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ABBREVIATIONS

The following abbreviations in current use and formerly used will
appear in material published in the Bulletin.

A, B, O, ete.—The names of individuals.

A. T.—Alcohol and tobacco tax ruling.

B.T. A—Board of Tax Appeals.

C. B.—Cumulative Bulletin.

C.F.R.—Code of Federal Regulations.

Ct. D.—Court Decision.

Del. Order.—Delegation Order.

D. C.—Treasury Department circular,

E. O.—FExecutive Order.

E. T.—Estate and gift tax ruling.

Em. T.—Employment tax ruling.

F. A. A. A —Federal Alcohol Administration Act.

F. R.—Federal Register.

G. C. M.—Chief Counsel’s memorandum (formerly General Coun-
sel’s memorandum.

I. R. B.—Internal Revenue Bulletin.

IR-Mim.—Published IR-Mimeograph.

I. T.—Income Tax ruling.

M,N,X,Y,Z,etc.—The names of corporations, places or businesses
according to context.

M. T.—Miscellaneous tax ruling.

Mim.—Published mimeograph.

0. D.—Office Decision.

P. L.—Public Law.

P. S.—Pension, profit-sharing, stock bonus, or annuity plan ruling.

Rev. Proc.—Revenue Procedure.

Rev. Rul.—Revenue Ruling.

S. M.—Solicitor’s Memorandum.

Sol. Op.—Solicitor’s Opinion.

S. P. R—Statement of Procedural Rules.

S. S. T.—Social Security tax.

S. T.—Sales tax ruling.

Stat.—Statutes at Large.

T. C.—The Tax Court of the United States.

T. D.—Treasury Decision,

U. S. C.—United States Code.

2 and y used to represent certain numbers and when used with the
word “dollars” represent sums of money.
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FOREWORD

The Cumulative Bulletin is prepared in five parts, as follows:

I. Part I includes rulings and decisions which are based on the
application of provisions of the Internal Revenue Code of 1954
and, unless otherwise stated in the ruling or decision, are pub-
lished without consideration as to any application of the provi-
sions of the Internal Revenue Code of 1939 or other related
public laws.

II. Part IT includes rulings and decisions which are based on the
application of the Internal Revenue Code of 1939, the Federal
Firearms Act, and other public laws except those pertaining to
the various alcohol taxes; and, unless otherwise noted therein,
they are published without consideration as to any application of
the provisions of the Internal Revenue Code of 1954, Part II is
subdivided into two subparts according to matters issued under
the Internal Revenue Code of 1939 (Subpart A) and the Federal
Firearms Act (Subpart B).

ITI. Part IIT contains rulings and decisions pertaining to the
various alcohol taxes. This part is subdivided into three subparts
according to matters issued under the Internal Revenue Code of
1954 (Subpart A), the Internal Revenue Code of 1939 (Subpart
B), and the Federal Alcohol Administration Act (Subpart C).

IV. Part 1V contains treaties and tax legislation, including
related Committee and Conference Reports. This part is sub-
divided into three subparts according to tax conventions, Treas-
ury Decisions and Revenue Rulings issued with respect thereto
(Subpart A), legislation (Subpart B), and Committee Reports
(Subpart C). House, Senate and Conference Committee Reports
printed in the Bulletin do not include the portion entitled
“Changes in Existing Law.”

V. Part V is devoted to administrative, procedural, and miscel-
laneous matters. The weekly Internal Revenue Bulletins
contained Part VI consisting of some items of general interest.
Other than the disbarment list, which has been incorporated in
Part V of this Bulletin, those items are not reproduced herein.

(XII)



INTRODUCTION

The Internal Revenue Bulletin is the authoritative instrument of
the Commissioner of Internal Revenue for the announcement of offi-
clal rulings and procedures of the Internal Revenue Service, and for
the publication of Treasury Decisions, Executive Orders, tax conven-
tions, legislation, and court decisions pertaining to internal revenue
matters. Other items considered to be of general interest are also
published in the Bulletin, such as announcements relating to proposed
regulations published with notice of proposed rulemaking, announce-
ments relating to decisions of the Tax Court of the United States,
announcements of the disbarment and suspension of attorneys and
agents from practice before the Treasury Department, Delegation
Orders, ete.

It is the policy of the Service to publish in the Bulletin all sub-
stantive and procedural rulings of importance or general interest, the
publication of which is considered necessary to promote a uniform
application of the laws administered by the Service. It is also the
policy to publish all rulings and statements of procedures which
supersede, revoke, modify, or amend any published ruling or pro-
cedure. Except where otherwise indicated, published rulings and
procedures apply retroactively. Rulings and statements of pro-
cedures relating solely to matters of internal management are not
published. However, statements of internal practices and procedures
affecting rights or duties of taxpayers, or industry regulation,
which appear in internal management documents, are published.
Revenue Rulings and Revenue Procedures are based upon rulings
and internal management documents prepared in the various divi-
sions of the National Office, including the Office of the Chief Counsel
for the Internal Revenue Service. In the preparation of these, cau-
tion is exercised to conceal the identity of the taxpayer, as well as
any confidential personal and business information. All Revenue
Rulings published in the Bulletin have received the consideration
and concurrence of the Chief Counsel.

Revenue Rulings and Revenue Procedures reported in the Bulletin
do not have the force and effect of Treasury Department Regulations
(including Treasury Decisions), but are published to provide prece-
dents to be used in the disposition of other cases, and may be cited
and relied upon for that purpose. Since each published ruling repre-
gents the conclusion of the Service as to the application of the law
to the entire state of facts involved, Revenue officers and others con-
cerned are cautioned against reaching the same conclusion in other
cases unless the facts and circumstances are substantially the same.
In applying rulings and procedures published in the Bulletin, per-
sonnel of the Service and others concerned must consider the effect of
subsequent legislation, regulations, courts decisions, rulings and
procedures.

(1)
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Each published ruling is designated as a “Revenue Ruling,” and
each published procedure is designated as a “Revenue Procedure.”
These should be cited by reference to the year of issuance and the
Bulletin and page where reported. Thus, Revenue Ruling No. 175
for 1957 should be cited as “Rev. Rul 57-175, C. B. 1957-1, 608.”
Similarly, Revenue Procedure No. 20 for 1957 should be cited as
“Rev. Proc. No. 57-20, C. B. 1957-1, 749.” Revenue Rulings are
keyed to the applicable sections of the Internal Revenue Code and
regulations.

Internal Revenue Cumulative Bulletin 1957-1 contains all rulings,
decisions, and legislation pertaining to Internal Revenue matters
published in Internal Revenue Bulleting 1-25, inclusive, for the period
January 1 to June 30, 1957. It also contains a cumulative list of
announcements relating to decisions of The Tax Court of the United
States published in the Internal Revenue Bulletins.



THE TAX COURT OF THE UNITED STATES

CUMULATIVE LIST OF ANNOUNCEMENTS RELATING TO
DECISIONS OF THE TAX COURT OF THE UNITED
STATES PUBLISHED IN THE INTERNAL REVENUE
BULLETIN FROM JANUARY 1, 1957, TO JUNE 30, 1957,
INCLUSIVE

It is the policy of the Internal Revenue Service to announce in the
InTERNAL REvENUE BuULrerTiN at the earliest practicable date the
determination of the Commissioner to acquiesce or not to acquiesce
in a decision of The Tax Court of the United States which disallows
a deficiency in tax determined by the Commissioner to be due. Notice
that the Commissioner has acquiesced or nonacquiesced in a decision
of The Tax Court relates only to the issue or issues decided adversely
to the Government. Actions of acquiescences in adverse decisions
should be relied on by Revenue officers and others concerned as con-
clusions of the Service only to the application of the law to the facts
in the particular case. Caution should be exercised in extending the
application of the decision to a similar case unless the facts and
circumstances are substantially the same, and consideration should be
given to the effect of new legislation, regulations, and rulings as well
as subsequent court decisions and actions thereon. Acquiescence in a
decision means acceptance by the Service of the conclusion reached,
and does not necessarily mean acceptance and approval of any or all
of the reasons assigned by the Court for its conclusions. No an-
nouncements are made in the Bulletin with respect to memorandum
opinions of The Tax Court.

