufacture at the beginning of the year can be determined
separately from the costs of articles which were placed in manufac-
ture and completed during the year. Nevertheless, the ordinary
manufacturing and trading statement usually gives the costs of
goods completed during the year. Inasmuch as it is essential that
these costs be allocated, if the proper inventory is made as to grades
and sizes it is likely that the records will contain sufficient informa-
tion to show the total manufacturing costs of each kind and grade
of grticles completed during the year. The value of the articles
sold, as to kind and grade, is then easily ascertainable by deducting
the closing inventory. The proportion sold to the Government to
the total sold, as to each kind, affords basis for determining the
costs of each kind sold to the Government. These costs, deducted
from the selling price of each kind, would give the gross profit on
Government contracts as to articles manufactured during the year,
which, added to the gross profit from those delivered out of open-
ing inventory, should give the total gross profit.

Assuming other expenses can not be properly apportioned as to
each source of income, then the proportion which the gross income
from the Government contracts bears to the gross income from other
sources determines the basis of apportionment.

In answering the second query, it is believed that the taxpayer's
representatives should be informed that amortization is not ex-
clusively chargeable against the profits made on the Government
contract, and that part of this amortization is probably applicable
to the fiscal year ending June 30, 1918. As to selling and adminis-
trative expenses, it should be borne in mind that part of these may
be exclusively applicable to articles sold to civilian trade—as, for
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example, costs of selling organization and of advertising, which are
not ordinarily essential to the procurement of Government contracts.

Section 301, Article 719: Tllustration of computation 20-19-51T7.

where net income derived from Government contract.  O. D. 281,

Method of computing the war profits and excess profits taxes in the
case of a corporation which has income during a fiscal year ended in
1919 in excess of $10,000 from Government contracts made between
April 6, 1917, and November 11, 1918,

(1) The tax for the full fiscal year shall first be computed at the
1918 rates as if the fiscal year were the calendar year 1918. The
same proportion of the tax so computed, which the income derived
from Government contracts is of the total income from all sources,
represents the tax due on the income from the Government contracts.

(2) To compute the tax at the 1918 rates on the net income de-
rived from sources other than Government contracts, the tax attribu-
table to Government contracts is first deducted from the total tax
computed at the 1918 rates, and the difference is reduced to the pro-
portionate part thereof that the number of months of the fiscal year
falling within 1918 is of the ful] fiscal year.

(8) The tax must then be computed on the entire income from all
sources for the full fiscal year at the 1919 rates. The same propor-
tionate part of this tax is taken as the net income from sources other
than Government contracts is of the total net income. This amount
is then reduced to the same proportionate part thereof that the num-
ber of months of the fiscal year falling within 1919 is of the full
fiscal year.

The sum of the results obtained in following the procedure out-
lined in the three preceding paragraphs will be the total tax.

For example: Assume a corporation having a total net income of
$120,000 for the full fiscal year ended March 31, 1919, $148.000 of
which was derived from Government contracts. Assume further
that the total war profits and excess profits tax computed at tha
1918 rates is $60.000, and the total war profits and excess profits at
the 1919 rates is $30,000.

The tax attributable to Government contracts would be two-fifths
of $60,000, or £24,000. Deducting this amount from $60,000 leaves
€36,000. The tax on the remaining net income at 1918 rates would
be three-fourths of £36,000, or $27,000.

Applying the 1919 rates to the income not attributable to Govern-
cent contracts would result in a tax of three-fifths of $30,000, or
$18,000; but since only three months of the return period falls within
1919, the tax would be one-fourth of £18,000, or §4,500. The total
war profits and excess profits tax would, therefore, be the sum of
$24.000, $27,000, and $4,500, or $55,500.

The computation necessary to arrive at this result should be shown
in a supplementary statement attached to the return. These com-
putations will not apply to the income tax, which will be computed
on the entire net income, as provided in section 205 (b) of the Act.
In the illustration given, the amount of war profits and excess profits
tax to be credited against net income, in computing the income tax
at both the 12 per cent and 10 per cent rates, would be $55,500, as
computed above.
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Section 302.—LIMITATION OF TAX.

Section 302, Article 731: Short form of computation of 1-19-115.
limitation. 0. D. 80.

The tax limitation prescribed in section 802, Revenue Act of 1918,
is applied to the consolidated net income and may not be construed
to apply separately to the net income of each unit included in the
return.

Section 303.—TAX WHEN PARTLY PERSONAL SERVICE BUSINESS.

Section 303, Article 741: Apportionment of invested 12-19-410.
capital and net income. T. B. M. 50.

Where a corporation doing a commission and brokerage business
satisfies the requirements of a personal-service corporation, except
that it in part employs capital, surplus, and borrowed funds to make
large advances to customers and receives more interest than it pays
as a result of such transactions, it should be assessed under section
303. The income from commissions and brokerage should be con-
sidered as arising from personal service, and the remainder of the
income as derived from tEe vse of capital.

Section 303, Artiél_e 741: Apportionment of invested 1-19-114,
capital and net income. O.D. 79.

Section 303 of the law will apply in the case of partial personal-
service corporations until the point is reached where the nonpersonal-
service element becomes negligible, under which conditions such cor-
porations would make returns as personal-service corporations, as set
out in section 218 of the law.

Part III.—Credits.
Section 311.—WAR PROFITS CREDIT,

Section 311, Artiele 781: War profits credit. 5-19-264,
T. B. R. 16.
Method of ascertaining a corporation’s average net income and
average invested capital for the prewar period where corporation
closes its books on the basis of a fiscal year which differs from the
calendar year.

The Income Tax Unit has requested a ruling as to the method by
which a _corporation is to ascertain the average net income and the
average Invested capital for the prewar period as called for in section
811 (2) in cases where a corporation closes its books on the basis of
a fiscal year differing from the calendar year. The prewar period
is defined in section 810 of the Revenue Act of 1918, which reads:
“That as used in this title the term ‘prewar period’ means the
calendar years 1911, 1912, and 1913, or, if a corporation was not in
existence during the whole of such period, then as many of such

cars during the whole of which the corporation was in existence.”

he problem presented by the inquiry of the Income Tax Unit is
as to how the fiscal year periods are to be made to conform to the
calendar years specified for the prewar period.
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It is recommended that the computation be made as follows:

The starting point for each year is the beginning of the fiscal
year ending in 1911, 1912, and 1913, respectively, and the invested
capital should be ascertained as at those dates. To these sums should
be added any contributions of capital between the beginning of each
such fiscal year and January 1, 1911, 1912, and 1913, respectively,
and corresponding deductions should be made in respect of any
dividends and any refunds of capital during those respective periods.
To these balances should be added a pro rata share of the earnings
of the respective fiscal years, and the totals thus arrived at will be
deemed to be the invested capital of the taxpayer at January 1,
1911, 1912, and 1913, respectively. Taxpayers should file with their
returns copies of their balance sheets at the beginning of each fiscal
year and a schedule for each year showing the adjustments made in
computing the invested capital as at the beginning of each calendar
year during the prewar period.

Where a taxpayer has such accounting records as will enable him
to prepare an accurate balance sheet showing the true surplus and
undivided profits at the beginning of each one of the prewar calendar
years and an accurate income account for such years, he may make
the computation upon this basis and explain the method used 1n such
detail as will enable the Commissioner of Internal Revenue to deter-
mine whether such basis is proper.

Where a taxpayer has not been in business during the whole of
the prewar period the above methods will be applicable to such full
calendar years during the whole of which years the taxpayer was in
business.

Section 311, Article 781: War profits credit. » 8-19-319.
(Also Section 214, Article 106.) 0. D. 184.
(Also Section 326, Article 841.)

Corporations are not allowed at this late date to adjust salaries
paid during the prewar period when such adjustment is made solely
for the purpose of increasing the war profits credit for the taxable
year.,

Part IV.—Net Income.

Section 320.—NET INCOME.

Section 320, Article 801: Net income. 8-19-335.
T. B. M. 42,

With respect to the inquiry whether or not value appreciation of
property taken up on the books of the taxpayer and returned as a
part of his taxable income for the year in which the appreciation
was written up may be included as a part of the income for the pre-
war period, a negative reply must be given. Appreciation is not and
has not been at any time under the income tax laws proper taxable
income, and where such appreciation has been taken up on the books
of the taxpayer the ifem must be excluded in computing income,
even though an income tax has been paid upon it.
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Section 320, Article 801: Net income,

(See 21-19-520; sec. 201, art. 1541.) Excess profits tax under 1917
law on dividends from foreign corperations.

Part V.—Invested Capital.
Section 325.—TERMS RELATING TO INVESTED CAPITAL.

Section 325, Article 812: Borrowed capital: 27-19-609.
Securities. S. 1200.

Preferred stock, if in the records of the corporation it is declared
to be part of its capital stock, though convertible into first-mortgage
bonds of even date therewith, is inferior, on a distribution of assests to
pay debts, to the rights of general creditors, and is to be treated as in-
vested capital so long as it is not converted.

Opinion is requested as to the status of stock designated as “ first
preferred stock ” under the following sections of the Revenue Act of
1918.

Section 325 (a) provides: 7

The term “borrowed capital” means money or other property borrowed,
whether represented by bonds, notes, open accounts, or otherwise,

Section 326 (b) provides:

As lised in this title, the term * invested capital” does not include borrowed
eapital.

The following facts are presented: The M Company, a corpora-
tion by an amendment to its articles of incorporation and pursuant
to a resolution of its stockholders duly agopted, increased the
amount of its capital stock from 18x dollars to the sum of 45x
dollars, of which y shares were to be preferred. Certificates of
“first preferred stock” were issued, which contained a provision
that the shares of stock should be convertible at the election of the
holder into first mortgage gold bonds. At the time the preferred
stock was issued, the directors provided for an issue of coupon
bonds, secured by a first mortgage or trust deed. Said bonds and
trust deed were of even date with said certificates of preferred stock.
The trust deed was executed, delivered to the trustee and placed on
record. It contains the provision that “said bonds shall be held
by said trustee and its successors until issued and shall be issued
and used only for the purpose of being exchanged, par for par, for
shares of preferred stock.”

The specific question is:

Is first preferred stock which, at the election of the holder, is
convertible into bonds, of even date therewith and secured by a
first mortgage trust deed—such bonds to be issued only. for the
purpose of converting such preferred stock—to be treated as in-
vested capital or as borrowed capital?-

The rights of holders of preferred stock which represents a part
of the capital stock of a corporation, and is secured by a trust deed
or otherwise, are inferior to the rights of general creditors, (West-
erfield-Bonte ». Burnett, Ky., 195 S, W. 479; Miller, executor, w,
Batterman, treasurer, 47 Ohio St. 141, 24 N. E. 146; Booth ». Union
Fiber Co., Minn., 162 N. W, 677; same case on rehearing, 171 N. W.
807; Spencer ». Smith et al., 201 Fed. 674; Armstrong . Union Trusg
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& Savings Bank, 248 Fed. 269.) Whether persons who contribute
or make payments to a corporation are stockholders or creditors of
the company is a question to be determined by the intention of the
parties as disclosed by the ecircumstances. (Miller, executor, w.
Batterman, treasurer, 47 Ohio St. 141, 24 N. E. 496.) Persons who
negotiate for and acquire preferred stock “ designed as,” and “ de-
clared to be,” a part of the capital stock of a corporation are held
to full knowledge of the character of their investments. From such
facts it is eonclusively presumed that the parties intend such per-
sons to be stockholders—preferred stockholders—and not creditors
{Armstrong v. Union Trust & Savings Bank, 248 Fed. 268).

In the case of Spencer ». Smith et al., 201 Fed. 647, the court
held that the rights of general creditors were superior to those of a
preferred stockholder, whose certificate. contained an agreement by
the corporation to redeem the amount thereof at a specified time,
which agreement was presently secured by a first mortgage lien of
the corporate property. Assuming, in the instant case, that the
mortgage bonds and trust deed securing same were in effect a present
security for such stoek, the case would then be no stronger than
that under constderation in Spencer ». Smith et al., above, at least
until such stock is converted into bonds.

It appears that the taxpayer, by amending its artieles of incorpo-
ration, fixed its capital stock at 45x dollars, of which y shares wera
to be preferred. The first preferred stock was therefore designed
as, and was directly declared to be, a part of the capital stock of
the corporation. These facts are identical, apart from the amounts
stated, with the facts in the case of Armstrong ». Union Frust &
Savings Bank, cited above. Upon a purchase of stock, under these
circumstances, the intention of the parties is conclusively presumed
to be that such purchasers become stockholders and, on a distribu-
tion of assets to pay debts, their rights are inferior to creditors.

It is coneluded that the preferred stock under consideration in
the instant case is part of the capital stock of the corporation and
that the rights of the holders thereof are inferior to the rights of

eneral creditors. Determined by the rule stated in article 812,

egulations 45, such preferred stock is, therefore, invested capital
and not borrowed capital.

Tt is held that preferred stock, if in the records of the corporation
it is declared to be part of its capital stock, though convertible into
first mortgage bonds of even date therewith, is inferior, on a dis-
tribution of assets to pay debts, to the rights of general creditors,
and is to be treated as invested capital so long as it is not converted.

Section 325, Article 813: Borrowed capital—Amounts  23-19-552,
left in business. T. B. M. 82,
(Also Section 201, Article 1542.) ’
Excess profits tax—Surplus paid in by stockholders.

The M Company was organized in 1910 with a capital stock of
10x dollars. Such stock was subscribed for as follows: A, all but 2
shares; B, 1 share; and C, 1 share, All the capital represented by
this stock was actually furnished by A ; the other stockholders hold-
ing their stock for him. No change in stock ownership took place,
and during 1915 A paid into the company 7x dollars. No action was
taken by the corporation which would indicate the nature of this
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payment, except that it was entered upon the company’s books 238
a contribution to capital and was never treated as an account pay-
able. No stock was issued and no interest was charged on this
amount. During 1917 this money was repaid by the corporation to
A. No evidence is presented to indicate the nature of this payment
or how it was treated by the corporation. The company contends
that this sum should be included in invested capital for the proper
part of the year 1917. .

Tt is evident that the formalities of proper corporate action have
in this case been disregarded. This makes a determination of the
exact relation between A and the corporation with reference to the
7x dollars very difficult, Article 813, Regulations 45, contains the
general principle:

That if interest is paid or is to be paid on any such ameunt, of if the stock-
holders’ or officers’ right to repayment of such amount ranks with or before
that of the general creditors, the amount so left with the corporation must
ba considered as borrowed capital and be so treated in computing invested
capital.

Tt is accepted legal doctrine that where stockholders voluntarily
assess themselves to relieve the corporation from pecuniary embar-
rassment or for the betterment of their stock, whatever may be the
occasion of the assessment, the advances thus made are not debts
against,7but assets of, the corporation. (Broderick ». Brown, 69
Fed., 497.

Tt is the)opinion of the Advisory Tax Board that this payment was
in the nature of a voluntary assessment by the one who was prac-
tically the sole stockholder of the corporation, and that after it was
paid to the corporation no obligation to repay it existed. Thae treat-
ment of this payment by the corporation upon its books (undoubtedly
with the knowledge of A) is highly significant and would un-
doubtly postpone A to the general creditors of the corporation as
to this amount. The repayment of this sum in 1917 to the stock-
holder must be deemed to be out of undivided profits or earned
surplus so far as possible. (Section 31 (b), Revenue Act of 1916,
as amended.) While this distribution was informal, it can not be
treated as a return of capital unless the undivided profits and earned
surplus accumulated since 1913 are first distributed as dividends.
Whether or not such repayments will reduce the invested capital
will depend upon the amount of current earnings available for dis-
tribution at the time of such repayment.

It is therefore recommended that the M Company be permitted
to include in its invested capital for the taxable year 1917 the sum
of 7x dollars as a surplus paid in by the stockholders, proper adjust-
ment being made for any distribution of dividends in excess of
available net earnings,

Section 325, Article 815: Inadmissible assets. 1-19-116.
(Also Section 213, Article 77.) 0. 781.

WAR FiNANJE COBPORATION BONDS—* ADMISSIBLE ASSETS.”

Interest on an amount of bonds of the War Finance Corporation,
the principal of which does not exceed in the aggregate $5,000, 1s ex-
empt from Federal income and excess-profits taxes. Corporate funds
invested in such bonds are inadmissible assets to the extent that they
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are invested in bonds of a face value of not more than 85,000, but funds
of a corporation or an association invested in such bonds are admissible
assets so far as they are invested in such bonds beyond a principal
or face value of $5,000.

Opinion is requested as to whether War Finance Corporation
bonds are admissible or inadmissible assets of a corporation, within
the meaning of section 325(a) of the Revenue Act of 1918. That
gubsection includes the provision that—

The term “ admissible as<ets’ means * * * bonds and other obligations
(other than obligations of the United States), the dividends or interest from
which is not included in computing net income #* * % The term * ad-
missible assets” means all assets other than inadmissible assets, valued in
accordance with the provision of subdivision (a) of section 326, section 330, and
section 331.

Therefore, if funds which would otherwise be a part of the in-
vested capital of a corporation are invested in War IFinance Corpo-
ration bonds, no exclusion of funds so invested from invested capi.
tal will be necessary unless interest on such bonds is not included in
computing net income. As shown below, the interest on so much
. of the principal of such bonds as exceeds 5,000 is included in net in-
come, and no funds so invested are to be considered inadmissible
as-ests, by reason of being invested in such bonds, except as are in-
vested in bonds having a face value of $5.000. the interest on which
is exempt. . ) )

This conclusion has the following basis®

War Finance Corporation bonds, held in excess of $5,000 princi-
pal, are subject to surtaxes, although not to normal taxes, under the
provisions of section 213 (a) (4) Revenue Act of 1918—

In the case of bonds issued by the War Finance Corporation, the interest shall
be exempt only if and to the extent provided in the respective Acts authorizing
the issue thereof as amended and supplemented, and shall be excluded from
gross income only if and to the extent it is wholly exempt from taxation to the
taxpayer both under this title and under Title ITI.

That is, if, under the Acts authorizing the issuing of such bonds,
they are not wholly exempt from taxation, such interest may not be
excluded from gross income. These bonds are issued under the
authority of the Act of April 5, 1918, which provides, in section 16—

That all such bonds shall be exempt, both as to principal and interest, from
all taxation now or hereafter imposed by the United States * * * except
(a) estate or inheritance taxes and (b) graduated additional income taxes,
commonly known as surtaxes, and excess profits and war profits taxes, now or
hereafter imposed by the United States upon the income or profits of individu-
als, partnerships, corporations, or associations. The interest on the amount of
such bonds the principal of which does not exceed in the aggregate $5,000,
owned by any individual, partnership, corporation, or association shall be ex-
empt from the taxes referred to in clause (b).

Recognizing that a taxpayer may be required to include a certain
amount of interest upon such bonds in gross income, section 216(b)
of the Revenue Act of 1918 allows a ¢redit for—

The amount received as interest upon obligations of the United States and
bonds issued by the War Finance Corporation, which is included in gross income
under section 213.

Tt is therefore held that interest on an amount of bonds of the War
Finance Corporation, the principal of which does not exceed in the
aggregate $5.000, is exempt from Federal income and excess profits
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taxes. Corporate funds invested in sueh bonds are inadmissible
assets to the extent that they are imvested in bonds of a face value
of not more than $5,000, but funds of a eorporation or an associa-
tion invested in such bonds are admissible assets so far as they are
invested in such bonds beyond a prineipal or face value of $5,000.

Section 325, Article 815: Inadmissible assets. 1-19-118,
0.D.81.

Federal reserve bank stock held by member banks is held to be
an inadmissible asset in determining imvested capital for exeess
profits tax purposes.

Section 325, Article 815: Inadmissible assets. 24-19-576.
0. D. 305.

Tnasmuch as dividends received by a domestic corporation from a
foreign corporation deriving income from sourees within the United
States are allowable deductions in ascertaining the net income of the
domestic corporation subject to tax, there could not be included in
the invested capital of the domestic corporation receiving the divi-
dends the amount of capital invested in the stock of t%e foreign
corporation, or any part of the value thereof, except as outlined In
article 817.  (See 5-19-252; sec. 216, art. 301.)

Section 325, Article 815: Inadmissible assets.

(See 22-19-538; sec. 326, art. 838.) Stock of foreign corporations -
deriving no income from sources within the United Stafes.

Section 325.

(See 11-19-390; sec. 326, art. 831.) Computation of invested capi-
tal when no-par-value stock issued for purchase of assets of a going
concern, alleged to be worth more than the figures at which the
properties in question were entered on the books of the purchaser.

Section 325, Article 818: Admissible assets. 1-19-132,
0.D.93.

_Conversion of certificates of indebtedness purchased by a corpora-
tion in 1918 into Victory loan notes of same value would not affect
invested capital for purposes of war profits tax.

Section 325, Article 818: Admissible assets.

(See 1-19-40; sec 213(b), art. 80.) Amount to be included in
adp(nilssﬂ)le assets when Liberty bonds are subscribed for but not fully
paid.

-

Seetion 326.—INVESTED CAPITAL.

Section 326, Article 831: Meaning of invested eapital 10~-19-365.
{ &lso Section 331, Article 941.) 0. 872,

VALUATION OF INVESTED CAPFFAL TR CsSE OF CONSOLIDATION PRIior To
Marcr 3. 1917.

Where two corporations are engaged in different brameches of the
same business, and the certificate of incerporation of one ef them ig
amended so as to change its name and increase its capital stock, which
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new stock is fssued in exchange for the stock of the original companies,
and this exchange is made prior to March 3, 1917, to determine the in-
vested capital ¢f the new organization there should be added to the
invested capital, as defined by Section 207 (a), Revenue Act of 1917,
of the company whose certificate has been amended the fair value of
the assets of the other company, this latter valuation to be made as of
the date of the exchange of stock, and not of a later formal transfer of
the tangible assets. (Revenue Act of 1917, secs. 201, 207, and 208.)

Opinion is requested as to the method of determining the amount
of the invested capital of the Z Company for the year 1917.

In the year 1916 the M Company and the Y Company vwere en-
gaged in the manufacture and sale of certain commodities. The M
Company had a capitalization of 8x dollars; the Y Company of 5x
dollars. It was decided to consolidate the business of the two com-
panies, and to this end the certificate of incorporation of the M Com-
pany was in 1916 amended so as to change its name to “Z Company,”
and to increase its capital stock to 67x dollars. The stock of the Z
Company was in that year issued to the stockholders of the M Com-
pany and of the Y Company. The assets of the Y Company were
formally transferred to the Z Company by a bill of sale and by deed
in 1917. A valuation was made in 1916 of the properties of the two
companies which indicated that the net assets of the M Company
were 12x dollars and of the Y Company 10x dollars. The Z Com-
pany seeks to have this valuation of the assets of the two companies,
a total of 22x dollars, accepted as the basis of its invested capital for
the year 1917.

1t is assumed from the statement of facts that there was no change
of corporate entity as between the M Company and Z Company, a
theory which seems fair to the taxpayer by reason of the statement
in the brief presented in its behalf that the certificate of incorpora-
tion of the M Company was amended. changing its name to “ Z Com-
pany,” and increasing its capital stock. ete.

The question presented is whether a “ reorganization, consolidation,
or change of ownership ™ under these facts was effected before or after
March 3. 1917, within the meaning of section 208 of the Revenue Act
of 1917; and if before March 8, 1917, how far the valuation of the
assets of the two companies made in 1916 may be accepted as the
basis of the invested capital of the Z Company for 1917.

The original M Company dealt in raw product, and the Y Com-
pany bought and manufactured it. It was, however, decided that
the entire business could be better conducted under one management;
and with this end in view the M Cempany increased its capital stock
and issued it in exchange for the stock of the other two companies,
The result was to vest complete control of the entire business in the Z
Company, and to transfer to that company the control of the property
of the Y Company as of the time when such merger so became legally
effective, which was in 1916,

The Revenue Act of 1917 imposed a tax called the “ War excess
profits tax” upon “ the net income of every corporation, partnership,
or individual,” in so far as such income exceeded certain percentages
“of the invested capital for the taxable year” of the taxpayer
(Revenue Act of 1917, sec. 201). “Invested capital” is defined as
consisting of (1) actual cash paid in; (2) the cash value of tangible
property paid in; and (3) surplus and undivided profits, exclusive of
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those earned in the taxable year (sec. 207). The statute further
provides:

That in case of the reorganization, consolidation, or change of ownership of a
trade or business after March 8, 1917, if an interest or control in such trade or
business of 50 per cent or more remains in control of the same persous, cor-
poration, associations, partnerships, or any of them, then in ascertaining the
invested capital of the trade or business no asset transferred or received from
the prior trade or business shall be allowed a greater value than woul_d have been
allowed under this title in computing the invested capital of such prior trade or
business if such astet had not been so transferred or received, unless such asset
was paid for specifically as such, in cash or tangible property, and then not to
exceed the actual cash or actual cash value of the tangible property pald
therefor at the time of such payment. (Sec. 202.)

The general rule indicated in the statute is that the value of in-
vested capital is to be determined at the time when it is “paid in.”
Tt must now be decided when such payment is deemed to be made in
cases where there has been a transfer or substitution of stock made in
1916, followed by a formal transfer of tangible assets in 1917.

Restating the rule of section 208, Revenue Act of 1917, for the
determination of invested capital:

A. By express provision where there is a reorganization, consolidation, or
change of ownership, (1) after March 3, 1917, and (2) 50 per cent or more of an
interest or control remains in the same persons, corporations, associations,
partnerships, or any of them, then as to assets transferred or received from the
prior trade or business, no greater value shall be allowed therefor than if there
had been no transfer, unless paid for in cash or tangible property.

B. In cases not covered by the provision quoted, that is, cases where the
reorganization, consolidation, or change of ownership occurred before March 3,
1817, or after March 3, 1917, with less than 50 per cent remaining in the same
control, the invested capital will be determined under the general rule. But
where there is no change of identity of the absorbing organization, its prior
assets must be vaiued under section 207 and not at the time of the reorganiza-
tion, consolidation, or transfer, since there was no transfer of its assets at that
time.

Applying the rule to the present case, the mere change of name b

! ; p s € g Y
amendment with an increase of stock did not involve a change of
identity as to the M Company, and there could not have been there-
{fore, a transfer of the assets of that organization within the meaning
of the statute. As to the Y Company, there was a transfer of con-
trol, and under the facts this transfer was consummated before March
3, 1917, and its assets may therefore be valued as of the time of such
transfer,

It will be necessary, therefore, in determining the invested caé)ital
of the Z Company to add to the valuation of the assets of the Y Jom-
pany made in 1916 (assuming such a valuation to have been fair)
such a sum as represents the Invested capital of the M Company as
defined by section 207 (a) of the Revenue Act of 1917. The valuation
of the assets of the latter company made in 1916 will have to be dis-
regarded, and its assets valued on the basis that no change of owner-
ship or control has occurred as to those assets. There was no transfer
or receipt from ¢ a prior trade or business ” as to such assets.

Section 326, Article 831: Meaning of invested capital. 11-19-390.
(Also Article 836.) T. B. R. 38.
(Also Section 325.)

Revenue Act of 1917, section 207.—TBxcess of the value of property

(paid in prior to Jan. 1, 1914, for stock or shares having no nominal
or par value) over the values recorded on the books.



INCOME TAX RULIXGS. 281

Neither the statute nor the regulations contains provisions ex-
plicitly providing for a case in which the assets and business of a go-
Ing concern were purchased with stock having no par value and were
alleged to be worth more than the figures at which the properties in
question were entered on the books of the purchaser. Section 207 of
the Revenue Act of 1917 provides for tangible property acquired for
stock having a par value and “ specifically issued therefor ”; and for
intangible property purchased for and with shares in the capital
stock of a corporation having a par value; and article 59 of Regula-
tions 41 provides for cases where shares of securities having a par
value are issued for a mixed aggregate of tangible and intangible
property under circumstances where it is possible to produce evi-
dence satisfactory to the Commissioner of Internal Revenue as to the
actual values at the date of acquisition of the tangible property. But
there is no express provision in the statute or the regulations which
provides for a case in which the assets and business of a going con-
cern are turned over en bloe for stock having no nominal or par value.

However, in connection with the determination of invested capital,
there is abundant precedent for treating ‘ no-par-value stock ™ as
having a par value equal to its actual value on the date or dates of
issue. This rule is adopted in the case of intangible property acquired
for no-par-value stock in article 58 of Regulations No. 41; and the
same rule has been given general application in the Revenue Act of
1915 (sec. 325 (b)). It would seem therefore entirely in harmony
with the letter and spirit of the Revenue Act of 1917, and the regula-
tions issued thereunder to follow the rule that where the assets and
business of a going concern have, prior to March 3, 1917, been acquired
for stock with no nominal or par value, the properties so acquired
may be included in the invested capital at a figure not to exceed
their actual cash value at the time acquired (or the actual cash value
of the stock or shares paid therefor) care being taken that intangible
assets shall not be admitted in an amount exceeding 20 per cent of
the total shares of stock outstanding on March 3, 1917, measured
by their value as at the date or dates of issue.

Section 326, Article 831: Meaning of invested capital. 11-19-391.
(Also Section 233, Article 542.) T. B. R. 40.
(Also Section 235, Article 581.)

Reasonable commissions or other forms of compensation lawfully
paid by a corporation for the sale of its capital stock not to be de-
ducted in computing invested capital.

The opinion of the Advisory Tax Board has been asked as to
whether commissions paid by a corporation for the sale of its capital
stock are to be deducted in computing invested capital. Upon this
question section 326 (a) states that invested capital means (1)
“ Actual cash bona fide paid in for stock or shares” * * *
These words signify the actual cash paid in to the corporation or
to its duly authorized agents by the shareholders. Moreover, the
treatment of this question and that of the deductibility of such
commissions from gross income as ordinary and necessary expenses
should be correlative. Under all Federal income tax laws corpora-
tions have been denied the right to deduct such commissions either
as current expense or as a deferred charge to future years. Asitis
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a fact that such commissions are “ordinarily” paid—and in the
organization of many corporations “necessarily” paid—the posl-
tion of the department with respect to the deductibility from income
of this expense can rest only on the ground that it is essentially a
capital expenditure, balanced by the acquisition of a permanent
capital asset of equivalent worth.

Such payments must, like other compensation for personal serv-
ice, be “reasonable” in amount. The payment of any unusual or
disproportionate commission should, in the opinion of the Advisory
Tax Board, be examined for the purpose of ascertaining whether
the cash subscription has been “bena fide paid in” and whether
under the circumstances of the particular case the commission was
reasonable.

Section 326, Article 831: Meaning of invested capital. 11-19-389.
(Also Section 331, Article 941.) T. B. M. 49.

Tt appears that the Y Company went into the hands of a receiver,
the plant being worth, on the basis of cost less depreciation, approxi-
mately 8x dollars. The creditors acquired the assets at a receiver’s
sale at a nominal figure in order to cover loans. They turned: the
business over to the Z Company, a new corporation formed for
the purpose of taking over the property. The conditions of this
latter sale were: (1) the Z Company was to supply x dollars work-
ing capital; (2) the Z Company was to assume the unpaid liabil-
ities of the Y Company and pay them off within a period of years;
(3) the Z Company was to have the assets of the Y Company in
return for meeting the liabilities.

Upon these conditions the Z Company was duly incorporated
with a capital stoek of x dollars subscribed. It is claimed that the
stockholders of the new corporation are the same as those of the
defunct Y Company, and for that reason the new corporation re-
quests to be permitted to set up an invested capital equal to that
of the defunct corporation.

There is a difference of opinion as to whether the x dollars actually
paid in to the Z Company in return for their stock should be con-
sidered the total invested capital of the new corporation or whether
the view should be taken that the new business is substantially a re-
organization of the old, and, therefore, the invested capital be fixed
upon that basis. '

Tt would appear that the first of these views is correct. The Y
Company went into the hands of a receiver and its property was
sold to its creditors who were not the stockholders of the corpora-
tion. The title to this property passed absolutely to the purchasers,
who were in nowise connected with the old corporation, except as
creditors. The transaction was closed and completed so far as the
old corporation and its stockholders were concerned.

The new corporation which was formed to take over the property
could have been incorporated by stockholders of the former com-
pany or by entire strangers; the situation so far as it affected the
creditors would have been the same. There may bave been a com-
munity of interest between the stockholders of the old corporation
and its creditors, and such interest would be a proving factor in the
creation of the new corporation to salvage the property, but this
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would not change the legal status of the transaction. The new cor-
Eoration having been formed, it took over the property which had

een taken by the creditors in satisfaction of their claims on the
following conditions:

They were to furnish x dollars working capital, to raise which they
sold stock; and they were to assume the unpaid liabilities of the old
corporation in exchange for the property taken over by the banks,

The invested capital of the Z Company, therefore, would appear
to be the x dollars received for the stock sold. The value of the
property received on condition of the assumption of the unpaidl
liabilities of the Y Company can not be included in invested capital
because it is borrowed capital.

Section 326, Article 831: Meaning of invested capital. 9-19-350.
0. D. 202.

The amount of taxes withheld at the source to be later paid over
to the Government is not an asset of the withholding agent and
must be eliminated entirely from the computation of invested capital.

Section 328, Article 831: Meaning of invested capital. 13-19-131.
O. D. 243,

Shares of stock distributed by a corporation to its employees in
payment of services rendered, where the amount is not excessive,
may be included in invested capital to the extent of the actual cash
value of the services rendered.

Section 326, Article 831: Meaning of invested capital. 16-19-466.
0. D. 260.

If a bank declares a dividend and pays a certain part to its stock-
holders and carries the balance to a special account, by whatever
name known, e. g., *“ Stockholders’ trustees account,” to which ac-
count the amounts of speculative loans and investments are charged,
such loans and investments and other assets representing the amounts
transferred to this account are the property of the individual stock-
holders, and no portion thereof can be treated as invested capital
of the bank.

Section 326, Article 831: Meaning of invested capital. 24-19-5717.
0. D. 306.

Where bonds are exchanged for stock in the same corporation
under the terms of a convertible trust deed, it will be presumed, for
the purpose of computing invested capital, that the value of the
bonds is equivalent to the value of the stock. The addition to invested
capital would accordingly be the amount for which the bonds were
originally sold.

Section 326, Article 831: Meaning of invested capital. 26}—19-57 8.
. D. 307.

A contract may be treated as tangible property when it relates to
rights in tangible property to such an extent that its value arises
chiefly therefrom, but it may not be treated as invested capital unless
it iz bona fide paid in for stock or shares in the corporation, in accord-
ance with section 326 (a) of the Revenue Act of 1918,
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Section 326, Article 831: Meaning of invested capital.

(See 13-19-425; sec. 233, art. 541.) Interest on a company’s owWR
funds used temporarily for construction purposes charged to capital
account.

Section 326, Article 835: Tangible property paid in; 16-19-467.
mixture of tangible and intangible property. T. B. R. 49.
(Also Article 868.)

Article 59 of Regulations 41 is a reasonable interpretation of the Act
of October 3, 1917, and where a corporation has acquired tangible and
intangible property in exchange for its bonds and stocks it will be
deemed, in the absence of clear evidence to the contrary, that the in-
tangibles were acquired by the stock. )

In computing consolidated invested capital, where one corporation
has acquired the stock of one or more subsidiary companies, such trans-
action should be treated in effect as though the assets of the respective
companies had been acquired. In the case under consideration, the de-
cision of the income tax unit in allowing a 9 per cent deduction is
approved. -

. (1) The W Company was formed through the merger of the Y

Company and the Z Company with the W Company as it existed be-
fore the merger. The new company issued the following securities:

Bonds_ - 67x dollars
Capital stock 59x dollars
Total bonds and stock_ --— 126x dollars

The company also assumed liabilities amounting to 9x dollars.
For the above securities and the assumption of the liabilities just
mentioned the company acquired total tangible assets of 84x doliars
and intangible assets ot 51x dollars.- In computing its invested capi-
tal for 1917 the company claims that these securities were issued
ratably for both tangible and intangible assets, and that, therefore,
46 per cent of the bonds were issued for tangible and 54 per cent for
intangible 1I:ropesrty. These ratios apply also to the common stock.
Is this method of computation correct?

The act of October 3, 1917, provides that, where intangible assets,
such as good will, trade-marks, trade brands, etc., have been acquired
by capital stock, the maximum amount that may be included in in-
vested capital in respect of such intangibles is limited to 20 per cent
of the capital stock of the corporation outstanding on March 8, 1917.
This is a purely arbitrary limitation designed to prevent the inclu-
sion in invested capital of excessive amounts of capital stock issued
for intangibles in excess of their reasonable value. Where capital
stock is issued directly for intangible property, the application of
this rule is simple, but where, as in the present case, a mixed aggre-
gate of tangible and intangible property is acquired for the total
amount of securities, part of which are in the form of bonds and
part of which are in the form of stock, it becomes necessary to
determine how much of the tangible property was acquired by bonds
and how much, if any, by the issuance of capital stock. Regulations
41, article 59, lays down the rule that—

In the absence of satisfactory evidence to the contrary, it will be presumed -
in the case of a corporation that its stock was issued for the following pur-

poses in the order named: (@) Good will or ether intangible broperty, (b)
patents and copyrights (¢) tangible property.
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Stating the rule converzely, bonds are to be applied first against
tangible property, and any remainder only will be applicable to in-
tangible property. There is no clearly stated rule in the statute;
therefore the regulation is based upon inference, and to be sound
must be a reasonable interpretation of what the statute requires. In
any case in which a mixed aggregate of tangible and intangible
groperty is acquired for a block of securities consisting in part of

onds of the corporation and in part of its capital stock, the alloca-
tion of the tangible and intangible property to the respective securi-
ties may be made upon one of three possible bases:

(a¢) That the stock was issued first against tangible property, and
that the bonds were issued against intangible property :

(5) That the bonds and the stock apply ratably against the tan-
gible and intangible assets; and

(¢) That the bonds apply first against tangible assets, and that the
stock was issued against any remaining tangible property and for
the intangible property.

Considering briefly tﬁese possible bases. the first must be discarded
as altogether unreasonable. Corporate securities are not and could
not in any ordinary case be issued upon such a basis. The second
basis is that claimed by the taxpayer, but it also must be discarded
on the ground that it does not conform to the methods of corporate
finance. Bonds are universally drawn in such a way as to rank sen-
ior to capital stock. A bond aims to give the maximum of security
with a moderate rate of return, and this return, while limited in
amount, is nevertheless a fixed obligation for the payment of which,
together with the Iprincipal of the bond, tangible assets are spe-
cifically pledged. It is true that in some instances the mortgage or
other instrument may cover not only tangible property but intangi-
ble property also, but even in such a case the satisfaction of the bond
is first sought against the tangible property. The stock as the junior
gecurity is more speculative in character. It has no right of fore-
closure and after satisfaction of the senior securities the stock must
bear all losses. As against this, howerer, the stock is limited in its
return only by the earning capacity of the corporation. Tangible
property has an actual value resting upon its permanency and upon
the variety of its possibke uses. Intangible property is evanescent in
its character, and its value rests upon its potential earnin%\power
and its use is limited usnally to the trade or business in which it has
its origin. It thus lacks the elements which make tangible property
the accepted security for bonds, but because of its earning power 1t
is a fitting basis for an issue of common stock. These distinctions
are not merely theoretical but underlie the whole structurs of cor-

orate finance in this country, and are so interwoven with the prac-
t)ice and procedure in the issuance of securities that they have be-
come, for all practical purposes, obligatory.

The rule laid down in article 59 of Regulations 41 is, in the
opinion of the Advisory Tax Board, reasonable and fairly interprets
the intent of the Statute. It is, therefore, recommended that the
claim of the W Company to the right to compute invested capital
upon the basis of prorating the bonds and stock issued by it over
the tangible and intangible property be denied.

(2) In accordance with a court decree the W Company as it then
existed was dissolved. Two new companies, the R Company and S

103022°—22—19
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Compan{, were organized and a certain portion of the tangible and
intangible assets of the W Company was transferred to these new
corporations. In this connection the W Company claims that the
_tangible and intangible property transferred at this time was ac-
quired by it partly for bonds and partly for stock. This question
is not material in view of the negative conclusion reached, in (1)
above. This applies, however, only in so far as it relates to property
acquired at the time of the merger and it may be that some part
of the intangible property in the form of trade-marks or trade
brands so transferred may have been acquired for cash or tangible
property since that date. Proper recognition should, of course, be
iven to the faets in such an event.

(3) The W Company acquired through the merger already nien-
tioned the stock of certain subsidiary companies. In the computa-
tion of the consolidated invested capital the Income Tax Unit has
treated the acquisition of the stock of these subsidiary eompanies
in the same manner as if the tangible and intangible assets of the
respective companies had been-acquired. In some cases these sub-
sidiary companies have since been dissolved and upon dissolution
the assets have been taken up by the parent company and the liabili-
ties assumed by it. In the opinion of the Advisory Tax Board the
method of computatien used by the unit as above stated Is correct.

(4) The W Company makes claim for prewar deduction of 9
per cemt, although its actual earnings during the prewar period
amount to less than this percentage of its invested capital. Repre-
sentative corporations, however, show more than 9 per eent, and the
W Company would have shown more than ¢ per cent except for a
charge that occurred during this period by way of premium paid
upon certain bonds of the company which 1t had called in and ean-
celed pursuant to the dissolution decree.

In view ef all these circumstances, the Advisory Tax Board cor-
curs in the decision of the Income Tax Unit that the taxpayer’s
claim sheowld be allowed.

Section 326, Article 835: Tangible property paid in; 1-19-120.
mixture of tangible and intangible property. T. B. M. 5.

Where since the organization of a corporation its capital stoek
has been inereased or reduced and such change represents an actual
acquisition of new property for stock or an actual impairment of
original properties, the 20 per cent limitation impesed by section
907, Revenue Act of 1917, will be based upen the par value of the
total stock outstanding on March 3, 1917. (Also applieable to part-
nerships.)

Secfion 326, Article 836: Tangible property paid in; 8-19-334.
value in excess of par value of stock. T.B.R. 32.
(Also Section 202, Article 1565.)