The Commissioner ACQUTESCES in the following decisions:

Report
Taxpayer Docket
No.
Volume| Page

Avco Manufacturing Corp. (1) oo o cmmo e 45633 25 975
Aveo Manufacturing Corp__ . _._____._ 53705 27 547
Beckman Trust, under deed of trust dated May 3,

1932, Hazel B.(2) oo o oo 55163 26 1172
Berry, Betty, trustee of Harold Berry Trust, trans- { 41027

feree, and Selma Berry Trust, transferee (3)_______ 41026 26 344
Berry Trust, Harold, transferee (3)_____._ .. ..._._ 41027
Berry Trust, Selma, transferee (3)__. . _._ ... ... 41026
Bradley, D. G o oo 55823 26 970
Brooks, Charles A., estate of (4)_ .. ... __ ____ 55269 27 295
Burstein, Benjamin, trustee of Anna L. Heit Trust.._._ 52241 27 82
Capitol Coal Corpa oo 51955 26 1183

See footnotes ast end of tables.
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ACQUIESCENCES—Continued

Report
Taxpayer Docket
No.
Volume | Page

Casey, Brigid Angela, estate of (4).________________ ‘I
Casey, Joseph G., et al., executors of estate of Brigid 54939 25 707

Angela Casey (*).. .. __ I
Clark, Edward H.(5) . e 694259 40 333
Coben, Betty R _.__ 51774 } o7 291
Cohen, Sidney . .. 51772
Dingle-Clark Co_ . ____ o ___. 51364 26 782
Dixie Shops, Inc., a Michigan Corp.(3) _ . ..o ______ 41150 26 344
Dorminey, J. T 55431 26 940
Edwards, John R., et ux_ .- . ... 52647 27 647
Friedlaender, Erwin D_____ _ . .. oo 54638 26 1005
Geiger & Peters, Inc._______ .. 53746 27 911
Goldner, Dezso, €t WX o e 44884 27 455
Heatbath Corp.(¢) . . ..o __..- e mmmmmmeme e 17563 14 332
Heim, Muriel__ .. __. . _______ 55159 27 270
Heit Trust, Anna L_ __ _____________ ... .. 52241 27 82
Home Title Guaranty Co.(7) oo o oo _. 20631 15 637
Howe, Graydon B.(®)____ o __-o_ 46379 } 25 376
Howe, Graydon B., transferee (8) ___.______________ 46378
Hubbard, Debe W, estate of (#) - __________ 52124 26 183
Jackson, Charles J., et ux._ - . _______ ... __ 56249 28 36
Jordan, Hans, et ux_ _ ____________________________ 55207 27 265
Kenyon Trust, James A _______ . __.___ 51265 26 846
Kramer, Benjamin_ _ - ___ . ___________________ 52238
Kramer, David . . o oo _____ 52239 27 82
Kramer, Irving _ . _ L ____.__ 52240
Kurtin, Albert, et UX. -~ - -~ - ______ 51666 26 958
Kyron Foundation, Ine. . - ________________ 44818 27 37
Latendresse, Frances E.(3) _______________________. 38986 26 318
Leib, Robert. .o o-fo o ... 51773 27 | 221
Levasseur, Ethel Trafton, executrix of estate of { 53576 } 27 610

Charles A, Trafton (¢) (®) o ____ 55291
Manson, Carolyn (formerly Carolyn Solemon) indi-

vidually, and as administratrix of estate of Hiram

Solomon  _ - oooo_ 54472 27 426
MeGrath, Albert D, et ux_ _ . _____________ 47206 27 117
MecKelvy, William M., et al, executors of estate of

May Hicks Sheldon (*). . ______________. 53616 27 194
Merchants National Bank of Mobile, executor of

estate of Debe W. Hubbard (4) - .o _____________ 52124 26 183
Merkra Holding Co., Inc. .. ______________ 52237 27 32
Morsman, Truman W_ _ _ _________________________ 61259 27 520
Mudge, Edmund W., estate of (4)_ . ____________.____
Mudge, Leonard 8., et al., executors of estate of 51443 27 188

Edmund W. Mudge (*) - oo . )
National Thread Co., Ine. (1) - __ . _________I_ 47467 25 940
. . 44379
Newman Machine Co., Inc_-------------.,-------f- { 52020 } 26 1030
O’Brien, Eloise T. (&) __________ 46373
O’Brien, Pat (8) . 46372 25 376
O’Brien, Pat, et ux., transferees____________________ 46374
Peoples First National Bank & Trust Co., et al., exe-

cutors of estate of Charles A. Brooks (4) . _________ 55269 27 295
Pierson, Miriam Coward._ .. _______________ 55976 27 330
Reavis, C. Frank, et al.,, surviving and succecssor

trustees of Hazel B. Beckman Trust (2)-.___...____ 55163 26 1172

See footnotes at end of tables.
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AcqQUIESCENCEs—Continued

Taxpayer Docket Report
No.
Volume | Page

Reynolds, George E., individually, and as exeeutor of 39399

estate of Mildred D. Reynolds______________.____ { 39421 26 | 1225
Reynoids, Mildred D., estate of .__________._________ 39421
Rubin, Dave, et ux_______________________________ 45971 26 | 1076
Ryan, Phil L., et ux., transferres (8)____.___________ 46377 25 376
Schlager, Herbert O., transferee (3)_________________ 41028 26 344
Sebago Lumber Co__.__.________.__.._._________ { saoes |} 26| 1070
Selwyn Eddy Co. (M) __ 421612 25 1341
Sheldon, May Hieks, estate of (4)__________________ 53616 27 194
Solomon, Hiram, estate of _________________________ 54472 27 426
Stavroudis, Nicholas A., et ux__ . _________________. 56217 27 583
Stein, Esther M., estate of () ______________________ 47466
Stein, Esther M., estate of, and Samuel Stein (19 _____ 47465
Stein, Samuel (1) _______ L ________ 47475 25 940
Stein, Samuel, executor of estate of Esther M. { 47465

Stein (20 . 47466
Stokby, Edith_______________ T TTTTTTTTTTT 44495 | 26| 912
Stone, George Winchester Jr., et ux. (1) _____________ 42788 23 254
Tebb, Fred R., et ux______________________________ 57171
Tebb, Grace, executrix of estate of Thomas W.

Tebb () ________ e e 54161 27 671
Tebb, Neal A., et ux_____________________._________ 57172
Tebb, Thomas W., estate of (4)______ . _____.___ 54161
Terneen Produections, Ine. (8 __ _ . __________.___ 46380 25 376
Tiffany, Carter (1) . 27780 16 1443
Trafton, Charles A., estate of () (®_._______________ { gggg? } 27 610
Virginian Limestone Corp. (") ... __ 51766 26 553
Weil, Beulah_______ _ . ________ . ______ 43366 29 612
Weil, Charles S__ . 43858 23 630
Weil, Charles 8. and Adreana______________________ 50411
Wilmington Gasoline Co., a California Corp__________ 45220 27 500
Zucker, Bertram R__ __ _____________ . _________ 51778 27 221

The Commissioner does NOT ACQUIESCE in the foliowing
decisions:

Report
Taxpayer Docket
No.
Volume| Page

Chase National Bank of the City of New York, trus-

tee and alleged transferee of Marie Elizabeth

Moran (0 (38) . oo e 48652 25 617
Ellis, Harry A., estate of (*)_______________.___.___
Ellis, Helen R., et al., executors of estate of Harry A. 55204 26 694

EIis (4) oo oo
Mahoning National Bank, executor of estate of A. P.

gt(;?kelg_ _______________________________________ 51099 26 600
Moran, Marie Elizabeth (°)_ - . ___________ 48652 25 617
Newman, Marie M __ e eeee 57283 26 717
Pittston Company___ . _ . _ . ... 53832 26 967
Poe Manufacturing Co.,, F. W_ o ____.___._ 38661 25 691

See footnotes at end of tables.
434737°—58———2
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NowACQUIESCENCES—Continued

Report
Taxpayer Docket
No.
Volume | Page
Ryan, Gladys () .. e cm———em 46376 }
Ryan, Phil L.(y__ 2221 I0IIIIIIIIIIN 16375 || 25| 376
Siegel, Mildred Irene (°)__ 52700 26 743
Steckel, A. P., estate of .. _________________l___._ 51099 26 600

a United States Board of Tax Appeals.

(1) Acquicscence relates to the issues as to whether (1) petitioner properly claimed the loss sustained upon
the liquidation of the American Propeller Corp.; (2) the distribution of certain stocks was a distribution
of taxable dividends made out of earnings and profits; (3) payments made undcr the Extra Compensation
Plan were properly aceruable and dednetible in the fiscal year ended November 30, 1947; and (4) certain
tooling expenses incurred by the petitioner were likewise deductible in the same period.

(%) See Rev. Rul. 57-287, page 517, this Bulletin.

(3) Acequiescence as to result only. The Commissioner, while disagreeing with the treatment by the court
of the issues involved, will not file an appeal in this case.

(1) Estate tax decision.

(&) Nonacquiescence published in C. B. 1939-2, 45, is withdrawn and acquiescence is substituted therefor.
See Rev. Rul. 5747, page 23, this Bulletin.

(6) Nonacquiescence published in C. B, 1950-2, 5, regarding the issue of deductions for compensation paid
or accrued to controlling stockholders for use of an invention, even though they had granted the petitioner
a royalty-free license to use their patent, is withdrawn and acquiescence is substituted therefor. Acquies-
eence as to the issue of the deduction for expense payments represented by negotiable notes issued by peti-
tioner to its stockholder, was published in C. B. 1955-2, 6.

(") Nonacquiescence published in C. B. 1953-2, 8, is withdrawn and acquicscence is substituted therefor.
Sece Rev. Rul. 5748, page 212, this Bulletin.

(%) Acquiescence with respect to the issucs regarding the period of the corporatc existence, for taxable pur-
poses, of Terneen Productions, Ine.; and as to the amount of salary paid the petitioner, Pat O'Brien, as star
of the motion victure produced by the corporation.

(%) Gift tax decision,

(19 Aeqitiescence relates to the issues involving certain unidentified bank deposits which partially represent
unreported sales by the National Thread Co., and unreported taxable income of Esther M. and Samuel
Stein; the pereentage of unreported company sales allowed to offset unreported purchases; the allowance
to the company for travel and selling expenses; and with regard to the statute of limitations barring pro-
ceedings against the taxpayers for the years 1942 and 1943,
th(ﬂ)fNonacqniescem:e published in C. B. XI-2, 16 (1932), is withdrawn and acquiescence is substituted

crefor.