How invested capital shall be determined in the case of the X company
where bondholders purchased at foreclosure sale the property covered
by the meortgage securing the bends, and then transferred said prop-
;erty to a new corporation in exchange for ifs total authorized stock
ssue,

The bondholders of the X company obtained judgment against
the debtor corporation in the amount of 4x dollars. The property
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of the corporation was sold and bid in by the bondholders for
3x dollars. The memorandum states that the cash value of the prop-
erty was proba,bl{l less than the judgment and probably more than
the bid. "After the property was bid in by the bondholders a new
corporation with an authorized stock issue of 2x dollars was organ-
ized, and the property bid in at foreclosure sale by the bondholders
was exchanged for the total issue of the stock of the new corpor:-
tion. The inquiry is, What shall be the amount of the invested capi-
tal of the new corporation ?

Article 153 of Regulations 45 provides that where under fore-
closure a mortgagee buys in the mortgaged property and credits
the indebtedness with the purchase price, the difference between the
purchase price and the indebtedness will not be allowable as a deduc-
tion for a bad debt, for the property which was security for the debt
stands in place of the debt. Articﬁa 1563, Regulations 45, also pro-
vides that there is no gain or loss arising from the acquisition and
subsequent disposition of property when as a result of a trans-
action there is not a change in substance but merely in form of own-
ership. It isprovided that there must be a change into the equivalent
of cash to complete or close a transaction from which income may be
realized. These regulations deny to the stockholders the right of
taking loss upon the basis of any estimated difference in value be-
tween their investment in bonds and the property taken to secure
such bonds.

Article 836 provides that evidence offered in support of a claim
for a paid-in surplus may consist among other things of an appraisal
of the property; certification of the assessed value in the case of
real estate; and proof of a market price in excess of the par value
of the stock or shares. It provides, however, that “generally,
allowable claims under this article will arise out of transactions in
which there has been no substantial change of beneficial interest in
the property paid in to the corporation, and in all cases the proof
of value must be clear and explicit.”

In the case of the X Company there has been no change of bene-
ficial interest of the stockholders, and the Advisory Tax Board is
of the opinion that the corporation should be allowed to set up an
invested capital equal to the value of the property transferred to
the corporation as of the date of transfer, such value to be estab-
lished by evidence acceptable to the Commissioner. The question
of gain or loss to the stockholders who were the former bondholders
and the invested capital of the new corporation are not concurrent
as to time of determination in the above case. The gain or loss of
stockholders will be determined on the basis of the price paid for
the bonds and the price received for stock of the new corporation
when sold.

Section 326, Article 836: Tangible property paid in; 14-19-440,

value in excess of par value of stock. T. B. M. 57.

The assets of & corporation can not be wvalued as of March 1, 1913,
for the purpose of computing invested capital.

The X Company has appealed from a decision of the Income Tax
Unit that it can not appraise its assets as of March 1, 1913, and use
the values thus ascertained as a basis for determining invested capi-
tal. The company relies on Lynch ». Turrish (247 U. S., 221) and
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similar decisions, holding that appreciation prior to March 1, 1913,
can not be considered net income for the purposes of the income tax.

An inspection of section 207 of the Revenue Act of 1918 with its
reiteration of the phrase “value * * * gt the time of such pay-
ment” clearly shows that with minor exceptions the statutory in-
vested capital is based upon the value of property at the time it is
paid in for stock or shares and not upon a valuation at some subse-
quent date. The law has been consistently interpreted to mean that
the basis or starting peint in the computation of invested capital
is found in the amount of cash or other property paid in, the originat
values of such other property being determined in accordance with
the statute and the regulations. (Art. 42, Regulations 41.) In
enacting the Revenue Act of 1918, Congress advisedly continued and
confirmed this general principle. (Senate Rept. No. 617, p. 11;
sec. 326, Revenue Act of 1918.) This well-established rule must be
applied in the present case. The fact that this particular company
has defective accounting records and can not accurately compute
its invested capital in the ordinary manner may justify assessment
under section 210 of the 1917 Revenue Act or section 828 of the 1918
Revenue Act, but does not permit any appraisal of assets at a time
subsequent to the date on which they were paid in for stock as a
basis of a computation of invested capital. '

Section 326, Article 836: Tangible property paid in; 1-19-198,
value in excess of par value of stock. 0. D. 89,
The value as at January 1, 1914, of tangible property paid in

for stock or shares is no factor in computing invested capital under
the Revenue Act of 1918, '

Section 826, Article 836: Tangible property paid in; 1-19-199.
value in excess of par value of stock. 0. D. 90.

Paid-in surplus representing tangible property need not be reduced
by reason of depreciation of the property in question. All adjust-
ments necessary on account of inadequate or excessive depreciation
shmflild be made in connection with earned surplus or undivided
profits. .

Section 326, Article 836: Tangible property paid inj 13-19-432.
value in excess of par value of stock. 0. D. 249,

Where a corporation exchanges its stock for the assets of a part-
nership, which are greatly in excess of the par value of the stock, and
there 1s no written obligation to the partners as to the payment of
the excess, the taxpayer is entitled to submit evidence in support
of a claim for paid-in surplus; however, if the corporation is obli-
gated to the partners for any portion of the excess, a claim can not
be sustained. ‘

Section 326, Article 838: Surplus and undivided prof- 29-19-538,
its; earned surplus. T.B.R. 67.
(Also Section 325, Article 815.)
Revenue Act of 1917~Treatment, for the purpose of determining
the invested capital of a domestic corporation, of shares of stock inp
8 foreign corporation deriving no income from sources within the
United States, acquired for cash and in exchange for a patent right
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The M Company, a domestic corporation, organized the O Com-
pany, a foreign corporation. The O Corporation issued stock of
the par value of 10x dollars to the M Corporation for 5x dollars
cash and for the right to use certain patents, which right was
worth at least 5x dollars. None of the income of the O Corporation
for the year 1917 was derived from sources within the United States.
The question is as to the method of treatment of the shares of stock
of the O Corporation in determining the invested capital of the M
Corporation for the year 1917, under the Revenue Act of that year.

In computing the surplus and undivided profits of the M Corpo-
ration, the shares of stock in the O Corporation are to be valued
at cost, with proper adjustments, if any. (The method of com-
puting surplus and undivided profits under the Revenue Act of
1918, laid down in article 838 of Regulations 45, is equally appli-
cable to the computation of surplus and undivided profits under the
Revenue Act of 1917.) 1In the cost of the shares of stock of the
O Corporation are to be included the cash payment of 5x dollars,
and the patent right at its value at the time of the exchange, which
value can not be taken as exceeding the value of the shares of stock
received in exchange therefor. The effect of the transaction may
be to increase or decrease the amount of the surplus and undivided
profits of the M Corporation, though the assets which ultimately
give value thereto; to wit, the cash and the patent right, remain
the same. Such increase or decrease, however, is due to such a
change in the situation as amounts to a realization of gain or loss,
and any gain so realized is earned surplus, as any loss so realized
effects a decrease in earned surplus. (See art. 1565, Regs. 45, a3
amended by T. D. 2924.) Since earned surplus is considered in
determining invested capital regardless of the time when it was
earned, it is immaterial that the gain or loss realized from the trans-
action was due to appreciation or depreciation which in part oc-
curred prior to March 1, 1913. In this respect the principles appli-
cable to the computation of invested capital differ from those ap-
plicable to the determination of taxable income for, while such part
of the realized appreciation, if any, as is attributable to the period
after March 1, 1918, is taxable income, such pait as is attributable
to the period before March 1, 1913, thoug_h considered in the com-
putation of invested capital, escapes taxation. i o

The shares of stock of the O Corperation constitute “admissible
assets ? of the M Corporation for the year 1917. The O Corporation
derived no income from sources within the United States, and con-
sequently was not subject to income tax under Title I of the Revenue
Act of 1916, as amended by the Revenue Act of 1917. (Sec. 10.)
The dividends received by the M Corporation upon its stock in the
O Corporation should, therefore, be included in the income of the
M Corporation for purposes of the excess profits tax. They are
not “amounts received * * * as dividends upon the stock
* % * of other corporation * * * subject to the tax im-
posed by Title I of such act of September 8, 1916,” within the mean-
g of section 206 of the Revenue Act of 1917 which authorized
the deduction of such amounts from the income of a domestic cor-
poration in order to determine the amount of income of such cor-

11
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poration subject to the excess profits tax. Consequently, the stock
of the O Corporation does not constitute “inadmissible assets ”
under the provisien of section 207 of Title II of the Revenue Act
of 1917 that—

As used in this title * invested capital ” does not include stoeks, bonds (other
than obligations of the United States), or other assets, the inconre from whieh
is not subject. to the. tax imposed by this title. -

Tt is held, therefore, that for the purpose of determining the in-
vested eapital of the M Corporation () in computing its surplus and
undivided profits its shares of stock in the O Corporation are to be
valued at cost with proper adjustments, if any, such cost being 5z
dollars plus the value at the time of the exchange therefor ef the
patent rights owned by the M Corporation; and (&) such shares of
stock are to be regarded as “admissible assets.”

Section 326, Article 838: Surplus and undivided proi- 1-19-121.

its ; earned surplus. 0.D. 82.

Good will created to offset impaired capital has no effect on in-
vested capital. Subsequent earnings must be: used first to restore
impaired capital; excess may be added to. original investment as in-
vested capital. ,

Section 326, Article 838: Surplus and undivided prof- 1-19-130.
its; earned surplus. Q. D. 91
Any portion of surplus or undivided profits representing unearned

interest or discount which has not been reported as taxable income,

must be excluded in the computation of invested capital fer war
profits and excess profits purposes.

Section 326, Article 838: Surplus and undivided prof- 1-19-131.
its; earned surplus. 0. D. 92.
If a taxpayer reports profits on installment sales on the basis of the

proportionate part of each installment received representing profit,
his surplus account as at the beginning of the taxable year must be
reduced in computing invested capital to the extent that the surplus
account includes profit on such sales which has not been reported as
taxable income. '

Seetion 326, Article 840: Surplus and undivided: prof- 9-19-151.
its; additions to surplus account. T. B.R. 6.
(1) Where a distilling corporation pursuant to a resolution of

the board of directors charged against surplus in 1912 and 1913
amounts aggregating dollars on the ground of alleged obse-
lescence of a part of its equipment and the entire equipment was
continued in use the same as previously, no reduction of output
being made and no portion of the property having been retired or
scrapped, in fact no change being made beyond the arbitrary redue-
tion of the surplus and invested capital by charging off the
dollars on the books of the corporation, it having been shown that
these charges were made only for the consideration of the corpora-
tion and that they did not enter into the corporation’s income tax
returns, the amounts so charged off may be restored to invested capi-
tal, less proper allowance for ordinary depreciation.
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Section 326, Article 840: Surplus and undivided prof- 15-19-452,

its; additions to surplus account. T. B. M. 56.
(Also Section 214, Article 181.)

Amortization allowances deducted In ascertaining net profits for the
purpose of the munition manufacturer's tax act (Title III of the Reve-
nue Act of 1916) do not affect “invested capital” under the Revenue
Act of 1918,

The munition manufacturer’s tax was laid “upon the entire net
profits actually received or accrued ” from the sale or disposition of
specific munitions, and it was provided in section 202:

That in computing net profits under the provisions of this title for the pur-
pose of the tax there shall be allowed as deductions from the gross amount
received or accrued for the taxable year from the sale or disposition of such
articles manufactured within the United States, the following items: * * *
(£) A reasonable allowance according to the conditions peculiar to each con-
cern, for amortization of the values of buildings and machinery, account being
taken of the exceptional depreciation of special plants.

It is apparent from this language that the amortization allowance
in question was authorized for the purpose of computing “net
profits,” not “ net income.” The right to make a deduction for amor-
tization in computing net income for the income tax did not exist
and was repeatedly denied by the bureau prior to the passage of the
Revenue Act of 1918. It is to be noted further that the taxes imposed
by Title IT of the Revenue Act of 1917 and Title III of the Revenue
Act of 1918 were explicitly laid upon “ net income,” and were in a
variety of ways impressed with the stamp and character of an income
rather than a munition manufacturer’s tax. They are in no sense
mere continuations or expansions of the tax imposed by Title ITI of
the Revenue Act of 1916. It follows, therefore, that the deduction
for amortization under the munition manufacturer’s tax law was not
allowed for income tax purposes and should not now be permitted
to affect the surplus or any other element entering into the * invested
capital 7 employed for purposes of the war profits and excess profits
taxes.

This conclusion is supported by the character of the amortization
allowance in question. It wasin many respects quite dissimilar from
the depreciation and depletion allowances. It was not based upon
the fact that plant and equipment acquired in the year 1918 or earlier
for the manufacture of munitions, actually depreciated in use or
market value during the taxable year 1916. There was in general no
such depreciation in value or impairment of useful life. Account
was taken “of the exceptional depreciation of special plants” but
the principal allowance was “ for the amortization of the values of
buildings and machinery,” whether those values increased or de-
creased in the immediate future. The principal amortization allow-
ance looked to the establishment of a special fund to recoup excep-
tional war costs when war uses had ceased; it did not imply that
there had been or would be any immediate impairment of physical
assets, such as is covered by the depletion allowance, or any imme-
diate exhaustion, wear, tear, or obsolescence in excess of the amount
covered by the depreciation allowance. It was, as stated, a special
allowance peculiar to this tax, designed possibly to moderate the
(then) exceptionally high rates of the munition manufacturer’s tax.

Reference has been made in this connection to the wording of
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section 214 (a) (9) and section 234 (a) (8) authorizing a deduction
for amortization under the Revenue Act of 1918; but upon careful
examination these paragraphs are found to have no bearing upon the
present case. :

Tt is the opinion of the Advisory Tax Board, therefore, that deduc-
tions for amortization taken under the munition maunfacturer’s tax
act do not affect the computation of the invested capital under the

Revenue Act of 1918 of the corporations which took such deductions.

Section 326, Article 841: Surplus and undivided prof- 3-19-206.
its; limitation of additions to surplus account. T.B.R.19.

A corporation acquiring with stock the assets of a previously ex-
isting corporation, among which assets are included trade-marks,
good will, etc., can not claim as an addition to invested capital

- amounts expended by the predecessor corporation for the general
development of such intangibles and charged by it as current expense.

Section 326, Article 841: Surplus and undivided prof-
its; limitation of additions to surplus account.

(See 8-19-319; sec. 311, art. 781.) Adjustment of salaries paid
during prewar period.

Section 326, Article 843: Surplus and undivided prof- 3-19-208.
its; patents. T.B.M.17.

For the purpose of computing the excess profits tax for 1917 the
capital stock paid for patents is not subject to the 20 per. cent limita-
tions applicable to good will and certain other forms of intangibles.

Section 326, Article 844: Surplus and undivided prof- 7-19-308.
its; reserve for depreciation or depletion. T.B. M. 41.

The claim of the X Company for the inclusion In its invested capital for the year 1917
of the amount of 6x dollars, representing appreciation in the value of its property, which
appreciation had been taken up on lts books in 1914 and returned as taxable income for
that year, should be denied for the reason that such tax was erroneously assessed and
collected, The taxpayer is entitled to a claim for refund.

Reference is made to the claim of the X Company for the inclusion
in its invested capital for the year 1917 of an amount of x dollars
representing appreciation in the value of a certain part of its prop-
erty which was taken up on the books in 1914 and returned as a part
of 1ts taxable net income for that year, in accordance with article 107
of Regulations 33, which reads as follows:

A®T. 107. It will be noted from these definitions that the gross income em-
braces not only the operating revenues but also income, gains, or profits from
all other sources, such as rentals, royalties, interest, and dividends from stock
owned in other corporations, and appreciation in values of assets if taken up
on the books of account as gain; also profits made from the sale of assets,
investments, etc.

This item was brought to the attention of the Bureau during 1918
and was disallowed in the computation of invested capital for the
year 1917. An appeal was made to the Advisory Tax Board, but no
evidence has been found that would warrant a change in the origincl
decision of this office.

Regulations 33, from which article 107 is quoted above, were issued
in January, 1914, and in March, 1915, the question of the taxability
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of appreciation of property when taken up on the books of a tax-
payer was decided adversely to the Government by the United States
Circuit Court of Appeals in the case of the Baldwin Locomotive
Works ». McCoach, Collector (221 Fed., 59). This decision was em-
bodied in Treasury Decision 2183, issued April, 1915, which held that
an * increase in the valuation of assets on the books of the corpora-
tion is not income received during the yvear, where there is no addi-
tion to the plant and all that was done was to revalue the property.”
It appears, therefore, that the return for 1914 was made 1n accord-
ance with the regulations of the department, but that shortly after
the filing of the return the court decision above mentioned made it
necessary for the Treasury Department to rescind the provisions of
article 107 of Regulations 33, in so far as they related to the taxation
of unrealized appreciation. Between April 1, 1915, and the date
upon which the tax for 1914 became due and payable a claim might
have been filed for abatement of the proportion of the tax repre-
sented by the item of appreciation, and since the date of the pay-
ment of the tax the company was entitled to file a claim for refund.
This right continues for a period of five years from date upon which
the return was due.

The computation of invested capital for the year 1917 is to be de-
termined in accordance with the provisions of the Act of October 3,
1917, and Regulations No. 41, issued thereunder. In article 42 of
these Regulations it is provided, inter alia, that—

If value appreciation of a kind not subject to income tax (other than that
allowed under article 55) has been taken up on the accounts, a deduction must
be made in respect of such appreciation so taken up.

As shown above, the appreciation written up on the books in 1914
was not properly subject to income tax. The exception to this rule
as found in article 55 referred to in the quotation above reads as
follows:

Tangible property paid in for Stock or shares prior to January 1, 1914, must
be valued at either (a) the actual cash value of such property on January 1,
1914, or (b) the par value of the stock or shares specifically issued therefor,
whichever is lower.

This regulation is based upon the statutory provision defining in-
vested capital, which is found in section 207(a) (2) of the Act of
October 3, 1917:

The actual cash value of tangible property paid in other than cash, for stock
or shares in such corporation or partnership, at the time of such payment (but
in case such tangible property was paid in prior to January 1, 1914, the actual
cash value of such property as of January 1, 1914, but in no case to exceed the
par value of the original stock or shares specifically issued therefor).

This provision of the law does not allow for any general apprecia-
tion of property as at January 1, 1914, and the inclusion of apprecia-
tion in invested capital is limited in effect to cases where capital stock
has been issued specifically in payment for tangible assets in an
amount which at par exceeded the actual cash value of the property
at the date of the transaction, but whe_re betjveen such date and Janu-
ary 1, 1914, the property had appreciated in value. In such a case
appreciation in an amount not in excess of the difference between the
actual cash value of such property at the date of its acquisition and
the par value of the stock 1ssued specifically for the property may be
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included in invested capital. The case does not come within this
exception.

The claim for inclusion in invested eapital of x dollars represent-
ing appreciaiion in value of property can not be allowed.

Section 326, Article 845: Surplus and undivided prof- 5-19-265,
its; reserve for income and excess profits taxes. T. B. R. 17.
Treasury Decision 2791 and article 845 of Regulations should not be
modified.

Numerous protests against the validity of the principle  first
adopted in Treasury Decision 2791, approved February 17, 1919, and
subsequently embodied in Article 845 of Regulations 45, have been
made. A hearing upon the question was held before the Advisory
Tax Board at the request of the X Company, at which time its gen-
eral counsel appeared and argued against the power of the Com-
missioner to make this regulation, which requires that surplus and
undivided profits as of the end of the preceding year must be re-
duced as of the date or dates when Federal income and excess profits
taxes become due and payable, by the amount of such taxes for that

ear.
7 In the original and supplemental memoranda filed by the X Com-
pany counsel has set forth at length the several arguments of greater
or less weight in support of the position urged by that taxpayer..

In the opinion o? the board the Commissioner and Secretary in
promulgating Treasury Decision 2791 and article 845 have placed
the whole matter upon what is the only basis which accords with the
requirements of the statute and meets the demands of proper account-
ing, although it is true that the arguments advanced by counsel for
the taxpayer in this case are well presented and at first blush seem
convineing and persuasive,

Article 845 of Regulations 45 provides:

For the purpose of computing invested capital, Federal income, and war
profits and excess profits taxes are deemed to have been paid out of the net
income of the taxable year for which they are levied. It is immaterial,
therefore, whether reserves for the payment of such taxes for the preceding

. year have been set up or not, or if set up whether such taxes when paid have
actually been charged against such reserves. Amounts payable on account of
such taxes for the preceding year may be included in the computation of in-
vested capital only until such taxes become due and payable. A deduction
from the invested capital as of the beginning of the taxable year must therefore
be made for such taxes or any instalment thereof, averaged for the propor-
tionate part of the taxable year after the date when the tax or the installment
is- due and payable.

The provisions of Treasury Decision 2791 relating to the tax under
Title IT of the Revenue Act of 1917 are substantially the same.

The relevant provisions of the statute are found in section 207
of the Revenue Kct of 1917— ‘

As used in this title “invested capital” does not include * * = money
or other property borrowed, and means, subject te the sahove limita-
tions: * * * (3) paid in or earned surplus and undivided profits used
or employed In the business, exclusive of undivided profits earned during the
taxable year.

and in section 326 of the Revenue Act of 1918—

Smc. 326, (a) That as used in this title the term *‘invested capital” for
any year means * ¢ * (38) paid-in or earned surplus and undivided profits;
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nut Including surplus and undivided profits earned during the year; % * *
but (b) as used in this titke the term “ invested capital® does not include
borrowed capital.

The term “earned surpls and undivided profits” used in both
acts is brief but full of import. In effect, it incorparates intc the
law by reference the entire body of principles of accounting rela-
tive to the determination of surplus. There is in neither act any
provision defining this term or modifying what must otherwise be
accepted as the guiding principle to be applied in determining what
is surplus. The statute, therefore, requires that the surplus in any
case shall be determined exactly in accordance with the accepter
principles of accounting; and it is to those principles that both the
taxpayer and the Government must turn for light upon the meaning
of this provision of the law.

The application of these principles to the question at issue brings
a speedy response and permits of only one answer. A tax levied as
these taxes are, for a definite period, must be considered as a liability
which has fully accrued at the end of that period; and if not already
paid, provision for its payment must be made before there can be any
true surplus or undivided profits. This is especially true in the case
of an income tax—and excess and war profits taxes are income
taxes—which must be considered as a sharing by the Government in
the income of the taxpayer for the taxable year. The fact that the
tax is in terms of the statute imposed “upon” the net income and
that there is no specific provision that it is to be paid “out of ” net
income can not change its inherent nature.

The amount of these taxes for any year can not, therefore, after
the conclusion of such year be considered as a part of the surplus,
but is rather in the nature of a liability, and if this regulation is
open to criticism at all, such criticism might much more properly
be directed against its further provision permitting the amount of
such tax to be included as surplus until such time as the tax becomes
due and payable.

It is true that in every case the situation is not such that it will
be vitally affected by a failure to apply sound principles, and as a
result the development of the rulings already referred to as unsound
was very easy, but when the situation happens to be such that the
effect of the application of a wrong principle would be critical the
difference between the sound and the unsound principle is apparent
at once. A single example will suffice to illustrate what is meant:
Thus, if a business continues to be owned from year to year by sub-
stantially the same interests it becomes relatively unimportant
whether such taxes are charged against the income upon which they
are levied or against other funds; but if the control of that business
changes hands and it thus becomes important to charge the taxes
against the proper funds, there would never be any question but
that they are properly chargeable against the income for which
levied. The purchaser would never for a moment admit that they
might equally as well be charged against his future earnings or that
he should become liable to raise them by beorrewing from the bank
or otherwise, without allowance being made in the consideration
which he pays for the business,
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In the opinion of the board the provisions quoted above from
section 207 of the Revenue Act of 1917 and from section 326 of the
Revenue Act of 1918 are controlling and sustain the interpretation
which has been embodied in the form of a regulation in Treasury
Decision 2791 and in article 845 of Regulations 45. It is accordingly
recommended that no modification in these regulations be made.

Section 326, Article 845: Surplus and undivided prof- 12-19-411,
its; reserve for income and excess profits taxes. T.B.M.51,
Effect of assessment of additional income and excess profits taxes
for prior years upon invested capital.

The rulings contained in Treasury Decision 2791 and article 845
of Regulations 45 require income and excess profits taxes levied for
the particular year to be considered as liabilities which have accrued
at the end of such year and which must be taken into account in de-
-termining the surplus and undivided profits which may thereafter be
- included in invested capital, and state that such taxes may be in-
cluded in the surplus until they become due and payable. These
rulings are in general applicable to additional assessments.

It is the essence of any system of accrued accounting that items
of income and outgo be estimated as they accrue and that the proper
entries be made upon the books at that time. The books for any
fiscal period are deemed to clearly reflect the history of that period
and are not changed even though subsequent events demonstrate
that certain accruals, to a minor degree, were incorrectly estimated.
The necessary adjustments to correct such errors are made in the
current accounts. It is only where major adjustments are necessary
that it is good accounting practice to make adjustments for past
errors in the surplus account. Co

For these reasons the Advisory Tax Board recommends that ad-
ditional assessments of income and excess profits taxes, for prior
years which are relatively small or unimportant be considered paid
from current earnings; but that where the additional assessment:is
relatively large and important such assessment be considered a liabil-
ity of the taxable year in question and that the necessary adjust-
ments of the surplus account be made. In such cases the phrase
“due and payable” in article 845, Regulations 45, means the due
date for taxes of the taxable year and not the date fixed for the pay-
ment of the additional assessment.

It is suggested that in all cases in which the additional assessment
is less than 5 per cent of the original assessment or is less than $5,000
it be considered paid cut of current earnings and that no adjustment
of invested capital be made.

Section 326, Article 845: Surplus and undivided prof- 11-19-392.
. its; reserve for income and excess profits taxes. 0.D.222.

The rule expressed in article 845, Regulations 45, that taxes are
deemed to be paid out of earnings for the year for which levied,
. applies to any year of the prewar period as well as to the taxable
year. In such cases the amount or amounts payable in a succeedin
year on account of such taxes may be included in the computation o
invested capital until due and payable.
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Section 326, Article 845: Surplus and undivided profits;
reserve for income and exXcess profits taxes.

(See 20-19-506; sec. 214, art. 167.) Reduction of invested capital
taken as of the date when tax became due and payable.

Section 326, Article 845 (a): Surplus and undivided 23-19-553.
profits; reserve for income and excess profits taxes.  T.D.2931.

Amendment of article 845, Regulations 45.

_The final edition of Regulations 45 is amended by inserting imme-
dla;ehy after article 845 a paragraph to be known as article 845 (2),
as follows:

ART. 845 (a). Surplus and undivided profits; reserve for 1918 income and
ercess-profits tazes of corporations having a fiscal year.—In the case of eor-
porations having a fiscal year, the Federal income and profits taxes for the
taxable year 1918 shall, for the purpose of computing invested ecapital for the
taxable year 1919, be deemed to become due and payable as follows: (a) As
to such amounts as became due and payable prior to February 25, 1919, under
the provisions of section 14 (@), Revenue Act of 1916, such law shall gov-
ern; (b) in all other respects the provisions of section 250 of the Revenue
Act of 1918 shall govern except that the installments which would become
due prior to February 25, 1919, shall be deemed to become due and payable
on that date; (¢) any amounts which became due and payable under said
section 14 (a) prior to February 25 shall, so far as possible, be deemed to
cancel the earlier installments payable under said section 250. For example, a
corporation whose fiscal year ended August 31, 1918, is assessed a total income
and profits tax under the 1917 law of $250.000 and an additional tax under the
1918 law of $110,000. The total tax of $360,000 would for the purpose of com-
puting invested capital be deemed to become due and pavable as follows:
February 15, 1919, $250,000; May 15, 1919, $20.000; August 15, 1919, $90,000.
If, assuming the same taxes, the fiscal yvear ended September 30, 1913. the
total tax would for the purpose of computing invested capital be deemed to
become due and payable as follows: February 25, 1919, $90,000: March 15,
1919, $90,000; June 15, 1919, $90,000; September 15, 1919, §90.000. The pro-
visions of this article apply solely for the purpose of computing invested
capital and do not affect the provisions of T. D. 2797 in regard to the time and
manner of paying taxes where corporations have filed returns for fiscal years
ending in 1918.

Section 326, Article 846: Surplus and undivided prof- 8-19-209.
its; insurance on officers. 0.D.132,

Only the cash surrender value of policies of insurance attributable
to premiums paid in prior years which have not been deducted as an
expense can be included in surplus.

Section 326, Article 846: Surplus and undivided prof- 7-19-309.
its; insurance on officers. 0.D.179.

The cash surrender value of a life insurance policy which, under
article 846 of Regulations 45, constitutes surplus as at the begin-
ning of the taxable year for invested capital purposes, retains its
character as surplus even though the policy constituting the admis-
sible asset upon the basis of which the surplus was determined, is
terminated and paid.

Bection 326, Article 851: Intangible property paid in. 23-19-554
(Also Section 214, Article 105.) T. B. M. 81.

The fact that a corporation issues stock as a bonus to its three
principal officers to secure their services and participation in the
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business is not ipso facto sufficient evidence of the.existence of good
will for which values can be recognized in connection with the com-
putation of invested capital. ) , :

Such three principal officers were the principal stockholders and
were active salesmen and the only salesmen employed (_i.irectl[y by the
corporation. Xach was allotted certain exclusive territory n which
he might employ subagents; all sales made by or through these three
principal salesmen constituted. the basis on which their commissions
or bonuses were calculated. There were certain other sales made di-
rectly by the house which were not subject to any bonus or commis-
cion deduction. The business of the corporation appeared to be de-
pendent almost solely upon the personal efforts of these three prin-
cipal officers and stockholders. The rates of commission and the
salaries for their services were properly voted. h

In this case it was deemed that commission and sala% aggregating
50 per cent of the gross margin on the business developed by each
was not unreasonable: -

Section 326, Article 851: Intangible property paid in. 30-19-644.
: 0. D. 348

Invested capital on account of intangibles bona fide paid in for
stock or shares is limited to 25 per cent of stock with par value plus
95 per cent of the amount fixed in articles authorizing no par value
stock as the capital with which the corporation may do business. If
the laws.of any State authorize. issuance. of true no par value stock
with no-amount of fixed capital such no par value stock may be
taken into consideration in measuring the value of intangibles; at
the fair market value as of the date or dates of issue of such stock:
or shares.

Section 328, Arxticle 852: Percentage of inadmissible 1-19-195.
“assets. 0. D. 86.

Since the income derived from Porto Rico bonds is not subject to
tax, the bonds are inadmissable sssets and can not, therefore, be
inciuded in invested capital.

Section 326, Article 855: Invested: capital for full year
or less.

(See 15-19-499; sec. 233, art. 541.)° Invested capital of telephone
companies for taxable:year when operated under Government econtrol.

Section 326, Article 857: Method of determining avail- 18-19-491.

able net income. T. B. R. 54.

Memorandum accounts of estimated earnings not considered suf-
ficiently definite to be used instead.of the average monthly earnings in

" computing invested eapital under article 857, Regulations 45:

In the case of the M Company three points are presented for con-
sideration and decision: (1) Whether an accrual of taxes for the
months of January, February, and March of 1917 is properly used.
in computing the invested capital for the year 1917; (2) whether,
assuming that the bureau was warranted in taking accrued taxes for
those months into consideration, was: it not in error in using the
monthly earnings instead of the average earnings for the year; and
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(8) whether any computation can reduce the capital below the actual
pald-in capital of the corporation.

The situation presented was brought about. in the following man-
ner: The corporation apparently had earnings of 11x dollars for the
months of January, February, and March, 1917. During the month
of March it declared and paid a dividend of 10x dollars, which amount,
taken in connection with the accrual of taxes on the earnings for
the first three months of 1917, exceeds the amount of earnings for
that period and the balance was construed to have been paid out of
accumulated surplus and capital of the corporation at the close of
the year 1916, FIncidentally it may be mentioned that the corpora-
tion was placed in the position of distributing surplus and capital
because at the time of the payment of the dividend there were appar-
ently sufficient earnings to pay the dividend and also to take care of
the taxes under the laws then enacted.)

The argument of the corporation relative to the first point is that
to use the accrual of taxes in the manner stated is to create a situa-
tion in which dividends which were actually paid out of current earn-
ings are made to appear to be practically paid out of surplus and
undivided profits, thus working a hardship which the law does not
seem to impose. It is presented that the accrued taxes were not paid
and were not required to be paid until more than one year after the
declaration of the dividend. This point may be disposed of by refer-
ence to article 857, Regulations 45, which authorizes the method
used for determining the aggregate amount of earnings of the taxable
. year available for all purposes on any given date. The grounds upon
which this article rests have been thoroughly reexamined in eonnec-
tion with this case, and no sufficient reason to change the established
ruling has been found.

The other two points are disposed of by the disposition of the
second point at issue, as a settlement on the basis recommended will
raise the invested capital above the actual paid-in capital and thus
dispese of peint three.

The second point presented by the corporation is that, assuming
that the bureau was warranted in taking accrued taxes into considera-
tion, it was in error in using the monthly earnings instead of the
average earnings for the year. Article 857, Regulations 45, provides
in substanee that average earnings shall be used “ unless the corpora-
tion shows from its hooks or ather records that a greater proportion
of its earnings for the year was available on such date.” The agreed
statement as to this is that the corporation did not close its books
each month, but that it made a fairly accurate memorandum esti-
mate of the earnings of each month for the use of the officers of the
corporation. This estimate was not carried into the balance sheet
of the corporation, but is asserted to be simply a memorandum for
use as sbove stated. The examining officer, however, accepted this
memorandum as a sufficient record of the earnings of the corpora-
tion for the thres months in question, which estimate was less than
the average for those three months would show. But the corpora-
tion does not close its books at the end of each month, and the memo-
randum in question was an informal approximation, insufficient to
overthrow the general presumption in favor of the average or pro-
rating method, which in this and many other similar situations under
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the law has frequently been applied against the desire of the tax-
payer. It is recommended, therefore, that the tax liability be com-
puted on the basis of average monthly eéarnings instead of the figures
shown by the memorandum.

Section 326, Article 857: Method of determining avail- 1-19-124,
able net income. O. D. 85.

The entire amount of Federal income, war profits, and excess
profits taxes accrued for the taxable year remains a part of invested
capital for the succeeding year (since it is not deductible from gross
income in returns) until the taxes become due in the succeeding year.
Accrual of taxes for the taxable year does not affect invested capital
for the taxable year, except to the extent that the accrual of such
taxes will cause dividend payments to draw on surplus as at the be-

- ginning of the year.

Section 326, Article 858: Effect of ordinary dividend. 26-19-598.
(Also Section 201, Article 1542.) 0. 942,

The exchange of x shares of common stock for one of preferred
stock whereby the capital stock is reduced is a capital transaction and
does not result in net income or earned surplus. Whether such a trans-
action gives rise to a paid-in surplus not decided.

An amount taken from capital or paid-in surplus to meet dividend
requirements is deemed a liguidation of capital to that extent and
necessitates a reduction in the invested capital. The sum so received
by a stockholder is to be regarded as a return of capital so far as it
does not exceed the cost of the stock to him, or if acquired prior to
March 1, 1913, its fair market value on that date, any excess being
taxable as a gain or profit. In case of subsequent payments from
capital or liquidation payments upon dissolution, all prior distribu-
tions from capital should be considered in determining whether there
has been a gain over the cost of the stock or its fair market value
as of March 1, 1913.

Dividends paid while there is an operating deficit shall be deemed
to be from capital or paid-in surplus, even though there are earnings
of the taxable year sufficient to pay the dividend in whole or in part.

The taxpayer, the M Company, is a holding company owning the
stock of about y companies. On December 31, 1917, the tax-
Fayer had a surplus. Such surplus was produced in past years
argely by the cancellation of common stock in this manner—x
shares of common exchanged for one of preferred. An analysis of
the surplus account, it is stated, will show that most of the surplus is
the result of the exchanges of stock, and if such items were elim-
inated there would be a deficit.

The questions to be decided are: (1) What is the nature and the
result of the transaction by which x shares of common stock
were exchanged for one of preferred? (2) What is the effect of

ayments to stockholders from capital or paid-in surplus? (3)
%Vhat is the nature and effect of the divident payment in this case?
(4) Does the fact that an operating deficit would exist if the items
in the surplus account resulting from such exchange of stock were
eliminated affect the result in this case? (5) Whether invested cap-
ital can be increased by the accumulation of an earned surplus when
an operating deficit exists, or whether current earnings must first be
applied to repair the deficit?
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(1) What is the nature and the result of the tran:zaction by which
x shares of common stock were exchanged for one of preferred
stock? Such a transaction whereby the capital stock is reduced is
a capital transaction and does not give rise to net income or earned
surplus. (Article 542, Regulations 45.) Whether such a surrender of
stock gives rize to a paid-in surplus or not is a question depending
upon facts which are not disclosed by the taxpayer, and no decision
is made upon this question. (Article 561, Regulations 45.)

(2) What is the effect of payments to stockholders from capital
or paid-in surplus? A distribution ef any part of the capital or
paid-in surplus is to be regarded as a return to the stockholder of
part of the capital represented by his shares of stock. TUpon a
stbsequent sale of such stock, his profit will be the excess of the
selling price over the cost to him of such stock or its fair market
value as of March 1, 1913, after applying on such cost or value the
amount of any such capital distribution. (See article 1549, Regu-
lations 15.) Profits are the only proper source of dividends, and the
declaration of dividends when there are no profits is contrary to
law. (Conyington, Corporate Organization and Management, p.
399; Thompson on Corporations, art. 5312.) That a surplus such as
Lere considered is capital and not subject to distribution as dividends
has been expressly held many times. (See Roberts v. Roberts-Wick
Co., 184 N. Y. 257, 77 N. E. 13, and eases therein cited.) See also
section 201 (a) (1) of the Revenue Act of 1918.

(8) What is the nature and effect of the dividend payment in this
case! The dividend paid in February, 1918 (assuming that the
taxable vear of this corporation is the calendar year), is deemed to
have been paid, first, from earnings and profits accumulated since
February 28, 1918, and on hand at the beginning of the year: second,
if that fund is insufficient, from earnings of the taxable year avail-
able on the date that the dividend is paid; third, if those funds are
insufficient, from earnings and profits accumulated prior to March 1,
1913 ; fourth, if those funds are insufficient. from capital or paid-in
surplus. (See section 201, Revenue Act of 1918; article 538, Regula-
tions 45.) '

In this caze there is no earned surplus on hand at the beginning of
the vear, so that the only question is whether the earnings of the
taxable year (class 2) are available for the payment of dividends
when there is an operating deficit, or whether such dividends must
be deemed to be a distribution of capital. This is not a question
which should turn upon the legality of such a dividend in the par-
ticular jurisdiction, but is a question depending largely on account-
ing principles and business practice. From that standpoint there is
no doubt gut that current profits should be s(iipplied to make good
the existing deficit before any dividends are distributed. (Dickin-
son, Accounting, p. 73.) It is the weight of authority in the United
States, moreover, that the declaration of a dividend out of current
profits, while there is an operating deficit, is contrary to law. (Con-
yington, Corporate Organization and Management, p, 399.) It is
therefore. held that the dividend in this case was the distribution of
capital. It reduces the invested capital and should be treated as a
return of capital to the stockholder.

This decision is based on the fact, as stated by the taxpayer, that
the M Company is a holding company, owning the stocks of y dif-
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ferent corporations. Whether this principle is applicable to a cor-
poration operating a property where the investment of the capital in
wasting assets is contemplated, is not_decided. o )

(4) Does the fact that an operating deficit would exist if the items
in the surplus account resulting from such cancellation of stock were
eliminated affect the result in this case? The Regulations do not
require a reduction in invested capital because of an operating defici®.
(Article 860, Regulations 45.) They do require, however, a reduction
in invested captial where there has been a distribution in liquidation,
.or a return of capital to the stockholders. The existence of an
operating deficit, therefore, does not directly affect the invested
capital and is significant in this case only as it throws light upon the
sources from which the dividend here in question was paid.

(5) May invested capital be increased by the accumulation of an
earned surplus when an operating deficit existed, or must the earnings
of the taxable year be applied to repair the deficit? The law defines
invested capital as cash or property paid in for stock, earned surplus,
and undivided profits and paid-in surplus. The act does not require
a reduction of invested capital on account of an operating deficit.
1t is obvious, kowever, that no earned surplus can be accumulated
until the deficit or impairment of paid-in capital has been made
good. (Article 838, Regulations 45.)

It is held, therefore, that the exchange of 4x shares of common
stock for 1 of preferred stock whereby the capital stock is reduced
is a capital transaction and does not result in met income or earned
surplus. Whether such a transaction gives rise to a paid-in surplus
not decided.

An amount taken from capital or paid-in surplus to meet dividend
requirements is deemed a liquidation of capital to that extent and
necessitates a reduction in the invested capital. The sum so received
by a stockhelder is to be regarded as a return of capital so far as it
does not exceed the cost of the stock to him, or if acquired prior to
March 1, 1913, its fair market value on that date, any excess being
taxable as a gain or profit. In case of subsequent payments from
capital or liquidation payments upon dissolution, all prior distribu.
tions from capital should be comsidered in determining whether
there has besn a gain over the cost of the stock or its fair market
value as of Mareh 1, 1913. '

Dividends paid while there is an operating deficit shall be deemed
to be from capital or paid-in surplus, even though there are earnings
of the taxable year sufficient to pay the dividend in whole or in part.

Section 328, Article 859: Effect of stock dividend.

(See 1-19-T; sec. 201, art. 1545.) Effect of stoek dividends on
invested capital.

Section 328, Article 867: Affiliated corporations; stock 20-19-518.
- of subsidiary acquired for cash. T. D, 2901,
(Also Article 868.)

Excess profits tax, Revenue Act of 1917; modification of paragraph
F, T. D. 2662. .