(12) See Rev. Rul. 57-286, page 497, this Bulletin.

(1%) Nonacquiescence published in C, B. 1951-2, 6, is withdrawn and acquiescence is substituted therefor.

(14) See Rev. Rul. 57-288, page 518, this Bulletin.

(1) Name changed to Chase Manhattan Bank, siccessor to Chase National Bank of the City of New York.

(1) Nonacquiescence relates to the issue involving the reporting as along-term capital gain of the profit
Eealizfeld by petitioner from the sale of one-half of his ten percent interest in the net profits of a motion-pic-

ure film.



PART 1

RULINGS AND DECISIONS UNDER THE INTERNAL
REVENUE CODE OF 1954

Rulings and decisions published in Part I of the Internal Revenue
Bulletin are based on the application of provisions of the Internal
Revenue Code of 1954 and, unless otherwise stated in the rulings or
decisions, are published without consideration as to any application
of the provisions of the Internal Revenue Code of 1939 or related
public Iaws.

SUBTITLE A.—INCOME TAXES
CHAPTER 1.—NORMAL TAXES AND SURTAXES

SUBCHAPTER A.—DETERMINATION OF TAX LIABILITY
PART IL—TAX ON CORPORATIONS

SECTION 11.—TAX IMPOSED

26 CFR 1.11: Statutory provisions: tax T.D. 62371
on corporations.
(Also Sections 21, 37, 1.21-1, 1.37.)

TITLE 26—INTERNAL REVENUE, 1954,—CHAPTER I, SUBCHARTER A, PART I—
INCOME TAX; TAXABLE YEARS BEGINNING AFTER DECEMBER 31, 1953

Income Tax Regulations amended to conform to the Tax Rate
Extension Acts of 1956 and 1957, relating to corporate normal tax
under section 11(b), and to Public Law 398 (84th Cong.) approved
January 28, 1956, relating to the limitation on retirement income
under secticn 37 (d), of the Internal Revenue Code of 1954.

DeprarRTMENT OF THE TREASURY,
OrFricE oF THE COMMISSIONER OF INTERNAL REVENTUE,
Washington 26, D. C.
To Officers and Employees of the Internal Revenue Service and
Others C’onoemeg ;

In order to conform the Income Tax Regulations under the In-
ternal Revenue Code of 1954 (26 CFR (1954) Part 1) to the Tax
Rate Extension Acts of 1956 [P. L. 458, C. B. 1956-1, 869] and 1957
[P. L. 85-12, page 666, this Bulletin], relating to the extension of cor-

oration normal-tax rate under section 11(b), and to Public Law
398 (84th Cong.), approved January 28, 1956, [C. B. 1956-1, 853]

122 F. R. 4076,
(N
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relating to the earned income limitation on retirement income under
section 37(d), of the 1954 Code, such regulations are amended as
follows:

Paracraru 1. Section 1.11 is amended by—

(A) Striking out “April 1, 1956”, in section 11(b) (1), each
time it occurs and inserting in lieu thereof “July 1, 1958, and

(B) Striking out “March 31, 1956”, in section 11(b) (2), each
time it occurs and inserting in lieu thereof “June 30, 19587, and

(C) Inserting *; sec. 2, Tax Rate Extension Act, 1956 ; sec. 2,
Tax Rate Extension Act, 1957 before the period and the closing
bracket of the historical note set forth at the end of section 11.

As amended, section 11(b) (1) and (2) and the historical note in
§ 1.11 will read as follows:

§1.11 STaATUTORY PROVISIONS; TAX ON CORPORATIONS.
SEC. 11. TAX IMPOSED * # #
(b) NorMAL Tax—

(1) TAXABLE YEARS BEGINNING BEFORE JULY 1, 1958.

I the case of a taxable year beginning before July 1, 1958, the normal
tax is equal to 30 percent of the taxable income.

(2) TAXABLE YEARS BEGINNING AFTER JUNE 30, 1958 —In the case
of a taxable year beginning after June 30, 1958, the normal tax is
equal to 25 percent of the taxable income.

* % * * * * *

[Sec. 11 as amended by sec. 2, Tax Rate Extension Act, 1955; sec. 2,
Tax Rate Extension Act, 1956 ; sec. 2, Tax Rate Extension Act, 1957.]

Par. 2. Paragraph (¢) of § 1.11-1 is amended to read as follows:

§ 1.11-1 Tax oN CORPORATIONS, * * *

(e¢) The normal tax is computed by applying to the taxable income the rate
of tax in effect for the taxable year. The rates of tax applicable for the re-
spective taxable years are as follows:

Percent
For taxable years beginning before July 1, 1958______ . ________ 30
For taxable years beginning after June 30, 1958 __________________ 25

Par. 3. Paragraph (a) of § 1.21-1 is amended to read as follows:

§1.21-1 CuancEs IN RaTE DURING A TAXABLE YEAR.—(a) Section 21 applies
to all taxpayers, including individuals and corporations. It provides a general
rule applicable in any case where (1) any rate of tax imposed by chapter 1
upon the taxpayer is increased or decreased, or any such tax is repealed, and
(2) the taxable year includes the effective date of the change, except where
that date is the first day of the taxable year. Thus, for example, the normal
tax on corporations is, under section 11(b), decreased from 30 percent to 25
percent in the case of a taxable year beginning after June 30, 1958. Accord-
ingly, the tax for a taxable year of a corporation beginning on July 1, 1958,
will be computed under section 11(b) at the new rate without regard to section
21. However, for any taxable year beginning before July 1, 1958, and ending
on or after that date, the tax will be computed under section 21. For additional
circumstances under which section 21 is not applicable, see paragraph (k) of
this section.

Par. 4. Example (2) of § 1.21-1(n) is amended to read as follows:

§1.21-1 CuaneEs IN RATE DURING A TAXABLE Ymag. * * *
(n) The application of section 21 may be illustrated by the following

examples :
* ES # * * ES *®

Example (2). For purposes of this example, the following facts are assumed:
The taxpayer is a corporation, its taxable year is the calendar year 1958, its
taxable income for both normal tax and surtax purposes is $100,000, and it is
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§ubject to a change in the rate of the normal tax from 30 percent of taxable
income to 25 percent of taxable income effective on July 1, 1958, The change
in the normal tax rate applicable to the corporation does not affect the amount
of any other tax applicable to the corporation under chapter 1. In such case,
the tentative tax at the 80 percent rate would be $30,000, and the tentative tax at
the 25 percent rate would be $25,000. The proportionate part of the tentative
tax at the 30 percent rate is $14,876.71, that is, an amount which is the same pro-
portion of $30,000 as 181 (the number of days from January 1 to June 30, 1958,
both dates inclusive) is to 365 (the total number of days in the taxable year).
The proportionate part of the tentative tax at the 25 percent rate is $12,602.74,
that is an amount which is the same proportion of $25,000 as 184 (the number of
days from July 1 to December 31, 1958, both dates inclusive) is to 365.

Par. 5. In §1.37, section 37(d)(2) and the historical note at
the end of section 37 are revised to read as follows:

§ 1.37 STATUTORY PROVISIONS; RETIREMENT INCOME.
SEC. 37. RETIREMENT INCOME, * * *

(d) LIMITATION ON RETIREMENT INCOME. * * ¥
(2) In the case of any individual who has not attained the age of
72 before the close of the taxable year, any amount of earned income
(as defined in subsection (g))—

(A) In excess of $900 received by the individual in the tax-
able year if such individual has not attained the age of 65 before
the close of the taxable year, or

(B) In excess of $1,200 received by the individual in the
taxable year if such individual has attained the age of 65 be-
fore the close of the taxable year.

& * * * * * #*

[Sec. 37 as amended by Pub. Law 299 (84th Cong.), for taxable
years beginning after December 31, 1954, and by Pub. Law 398 (8&4th
Cong.), for taxable years beginning after December 31, 1955. For
taxable years beginning before January 1, 1955, sec. 37 (f) contains
‘“; except that such term does not include a fund or system established
by the United States for members of the Armed Forces of the United
States” after the words “District of Columbia”. For taxable years be-
ginning before January 1, 1956, sec. 37(d) (2) provides: “(2) In the
case of any individual who has not attained the age of 75 before the
close of the taxable year, any amount of earned income (as defined in
subsection (g)) in excess of $900 received by the individual in the
taxable year.”]

Par. 6. Section 1.37—4 is amended to read as follows:

§ 1.37<4 LimiratioN ON AMOUNT oF RETIREMENT IncoME—(a) Section
37(d) provides a limitation on the amount of retirement income with respect
to which the retirement income credit is allowable. Such credit is computed
on the amount of retirement income, as defined in section 37(¢), but on not
more than the amount determined as the limitation provided by section 37(d).
In any event, the maximum amount of retirement income with respect to which
the retirement income credit is allowable is $1,200.