Paragraph F of T. D. 2662, which reads as follows:

Assets of affiliated or subsidiary corporations which have to be adjusted to
meet the statutory limitations prescribed by section 207 shall be valned ag of
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conditicns existing at the dates when such assets were acquired by the respec-
tive affiliated or subsidlary corporations and not as of the date when the
#tork in such affilinted or subsiliary corporations was acquired by the parent or
controlling corporation, B

is hereby amended to read as follows:

Wl.len all, or substantially all, of the stock of a subsidiary corporation was
acquired for cash, the cash so paid shall be the basis to be used in determining
the value of the property aecquired. Where stock of a subsidiary company
Wi acquired_with the stock of the parent company, the amount to be included
in the consolidated invested capital in respect of the company acquired shall
be computed in the same manner as if the net tangible assets and the intangihle
assets had been acquired instead of the stock. If in accordance with such
acquisition a paid-in surplus is claimed, such claim shall be subject to the
provisions of articles 55 and 63 of Regulations 41.

Section 327.—SPECIAL CASES.

Section 327, Article 901: Treatment of special cases. 1-19-119,
T. B. M. 7.

The same principle stated in the Revenue Act of 1918 that
assessment will not be made as a special case under section 328. when
the tax is high “merely because the corporation earned within the
taxable year a high rate of profit upon a normal invested capital”
is applicable to the Revenue Act of 1917 in cases in which applica-
tion 1s made for assessment under section 210 of that act.

Section 327, Article 901: Treatment of special cases. 15-19—453,
T. B. M. 53,
Recommendation in the case of the application of A. for assessment
under section 210. Request denied.

The appeal in this case for assessment under section 210 is based
upon the fact that A began to liquidate the business in 1917 and
therefore had abnormal profits during that vear. This is supported
by argument to show that by reason of such liquidation there was
a sacrifice of the value of trade brands and other intangibles which
should receive consideration. )

The record makes it doubtful whether there was any actual liqui-
dation in 1917; but assuming that there was, it had been repeatedly
held that a taxpaver who had liquidated all or part of his business
in a particular year is not entitled to assessment under section 210,
unless such Hquidation results in throwing into a single year profits
so abnormally high as to result in a tax which, compared with the
taxes imposed upon representative business concerns in the same line
of business, is seriousty disproportionate and productive of excep-
ttonal hardship. )

A comparison of the return of A with representative concerns in
the same line of business discloses the fact that no material change
in the tax would result by fixing his tax on the basis of the expen-
ence of such representative concerns. It further appears that the
amount of the invested capital can be satisfactorily determined with-
out special difficulty, and that under the conditions prevailing in 1917
the profits were not seriously disproportionate to such invested capi-
tal. With respect to the alleged liquidation or shrinkage in the value
of intangible assets, there were in the year 1917 no facts or events
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affecting these intangibles sufficiently definite and conclqsive to
warrant special deductions either as extraordinary depreciation (1p-
cluding obsolescence) or loss. The case plainly does not come within
the time limits controlling allowances for the obsolescence of intan-
gible assets in the liquor business, laid down in Advisory Tax Board
Recommendation No. 44. The Advisory Tax Board, therefore,
recommends that the petition of the taxpayer be denied.

Section 327, Article 901: Treatment of special cases. 14-19-441,
T. B. M. 58,

This is an application by the X Company for assessment for the
year 1917 under section 209 of the Revenue Act of 1917, or, if this
application is denied, for assessment under section 210.

The corporation was engaged in a manufacturing business.

The application for assessiment under section 209 should be denied.
Under the definition of nominal capital contained in article 74 of
Regulations 41 this is not a *“ case of a trade or business having no
invested capital or not more than a nominal capital.” (See sec. 209.)
It “belongs to a class which necessarily and customarily requires
capital for its operation.” (See art. 74.) )

The application for assessment under section 210 should also be
denied. It is true that the excess profits tax rate determined without
the benefit of section 210 is very high, approxtmately 59 per cent,
but the profits on the business were clearly war profits, and thus of a
kind which were intended to be taxed at a high rate. The case does
not come within any of the classes of exceptional cases enumerated
in article 52 of Regulations 41 as within the scope of section 210.
Obviously it is not within any of these classes unless it is within that:

(4) Where the invested capital is seriously disproportionate to the taxable
income.

While the Regulations do not enumerate all the ways in which
such cases may arise, this class of cases is limited to cases enumerated
or those similar in character. The cases enumerated are those which
arise through:

(a) The realization in one year of the earnings of capital unproductively
invested through a period of years or of the fruits of activities antedating the
taxable year; or,

(b) Inability to recognize or properly allow for amortization, obsolescence,
or exceptional depreciation due to the present war, or to the necessity in con-
nection with the present war of providing plant which will not be wanted for
the purposes of the trade or business after the termination of the war.

The present case does not arise in either of these ways, or in any
similar manner. Properly speaking, this is a case where taxable
income is “ high ” with respect to invested capital rather than where
invested capital is “seriously disproportionate” to such income.
Section 210, as interpreted in the Regulations, like paragraph (d) of
section 827 of the Revenue Act of 1918, was not intended to afford
relief where the only reason therefor is a high rate of tax—that is, a
high ratio of taxable income to invested capital. There must be
in addition some abnormality with respect to invested capital, tax-
able income, or both. There is no such abnormality in the Present -
case,
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Section 327, Article 901: Treatment of special cases. 15-19-454,
T. B. M. 60.

The limitation of the tax under the Revenue Act of 1918 on
profits derived from the sale of a discovered mine can not be applied
to the assessment of 1917 taxes, nor can such limitation or any modi-
fication thereof be used as a basis for an assessment under se.tion
210 of the Revenue Act of 1917. A case in which income as com-
pared with invested capital has been abnormally increased by the
sale of all capital assets, may be considered under section 210, Reve-
nue Act of 1917.

Section 327, Article 901: Treatment of special cases.

(See 19-19-492; sec. 200, art. 1525.) Assessment of a business the
volume of which is derived practically from the individual efforts
of the stockholders.

Section 328.—COMPUTATION OF TAX IN SPECIAL CASES.

Section 328, Article 912: Determination of first instal- 6—19-285.

ment, of tax in special cases. T. B. M. 30.
(Also Section 335, Article 952.)

The application of section 210 of the Revenue Act of 1917 and sec-
tions 327 and 328 of the Revenue Act of 1918 to fiscal year returns.

A corporation having a fiscal year ending June 30, 1918, filed
income and excess profits tax returns for that period under the Reve-
nue Act of 1917. Its tax was finally assessed under section 210 of
the Revenue Act of 1917. The taxpayer in making its supplemental
return for the same fiscal year under the Revenue Act of 1918 wishes
to use the same constructive capital as a basis for computing its
excess profits tax under the Revenue Act of 1918, and appeals from
a decision of the Unit advising it that this can not be done.

Section 335 of the Revenue Act of 1918, which levies the war profits
and excess profits taxes for 2 fiscal year ending in 1918, reads in part
as follows:

SEc. 835 (a). That if a corporation (other than a personal service corpora-
tion) makes return for a fiscal year beginning in 1917 and ending in 1918, the
tax for the first taxable year under this title shall be the sum of: (1) The
same proportion of a tax for the entire period computed under Title 1T of the
Revenue Act of 1917 which the portion of such period falling within the calen-
dar year 1917 is of the entire period, and (2) the same proportion of a tax
for the entire period computed under this title at the rates specified in subdl-
vision (a) of section 801 which the portion of such period falling within the
calendar year 1918 is of the entire period.

In the opinion of the Advisory Tax Board the effect of this section
of the statute is that the excess profits tax for a fiscal year ending
in 1918 is computed in two ways. First, it is computed as if the en-
tire income had been earned during the calendar year 1917. This
involves in some cases an assessment under section 210. Second, it is
computed as if the entire net income had been earned during the
calendar year 1918. This involves in some cases an assessment under
section 828. The proper proportions of the resulting taxes are used
to determine the tax for the fiscal year.
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Where possible, it would be desirable to consider the application
for assessment under section 210 and the application for assessment
under section 827 together. Where, as in this case, the assessment
under section 210 has already been made, the taxpayer should be
notified to file with its supplemental return an application for assess-
ment under section 327. Pending decision upon its application it will
be necessary for the taxpayer to compute the additional tax due upon
the assumption that the excess profits tax computed under the Rev-
enue Act of 1918 will be not more than 50 per cent of its net income,
as is provided in section 328 and article 912-914, Regulations 45. In
no case would the constructive capital determined under section 210
be used in making the assessment under section 328. :

Section 328, Article 912: Determination of first install- 1-19-136.
ment of tax in special cases. 0O.D.9%4.

Computation of tax on the basis of 50 per cent of the net income
under section 328, Revenue Act of 1918, relates only to war excess
profits tax. It is not permissible to file bond in lieu of cash payments
of tax determined on 50 per cent basis pending final determination of
tax due.

Section 328, Article 914: Payment of tax in special  26~19-599.
cases. 0.D. 321,
(Also Section 250, Article 1001.)

The provisions of section 327 (d) of the Revenue Act of 1918 will
not debar a corporation deriving income from Government contracts
on the “ per unit ” basis from filing a claim for assessment under the
provisions of section 328. If the claim is filed prior to the due date
of the fourth installment of tax and the three installments already
paid are equal to the sum of the normal tax plus a war profits and
excess profits tax equal to 50 per cent of the net income of the corpo-
ration, it will not be mecessary to pay the fourth installment, but the
additional payments of tax, if any, with interest, may be made when
the claim For readjustment, of the tax is finally disposed of. The
corporation should file a claim for abatement of any taxes assessed in
excess of the tax computed.

Section 328, Article 914: Payment of tax in speeial — 81-19-655.
cases. 0.D. 8586,

In cases where application has been made at the time of filing the
return for assessment of war profits and excess profits tax in accord-
ance with section 328, Revenue Act of 1918, and the installments of
tax determined and assessment made on the basis of 50 per eent of the
net income for the taxable year, no abatement claim is required to
cover the difference between the tax so computed :and the tax com-
puted without the benefit of section 328. If the tax has been com-
puted and assessment made without reference to seetion 828, and
application is made subsequently for assessment of the tax in accord-
ance with section 828, payment of the entire tax as originally com-
puted will be required unless a elaim is filed for the abatement of the
amount assessed in excess of 50 per cent of the net income.
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Part VI..—Reorganizations.

Section 330.—REORGANIZATIONS,

Section 330, Article 832: Net income and invested capi- 1-19-137.
tal of predecessor, partnership, or individual. T.B.R.No.2.
The provisions of section 208 of the Revenue Act of 1917 should be

applied on the basis of the adjusted balance sheet of the predecessor as
of the date of reorganization,

This section reads:

That in ¢ase of the reorganization, consolidation, or change of ownership of
a trade or business after March 3, 1917, if an interest or control in such trade
or business of 50 per centum or more remains in control of the same persons,
corporations, associations, partnerships, or any of them, then in ascertaining the
invested capital of the trade or business no asset transferred or received from
the prior trade or business shall be allowed a greater value than would have
been allowed under this title in computing the invested capital of such prior
trade or business if such asset had not been so transferred or received.

The question at issue is whether the provision quoted above re-
quired the new corporation to base its invested capital on (1) the
invested capital of the predecessor as of the beginning of the then
taxable year of the predecessor, or (2) on the basis of the balance
sheet of the predecessor as of the date of reorganization.

This provision should be held to require the new corporation to
base its invested capital on the adjusted balance sheet of its prede-
cessor as of the date of reorganization. The limitation in this sec-
tion relates in terms to the value which shall be placed upon assets
transferred or received from the prior trade or business. Appre-
ciation in the value of assets so transferred or received can not be
included in the invested capital of the new corporation. The statute,
however, does not prohibit the treatment of the date of reorganiza-
tion as the beginning of a new taxable year. Consequently it does
not require the exclusion from the invested capital of the new cor-
poration of surplus and undivided profits earned between the be-
ginning of the then taxable year of the predecessor corporation and
the beginning of the taxable year of the new corporation.

Section 330, Article 933: Election to be taxed as corpo- 6-19-288,
ration. T.B.R.2T.
(Also Section 240, Article 632.)
Recommendation in the case of the application of the X Company
for permission to incorporate and then make an affiliated return with
three corporations owned by the same individuals.
The X Company is a partnership owned by two individuals with
equal interests. In 1918 the partnership owned all or more than 99
er cent of the capital stock of three corporations, Y Company,
Company, and the W Company. The request now before the
Bureau is that the partnership should be allowed to incorporate
before July 1, 1919, in accordance with section 330, Revenue Act of
1918, and thereafter be allowed to file a consolidated return with the
other three corporations which the partnership now owns.
Section 330 of the 1918 Revenue Act proviges that:

In the case of the organization as a corporation before July 1, 1919, of any
trade or business in which capital is a material income-producing factor and
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which was previously owned by a partnership or individual, the net 1nc0me.of
such trade or business from January 1, 1918, to the date of such reorganization
may at the option of the individual or partnership be taxed as the net income
of a corporation is taxed under Titles IT and III; in which event the net
income and invested capital of such trade or business shall be computed as
if such corporation had been in existence on and after January 1, 1918,

* % #*; Propided, That this paragraph shall not apply to any trade or busi-
ness the net income of which for the taxable year 1918 was less than 20 per
centum of its invested capital for such year: * #* *

In the case of the X Company it has been stated that the income of
this partnership was more than 20 per cent of its invested capital for
the year 1918. Such being the fact, it appears that the law spe-
cifically gives to this partnership the right to make returf as a cor-
poration for the year 1918 if it shall, before July 1, 1919, organize as
a corporation. i ' )

While the partnership has a net income of more than 20 per cent
of its invested capital, the affiliated group of corporations will have
a net income of less than 20 per cent of their invested capital, but
this fact does not deprive the partnership of the privilege of incor-
porating and paying the tax as a corporation for the year 1918.

The partnership upon becoming a corporation in accordance with
the provisions of the law, and owning 99 per cent of the capital
stock of the other three corporations referred to above, should, in the
opinion of the Advisory Tax Board, file a consolidated return.

Section 330, Article 933: Election to be taxed as corpo- 1-19-138,
ration. 0. D. 95

Partnership net income as contemplated in section 330, paragraph
8, Revenue Act of 1918, means the net income after deducting salaries
of partners.

Section 330, Article 933: Election to be taxed as corpo- 11-19-393,
ration, O. D. 223.

A partnership whose net income for the taxable year 1918 wag
more than 20 per cent of its invested capital may elect to be taxed
as a corporation from January 1, 1918, only in ecase of its reorganiza-
tion as a corporation before July 1, 1919, There is no authority
vested in the Treasury Department to extend the time within which
to effect the reorganization. :

Section 330, Article 933: Election to be taxed as corpo-
ration.

(See 11-19-373; sec. 213(b), art. 79.) Status of corporation on
succeeding partnerships in regard to Liberty loan bonds and Vie-
tory loan notes originally subscribed for by the partnership.

Section 331.—VALUATION OF ASSETS UPON REORGANIZATION.

Section 331, Article 941: Valuation of asset upon

change of ownership.

(See 10-19-365; sec. 326, art. 831.) Valuation of assets where
merger takes place prior to March 8, 1917, but formal transfer of
tangible assets is subsequent to that date.
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Section 331, Article 941: Valuation of asset upon

change of ownership.

(See 11-19-389; sec. 326, art. §31.) Determination of invested
capital when property purchased at receiver’s sale is purchased by
creditors and transferred to new corporation.

Part VII.—Miscellaneous.
Secticn 335.—FISCAL YEARS ENDING IN 1918 OR 1919.

Section 335. -19-310.
(Also Section 252, Article 1036.) 0. D. 180.

Excess profits tax paid by partnership with respect to income
received during 1918 can not be applied as credit to tax due from
individual members for taxable year 1918. In such cases claim for
refund on Form 46 should be filed by the partnership.

Section 335, Article 952: Iiscal year of corporation
ending in 1918,

(See 6-19-285; sec. 328, art. 912.) Application of section 210 of
the Revenue Act of 1917 and sections 327 and 328 of the Revenue
Act of 1918 to fiscal year returns.



Title XII.—.GENERAL ADMINISTRATIVE PROVISIONS,

Section 1309.—AUTHORITY FOR REGULATIONS.
¥

Section 1309. ' ' 15-19-455,
M. 2298,

The Revenue Act of 1918 departs widely at many points from prior
law or practice, and has given rise to new questions of such impor-
tance, complexity, and number that the resources of the Bureau are no
more than adequate to advise taxpayers promptly of their present
liabilities arising out of past transactions. It is impossible to answer
every question which the invention or ingenuity of the inquirer may
devise without neglecting the fundamental duty of determining tax
liability upon the basis of actual happenings. Under these circum-
stances the administrative necessity is obvious of giving precedence
over abstract or prospective cases to actual cases in which the tax-
%)ayer desires to know what are his immediate liabilities under the
aw. ,

It will be the policy of the bureau not to answer any inquiry except
under the following circumstances:

(@) The transaction must be completed and not merely proposed -
or planned.

(&) The complete facts relating to the transaction, together with
abstracts from contracts, or other documents, necessary to present the
.complete facts, must be given.

(¢) The names of all of the real parties interested (not *dum-
mies ” used in the transaction) must be stated regardless of who pre-
sents the question, whether attorney, accountant, tax service, or other
representative.

Section 1320.—DEPOSIT OF UNITED STATES BONDS AS SECURITY.

Section 1320. 8-19-336.
0. D. 193.

Where Liberty bonds are deposited as collateral, as provided when
a claim for abatement for a loss in inventory is filed (see sec. 214(a),
12, and sec. 234 (a), 14), coupons representing one year’s interest may
%e detached from the bonds prior to depositing them as collateral on

orm 1124, '

Section 1320.

(See 21-19-525 ; sec. 214, art. 268.) United States bonds deposited
as security for claim in abatement.
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Title XIV.—~GENERAL PROVISIONS.

Section 1400.—REPEAL OF FORMER ACTS.

Section 1400.

(See 12-19-409; sec. 250, art. 1008.) The provisions of Revenue
Act of 1916 relating to three-year limitation are continued by section
1400.
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overnpment contracts . 214(a) 9 181 26 597 269
DEDUCTIONS ALLOWED 21458 5 PP SR SN 126
Bad debts......... 214(a) 7 151 foeveenfoeenn e 128
€O é) i 214(a) 7 151 24 564 126
DEDUCTIONS ALL 214(8)10 |..oiif e e 141
Capilsl recoverable lhrough depletion ahou.am:c in case
O HMBET_ .o iaiecaeaa 214(ag 10 28 it 144
How determined. .. ... ... .. . o iiiiiiaua.. 214(a) 10 228 1 60 14
Capilal recoverable through depletion allowance in case
Of OUMET e et eracetmitaacaancn cerreneannsane . 214(s) 10 141
Amount recoverable_........___...... .., 814(a) 10 141
Chartges to capilal and expense in case of mines. 214(a) 10 143
of expanding business......._........ 214(a) 10 143
Deiermination of /Illf market nalu.e of timbes .. 214(a) 10 144
Amendment of Re; n&i T. D.2016... . 214(a) 10 14
Dderminalion of quantity of ¢ mb(r ...... 214(a) 10 144
Amendment of Reg. 46—T. D. 2916 . 214(a; 10 144
Oiland gas wells, ... coeacineeaannnuaman .. 214(3) 10 142
Qil and gas wells: Diacovery—proven tract or lease. . 214(53 10 142
il cmd as wells: Proofof discovery_ ... .. ........... 214(a) 10 142
T. D, 2956 amenx arts. 220, 220(a), and 221,
Reg. 45 o iieiiiiiiiiiieiiieinnanns 214(8) 10 142
DEDUCTIONS ALLOWED: DEPRECIATION........ 214(a) 8 127
Capita! sum recoverable through depreciation allow- 24(a) 8 160 138
BICE. . eevnnneesdansmmnsanenencsonossoanarennncrannes R)8 | 164 ... ... |........
Replncement property-—-speculatlve value......... 214(a) 8 164 21 324 138
Depreciable property...ccceeeeenreerinencinuiuennunn. 214§a 8 162 4...... PRy 138
Claim—wardevice.........ooeiiiniicniianncana.s 214(n) 8 162 7 201 131
Orchard, productive stage....... PO 214}32 8 162 1 52 130
Plant, manufacture beer tottles . 214(8) 8 162 3 190 133
Deprccwtum ................................ 214(a) 8 53 AN SRR MU 127
lneva.rd.} after plruoehlbxtlon legislation . .- gﬁga g }gé 8 320 g
Deprectation of inta 477112 1 5 Y a)8 | 183{........|.......
p;arewersmppe ......................... 214%3 8 163 24 565 138
Definition of intangible property................. .. 214(a) 8 163 0 640 138
Distillers and dealers in liquors. .........c..coen... 214(a) 8 163 15 445 133
T. D. 2920—modifying art. 163, Reg. 45... 214(a) § 163 23 545 133
Depreciation of patentor copyright....................... 214(a) 8 167 ..o it 138
Acquired prior to Mar. 1913vm\'ested capital.... 214(32 8 167 20 506 138
DEDUCTIONS ALLOWED: INTERE EST.ciiiianann. 24(a) B[ ... oo ains 109
TRLErest. cveseruenaneenieearoacecscceciracacaracnsannans 214(a) 2 121 e einanns 109
Basis of computation, exempt Liberty bonds...... 214(a) 2 121 1 40 89
Indebtedness, purchase nsetes of Victory loan...... 214(a) 2 121 1 &7 111
Interest and 1axes pald by corperation, construc-
olant. ... 214(a)2 121 1 50 109
DEDUCTIO\IS ALLOWED LOSS IN INVENTORY. 214533 12 o). RPN PR 152
UM e eereereecnncnconnanas S eearevannas 214{a) 12 pL SO R 156
Abatement, basis of .ol 214(a) 12 266 3 194 156
Abatement, ,claim flled, basis second installment tax 214(a) 12 266 [} 275 157
E)ﬁc» of clatm i aDOIETment. . oo oioooeieeenl gii(ag ig ggg ..... sl i {g;
..................................... 214(a pi 2 5
Par(nershlp, lossininventory.....coooeniiainnn... 214(a) 12 ‘;-ﬁ§ 11 380 159
Los8 in AMDETLOTY e eeneaaeciernesenesenrneressaranannnn- 214(a) 12 P T 155
Anticipated profits............. e reamaeeienans 214(s) 12 263 1 64 156
Meaning of “‘temporary fuctuation™ . .....ecuue... 214(a) 12 263 12 40? 155
Partofgoods. ... ... .. iiiiiieiiiiiaaea. 214(a) 12 263 12 402 155
Losses in intentory and from rebates. ... . 214(a)12 b3 U (R I, 152
(Gioods ordered 1918, delivered 1919.. 214(33 12 261 3 251 154
In 1919, partnership operated as corporation 191 214(a) 12 261 17 471 155
On part sfimventory .- 214(a)12| 261 8] am| 15
Return made
Rt i man| om0 w)
ebates, loss fro a2 | 2621 ... ceeeeoes
When dé 24a)12 | 462 2 6id | 138
DEDUCTIONS ALLOW. 214(53 4,58 ... foeiiani]een 125
o{ useful value, ...... 214(a) 4,5,6 143 | ]eiienaas 1
ts adaptable only Tor menufacture of beer
1 [ 214(a) 4,5,6 143 3 190 133
Vmeyards——prohibltlun legislation g:gag i, g,g %3:;, 2 150 }ﬁ
........................... ven . 8) 4,5,
Bona fide sale securities...........coepomann .e.| 214(a) 4,5,8 141 2 149 124
Emberzlement—deductible for what year . cen 214%&) 4,5,6 141 6 279 118
Embezziement— recovered........ cenes| 214(3) 4,5,6 141 6 2731 125
Guarantar, sale of bonds. . ... 214(a) 4,5,6 141 13 40| 128
uranee—howcomputed... 214(a} 4,5,8 14) 18 482 12
Investment, property OF SECUTItieS vauenrnrnnnnnnsn.. 214(a) 4,5,6 141 4] 28| 124
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Section. cle. |tin No.| No.
DEDUCTIONS ALLOWED: LOSSES—Centinued.
Losses—Continued.
Residential properfy, saleof....................... 214(a) 4,5,6 141 1 51
Retirement and salvaging ofequipment........... 214(a) 4,5,6 141 30 639
Sale property acquired by gift, bequest, devise,
Ordeseent . v veee e 2]14(a) 4,5,6 141 10 357
Sublettingapartment.. .. ....oooviiiaaiaies 214(a) 4,56 141 1 59
Shrinkage in securities and stoek.. PP . 214(a) 4, 5,6 b1 L% U AP
Accrued losses —shortsales..........ooueenias 214(a) 4,5,6
Decrease market value~insurance company. . 214(a) 4,5,6
Owned by taxpayer, return by administrato 214(a) 4,5,6
Surrender to wipe out operating deficit. .. 214(a) 4,5,6
Peductionsallowed: Nonresidentaliens.......... 217
DEDUCTIONS ALLOWED: TAXES.......... 214(8) 3
Inheritance {4268 een .- -- 214(2) 3
Pederalestate taX .. vvevvrmmammoi i aiaa o 214(a) 3
Now YOrkState.......ovveeiesnennniaanennan 214(a)3
Federal duties and excise tazes. ceseoncsen 214(a) 3
‘Wholesale liquordealers. ... .ocuoioveeiamnananan., 214¢5) 3
BLES...en caresasamerrineas crnsescsnannn 214(a§3
Additional, Act of 1909 .. ...l 214(3) 3
Federal taxes, transportation, admissions and dues. 214(a) 3
Income taxes, Acts1913and 1916...............__. 214(a) 3
Income and war-profits tax, foreign country.... ... 21453) 3
3

Ten per cent tax on undistributed net income of
cerporations .
Taxes for Iocal DERETUS. ceereramamennirerininracannne
Iilinois drainage a35eSSmMents. .. ..o veeicvencnnnn...
T. D. 2037, modifying art. 133, Reg. 46.............
DEFINITIONS.....cvvetinnnnnnns .
Persongl service corporation. ... s
Freight forwarding business. ..
Ineome from property ownership. . ..
Pﬂtffd%l service corporetion: cerieln corporations es-
[
* Income, trading as principal
Income, sanitarium, from hous
Pgsmal services Tendered by personal service corpora~
L AN
Income attributable to stockholders.
Personal services rendered by personal service corpo-
rations; more than one business.. . ............ ...
“ Toxable year,” ** Withholding agent,” and ** Paid” . ...
Fiscal year corporation organized 1918. .. _.... . . _.
Delegates from foreign countries: Taxability income sales
in Umnited StateS.cyeeee ..o oiiiiiiiae, Femeree e
Delinquency or fraud: Addition to tax for.
Depletion, deductions allowed
Depreciable property........cccceveuvnun..
Depreciation:
Effect on invested capital.........ccevennan
Depreciation, deductions allowed. .
Depreciation of intangible property..
Depreciation of patert or copyright......
Descent: Loss, sale property acquired by..
Devise: Loss, sale property acquired by... ... . ... "
Diplomaticrepresentatives: Foreign countries, departure of
Disclosure of refurns, penalties for A
Discount:
- Cash, anticipated........... cemasanaan
Inventories, effect of...............
Distillers:
Accumulation 1918 profits
Depreciation, intangible 113
Restoration surplus, obsolescence. .
Distraint:
Delinquent estate....

Excess price of stock._..
Exceds value, Mar. 1, 19
Made in installments....
Dividends. .......... cereeraemae .
Distribution to domestic corporation stockholder

IS]% ftorelgn corporation, ne Income from United

214(a)
214(a) 3
214(a) 3
214(a) 3

200

200
200
200

213(b)
250
214(a) 10
214¢a) 8

326

214(a) 8

214(a) 8

214(a) 8

g
a,

“5%

257

234

17
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Bection. 1} ‘o |tinNo| No. |EFo€%™
DIVIDENDB—Continued.
Centinued.
Subsidiary to parent corporation................... 201(e) 1541 15 442 19
‘When stock increased, exchange of cheeks. . _...... 201(8) 1541 x 529 24
When payments not subject te formal declaration. . 201(e) 1541 25 59 16
Dividends paid in Property...cce-vceeeeiiianomonanaaanan 2m 1544 | oennae-fre- 28
Bsank paving in stock of bank or trust company... 20 1534 5 243 28
‘Liberty bonds, value below par, deduction........ 201 1544 17 469 23
Puxumptmaxtommm of distribution. ..o 201(e) 15T SN 26
Allocation of dividends.......... 20156) 1542 6 266 28
Effect of 60-day provision.........ioemicioieienans 201(e) 1542 1 9 2%
Meaning of “first 60 days”. 201§e) 1542 | ° 1 8 27
Paid first 60 days 1918 .................... 4 20i(e) 1542 12 395 2%
Sale of stocks received as d d. — 1547 |eecmacatooananan 30
Method of determining pmﬁt 201 1547 39 634 30
Stock dividends. «.unnnneon e eiiaaianaa 201(c)(d)(e) 1545 e feeneenas 28
Camtahzatlon, cwrrent earmings, surplus 201(c)(d Xe) 1545 k) 7 29
................................... 201(c)(d){(e) 15465 1 7 29
Surplus capitalization, “good will” 201(c)(d)(e) 1545 1 348 28
PDomestic corporation affitiated with foreign corpora.txon..u 230(c) 636§ . ... O 237
Donations 234 562 .. ]eeeass- 222
*Due and Pa.vable" Meaning of... 326 845 12 411 296
“Due date”: Meaning of........... 212(h 26 10 355 65
Duties, Federal and eXeise taXeS. ... ............ecevenonn. 214{a) JE- 7 R S 112
E.
Earnings: Apportionment of, Inventery........cocoeevann. 212 23 [ 211 62
Education: Contribution to board of....... . 214(a) 11 251 B 321 148
TElection to be taxed as corporation.... ......ccoeevieenaoo.. 330 3 s 307
Embezzlement:
LoSSESIrOM . eun i iiiiimcccaacre e mree e 214(a) 4,5,2 lﬂ g g‘ig ig
s 214(a) 4,5, 1 7
Restoration of part...... evevrersumsesecenmnroanmnaaoen { 214{a) 45,6 141 M b ] 118
Emgnveesz
o) 01017 R Y 214 107 1 54 107
Federal reserve banks, compensation 213§a) 32 1 27 71
Nonresident alien, E!emphon.. 221(2) 361 7 268 182
OI State, definition. . 213(b) 85 18 459 6
alaried, expenses 214(a) 1 282 8 37 101
Stock in eSCrOW..... .. ..... 107 3 186 107
Emplover, duty of, to determine . 165
ESTATES AND TRUSTS 175
Decedent's estate during admirndstration. . 180
Distributive share, personal servi g 1 180
Profits and losses before er after decease........... 11 180
Estates QRALIUSIS . o - enemecninenannaannn 219(a) 1 341 2 547 190
Ancillary executor.. . 219(a) 1 341 P 47 190
Income, sale securities. ... 219(a) 1 341 3 198 175
Income, fund held by city for ¢ arity 219(a) 1 341 14 433 o1
Income to be paid to exemrpt association-organizing. 219(a) 1 341 0 511 175
Payments by executor lor estale, personal lunds.. 219(a) 1 341 1 70 180
Returns, bankrupt 2i19(a) 1 341 1 207 175
Same trustee, several trusts. .. ...ccceenennnacacaans 218(a) 1 Bl 26 592 175
Trust, not association When. ......ccceamrencvacnas 219(a) 1 341 10 5 5
Estates cnd trusts taved 10 bengficiaries. oo canenenn.. 219(a) 4 b 3 O P 180
Distributable income of tTsStS. . ... ooiinacaaaaaan. 219(a) 4 345 1 69 180
Losses, deductions by beneficiaries. . ... .. ... 219(a) 4 L3 255 181
Estafes and trusts tazed to ATy oo e liiiiaan 219 176
Income not paid or credited to beneficiary......... 219 178
Income payable in discretion trustee............... 218 176
Incidence of tazT onestateordrust . . ... ... ... _._..__._. 219 I
Trustees, selling assets 0il ompany. ..vvemaeaeenn.. 219 53
Estate tax, Federal: Deductibility.......... m—mememmann 214(a) 3 115
Excess tax, withheld, releaseof. ... ... ...l 221 188
Excessive oompensation, treatmentof . ... ............... 214 107
Exchange of property, determination of gain or loss from.. 202 30
Exchange of property and stoek. ... ... ................. 202 +H
Exchange of stock for other stock of no greater par valtue. ... 202 44
G v p—
A tional, co OI. . ...coowvananmsncnanmnancaacanns 214(a) 3 31 b+ 418 111
. Wholesale liquor desler. cevaenn 21%a)38 132 4 216 12
Executor: :
Amounts paid out of personal funds, when income to ’
estate.. 219%(8) 1 341 1 70 175
PR o O SRR
9(a) 1 75
EXEMPT CO\ID‘I’I‘IOI:YAL AND OTHER (231 - 193
Building and ‘loan.associations.._ 104
‘When not subject to tax. 194
Busineszleagues ... ......... 202

Navigation associatiol..ceesvecaanansocenceeenannns
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Bection. | ‘e |¢inNo.| No. |T36%
EXEMPTIONS, CONDITIONAL AND OTHER—Con. ;
Cooperative AISOCIALEONS e e arsmemmmeesmsmsctnnsnnraanannns 231(11 (5% 70 SO AP 207
‘Agsociation to market product of members 231(11 522 1 84 207
Cooperative creamery company.. 231(11 522 8 330 208
Cooperative store managed by u ZSIEII 522 1 90 208
Incorporated fruit growers’ union ... 231(11 522 1 89 | 208
Mutual insurance comp and like org 231 521 |- 203
Automobile owners’ assoclation...... 231 521 25 586 | 207
gasualty company. s e 231 521 1 8| 203
‘ompany or agsociation qua .
zut‘ion,s’,’ “purely local character”’ 231 521 1 82 | 205
Trrigation ditch company associations. P 231 521 26 594 207
Mutual health and accident.........cececennecnaaes 231 521 1 87 208
Mutual Hability insurance company....ecessnesn-- 231 521 14 437 208
Travelers’ association. ........- 231&% g%{ 1 - 88 %82
231(12) 511 8 328 194
231(12) 511 1 85 193
Theater operated by trustees.....--.. 231(12) 511 7 300 194
Religious, charitable, scientific, and educational corpore- 7t £17 199
1L APt B | S I ) ¥ BT LT
" Corporation condueting educational institution. ... 231 517 8 329 199
Day nursery corporation..........cccoeevieneanans . 231 517 29 630 202
Educational institution..........o..oooiaiiien . 231 517 23 548 201
Meaning of “private’” ... ..i.iiiiiiiiiiiiiiiiiiaas 231 517 8 320 199
SOCIl clUDS . - e e e e aeee ettt iacaaaaaceaaaann 231(9) G20 |ieiananafnnaanas 202
Club formed for meeting place for members, etc... 231(9) 520 b3 162 203
Country club. 231(9; 520 1 81 202
Politicalelub. .. ...ooivivrvremriiieraiiiiaiiiaias . 20 203
Exemption from withholding.....ecviaicecerirrnccacnennns 22, 184
Exemption, proofoi._.:... 193
Expenses, traveling. eirecieececssenmasanns 159
Extension of time in case of person abroad.............c.... 191
T.
*Fair market value”’: Definition of..... eeeneatianareenas 202 1564 19 494 40
Farmor:
Books on acerual basis. . 212(b) 24 6 268 59
Use of Form 1040F . ... 213(a) 38 18 476 71
Federalestate tax: Deduct 214(a) 3 134 13 419 115
Federal reserve agents and as .
L1512 14 ) « 213(a) 32 1 27 i
Federal reserve bank: Stock,inadmissibleassetswhen.... 325(1) 8§15 1 118 28
Fiduciaries: Compensation of, taxability........o......... 213(a) 32 3 178 [3
FIDUCIARY RETURNS. .. e iiiaiiiiiiiiiiaaiiaaaas b7 ) R ORI R 190
FilUCiQry TEIUITS .« cveeeemeeemnanmnaammeannas 225 a2l Lo 190
Fiduciary also beneficiary...oo.eoeunrnn .o 225 421 10 360 190
Nonresident alien beneficiary, Form 1040... 225 421 1 79 100
Trustees in bankruptey.......c.eeeooian.e. 225 421 7 207 175
Return for nonresident beneficiary. 225 425 fieireeaatiaann 100
Ancillary executor... ... ... ... ....... 225 425 23 547 180
Firerelief certificates: Minnesota, taxability interest.. 213 74 1 42 83
*First 60 days ofau}7 taxable year’’: Construction of. . 201(e) 1542 1 8 14
“First taxable year’’: Meaning of......................... 201 1533 31 3 15
Fiscal year:
Corporationorganized 1918. .. ... ... ... ... ..., 200 1533 1 3 13
Established, partnership making return for more than
12 months 218 322 3 187 188
Inventory loss. .. 214(a) 12 261 3 193 162
Fiscal year corporation:
Computation of tax by, Government contract......... 30i(c) 1 714 1 113 28
Income, Government contracts. _............. 301 715 20 517 271
FISCAL YEARS ENDING IN 1918 OR 1819.. 335 308
Fiscal year of corporation ending in 1918 335 309
Application sec. 210 (1917), sec. 327 and s
1 aeesemaraceseatoauasattanecasannctnsnnnntan 335 305
Fection 335 (¢):
Clalm for refund by partnership...........cc...... 335(c; 309
Excess profits tax paid by partnership 1918. 335(c) " 309
Iixed or determinable, annual or periodical income 184
Flying instructor: Compensation, War Department 213(b) 3 183 g7
Yoreign corporation:
Amounts paid to, ordersfor exXport....cecesceacsiann.. %gz gg% g 167 232
Dividends from, taxability......... ...................{ 201(8) 1541 2 ggg 1%
Nonresident, bank acceptances......eeeeenenacacaaaco. 237 601 11 387 232
Payment to nonresident, royalties.. .- 237 601 7 303 230
Foreign corporations, gross income of - cuvecevereennarrecare- 233 650 loaaa.... 213
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Bection. | “jo” ltin No.| No. |T88°

Forelgn government:
Income American citizens, from....ceeeeceennneeanne. 213(a) :3% } % 67
i . 213(c 99
Income nonresident aliens, obligations of. ... 213(03 92 1 i 101
Taxes imposed by, eredit for......... caveres 238(8 611 4 230 232
Forcign povernments, income of ...._.__... weeras 213(b L3 VORI PP 9«
;orggnmeome;axla%%ll;ﬂor.. reereseirenaseasaseen 216 307 15 46| 162

oreign ltems: Form omestic corporatiorn doin,|

no business in United States....._........_........... _g. 256 | 1078 3t 653 | 262
Foreign legatiuns Compenration paid to citizen or resi-

Gont by .« c . i (b) 83 ] 338 90
Foreign semlrltles ‘Withholding—identity of interest. . 2?1(8; 361 18 43 13
Forel’gn es, eredit for.............. eeveasanvaceenone 8 [0 %) SRR P 233

% Individual recelpt 22| 383 o) T T
Form 17' Notlce oftax....c..coee.. ... PO 250(e) 1007 12 408 249
Form 21: Demand for payment of tax,..... 250(e) 1007 12 408 249
Form 751 Use of . o o i aa 252 1036 8 333 258
gorm 1000: Nonresident ahens—mthholdmg. . 221 365 4 2251 18

orm 1040: Use by trustees.................. 219(a) 1 341 3 108 175
Form 1040F: Use of, faTMerS.eeanesnnnuocca.. 213(8) 38 18 476 71
Form 1078:

Effect ofallen fillng........... 221 372 3 196 165
Employees signing new form 221 363 2 158 184
Execution of. ceen 217 315 1 68 165
Record of... 22% 3‘153 4 224 184
N 21 315 3 196 1835
Refund on filing. ....oooeveneenennn. i a7} 315 1| 4z 185
Form 1087: Disclosure on—stock dividend................ - 256 1076 [ 283 | 261
;“orm 11%%% Applcability section 3157, Revised Statutes. .. W6 1671 18 489 251
orm
Applicability section 3167, Revised Statutes........... 256 1071 18 489 281
Payments nonresident alien partnerships 256 1078 1 110 261
Form 1115: Refund on filing..... e reemaceranas 27 315 15 447 168
Fraud: Execution tax PECeIPES. i 251 121 s 332 255
Freight forwarding business: When not personal service
COTPOTALIOM - oo e oeeeeeescnmennmesnnnmnnnmaemmnnnmnes 200 | 1523 % l 62| B
Fruit growers’ union: E xemption of....... esesssenencnsensl 231(11) 522 1 89
. I |
GAIX OR LOSS, BASIS FOR DETERMINING....... 202 {eesnfoens oo
Busis for determinhw gain or loss fram sale. . c....o.... 202{2) 1 ELT N W R l 31
Claim by estate sgainst individual, business, or
Government organization..... .....cvcennerinnns 202 1561 1 11 37
Inventorles goods acquired prior to Mar. 1, 1913.. .. 202 1561 5 24% 35
Manufactured property.............. cevessancccnns 202 1561, 1 10 <
Sale of homestead.. 202 1561 17 470 31
Bale of stock...... eeseensacessans 202 1561 19 403 3%
Sale of stock received as dividend.. 202 1561 30 634 30
Short sales of stock . 202 1561 24 558 60
Value as of Mar. 1, 1013, bow established......... 202 1561 1 12 37
Determination of gain or loss Irom exchange of properly.. . 202 1564 [...oiodoenuoo.. 39
Bonds for eapitalstock .. ... ..o oiaiiiiiiiiis 202 1564 6 267 39
¢« Pair market value””—definitlon of.._...__.._..... 202 1564 19 44 40
Q1d bonds {Or BeW iSSUB. < evuereacneereaenriennan 202 1564 25 580 43
Determination ofgam or loss from subsequent sale...‘. 202 1568 [ieeenenalenaenn.s L]
Meaning of ‘“‘or’’ in phrase ‘“stock or securities” ... 202 1568 '] 523 48
Exchange for di ferent kinds of property. .. coeeeo oo, 202 1563 loevmeenn eeemeenn 43
Bond holders purchasing at foreelosure, transfer-
ring property to new corporation for stock .. 202 1565 8 334 286
01d bonds for new 0f COMPANY.eeesaumeeaaan.. 202 1565 2 143 43
EBrchange of property and siock.. 202 1566 §...... [ S 44
Distrlbution by subsidiary
when taxable.....cceeviiniiina.nn. 202 1566 22 530 44
T. D. 2924, modifying art. 1566, Reg. 202 1566 2t 521 44
Exchange of stock for o stock of no greater par value 202 1567 boeeeeeo oot 44
Meaning of ‘“aggre| par value” . 202 1567 10 353 40
M uluphmtion of sg:ras .............. 202 1567 12 396 45
T. D. 2924, modifying art 1067 Reg. 45 202 1567 2 522 4
Readjustmend of partnership interests. e e oaeeen-nunnues 202 1570 [caesenocfanencnan 45
asis for tion, distribution in secaurities, of
profit Investment 8CCOUNL . . avureeneeieieriranna 202 1570 10 354 48
Gam or loss, sale securities, how determined . 202 157 10 3541 < 48
8Sale of acgmred by gift or begquest....... 202 1562 boceeoiemaaons 38
Appmsal ofstock, court appraisers.. 202 | 1562 0 837 58
Securities held in trust-............ 202 1562 3 188 175
GENERAL DEFINITIONS... | 1 SO PP I 5
Agsocialtions...ceeeceeceanacanans . 1 1502 leeescacafoncana.n 5
Colocators of mining claims. ... . 1 1502 13 414 13
Distinguished from partnershlp.. . 1 1502 13 414 §
A ssociation distinguished from trust. .. - 1 1504 {..ocoaudennnans 5
Trust, when taxed as association . 1 1504 10 351 F
Under Act of1013....... ceeennennan 1l 1504 a7 ol -
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GENERAL DEFINITIONS—Continued.