(b) The limitation provided by section 37(d) is determined by subtracting
from $1,200 the sum of—

(1) Amounts received during the taxable year as (i) a pension or annuity
under Title II of the Social Security Act; (ii) a pension or annuity under
the Railroad Retirement Acts of 1935 or 1937; (iii) any other pension or
annuity which is excludable from gross income, such as persons received
under laws relating to veterans; and

(2) (i) For taxable years beginning after December 31, 1955, the amount
of earned income received during the taxable year in excess of (a) $900, if
the individual has not attained the age of 65 before the close of his taxable
year, or (b) $1,200, if the individual has attained the age of 65 but not 72
before the close of his taxable year; or

(ii) For taxable years begining before January 1, 1956, the amount of
earned income received during the taxable year in excess of $900, if the in-
dividual has not attained the age of 75 before the close of his taxable year.
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(c) In determining the limitation of section 37(d), the following additional
rules shall be applicable :

(1) No reduction shall be made on account of any amounts excluded from
gross income because of the application of section 72 (relating to annuities),
section 101 (relating to life insurance proceeds), section 104 (relating to
compensation for injuries or sickness), section 105 (relating to amounts
received under accident and health plans), section 402 (relating to taxability
of beneficiary of employees’ trust), or section 403 (relating to taxation of
employees annuities).

(2) TFor taxable years beginning after December 31, 1955, no reduction for
earned incomne received during the taxable year shall be made in the case
of an individual who has attained the age of 72 before the close of his taxable
vear; and for taxable years beginning before January 1, 1956, no reduction
for earned income received during the taxable year shall be made in the
case of an individual who has attained the age of 75 before the close of his
taxable year.

{(3) The term “earned income” has the same meaning as in § 1.37-2(a).
(However, the special rule relating to widows and widowers contained in
section 37 (b) is not applicable in determining the limitation of section 37(d).)

(4) Where the amounts designated in paragraph (b) of this section are
treated as community income under community property laws applicable with
respect to such income, such amounts shall be treated as received one-half
by each spouse.

(5) In no event can the sum of the amounts designated in paragraph (b)
of this section reduce the aniount of the retirement income, or the credit with
respect thereto, to less than zero.

(d) The determination of the limitation of section 37(d) may be illustrated
by the following examples:

Ezxample (7). 1If an individual eligible for the retirement income credit, age 68
at the close of the taxable year 1954, received as his only income during the tax-
able year $800 of interest and $1,700 as compensation for personal services ren-
dered by him during such year, the individual is entitled for such taxable year to
a retirement income credit on $400 of the interest. Since the individual had
not attained the age of 75 hefore the close of the taxable year, the limitation of
section 37(d) is determined by subtracting from 8$1,200 the amount of $800,
that is, the amount of earned income ($1,700) which is in excess of $900. The
limitation is thus $400 ($1,200 less $800) and the retirement income ecredit is
computed on $400 of the retirement income (the interest item). If the in-
dividual had attained the age of 75 before the close of the taxable year 1954,
no amount would be subtracted from $1,200 by reason of his earned income and
the limitation would then be $1,200 instead of $400, and the retirement income
credit would be computed on the entire amount of the interest item of $800.

Example (2). Assume that the individual in exawple (1) received the same
items of income for his 1957 taxable year. Since the individual bas attained
the age of 65 but not the age of 72 before the close of such taxable yvear, the
limitation of section 37(d) is determined by subtracting from $1,200 the amount
of $500, that is, the amount of earned income ($1,700) which is in excess of
$1,200. The limitation is thus $700 ($1,200 less $500) and the retirement income
credit is computed on $700 of the retirement income (the interest item). If
the individual had attained the age of T2 before the close of the taxable year
1957, no amount would be subtracted from $1,200 by reason of his earned income,
and the limitation would then be $1,200 instead of $700, and the retirement income
credit would be computed on the entire amount of the interest item of $300.

Par. 7. Section 1.37-5 is amended to read as follows:

§ 1.37-5 ILLUSTRATION OF APPLICATION oOF SECTION 37.—The application of
gection 37 may be illustrated by the following example:

Example. Assume that an individual eligible for the retirement income
credit, 70 years of age, unmarried, computed his tax under section 8, has the
following items of income for the calendar year 1956:

Dividend income (of which $50 is excluded from gross inconie under

section 116) $750
Pension under the Railroad Retirement Act of 1937 (entirely ex-
cluded from gross income) e __ 600

Disability payments under a workmen’s compensation act (entirely
excluded from gross income under section 104) ..______________ 400



Rental income_____ _ e e 600

Earned at odd jobs. __ e 1, 300
First, the taxpayer must compute his tax before the credit, as follows:

Adjusted gross income ($700 dividend -+$600 rental income +$1,300

earned income)..__ _ e $2, 000
Tax before any credit (determined by table in section 8) __.._______ 230
Less dividend received credit under section 84 ___________________ 28

Tax before retirement income eredit__________________________ ——é&

Next, .the taxpayer must compute his retirement income credit as follows:
Retirement income includes:

Dividend income - e $700
Rental income_ e e e e e e e e GO0
Total retirement income___ . _______ . o 1, 300

But the limitations in section 37(d) provide that this amount may not exceed
2 maximum amount for the taxable year 1956, determined as follows:

Maximum amount (before reduction) R $1, 200
Less railroad retirement pension_ [ 600

600
Less earned income in excess of $1,200_____________ ____________ 100
Amount of retirement income upon which the credit is computed____ 500

The retirement income credit is computed by applying the 20-percent rate
to the maximum amount of retirement income reduced by the railroad retirement
pension and the earned income in excess of $1,200, as follows:

Maximum amount of retirement income as reduced above_.________ $500
20 percent rate - e et e .20
Retirement income credit - - 100

Because this Treasury Decision merely provides for the extension
of the corporate normal-tax rate under the Tax Rate Extension Acts
of 1956 and 1957, and incorporates the liberalizing provisions of
Public Law 398 (84th Cong.), it is found unnecessary to issue the
Treasury Decision with notice and public procedure thereon under
section 4(a) of the Administrative Procedure Act, approved June 11,
1946, or subject to the effective date limitation of section 4(c) of that
act.

(This Treasury Decision is issued under the authority contained
in section 7805 of the Internal Revenue Code of 1954 (68A Stat. 917;
26 U. S. C.7805).)

Russern C. HARRINGTON,
Commissioner of Internal Revenue.
Approved June 5, 1957.
Danx TurooP SMITH,
Deputy to the Secretary.

(Filed by the Division of the Federal Register on June 10, 1957, 8:51 a. m.,
and published in the issue of the Federal Register for June 11, 1957, 22 P. R.
4076.)

PART IIIL.—CHANGES IN RATES DURING A TAXABLE YEAR

SECTION 21.—EFFECT OF CHANGES
96 CFR 1.21-1: Changes in rate during a taxable year.

The Income Tax Regulations relating to corporate normal tax are
amended. See T.D. 6237, page 7.
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SECTION 387.—RETIREMENT INCOME
26 CFR 1.37: Statutory provisions: retirement income.

The Income Tax Regulations relating to the limitation on the re-
tirement income credit are amended. See T. D. 6237, page 7.

26 CFR 1.37-3: Retirement income. Rev. Rul. 57277
(Also sections 652, 661, 662; 1.652(b)-1,
1.661 (b)-1, 1.662(b)-1.)

For the purpose of computing the retirement income credit of an
individual beneficiary of an estate or trust who has attained the age
of 65, the proportionate share of the taxable dividends, interest,
and rents which he derives from such estate or trust constitutes
retirement income within the meaning of section 37(¢) (1) of the
Internal Revenue Code of 1954.

Advice has been requested whether taxable income consisting of
rents, dividends, and interest received from an estate by a beneficiary
who has reached the age of 65 qualifies as retirement Income for the
purpose of the retirement income credit allowed under the provisions
of section 37 of the Internal Revenue Code of 1954.

Section 87(a) of the Code provides that, in the case of a retired
individual who has received $600 of earned income in each of any
ten calendar years before the beginning of the taxable year, there
shall be allowed as a credit against his Federal income tax for the
taxable year an amount computed according to that section and based
upon the individual’s retirement income.

Section 37(c) (1) of the Code defines the term “retirement income,”
in the case of an individual who has attained the age of 65 before
the close of the taxable year, as meaning income from pensions and
annuities, interest, rents, and dividends, to the extent included in
gross income.

In accordance with sections 652(b), 661(b), and 662(b) of the
Code, the amount of income for the taxable year required to be dis-
tributed currently by an estate or trust shall have the same char-
acter in the hands of the beneficiary as in the hands of the estate or
trust. For this purpose, the amounts shall be treated as consisting of
the same proportion of each class of items entering into a computa-
tion of the distributable net income of an estate or trust as the total
of each class bears to the total distributable net income of the estate
or trust unless the terms of the governing instrument specifically al-
locate different classes of income to different beneficiaries.

Accordingly, it is held that, for the purpose of computing the
retirement income credit of an individual beneficiary of an estate or
trust who has attained the age of 65, the proportionate share of the
taxable dividends, interest and rents which he derives from such
estate or trust constitutes retirement income within the meaning of
section 37(c) (1) of the Code.
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26 CFR 1.837—4: Limitations on amount of Rev. Rul. 57-101
retirement income.
(Also Section 105; 1,105-4.)