GOVETNINERE COMITAO e v escremnmcaiasnroanaasn 1] 1510 feeeee e hee e
Entered into 1917, subsequently amended 11 1510 4 587
For cars, use of rallroads under Federal eontrol. 1 1510
‘@oods and services at open market prices as Gov- | |
ernment COntIaCts . co v rve e 1 1510 2 519
Knights of Columbus, Young Mew’s Christian ;
Assoeiation,iand American Red Crosg......v.. .- 11 1510, 17 468
Jolut-ownership and joint aBventure.....oon 1 1T e ..
Corporationg—not parimers. . ... . 11 1807 139
Limited partaership o8 cOrporgtion.....occazevosneancan-s 1 h 11 (PP FO
Pennsylvnnla and Mfchigan Hmited partnershms ’ )
as corporations... . ... ... 1 1506 27 801
Virginia partoership associations. . 1 ‘1606 20
Limited partnership as pertnership.......ccoreene- 1 1506 |oeennn. PO
Taxation of, 1313 and 1916 Acts—Mlssisst 1p 11 1508 20 501
Gift: Loss, sale of property acquired by—deduet on... | 214(a) 4,5,8 141 10 857
Gifts and Bequests . 218 t 3 PN PSR
goods Tnventory of—mnot recelved until after:close of year. . 214(a) 12 281 3 253
ood will:
Created to offset impaired rapital...... caravevas sesenen ‘.«m(a?‘ 3 838 1 2
Stock dividend based-on exemption.....eavoene-. | 201(c)(d)(e) 1645 n 368
Govermment contracts, computation oftax on fncomefrom. . "$01(c) 1 kS 3% P R,
-Qreece: Sub]ects of, nonresidentdn United States, personal { 216 307 20 510
Fo €107 437 L ) o R TR T T T RS 218 37 24 587
GROS INOOME DEFINED (GORPORA’TIONS). . 233 e, [N TP
Gross income. .. ... 233 548 feanunn.- evenren
Bonds subscribed. tor ne- default Teturns. 233 341 8
Corporation in liguidation. . ... ... - 23 541 | 1n 288
Corporation o g interest in forexgn partner-

FL L 2 e S 233 541 12 405
‘Dividends from foreign corporations 233 541 21 520
Excess Government bonds purchased by benk

over SubsCriptions. . oo . oo it aiiiiesiaeaee 233 541 3 381
(3pins, salecorporate assets with view toliguidation. 233 541 11 3|5
TInterest or profits, installment life insurance. ... .. 933 541 1 92
Interest received by bank, Government b A ;
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NET INCOME (WAR PROFITS AND EXCESS
PROFITS).. 320 1........ ceseeses|asensend 2713
Net income. 320 801 |uvecnroaonanannsf 273
~ Excess-p
1017 act.. R 320 801 21 520 20
Value appreciatio - 273
Net income and invested capital of predecessor partnership
or individual. ... - 307
Net income, compu 58
Net income, defined (corporations)........eeeve. 208
NET INCOME, DEFINED (INDIVIDUALS 58
ACCOUNING PETIOd. e e e eeiieanaen 62
Return 1918, Maryland publie-service corp: 62
Bases of COMPUIALION « o evvnvreonireoaosaonanan 58
rt. 23, Reg. 45 modified—T. D. 2873.. 8 58
Bank discounts—earned or accrued. ........-...... 8 58
Basis cost not ascertained accurately—farmers end
SEOCKINEN . . ..o vpurennnenerramnacnamcamaaacaeas 6 59
Change in accounting methods. . ........ R 212 23 8 312 58
Method of accounting reflecting income. ... E 212 23 8 312 58
Separate accounting periods—parts of business . 212 23 23 541 62
Short sales, borrowed stock......... ... .. ... 212 23 24 858 60
Taxpayer having estimated inventory—apportion-
ment of earnings........... ceeenn e 212 23 4 211 62
Changes in accownting gm‘od. ceermnaa 212Eb b1 8 [N P 63
Meaning of “ Due date’... 212(b 26 10 355 65
Notice of, fiscal year 1918. .. vuiveersvmescnrocronean 212(b, 26 19 64
VWhen taxpayer not permitted to change return .
year.......-. P 212(b) 26 11 370 63
Computation of net iNCOMe. e veeeee an... 212(b 22 [ceanvennfoveenean 58
Profit and loss adjustraents—railroads. 212(b’ 22 1 18 58
Net income, method of determining available 326 857 |veecoeralanoncees| 298
New York: .
Contributions to cemetery corporation of...veevvvenee- 214(a) 11 251 11 879 151
Inheritance taxes.....cocvecrseeanees crecesassansasaaes 214(a) 3 134 24 562 13
Nonresident aliens:
Disclosure on Form 1087.....ceiiceniivacascneansencnn 256 1076 5 263 261
Duty to withhold from . aees 221(a) 361 7 208 182
Proof by, similar credit requirement income-tax law 216 307 15 446 162
Recipient of income, officer or employee of State. .. 213(b) 85 19 497 96
Return whers excess tax withheld. .. 223 404 2 158 184
Returns of information—bank depo
partnerships...........cco.....e 2561 1076 1 1o | 261
Serving in Army, one year—residen 217 312 3 175 163
Taxation of, when becoming citizen or resident during
. taxable year........ cammeasass aecasesnsmeneonensen 216 306 1 66) 160
NONRESIDENT ALIENS: ALLOWANCE OF DE-
DUCTIONS AND CREDITS.cerectavevrrcnrasvssnane 217 |eennn calssssseaafoneeeaes] 163
Alien seamen—when to be regarded as residents. 217 | 812(8) lvevoensefocsecnan 164
“Farelgn trade,” definitionof......_.............. 217 | 31%(a, 26 591 | 164
How to determine when alien seaman is resident. .. 217 | 312(a 8 324 164
Duty of employer to determine status of alien employee. .. 217 315 Jeeereeco]enananan 165
Employment of alien by corporation for fhree
MONths—IeflNA, . vecerenacneerereceranacanaianas, 217 315 15 47| 165
Execution, Form 1078. teeenoscsse 217 315 1 68 165
Form 1078~refunds. .... weenenenn coseseany 217 315 3 196 | 165
Pay rolls, evidence of residence, when. . .eeeeeeause 217 315 3 195 165
Personalexemption claim. .accvereieiceannnoanaanss] - 217 315 7 208 182
Refund of tax withheld..... eanenanasl 217 315 24 569 165
Who is a nonresident alien individual. . seenans) 217 312 lesnacvanfececanan 163
amilies of ambassadors and ministers.......... el 217 312 9 343 164
Presumption as to residence.....cccoovoeoiovinnan . 217 312 9 342 164
Nonresident alien individual entitled to personal exemp-
$1011, WHEDl. « sneeaccessenssncnonrsssencescsasssaaanaacene 216 307 livensneeleranansed 160
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Arti- Rulin
Bection. | “jc” |tinNo.| No.:|Poge
gg{g:?ident alfen individual; gross income defined. . ... ... 213(¢) |........ JUU SR 93
Compromise~bad debts_.. ...... craneaeees . . 214(a) 7 151 24 564 | 12
When not equivalent of cash .. I 77oiemmereee 21(3()3 44 8 314 7%
Notice and demand of payment. ... ...-.777 250(63 1007 {oeeeo e o 249
0.
Offlcers of foreign governments: Exemption from tax. 213(b) 83 29 624 91
Officers or employees: Disclosing information in return 257 1094 15 451 265
Orchard: Depreciation, productive stage reached 214(a) 8 162 1 52 130
Oregon: Tax on bank stoek.............._ ... 234(a) 3 566 1 99| 226
Ownership certificates:
Bank purchasings abroad coupons of bonds, domestic
orations...... .. 221(a) 361 11 385 183
Certified copies. . 257 1091 17 473 262
Ownership certificates for foreign i e 236 1 1078 4. ....ueeeeels 262
Ownership certificates for interest coupons. 221 364 .. iiiafiennnnen 185
P.
Partnership: .
Associated corporations..............._.... caeeeran F 1 1507 2 139 9
Becoming corporation, consolidated return. . ... 240 632 ] 286 307
Benefits as ‘‘ original subseriber’’—Liberty bonds. 213(b) 79 11 373 84
Claim, {nventory lass............... femeemanan 214(a) 12 268 1 380 | 159
Co-locators of mining claims as association . . 1| 1502 13 414 5
Compensation }Jartner in military service. 213(h) 86 3 182 97
Distinguished from association 1 1502 13 414 5
Distribution in securities, profitsin investment account. 202 1570 10 354 46
Excess profits tax paid by, whether applicable as
credit Individualtax. ... .._...................... . 335(e) [ooeennn 7 310 309
Gain or loss on sale—securities distributed .. 202 1570 10 354 46
In default excess profits tax law—rpenalty. ... - 253 1041 13 430 259
Net income’ of, reorganized corporation, prewar. .. . 330 933 1 138 308
Net income of, more than 20 per cent invested capital,
election as totaxation....._......... ... .. ... e 330 933 11 393 308
Pooling of stock—corporations. . .. 230 503 4 227 193
Procecds life insuranee, paid to............ ... 202 1570 10{° 354 16
Proportionate share contributions, deductibility—
charitable organizations. .. ............o..... . 214 (a; 11 251 8 322 151
Shrinkage inventory values. .. .....c..e.iveiivu.o.n 214(a) 12 261 17 471 155
PARTNERSHIPS AND PERSONAL SERVICE COR-
PORATIONS...... vevesees eravae teecarersenusnsanans vas 218 | R PO . 166
Distributive shares of stockholders in personal service
COTPOTAUONS . v eveennsnnnnnnacnnn ceresnsinan crrassvoce 218 330 |eaninad]enennnen 174
rofits, returned previous years. 218 330 222 174
Distributive shares of partners...... P 218 322 Jeeervnnafearioa.s 168
Accounting period—differing from that of indi-
vidual partners.................. 218 322 22 536 171
Assignment future profits. ... 218 322 20 505 80
Associated partnerships. ..... 218 322 8 325 174
Distribution in kind, how returne 218 322 3 197 188
Division among partners, income {rom particular
SOULCO. < tn et aetnee e ieaetesaasrneanmnananeanas 218 322 4 221 174
Partner turning over to parinership compensation
military service........ ... ... .....eeee POV 218 322 3 182 0
Returns for more than 12 months......eeeveooooo.. 218 322 3 197 168
Securities less than cost............. ceanermrennnaan 218 322 10 354 46
PorinershiPs...e e iveenecirininnenan . 218 321 | feaee s 166
Beneficiary, life insurance policy 218 321 8 270 82
Foreign partnerships, income from United States. 218 321 25 585 | 163
Loss in inventory, claim in abatement........__._. 218 321 1 380 159
PARTNERSHIP RETURNS....covvmncsecasonnnsas 24 f....... olesseracforeassas 180
Partnership returns. . ..o.cone..n sesvsesnsscansnene 224 A1 {eeeiverafocensand 190
- ¢ Partner dying during taxable year..e...ceeeceennas 224 411 a3 190
atent:
Income from, personal service corporation............. 200 | 1523 1 135 13
Stock issued in payment of 20 per cent limitation...... 326 843 3 208 292
Patent infringement:
Award in suit, when to be reported.................... 213(a) 31 1 38 87
Deductibility award master, report one year, con-
firmednexXt. ... iiiriiaa 214 11 1 94 207
Payment:
Dividends, first 60 days of 1918 201(e3 1542 12 395 28
In securities worth less than face value..... ees 202(a 1561 1 11 37
Installments without interest, persoms residing or
traveling abroad. ... ..coceerenracaiaianaan... N 227 445 3 199 191
Persons sbroad taking advantage of extension of
time—interest....... it centieeteiteiiotareariaaae 227 445 2 160 192
Relation to—when dividends taxable.... .. 201(03 1541 3 140 9
Btock dividend after first 60 days of Year....seeessese.’ 201(c)(d)(e. 1543 1 7 2
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Arti- { Bulle- | Ruling
Section. | ‘o |tinNe.| No. |L28%
PAYMENT OF TAX AT SOURCE.....cceevmareoreenes 221,287 {...... 182
Mpﬁo‘nﬁ‘om withholding . - [ 221 363 levsencanfecansews 184
Empleyees refusing to si 'orm 1078, signing 150

DL A
Record of Form 1078. 134
Refund of tax . ........ 184

Pized or determinable ennual or p 184
Winnings horses at race track............. 14
Form of vertificate where no withholding required. 188
Interest on bonds of domestic corporations......... 282
Form of certificate where withholding required...coeveeesn 186
Personal service corporations.. ....cococoaooue 186
When Form 1000 should be used by monresident... 18§
Ownership certificates for interest cOUPONI . - _neeecvnvonss 183
Certiiied coples......ccccen eeeescnonnaennaas 263
Old form certificates. . ... .. 135
War Finance Corporation...... .es 185
Personal ezemption of nonvesident allens . 184
On tax-free covenant bond interest g 184
‘Release of excess iax withheld. ..ooonovvcaaeaeanaas PR 183
Alien filing Form 1078 or its equivalent............ 165
Return of taz WihReld . .cunveeennennn eseesrmuen POPPOPRR 188
Nontesident seamen who-can not be located, wages. 188
Withholding in 1218 s evvvevevnavonsnzanaenas vasesnrans, 188
By corporation, income nonresident forelgn cor- }
POIALION L. iiiiii e 221 3 2 159 188
Withholding (0x al SOUTCE. .canueieanearsn [ eoene 221(a) ;153 1 O R 182
Bank collecting ‘interest on foreign securities-— )

identity of IFem8.. .o oeie s 21(a): 361 18 485 183
Bank purchasing abroad coupons bonds of domes- !

tic corporations—ownership certificates......... 221-(&3 361 - 11 B85 183
Debtor corporation a}:pointing withholding agent.. 221(a 361 10 359 183
Debtor corporation fatling to withhold, tax-free

B o705 Lo 1 N 221(a 361 1 7 183
Interest upon bonds, rates applicable—refund..... ‘221 {a B61 ¢ Pred 183
Leased e~independent contractor....... . 221(a) | 183
Secrip—bond interest rates. .. ........ 221(a 183
‘Wages, occasional coastwise voyage...... 221(a 183

‘Withholding in case of nomresident foreign corp B 237 230
Amount pald to, compensation for orders fer

export........ reesinnreeenaan 237 233
Credits to foreign subsidiary . _.__........ 287 239
Foreign bank, branch in United Staves............ 237 232
Payment by American corporation to, for royalties. 237 230
‘Withholding on sale bank acceptances foreign

CORPOTALIONS . . ..o eee e e e caaaacae i e ean 237 232

PAYMENT OF TAXES.. creensemersvearene b1\ (R PN PSRN 239
Collection of t2z by sudt. .. veunn ‘250 | 1008 [eeeeress]aanno..] 249
Corporation dissolving, not retaining unpaid tex.. 230 1008 b 107 ] 251
Five-year limitation, wheh applicable_............ 250 1008 4 235 249
Further taxes due for'1918 and other years prior to
1918—WalVeIS. ..o ieie it iieiiit e i 250 | 1008 12 409 252
Declaration of termination of tambleopcriod ............. 250 2018 [ceeerorilens....] 232
Alien desiring te depart from United States. ... ... 1013 252
Certificate of compliance... .......cc.c..eieiiienens 2507 1018 2 €08 | 252
Procedure, collecting from departingaliens........ 250 1013 13 429 253
Representatives foreign eountries bearing diple-

JiEan 1 ) Lo v T 250 1013 18 487 252
Temporary departure 260 | 1018 28 17 252
Virgin'Islands. .. 2501 1013- 28 618 | 253

Interest on toz.. ... cgnesaacnreecacranrannann caoen 250(c 1003 |........ O )
Collection for fractional part of month. ............ 250(8) '} 1003 13 428 244
Deficiency in firsi installment. .. ......coiieeienens 250(e 1003 1 106 246
First installment underestimated....... e 250 1003 ¢ 232 247
From when collectible................ cemae 250(e 1003 13 24
Meaning of “Interest”............... 260{e 1003 28 596 247
Rejected claim for abatement of taxes 250(e 1008 13 427 247

Notice and demand for payment _ . 250(e W07 1o funnnn.. 249
Forms 17 and 21. . 250(e 1007 h%] 408 | 249

Payment of tax when 2 1002 fooaeo el 241
Delinquenoy or frau .. 250 1002 241
Former resident United States not filing return—

Procedure. . ..oceeeeveeneeeann. veeeeeraraaaa. 250 | 1002 20 516 | 243

Penally for failure to file retuTTS . . . coeanannn 2501 1004 |........ PO 4
Compromises, 1918....._...... 250°] 1004 i w6 | A
“TReasonablecause”.............. cenee .. 2501 1004 3 204 | 247
Supplemental returns corporatio figeal year ¢

ending 1918......... e emeeeeeiieeiann 250 | 1004 7 306 | 247
‘Where surrounding circumstances cast doubt on :

FT:59% (- S eneereenesnaeas 250 1004 3 204 247

Penalty for nonpayment of 13T . . . .eenneannn . 250 1006 eaeencnn|innan.. 248
Warrant for distralnt, delinquent estate. - 250 | 1006 18 486 | 248
‘When penalty and interest added........ . 250 1006 25 588 249
When penalty of 6 per cent a3dedeeeeeeneeeenesnas 250 1006 4 515 249
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PAYMENT OF TAXES—Continuod.
ity for undermtai returns

alidlty T. D. 2797
Payment oétaz in special cas,
Pgy roll: Evidence of employee’s continuous residence fn

United States

PAY LaXBE. . eieennntiiiiae e i araceaa e nnne]
Specific penalties
hazenleaﬂng United States, refusing to pay tax..
Partnerships and individs uals in in defeult, excess
rofits tax law 1917...... ...l el
Tenalties for diselosure ofretums........
TPenalty for Railare to lersturns. ..
Penalty for nonpayment of taxes
Tenalty for understated return
Pension H
Dm}:cﬂon by corporation, amounts paid into, for em-
3
Donations by corporations, organization of employees
distinct from corporation. . ... oinieieirenrieaaao s
Personaland family eXPERSEs .covveeeniniiianniiiiiiaaad
Personal exemption:
Claim for, by nonresidentalien. ........coovivvnven.n..
Whether inchlzded in $3,500 exemption eompemtlou
of soldiersand sallors..............ccoeeiiiion JOP
Personal exemption of head of fami]y ......
Personal exemption of nonresident ali -
Personal service corparmon (definition o .......
Distributive share of deceased stockholder...
Peziso::dl service corporation: Certain corporati
P L
Personal serviee corporations and partnerships........ PO
Personal services:

Compensation. . ..c.ceeverescvsnsascesrasanaccsananas ...{

Reasonable compensation for.....ooouceceacaaeaaan
Personal scrvices rendered by personal service corporation. .
Personal services rendered by personal service corporation: |

mors than one bUSINeSS. . ven.cvreerrnicirsaaeeearennnns
Personsabroad: Extension of time payment of tax, interest.
Philippine Government: Certificates of lndebtednes, ex-
emptionof.. ... . ...l
Police pension
Political clubs: Exemption..
Pooling stock interests: Holders of common:
Porto Rioco: Bonds of—inadmissible assets
Premiums on business insurance. ........
Presumption: Alien residing here for 1 year.
¢ Private’”: Meaning of
Profit, installment sales: Gross profit, how determined
Profits of cov&mratums tazable o stockholders. ........ .-
“Corporsation buyhg Vietory notes with surplus. .. |
Distilling or brewing business holding 1918 earnings.
Retentlon of profits.. . ... .ooociciiiiiiciaiaae..
Years sec. 220 applicable.
Years {)mr acts applicable.....
t,'.uH iation of Profits.... . ceceenrenncnnenn

Public park: Gontribu tions, ‘ﬁliiéi{a's;'a'f 1and for, deducti-
mbuc&';iﬁii'é;'mm""ﬁn??'""’ """"""""""""""
ty, book eniry charging interest tompany’s