For the purpose of the limitation on retirement income provided
by section 37(d) (1) of the Internal Revenue Code of 1954, pen-
sions and annuities which are excludable from gross income under
section 105 of the Code do not reduce retirement income in accord-
ance with section 37(e) of the Code. However, wages or payments
in lien of wages (except amounts received as a pension or annuity)
that are received for a period during which an employee is absent
from work on account of personal injuries or sickness, irrespective
of whether they are excludable under section 105(d) of the Code
or are in excess of the amount excludable, constitute earned income
and should be taken into consideration for the purpose of the limi-
gt{iion on retirement income provided by section 37(d)(2) of the

ode

Advice has been requested whether amounts excluded under section
105(d) of the Internal Revenue Code of 1954 are to be used in deter-
mining the limitation on retirement income provided by section 87 (d)
of the Code.

Section 87 of the Code, as amended, provides in part as follows:

{(d) * * * For purposes of subsection (a) the amount of retirement income
shall not exceed $1,200 less—

(1) in the case of any individual, any amount received by the individual
as a pension or annuity—

(A) under Title IT of the Social Security.Act

(B) under the Railroad Retirement Acts of 1935 or 1937, or

(C) otherwise excluded from gross income and

(2) in the case of an individual who has not attained the age of 72 before
the close of the taxable year, any amount of earned income (as defined in
subsection (g))—

(A) in excess of $900 received by the individual in the taxable year
if such individual has not attained the age of 65 before the close of the
taxable year, or

(B) in excess of $1,200 received by the individual in the taxable year
if such individual has attained the age of 65 before the close of the
taxable year.

(e) * * * Jubsection (d) (1) shall not apply to any amount excluded from gross
income under section * * * 104 (relating to compensation for injuries or sick-
ness), 105 (relating to amounts received under accident and health plang) * * *,

The amount of retirement income on which the credit is based can-
not exceed $1,200 less any amount received by the taxpayer as a pension
or annuity under the Social Security Act or the Railroad Retirement
Act of 1935 or 1937, as amended, or otherwise excluded from the gross
income. Since these amounts are already excluded from income and,
hence, do not form a part of the base on which the tax is computed, they
are offset against the amount of allowable retirement income. Section
37(e) of the Code in effect provides that for the purposes of section
87(d) (1), pensions in the nature of disability payments (for example,
under workmen’s compensation acts or by reason of service in the
Armed Forces) which are excluded from gross income under section
104 (relating to compensation for injuries or sickness) or under sec-
tion 105 (relating to amounts received under accident or health plans)
do not reduce the amount of retirement income. o

TFor the purposes of section 37(d) (2) of the Code, wherein it is pro-
vided that the retirement income shall be reduced by any amount of
earned income in excess of $900 or $1,200, depending on the age of
the individual, the question that arises is of a different nature, that
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is, whether amounts excluded under section 105(d) and the amounts in
excess thereof, which are received as wages or payments in lieu of wages
for a period during which an employee is absent from work on ac-
count of personal injury or sickness, constitute earned income.

Wages received for a period during which an employee is absent
from work on account of personal injuries or sickness constitute earned
income within the meaning of section 911(b) of the Code as limited
by section 87(g) thereof. The fact that the income is excluded by
applicable provision of law, section 105(d) of the Code, does not
change the character of the income. It merely becomes excluded
earned income. In the case of Augustus B. Chidester, Administrator
v. United States, 82 Fed. Supp. 322, it was held that sick leave pay
constitutes earned income for the purpose of the exclusion under
section 116 (a) of the 1939 Code.

Accordingly, it is held that, for the purpose of the limitation on
retirement income provided by section 37(d) (1) of the Internal
Revenue Code of 1954, pensions and annuities which are excludable
from gross income under section 105 of the Code do not reduce
retirement income in accordance with section 87 (e) of the Code. How-
ever, wages or payments in lieu of wages (except amounts received as
a pension or annuity) that are received for a period during which
an employee is absent from work on account of personal injuries or
sickness, irrespective of whether they are excludable under section
105(d) of the Code or are in excess of the amount excludable, consti-
tute earned income and should be taken into consideration for the

purpose of the limitation on retirement income provided by section
37(d) (2) of the Code.

Rev. Rul. 57-141

A large investment of capital by a doctor, dentist, or other pro-
fessional taxpayer in office equipment, such as X-ray machines, is
not a material income-producing factor in the taxpayer’s business,
therefore, the amount of professional fees received shall not be re-
duced by any expenses connected with the earning of such income
but are considered “earned income” in their entirety for the pur-
pose of the limitation in section 37 (d) (2) of the Code.

Advice has been requested with respect to what constitutes earned
income for the purposes of the retirement income limitation provided
by section 37(d) (2) of the Internal Revenue Code of 1954 in the case
of doctors and dentists or other professional taxpayers who have large
investments in office equipment.

Section 87(d) (2) of the Code provides as follows:

(d) LiMiTATION ON RETIREMENT INCOME.—For purposes of subsection (a), the
amount of retirement income shall not exceed $1,200 less—

(2) in the case of any individual who has not attained the age of 72 be-
fore the close of the taxable year, any amount of earned income (as defined
in subsection (g))

(A) in excess of $900 received by the individual in the taxable year if
such individual has not attained the age of 65 before the close of the
taxable year, or

(B) in excess of $1200 received by the individual in the taxable year
if such individual has attained the age of 65 before the close of the
taxable year.

Subsection (g) of section 37 provides that for purposes of section
37(d) (2), the term “earned income” has the meaning assigned to such



15 [§ 61.

term in section 911(b), except that such term does not include any
amount received as a pension or annuity.

Section 911(b) of the Code provides in part as follows:

For purposes of this section, the term “earned income” means wages, salaries,
or professional fees, and other amounts received as compensation for personal
services actually rendered, * * *  In the case of a taxpayer engaged in a trade
or business in which both personal services and capital are material income-
producing factors, * * * a reasonable allowance as compensation for the per-
sonal services rendered by the taxpayer, not in excess of 30 percent of his share
of the net profits of such trade or business, shall be considered as earned income,

Inasmuch as the amount of capital employed has only an incidental
effect on the amount of profits derived from professional fees, the
growth of the profession being dependent primarily on the reputation
and technical skill of a doctor, dentist or other professional taxpayer,
it is held that such capital is not a material income-producing factor
in the taxpayer’s business. Accordingly, the entire amount received
as professional fees, without any reduction for expenses connected
with the earning of such income, is considered to be “earned income”
for the purpose of the limitation provided by section 37(d) (2) of the
Code. See Mim. 3802, C. B. IX-1, 121 (1930).

SUBCHAPTER B.—COMPUTATION OF TAXABLE INCOME

PART I.—DEFINITION OF GROSS INCOME, ADJUSTED GROSS INCOME, AND
TAXABLE INCOME

SECTION 61.—GROSS INCOME DEFINED

(Also Sections 3121, 3306, 3401; 26 CFR Rev. Rul. 57-1
31.3121 (a)—1, 313306 (b)-L.)

(Also Part 11, Section 22(a) ; Regula-
tions 118, Section 39.22(a)-1.)

Strike benefit payments paid by a labor union to unemployed mem-
bers, as well as nonmembers, as the result of a labor strike are in-
cludible in the gross income of the recipients in the year received,
even though distributed on the basis of need and irrespective of
the nature and form of the benefit payments received.

0. D. 552; C. B. 2, 73 (1920), and I. T. 1203, C. B. 1-1, 63 (1922),
amplified ; L. T. 3230, C. B. 1938-2, 136; 1. T. 3447, C. B. 1941-1, 191;
8. 8. T. 247, C. B. 19381, 449, and Revenue Ruling 131, C. B. 1953-2,
112, distinguished.

The Internal Revenue Service has been requested to reconsider the
position it stated in O. D. 552, C. B. No. 2, 73 (1920), which holds that
strike benefits received by a member of a labor union are includible
in his gross income for the year during which received. A similar
position was taken in I. T. 1293, C. B. I-1, 63 (1922), to hold that
amounts paid by an organized union as unemployment benefits to its
unemployed members are includible in the gross income of the re-
cipients. ) ) )

Members of a labor union pay dues to the union, a portion of which
is laid aside in a special fund to be used in case of a strike or lockout.
Strike benefits are paid according to individual need and have no
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correlation to the amount of dues paid by the recipient, or to the
amount of benefits received by other members. The strike benefit pay-
ments, which are not paid pursuant to any contract, are paid to mem-
bers as well as nonmembers of the union. Presumal,)ly, any benefits to
nonmembers are equally in furtherance of the objectives of the strike.
The specific question presented is whether the strike benefit payments
paid under the above circumstances constitute income or whether they
are tax free gifts to the recipients.

Section 61 of the Internal Revenue Code of 1954 states that “Except
as otherwise provided in this subtitle, gross income means all income
from whatever source derived * * *”7 This section has the same
breadth of scope as section 22(a) of the Internal Revenue Code of 1939
and executes the mandate of the 16th Amendment to the Constitution.
See U. S. Senate Report No. 1622, 83rd Congress, 168. For a recent
reiteration of this principle, see Commissioner v. Glenshaw Glass
Company et al., 348 U. S. 426, Ct. D. 1783, C. B. 1955-1, 207. As
pointed out by the Court in that case, Congress applied no limitation as
to the source of taxable receipts, nor restrictive labels as to their nature.