¢, power, and beat companies, income of. ...
"Purely loeafh : b : Meaning

L] SR PPN

R.

ilroads:
Certificate of indebtedness, Director Generalof. . ._.._.
C%‘;'h?“"m by townships and county—lessed, taxa-
Contret, t'or' vars as Government contract. .. .. ..... .-
Operated by charitable institution—exemption
Readjust,ment ot‘ partnershxp interests

N4a) 11
Naa) 8

N4(a) 11
A4a) 11
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213
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Arti- | Bulle- | Ruling
Bection. cle. |tinNo.| No. | 28
Rebates, loss from. ........ sesescecvassecsscnnsnevresansane 214(a)12 262 |eennneeennnnnnn 158
RECEIPT FOR TAXES . 255
Receipt for taz payment..... . 255
Duty toissue—simulation or irauduient ‘execution. . 255
Receiver: Compensation paid, when taxable e 68
TRed Cross: Government contract............ - 12
Redetednmnatxon of amortization allowance. ............. . 140
Ref
Alien employed by resident corporation 3 months..... %gg
Byemployet,taxwithheld.................... ...... .. 165
REFUNDS..... eescorunacecns vee 256
Claim for abatement of taxes erroneouslu assessed. .. 256
Bond as condition to deferred collection of tax. 258
Claims for refund oj tazes erroneously collected. ... gg
JeNS. ve o vneeveementnavacsoianaaznes
T xcess profits tax partnershxp, 1918. 309
T, D. 2871—amen&mg art. 1036, Reg. 45... 258
Suits for recovery of taxes erroneously coll 258
Sums due United States as set off in suit vs. Colk 258
Regulations:
® Autherity for 310
Policy of Bureau answering inquiries. ... . 310
Religious, charitable, scientific, and educational corpora- 199
1IONS. .. irieieec i iieeiee et reisserere e P
Rent: Paid in crop shares—returns of information . . 261
REORGANIZATIONS. ..vcicirrinnnenunnans . 307
Election to be tazed 48 COTPOTALION . v vevevvenrcnensnnn 330 933 [enenenan coseen..| 307
Partnership becoming corporation and owning 99
per cent stock other corporations. .......... ... 330 933 6 286 307
Partnership net income........o..ooenieiaiainna.. 330 933 1 138 | 308
Partnership—net income 1918 more than 20 per cent’
mvested capital. . vccreriinie it 330 933 11 303 308
Net income and invested capztal of predecessor partner-
ship or individual...... tevesrerinaneananann PP, 330 932 |eaereasalocarenns 307
ppreciation in value of BESOLS.. o vevnon reveane 330 932 137 307
REORGANIZATION, VALUATION OF ASSETS
UPON . ciiiceiieenieiieciccsnsnsccasersansn wadl 331 [ecaaeany] deanacsaferernns . 308
Valuation of asset upon change ofownerchip 331 941 feevecnsemacsaaa| 308
Creditors purchasing recelver’s sale, transferrmg
DEW COTPOTALION . o enoe v vieeniniinnecaaannnn 331 941 1 389 | 28%
‘Where merger prior to Mar, 3, 1917, formal transfer
subsequent.............. veasan feniaaann emevane 331 941 10 365 | 278
Repayment:
Rescission and, dividends, income.........cooooe..... ] 201(33 1541 20 502 28
Voluntary payment dividends to corporation. ___..... 213(a) 31 12 398 63
Repea.l of former acts: Revenus Act of 1916—3-year limita-
15 T 1400 |vevnenns 12 409 | 253
Replacement at speculative value, basis, deprecation
L) T D 214(a) 8 164 2 524 138
Replacement fund for foss............. 213(a, [/ PRI PR kel
Rescission: Dividends, repayment and incom 201(e§ 1541 2 802 25
Reserves:
Losses by canners due to climatie condltxons, deducti-
MY e 214 101 3 187 | 103
To liquidate coupons left with I 234(a) 10 569 1 96 | 226
Residence: Alien, presumption, . 312 9 342 164
Resident: Alien seamen, WHER. . oo 2 7 312(a) 8 824 164
Residential property: Losses from sale of, deductible when.| 214(a) 4,5,6 14 1 811 117
Return: Property willed to municipality in trust for charity. §(i)) 14 433 a1
eturn, informsation at source, payiments of $1,000. ... 256 261
Return’of tax withheld. ................ 186
Return, penalty for failure to file. . 247
Return, time and place for filing. . ... e 191
Retum understated, penalty for. . eererrevriernannncnn.. 248
Return” year, Change of. . cecuvvvreinanrsconananneeennannnn. 63
Returns by receivers. . ...... 235
Returns, consolidated. ...... 236
Retmm, corporations. « aeee. rean 233
Returns, fiduciary............ 190
Returns for fractional part of year 235
Returns, individual. .................... 189
RETURNS TO BE PUBLIC RECORDS. i 262
Inspection of returns...... ceseesasann weeas 262
Joint return, husband and wife. . . aean 265
Ownership eertificates, certified COpleS of I 262
Pre at,ratmn list of names for office comptroller of -
L 1 263
Procedure by executor to obtain copiesre. urn ofan
................................... 265
Inspectmn oé returns by State_ . ... 257 1092 Jeenennes 265
Where State imposes income tax 257 1092 265
nspection of refurns by stockholder. 257 1093 .. - 265
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RETURNS TO BE PUBLIC RECORDS—
Penialties for d:.sclosur: of returns. . Continued.
To whom ﬂppl
Returns, partnerﬂu

Balaries:
Adjustment prewar od.
Pagd by corpomtlon;’?educﬁbﬂhy..
Return by husband and wife
Voted after close of year..._._.......
Bale in United States: Nonresident alien. .
Bale, involuntary: Profits from..........
Bale of goodwill.... ... ... ... .. ...
Sale of personal property om installment plan.
Sale of property accuired by gift or bequest.
Baie of real estate imjots......_ ... ..........
Bals of real estate involving deferred payments. . ...
Banitarium: Income from housing patients. whether per-
sonal service corporation. .
Bavin?s banks (State), Oregon Tax on stock paid—deduc-

1 Issued payment interest—withholding..............
Seamen:
Compenssation, board and lodging—return.............

Eeamen, alien: When to be regarded as residents...........
Bection 210, Revenue Act of 1917:
Application of to flscal year return. . ...
Assessment under...........eoeinnnn
Constrarctive invested capital, fiscal year. . ......._...._.
Corporation, small invested cspita.l ]arge taxable in-
come.............
Income compared wi ested capit:
increased, sale capitalasssts. . ...._..................
Limitation of tax, profits sale discovered mine
Taxpayer who has liquidated business.. .
Beoction 214(a) 5, Revenue Act of 1918. ...
Bection 327(a venue Act of 1918. .
Applicaf on of, to fiscal vear return -
Corporanon smal] invested eapxtal largc taxable in-

leulatmn or fraudulent execution tax receipts.
Becurities:
Dealers in, inventories by ...
Deductibility, loss bona fide
Fluctustion, market value—dedu
Gain er loss, sale of
Profits, distribution in—Jess than cost te partnership. .
Profit sale, beld in trust, when taxable
Sale of, income totrust... ... ........... csesennn
Surrendered to wipe out deficit—deduetion
Sewerage commission: Income, engineer.......
Short sales: Borrowed stock, inventories

Sixty- : Provision relating to dividends....
Qccml club éexemptmn)......
Soldiers and sailors:
Ronus by State
Personal exemption, $3,
Taxability compensation other than War Department.__
BPECIAL CASES...ccevvecennnenn
Treatment of special cases.
ssment, sec. 210 (1917 la
law)—COmPArison . ... ....ocoimaniii i,
Deriving income from efforts of stockholders. ... __
Disproportion invested capital and taxable income.
Income compared with invested capital abnor-
Illxllny increased, sale capital assets, see. 210,
A T T T L LT
Limitation tax, Act of 1918, profits sale discovered
mme——"nssessment sec.20.... ..
Taxpayer who has liguidated business -zssess.

. { 2137¢)

ment, sec. 210.........

103022°—22——22

eesesunssccrsssnareas

213i8)
213 a)
202

213 a)
2i33)

200

234813

221 a)
213(a)

221
217
327 a)
328
327 8)

327/a)

327

327 )
214{8) 4,3.5
327 a)
335

327.a)

251
251

203
214(n) 4,5,6

200

219(a)
214(a) 4,5,6
213(b)

212

214(a) 4,5,6
201(e)
231(9)
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Sacton, | Af8 | Bl | Reing| page
SPECIAL CASES, COMPUTATION OF TAX IN...... 328 |.....eee PR o 305
Determination of first installment of W%....covnenn- 328 012 lonvereen meesenssl 305
213 1T T 328 912 1 306
Constructive invested capital, see. 210 (1917).. 328 912 6 285 305
Payment of tax {n $Pecial CaSeS.. - ccvoaseoraacasees 328 |, 9M |ecevereeloceen..d 306
Government contract upon unit basis............. 328 914 306
Treatment of difference between tax shown on
tentative return and on 50 per cent assessment
N 328 914 31 655 | 306
Specific penalties. . 253 1041 |ooeenei]ocnnnann 259
ggrgce Division: Compensatlon person in military service . 213(b) 86 11 376 98
ate:
Compensation, officials and employees................. 213(b) 85 3 179 93
Inspection returns, officials of.. .. . 257 1092 1 112 265
“Qificers” and “]*fmployees," de 213(b) 51 16 459 96
State obligations, interest upon...... . 213 83
States, income of .. 213(b) 91
Stock: .
Basisfor gainorlosson........occooiiiaiian..n . 202(a) 1561 19 493 35
Exchange shares of corporation..... 202 1567 12 396 45
Excess price in liquidation, income. 201 1548 2 141 79
Sale contemporary, good will. ... ...l 213(a) 41 1 22 73
Sale installment plan.......ooeiieieirioecinnianna. 213(a) 42 23 542 75
Sale of right to subscribe for additional stock . ........ 213 39 19 495 71
Surrender, deduction 214&:1; 4,5,6 144 11 378 126
St0CK AIVIAONAS. .. .ooooonon s so s 201(e)(d)@) | 1545 |onvren.)oeeeans 28
Stocks and bonds: Income from domestlccorporanon, non-
resident alien. ... .. .. .. iiiiiiiiiiiiieiciineaaae 213(c) 91 9 340 98
Stockholders:
Porsonal-service COrporation. ......c.ccmmececncsnnasss 200 14
Trustees account—invested eapital . cueavoeoaon o 326 283
Stockholders’ protective committee: Inspectionreturns by. 257 265
Subletting: Apartment, boss...... ...l 214(a) 4,5,6 124
Subsidiary corporation: Cash dividend to parent corpora-
tion—extent taxable. .. ... ... ... ...oiiiiiieiiiilll. 201(e) 19
Suits for recovery of taxes erronecously collected. .cnauuaanas) 252 258
Surplus and undivided ProOAS .. .. ...ooemeeeieerrreeannes ggg ggg
Earned surplus and invested capital......... . 326(a) 3 288
Insurance ont offiCers. .....cooiiiiiiiieniannnas : 326 297
Patents... ..o e 326 292
Reserve for income and excess profitstaxes..... 326 204
SURTAX. .cevncmnnnennn teenseccsacnnaneincanannan 211 57
Sale o mimmld 08#lS . ...« cevreserroscnsacanasrane 211(b§ 57
hen not lumted to20 per eent of selling price. 211(b 57
Applicability, mine sold by trustees........ 211(b) 58
Income taxable to trustees, when.. . 211(b) 58
Surveyor: Compensation by county, taxation..... 213(b) 1)
T.
Tangible property paid in, mixture of tangible and intan-
ZiDle PrOPertY vu e e ce i 326 <138 F PR 284
Tangible property pald In, value in excess of par value of
SEOCK . e i 286
Tax:
Computation of, specialcases................. 305
Excess withheld, release of at source. - 188
Impositionof.....coc.oeieoiio 268
Interest on... 244
Limitationof.........cocoiniiaiias 272
Tax-free covenant
Debtor corporation withholding............... ceerenane 221(a) 361 1 76 182
Exemption, nonresident alien—withholding........... 221 | 363(a) 19 498 1 184
Ta‘{abﬂ.\ty—mterest on—nonresident domestic corpor-
273 00« T 100
Tax oncorporations. ... ............... .. 193
Tax, payment at source gcor omtlong.. . 230
Tax payment at source (individuals)... 132
Tax” payment, receipt for............ooouan 255
Tax sale, State: Profits from purchase 83
TAX W EN PARTLY PERSONAL SERVICE BUSI- 219
...... .. 111 18 USRI FP PN
Apportionmmtofmvutcdeapmlund et {RCOTE. - enn s 803 23 3 IO SN <
Corporation doing commission and brokerage
business .. .. ..ot 303 741 12 410 212
Partly personal service corporation .- 303 741 1 114 272
“Taxable vear,” ¢Withholding agent,” and Paid”—
20| 16%8bec o 18
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. Arti- | Bulle- [ Ruling
Section. cle. |tin No.[ No. I Page.
T“is; a,
Affiliated, foreign and domestic corperations. .......... n7
Amount withheld—invested eapital ... . ... ... a3
Assessments, additional—eflect on invested capital ¥
Bases of comMputation ..................... eeenan R
Credit for 5c(rparatums) . 232
Credit for (individgals) 188
Deductionsallowed..............._.............. 111
Del 305
113
Paid : 1%
aid by corparation, construction of plant .. ..._.......
Prewar peri eﬂect on invested capital............... 235
Wheninv @apital .. iiiiiiieicieeaaaaas 300
Teachers:
Compensation of,in Hawail...c...o.o.ooaoioa. amemann 213(a) 31 1 24 66
Taxabmtysa.lariestmmState......“...... PO 213(b) 83 4 214 93
Telephone companies:
vested capital of, howecomputed. .. .. .._........ 333 541 15 449 212
Net incoms of, opeml:ed by Government.. ... .c....... 232 531 15 419 212
Taken over by Government, compensation, how
retunable. .o 233 54 12 404 212
1818 retumn of... . . 233 541 15 449 212
#Temporary Auctoations’”: Inventaryloss................ 214(a) 12 12 402 135
Termination of tax1bi» 2>ried, declarationof ... .......... 250 252
TERMS RELATING TO INVESTED CAPITAL.. gé
325 27§
1 325 7
Volun*aprivmssu sment. . ' 325 275
Borrowed capltal—s —securities .. ! 325 274
Preferred stock as investe: cap ............ | 325 24
Inadmissible assets. . ooeeeenneenn . ! 325(a) 276
Corporate or assoclation funds, “invested bonds of
War Finance Corporation........oooovoivao ot 325(a) 815 1 116 276
Foderal reserve bank \rock held by member bank.. 325(n) 815 1 nug| 28
Stock of foreign corporation........ . ... ... ... 325.a) 813 24 576 278
Section 325{b)—Computation invested vapital, no par
R U1 1 LT Ik N 328 11 11 36 230
&?ater: ExOmPLION . « o ccoeeecrcconnccaoamcccncnnnacacrons 231(12) 511 7 300 194
ber: |
Depletion sustained prior to Mar. 1, 1913 2i4(a) 10} 228 1 60 144
etermmatiun of fair market value........ 214(a) 10 234 18, 483 144
Determinatii L1 18 15 S PR 214(a) 10 | 235 18 43 144
TIME AND PLACE FOR FILING RETURXN......... 227 Jeeeasacn canannes ; ........ 191
Ezmmonoft:mebvmlkctor............“..........,...; 207| M43 eeeionienn..-- 191
'1‘ modifying art. 443, Reg. 45. 27! 443 ' 24 50 191
dﬁrme in case of persons abrotd.............. 27! 415, veeannea 101
ent of art. 445, Reg. 45, installment ortax > !
tdue .o ceniecanccen emeeeecasensceaanne o 27 4435 3 199 191
etherinterest collectible. . 2271 4450 2 160, 192
Time for payment of tax. 250(a) © 1001 ........ wosacnne 239
Transfer: Property, member family or person in conuden- ' ¢
LR Y Y ot S S 213 : 731 7 290 3
Travelers’association: When not exempt. . 231 521 1 88 206
Traveling 6 XPenSseS. .coveueenreaerzenrnanas 215 292 eeenenaloncnaad] 159
Treatment of excessive compsensation. . 214 | | 105 lewvecrealossae-ed 107
Trueincoms: Relation to books of account—bases of com- ;
putation—T. D. 2873. . . .cconneeenn... e 212 23t 8 312 58
Trust: Fiduciary and benefclary...... 25 491! 10 350 190
'I‘rustcom)%any Tax on stock, deduction.. 234(8) 3 1 99 26
krupley: Return, ban'rupt es 421 ¢ 7 297 175
Compemanon taxability. ... 213(a) 32 3 178 68
Income, sale mins, oil, and gas 211(b) 13 9 337 58
Incoms property willed to munienpal 213(b) 8 14 433 91
Trustsand astates....... PIT B I teeened 175
|
United States bonds, deposit assecurity
United Statas i 132 . sofraeeasf 310
United Statssobligations, interest upon . . PIET IR - 2 i O -
V.
Valu\auog n . rehi
Assetsupon change of ownership. .. ceeceeneninnnao. )
Assetsupon reorganization. .. ...l ronannnnnnno. g} 941 MR MONNS %
Inven - J eeteeeteeeeaanmnan . 203 182 LTI 7
Jan 1, 1914, tangible property—invested capital. . _.... 23
Mar. 1, 1915 how determmeg .............. p .- 202(3) 1g1 ! 12‘:. =8
Verification Of TOLUTS. . v venaneenonnomns [, 4(}3 1 12 lg
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: Arti- | Bulle- | Rulin
Section, cle. |tinNo.| No. ¢| Page.
Victory Liberty loans: Deductibility interest, indebted-
ness incurred to purchase notes 0f .. ..eveenvessssesnonss 214(a) 2 121 1 ] 150
Victory notes (see also # Liberty bonds”’):
CONVErSION NOLES . - cvvceeenncaascasesnsonvnncssscossens 213(b) 80 8 272 87
Interest, mdebtednessincurredtopu:chasefdeductmn. 214(a) 2 121 1 57 111
Surplus "accumulated, invested in............ [ 220 351 2 1566 181
Vineyards:
After prohibition legislation—depreciation and obso-
185CONC8. ... uiiieriiiaisaeiricacanane csrevesasanane 214(a) 8 161 8 320 127
Deductiblhty—loss Of 1SOTI VAILO. - oesensaranasressaas 214(a) 4 143 2 150 125
Virgin Islands:
DepPArtuTe fOr.cccereeveeseescssoarssasaasorsescensancne 250 1013 28 618 253
Income citizens of—taxable....cccmaieervacosacconnen . 280 1121 23 €19 267
Virginia Debt Commission: Compensahon from State. . ... 213(b) 85 16 460 96
w.
Wages:
\Ionresident allen, from within United States....e.e..- 213(0; 92(a3 g 318 101
On vessels makmg occasional coastwise v0yages- - <ece- 213(c 92(a 13 424 183
Waiver: TaXes....cccaaus- resasesasumrespesssssascteansnns 250 1008 12 409 252
‘War Finance Corporation: .
Exemption interest 0n bonds..eeevezaeeraaaaooazas 213 77 11 374 84
Funds of corporations and associations invested
in—inadmissible assets. . . ecrasescessesane 325(a) 815 1 116 276
WAR PROFITS CREDIT . ..ceveverevrscnncssnuscococaes S11 leaveenne [ [ 272
War profits credit. . .. 311 781 |eeannoco|ierasssn 272
Prewar accountin; d different from taxahle
) . 311 781 5 264 272
Salaries, prewar p 311 781 8 319 L2713
Warrants: Noninterest bearing, s 213(a) 31 13 416 88
‘War savm%s stamps:
Credit for intereston. ... 213(a) 31 1 33 67
Sale of, at appreciated val 213(a) 31 1 33 87
‘When the wages of the nonresiden
sources within United States- ... 213((:) ‘ 92(a) . 101
Withholding tax at source 221,237 |........ cesmponn 182, 230
Witness: For State, fees, inzome...cevsneecvrecacacacaloae 213(a) 31 67
Words and phrases
“ Aggrogate Par Valle” . iueeecenscncessccassscoerenncs 202 1567 10 353 46
#“Date of tax return”’. ceserenees 213(b) 79 11 376 85
“Duedate”........ cuesesecusssansesantansacacasanne . 212(b) 26 10 355 - 68
“Due and payable”...eeeeunnnnn eiecenensceaan 326 845 12 411 296
“First 60 days ofany ‘faxable year vavsececenseoann 201 1542 1 8 27
“Like or%-a.nuatlon 7 iccenaene aemererescasenen 231 521 1 82 205
“Private’...cecavoaaa- reesseenns 231 517 8 329 199
“ Purely localcharacter’ . .. .ceeecenancecaccans 231 521 1 82 205
@ OEat8” aeeeranranacsoccornnatrron e aaaaan 213(a) 31 1 32 87
«State officers, “Employees of the State”_... 213(b) 85 16 459 96
“Temporary TUCHIALINS" . ceurevennsoronsnenenenanns| 214(8) 12 263 12 402 155
Y.
Young Men’s Christian Association: Government contract. 1 1510 17 468 12
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