Strike benefit payments are included within the broad definition of
gross income and do not fall within any of the exclusions provided for
1n the Code, including the exclusions for gifts under section 102. They
are paid only upon the event of a strike which is a means employed
by the union and its members for securing economic benefits, and, for
this reason, they do not constitute amounts gratuitously paid or re-
ceived. The determination that strike benefit payments are includible
in gross income is not affected by the fact that such payments may
take the form of staple goods which are distributed on the basis of
need or the fact that such payments or distributions are also made to
persons who are not members of the union.

The above position does not conflict with I. T. 3230, C. B. 1938-2, 136,
wherein unemployment compensation benefits, paid by a state agency
from funds withdrawn from the Federal Unemployment Trust Fund
pursuant to Title IX of the Social Security Act, were not considered
as taxable income, or I. T. 3447, C. B. 1941-1, 191, wherein benefits
under the Social Security Act were held not subject to taxation. The
benefits in these cases were held not to constitute taxable income be-
cause it was believed that Congress intended that such benefits be
not subject to tax. However, there is no evidence that Congress in-
tended to exclude strike benefits from income. Nor does the above
position conflict with S. S. T. 247, C. B, 1938-1, 449, wherein it was
held that strike benefits do not constitute “wages” for the purposes
of the Social Security Act, since such benefits do not constitute re-
muneration for services paid by an employer to an employee. Con-
sistent with the holding therein made, it is held that strike benefits
do not constitute wages paid by the union to its members for purposes
of income tax withholding and the taxes imposed by the Federal In-
surance Contributions Act and the Federal Unemployment Tax Act.
Such benefits are nevertheless income and, as such, are includible in
gross income for Federal income tax purposes.

Revenue Ruling 131, C. B. 1953-2, 112, which holds that disaster
benefits provided by an employer for his employees are not taxable
income, is also distinguishable from the instant situation. That
Revenue Ruling stated, in part, “such contributions, measured solely
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by need, are considered gratuitous and spontaneous.” Such situation
does not exist in the instant case since the payments made are neither
spontaneous nor primarily donative in character but are made in
furtherance of a strike, which is a means employed to secure legiti-
mate economic benefits for members of the union.

Revenue Ruling 54-190, C. B. 1954-1, 46, holds that noncontractual
payments made out of a union fund are nevertheless taxable to the
recipient union members. In that ruling, the pensions paid to the
members were directly attributable to their employment while mem-
bers of the union as well as to their payment of union dues. The pen-
sions could not be said to be paid to them without consideration and,
therefore, were not gifts.

Accordingly, the strike benefit payments received under these cir-
cumstances do not constitute gifts but constitute income and are in-
cludible in the gross income of the recipients even though distributed
on the basis of their need and regardless of whether the recipients
are members or nonmembers of the union. If the benefits are paid
in goods rather than cash, the fair market value of the goods at the time
received is the amount to be included in gross income.

Rev. Rul. 57-2

Amounts withheld by banks or finance companies to cover possible
losses on notes purchased from dealers constitute income to dealers
employing the accrual method of accounting, to the extent of their
interest therein at the time the amounts are recorded on the books of
the bank or finance company as a liability to the dealer, regardless
of whether charges for worthless notes are also made to the account
pursuant to an agreement between the parties. Losses sustained
on worthless notes shall be separately established by the dealer as
required by section 166 of the Internal Revenue Code of 1954.

The Internal Revenue Service has been requested to state its position
with respect to the treatment, for Federal income tax purposes, of
amounts withheld by banks and finance companies to cover possible
losses on notes purchased from automobile or other dealers employing
the accrual method of accounting, and which are recorded on the books
of the bank or finance company as a liability of the bank or finance
company to the dealer.

The steps generally involved in transactions concerning automobile
dealers are as follows : When a car is purchased on credit from a dealer,
the purchaser makes a down-payment, either in the form of cash or by
turning in another car at an agreed value, the balance being satisfied
by the purchaser’s promissory note and a supporting conditional sales
contract. The face amount of the note reflects two elements—the
balance of what would be the purchase price of the car, if bought for
cash, and a finance charge. As between the purchaser and the dealer,
the transaction is closed and completed at this point with the attendant
tax consequences to the dealer.

It is then common practice for the dealer to sell or discount the pur-
chaser’s note and sales contract to some financial institution. The
finance company or bank acquires the note at a value somewhat less
than its face value, the difference representing a charge for its service.
Simultaneously, either cash or unrestricted credit is given to the dealer
to the extent of the amount reflected in the face value of the note that
corresponds to the unpaid balance of the cash retail price of the car.
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The difference between the face value of the note and the sum of the
finance company’s charge and its credit or immediate payment to the
dealer (representing part of the finance charge previously mentioned)
is then credited on the books of the finance company as a liability of
the finance company to the dealer. The accumulation of these credits
is generally known as a “dealers reserve” and is the specific object of
the present consideration.

Settlement of the liability represented by the reserve is subject to
agreement between the particular dealer and the financial institution
involved. In some instances, the agreement does not contemplate the
charging of any items against the reserve account, while in others the
account reflects a running record of various transactions between the
parties, that is, both credits and charges are entered, depending upon
the nature of the item. Thus, in certain instances, the dealer and the
finance company may agree that notes purchased or discounted are to
be charged to the reserve account in the event they become worthless.

With regard to those instances where losses incurred by a finance
company on hotes purchased from automobile dealers may not be
charged against the reserve, the credits to the reserve, by the finance
company in favor of a dealer who employs the accrual method of ac-
counting constitute income to the dealer at the time such credit is made,
even though the dealer is not immediately or even currently able to
draw on the entire reserve. See G. C. M. 9571, C. B. X-2, 153 (1931),
and Shoemaker-Nash, Inc. v. Commissioner, 41 B. T. A. 417. The
principles involved in the purchase of notes from automobile dealers
by banks or finance companies as described above are equally applicable
where notes are purchased, under similar conditions, from dealers in
items other than automobiles.

Where a dealer’s reserve is in the nature of a running account, the
charging thereto of worthless notes pursuant to agreement between
the parties has no bearing upon the fact that taxable income has been
received by the dealer, or upon the time of its realization as otherwise
evidenced by the credits to such reserve.

Accordingly, it is held that credits to such reserve, in the case of
a dealer employing the accrual method of accounting, constitute in-
come to the dealer at the time such credits are made regardless of
whether charges to the account for worthless notes are also made
pursuant to an agreement between the parties. Losses sustained on
worthless notes are to be separately established by the dealer as re-
quired by the provisions of section 166 of the Internal Revenue Code
of 1954 relating to bad debts.

In arriving at these conclusions, consideration has been given the
case of Blaine Johnson et al. v. United States, 233 Fed. (2d) 952.
See also, Albert M. Brodsky et uzx. v. Commissioner, 27 T. C. No. 23.

(Also Sections 162, 404, 584, 3121, 3306, 3401; Rev. Rul. 57-37
1.584-1,31.8121(a)-1.)

Contributions conveying fully vested and nonforfeitable interests
made by an employer into separate and independently controlled
trusts for each employee, each trust created pursuant to a collective
bargaining agreement for the purpose of furnishing unemployment
and certain other benefits to its eligible employees, constitute addi-
tional compensation to the employees for the taxable year in which
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such contributions are made, and, as such, are subject to income
tax withholding under section 3402 of the Internal Revenue Code of
1954 and the taxes imposed by the Federal Insurance Contributions
Act and the Federal Unemployment Tax Act at the time paid into
the trusts. Such amounts constitute business expenses deductible
from gross income under section 404 (a) (5) of the Code in the tax-
able year in which paid. The consolidated funds of the trusts will
qualify as common trust funds within the meaning of section 584 of
the Code provided the funds are maintained by the trustee in accord-
ance with the requirements of section 584 (a) (2) of the Code.

Advice has been rquested as to the Federal income and employment
tax treatment of contributions made by an employer, pursuant to a
collective bargaining agreement, to individual trusts providing for
certain unemployment and other benefits to its employees.

 In 1955, corporation M entered into an agreement with representa-
tives of its hourly-rated employees. The agreement, which was the
result of collective bargaining negotiations and supplementary to a

eneral labor agreement, provided for the establishment of a “security

enefit plan,” hereinafter referred to as the plan. Under the plan,
certain unemployment and other benefits are to be paid to the
employees covered by the collective bargaining agreement, provided
they are eligible to participate in the plan. Pursuant to the provisions
of the plan thus established, corporation A/ entered into an agreement
with a trustee, selected by it, establishing for each employee eligible to

articipate in the plan, a trust, to be known as the employee’s “security

enefit account.” Under the plan, corporation M contributes to each
employee’s security benefit account an amount computed at a specified
rate per hour for each hour actually worked by the employee subsequent
to the date on which he became eligible to aprticipate in the plan.
Contributions to each of such accounts will continue te be made by
corporation A/ until the balance in the account reaches a specified maxi-
mum amount; thereafter, no further contributions to the account are
required to be made until the balance in the account falls below the
maximum amount provided for in the plan. The trustee will hold
the amount contributed by corporation A/ to each of such accounts and
the interest earned thereon as a separate trust estate for the exclusive
benefit of the particular employee. No part of the amount contributed
by corporation M is recoverable by such corporation. The amounts
held in the individual employees’ accounts, however, may be consoli-
dated by the trustee for investment purposes.

In the event a participating employee’s lay-off results from a reduec-
tion in force or 1s temporary in character, or the employee is absent
from work because of injury or sickness for at least two consecutive
pay periods, he will be eligible to receive payments from his security
benefit account for each full pay period of such lay-off or absence.
The plan provides that, for the protection of the employee, the funds
held by the trustee in the employees’ security benefit accounts may
not be sold, transferred, assigned, pledged, or otherwise encumbered.
Upon termination of employment or retirement of the employee, the
balance in his security benefit account will be paid to him. In the
event of his death, such balance will be distributed to his designated
beneficiary or to his estate. Upon termination of the plan, the trustee
will, within one year of the termination date, liquidate the assets
of the trusts and pay to each participating employee his pro rata
share thereof, computed on the basis of the balances in the security
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benefit accounts on the date of such termination. Therefore, each
participating employee has a fully vested and nonforfeitable benefi-
cial interest in all amounts contributed or credited to his security
benefit account.

In accordance with the provisions of the plan, corporation M entered
into a trust agreement with a national bank which, acting as trustee,
agreed to accept and hold the funds contributed to the security bene-
fit account of each eligible employee as a separate trust estate for the
exclusive benefit of each such employee. The trust agreement pro-
vides that the funds of all the separate trusts may be commingled,
managed, and invested as one or more consolidated funds in United
States Government bonds or other equivalent securities. The trustee
is required to credit, as of December 31 of each year, earnings, includ-
ing capital gains less capital losses, from investment of the consoli-
dated funds to the individual employee’s security benefit account.
However, the trustee is prohibited from making any payment from
a seeurity benefit account to the beneficiary thereof until corporation
M certifies that the benefiiciary is eligible to receive such payment.
The trust agreement provides, also, that no part of any trust shall ever
be diverted to or recovered by corporation M, or be used for or
diverted to purposes other than the exclusive benefit of the persons
entitled thereto, and that no modification of the trust agreement shall
be made to make any such use or diversion possible thereunder.

Section 61 of the Internal Revenue Code of 1954 provides, in part,
that gross income means all income from whatever source derived,
including compensation for services. As stated in Commissioner v.
John H. Smith, 324 U. 8. 177, Ct. D. 1633, C. B. 1945, 49, “Section
22(a) of the Revenue Act [of 1938, to which section 61 of the 1954
Code corresponds] is broad enough to include in taxable income any
economic or financial benefit conferred on the employee as coiipen-
sation, whatever the form or mode by which it is effected.” Contri-
butions paid into an irrevocable and nonforfeitable trust by an em-
ployer for the benefit of an employee are taxable to the employee
when the contributions are made. Revenue Ruling 55-691, C. B.
1955-2, 21.

Section 3401 of the 1954 Code provides that, for the purpose of
income tax withholding, the term “wages” means all remuneration
paid in cash or other form to an employee for services performed
(with certain exceptions not here material) for his employer. Sections
3121 and 3306 of the Code contain similar provisions in defining the
term “wages,” for purposes of the taxes imposed by the Federal
Insurance Contributions Act and the Federal Unemployment Tax
Act (chapters 21 and 23, respectively, of subtitle C, 1954 Code).

In the instant case, each employee eligible to participate in the plan
agreed through his bargaining representatives that amounts computed
at a specified rate on hours worked shall be contributed by corporation
M to the trustee of the employee’s security benefit account. Such con-
tributions, though not made directly to each employee, constitute
additional compensation to such employees, are includible in his gross
income under section 61 of the Code, and are subject to income tax with-
holding under section 3402 of the Code, and to the taxes imposed by
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the Federal Insurance Contributions Act and the Federal Unemploy-
ment Tax Act, supra, at the time paid into the trusts.

Section 162(a) of the Code provides that there shall be allowed as a
deduction from gross income all ordinary and necessary expenses paid
or incurred during the taxable year in carrying on a trade or business,
including a reasonable allowance for salaries or other compensation
for personal services rendered. Iowever, section 404 (a) of the Code
provides that if contributions are paid under a stock bonus, pension,
profit-sharing, or annuity plan, or if compensation is paid or accrued
on account of any employee under a plan deferring the receipt of such
compensation, such contributions or compensation shall not be deduc-
tible under section 162 or section 212 (relating to expenses for the pro-
duction of income), but if they satisfy the conditions of either of such
sections, they shall be deductible under section 404 of the Code, subject
to certain limitations as to amounts. Section 404 (a) (5) provides that
contributions so paid under a plan (other than pension trusts, em-
ployees’ annuities, or stock bonus and profit-sharing trusts), where the
employees’ rights to or derived from such employer’s contributions or
such compensation are nonforfeitable at the time the contribution or
compensation is paid, are deductible by the employer in the year paid.

In the instant case, the contributions by A/ corporation represent
compensation for services rendered by the covered employees and, thus,
constitute ordinary and necessary expenses within the meaning of that
term as used in section 162(a) of the Code. However, since such com-
pensation is paid under a plan which defers the receipt thereof to the
participating employees or their beneficiaries, the deductibility of the
payments is governed by the provisions of section 404 of the Code.
The employees’ rights to or derived from the contributions to the
employees’ accounts are nonforfeitable at the time contributed.
Therefore, the amounts thereof will be deductible under the provisions
of section 404(a) (5) of the Code in the taxable year or years during
which so contributed. i

The trust agreement contains no expression of intent contrary to
the declaration of establishing thereby a separate and individual trust
for each employee eligible to participate in the Plan. Therefore, it
is held that a separate trust was created for each employee by the
said agreement.

If any of the trusts so created has for a taxable year any taxable
income, or gross income of $600 or more, regardless of the amount of
taxable income, or has a nonresident alien beneficiary, the trustee will
be required to make a Fiduciary Income Tax Return, Form 1041,
for each such trust.

The consolidated funds will qualify as common trust funds under
section 584 of the Code, provided the funds are maintained in accord-
ance with section 584(a) (2) of the Code in conformity with the rules
and regulations, prevailing from time to time, of the Board of Gover-
nors of the Federal Reserve System partaining to the collective invest-
ment of trust funds by national banks. If the provisions of section
584 (a) (2) are complied with, the consolidated funds will not be subject
to Federal income tax. However, for information purposes only,
the trustee should file a Partnership Return, Form 1065, for the
consolidated funds.

434737°—58—3
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(Also Section 120: 26 CFR 1.120-1.) Rev. Rul. 5746

The amount of $5 per workday designated as a ‘“subsistence
allowance” for police officials and all commissioned law enforce-
ment officers under Act 234, Acts of South Carolina, 1955, is not
a ‘“statutory subsistence allowance” within the meaning of section
120 of the 1954 Code but constitutes compensation for services
rendered and is includible in gross income under section 61(a) of the
Code.

Advice has been requested whether the “statutory subsistence allow-
ance” provided under Act 234, Acts of South Carolina, 1955, an Act
to Provide for a Subsistence Allowance From the Amounts Appro-
priated by Acts of the General Assembly for Police Officials and All
Commissioned Law Enforcement Officers, approved by the Governor
May 25, 1955, is excludable from gross income as “a statutory subsist-
ence allowance” within the meaning of section 120 of the Internal
Revenue Code of 1954.

Act 234, supra, provides that beginning with the fiscal year 1955-56,
of the amounts appropriated by Acts of the General Assembly for
police officials and all commissioned law enforcement officers, the
sum of five dollars a day for each regular workday shall be designated
as “a statutory subsistence allowance.”

Pursuant to the South Carolina law, highway patrolmen are as-
signed territories which allow them to live at home to the extent that
they eat all three meals at home each day. No expenses are incurred
while on duty, as State-owned automobiles are furnished, together
with all gas, oil and repairs. If, at any time, a particular patrolman
is assigned temporary duty away from his station, such patrolman
is reimbursed for actual subsistence in an amount not to exceed $7.50
per day while in the State or $10 when outside the State. Act 234,
supra, does not provide for any kind of expenses incident to the per-
formance of police duty, the travel allowance for expenses up to $7.50
or $10 per day for temporary duty assignments away from an official
station having been provided for in earlier legislation. Act 234 has
not affected the amount of money received by patrolmen. It merely
designates that, of the amount appropriated for a patrolman’s salary,
the amount of $56 a day for each regular workday or $30 each week
represents a statutory subsistence allowance. No concurrent laws
have been enacted to specifically increase or decrease the rates of pay
of highway patrolmen.

Section 61(a) of the Internal Revenue Code of 1954 provides for
the inclusion in gross income of amounts received as compensation
for services, including fees, commissions, and similar items.

Section 120(a) of the Code provides that gross income does not
include any amount received as a statutory subsistence allowance by
an individual who is employed as a police official by a State, a Terri-
tory, or a possession of the United States, by any political subdivision
of any of the foregoing, or by the District of Columbia.

Section 120(b) provides that the amount to which subsection (a)
applies shall not exceed $5 per day and that, if any individual receives
a subsistence allowance to which subsection (a) applies, no deduction
shall be allowed under any other provision of Chapter 1 for expenses
in respect of which he has received such allowance, except to the extent
that such expenses exceed the amount excludable under subsection (a)
and the excess is otherwise allowable as a deduction under Chapter 1.
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The term “statutory subsistence allowance” as used in section 120
of the Code is an established amount, apart from salary or other com-
pensation, which is authorized to be paid to an individual who is
employed as a police official for meals and other incidental expenses
in connection with his duties, and must accordingly be designated to
provide for the cost of subsistence expenses incident to the perform-
ance of police duties. The allowance under Act 234, supra, does not
satisfy such a test. The mere designation of an amount paid to a
police officer as a “subsistence allowance” will not serve to exclude such
amount within the meaning of section 120 of the Code.

Accordingly, it is held that the so-called “subsistence allowance”
of $5 per day payable under Act 234, Act of South Carolina, 1955,
isnot a “statutory subsistence allowance” within the meaning of section
120 of the Code but constitutes compensation for services rendered and
is includible in gross income under section 61(a) of the Code. In this
connection see Revenue Ruling 55475, C. B. 1955-2, 87.

Rev. Rul. 5747

A taxpayer received a sum of money from her tax consultant as
recompense for an error made by the latter in the preparation and
filing of the taxpayer’s individual income tax return. The error
had caused the taxpayer to pay more tax than she would have
owed had the correct method been employed. Held, no taxable in-
come is derived from that part of the recovery received by the tax-
payer which does not exceed the amount of tax which she was
required to pay because of the error, but the remainder of the re-
covery, representing interest on the amount deemed overpaid and
the fee paid to the consultant for preparing the return, must be
included in her gross income in computing her taxable income.

Advice has been requested in regard to the taxability of an amount
received by a taxpayer as recompense for an error made by her tax
consultant, under the circumstances described below.

A certain taxpayer received a sum of money from her tax consultant
as recompense for an error made by the latter in the preparation and
filing of the taxpayer’s individual income tax return. The error
caused the taxpayer to pay more tax than she would have owed had
the correct method been employed. When the error was discovered,
the statutory period of limitation for recovery of the overpayment
of the tax had expired, so the tax consultant paid her, by way of
recompense, an amount equal to the difference between the tax which
the taxpayer would have paid except for the error and the amount
which she was actually required to pay, plus an amount equal to the
sum of (1) six per cent interest on such difference from the date the
taxpayer paid her tax and (2) the fee which she paid the tax con-
sultant for the preparation of her return. Such fee had been deducted
by the taxpayer for income tax purposes and the full amount of the
deduction served to reduce her tax for the year of such deduction.

Under the provisions of section 164(b) (1) of the Internal Revenue
Code of 1954, no deduction is allowed for Federal income taxes in
computing taxable income. The amount received by the taxpayer
by way of recompense for the tax paid by her on account of the error
made by her tax consultant therefore is not includible in gross income.
Edward H. Clark v. Commissioner, 40 B. T. A. 333.
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However, section 212(8) of the Code allows as a deduction expenses
for the production of income “in connection with the determination,
collection, or refund of any tax,” and this includes expense in prep-
aration of tax returns. David L. Low, 7 T. C. 863, acquiescence, C. B.
1946-2, 3. Section 111 of the Internal Revenue Code of 1954 provides
that gross income shall not include income “attributable to the re-
covery during the taxable year of a bad debt, prior tax, or delinquency
amount, to the extent of the recovery exclusion” with respect thereto,
which did not result in a reduction of the taxpayer’s income tax.
Since the taxpayer deducted the fees paid to the tax consultant and
received full tax benefit for such deduction, section 111 does not pro-
vide for excluding from her gross income that part of the recovery
which represented a return to her of such fee. Further, there is no
provision for excluding from gross income the amount received by
her as interest to compensate her for the loss of use of funds which
she could have retained except for the error made by the tax
consultant.

In view of the foregoing, it is held that no taxable income is de-
rived from that part of the recovery received by the taxpayer which
does not exceed the amount of tax which she was required to pay
because of the error made by her tax consultant, but that the remainder
of the recovery must be included in gross income in computing her
taxable income,

Nonacquiescence in the case of Edward H. Olark v. Commissioner,
40 B. T. A. 333, C. B. 1939-2, 45, has been withdrawn. See page 4
of this Bulletin.

Rev. Rul. 57-59

Patronage dividend distributions, made by a nonexempt farmers’
cooperative to its members who owned the crop at the time delivered
to the cooperative, are excludable from the gross income of the
cooperative if made in accordance with a pre-existing agreement.
Similarly, if a nonexempt cooperative sells part of its products to
members and the remainder to nonmembers but pays such dividends
to members only, such dividends, to the extent attributable to sales
to members, are excludable from the gross income of the cooperative,
but any such dividends distributed to members, attributable to sales
made to nonmembers, are taxable to the cooperative and to its
members.

Advice has been requested as to the treatment, for Federal income
tax purposes, of patronage dividend distributions in cash, merchan-
dise, or document form, by a farmers’ nonexempt cooperative market-
ing crops and selling supplies, where the members did not produce
the crops but owned them at the time they were delivered to the co-
operative and the cooperative distributes patronage dividends at-
tributable to sales to members as well as nonmembers.

Patronage dividends distributed by a farmers’ nonexempt coopera-
tive on account of crops purchased from its members are excludable
from its gross income to the extent they are distributed, on a true
patronage basis in accordance with a pre-existing agreement, to mem-
bers who owned the crops when they were acquired by the cooperative,
even though such members did not produce the crops.

Similarly, if a nonexempt cooperative sells part of its products to
members and the remainder to nonmembers, but pays patronage
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dividends to its member-patrons only, such dividends are excludable
from the gross income of the cooperative to the extent they are at-
tributable to sales to members and are allocated on a true patronage
basis in accordance with a pre-existing agreement, even though mem-
ber-patrons may purchase such products for resale to others.

However, profits distributed to members, which are derived from
sales by the cooperative to nonmembers, are taxable to the cooperative
and to the members. See I. T. 3208, C. B. 1938-2, 127; I. T. 1499,
C. B. I-2, 189 (1922), which hold, in part, that any profits made on
business with nonmembers of a cooperative association which may be
distributed to members in the guise of rebates are taxable to the as-
sociation and the members; and S. M. 2595, C, B. I1I-2, 238 (1924),
which holds, in part, that profits made by a farmers’, fruit growers’,
or like association, upon sale to nonmembers, constitute taxable in-
come, irrespective of the fact that such profits were returned to mem-
bers by reduction of cost or otherwise.

If patronage dividends which meet the foregoing requirements are
not paid in cash or merchandise, but each distributee-patron is noti-
fied of the amount allocated to him pursuant to a pre-existing obli-
gation, the principles stated in Revenue Ruling 54-10, C. B. 1954-1,
24, with respect to amounts that may be excluded by an exempt co-
operative and the tax treatment thereof as to its patrons, are also ap-
plicable to a nonexempt cooperative and its patrons. Compare Colony
Farms Cooperative Dairy, Inc. v. Commissioner, 17 T. C. 688, ac-
quiescence, C. B, 1952-1, 1, and Southwest Hardware Co. v. Commis-
sioner, 24 T. C. No. 12, acquiescence, C. B. 1955-2, 9.

Accordingly, patronage dividend distributions, made by a non-
exempt farmers’ cooperative to its members who owned the crop at
the time delivered to the cooperative, are excludable from the gross
income of the cooperative if made in accordance with a pre-existing
agreement. Similarly, if a nonexempt cooperative sells part of its
products to members and the remainder to nonmembers, but pays such
dividends to members only, such dividends, to the extent attributable
to sales to members, are excludable from the gross income of the co-
operative, but any such dividends distributed to members, attributable
to sales made to nonmembers, are taxable to the cooperative and to
its members.

Rev. Rul. 57-60

Under the provisions of a kindergarten mileage law enacted by the
legislature of a state, a school board may exercise an option of paying
the parent or other person three cents a mile for transporting children
to and from a kindergarten school, where bus service is not available
during the necessary hours of schooling. Held, where payments are
made under the above-describad circumstances by a school board to a
parent or other person not in the trade or business of transporting
children to school, the money is considered as reimbursement for the
recipient’s personal expenses and is not includible in his gross income
for Federal income tax purposes. The automobile expenses incurred
in connection with such transportation are personal expenses for which
no deduction is allowable. See Rev. Rul. 55-555, C. B. 1955-2, 20.
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Rev. Rul. 57-102

A benefit payment to a blind person under the Public Assistance
Law of the Commonwealth of Pennsylvania is not includible in the
gross income of the recipient.

Advice has been requested whether a benefit payment to a blind per-
son received under the Public Assistance Law of the Commonwealth
of Pennsylvania is includible in his gross income.

The benefits to the blind by the State of Pennsylvania are paid
under the Public Assistance Law, as amended, P. L. 899, 2051, enacted
by the State of Pennsylvania and approved June 24, 1937, Title 62,
Section 2509(c) Purdon’s Pennsylvania Statutes Annotated, 1956,
for the purpose of providing for and regulating assistance to certain
classes of persons requiring relief. Provision is made therein for the
administration of the Act by the Department of Public Assistance
and county boards of assistance created for this purpose. It authorizes
the Department of Public Assistance to cooperate with, and to accept
and disburse money received from, the United States Government for
assistance to such persons.

The benefit payments which a blind person receives from the State
of Pennsylvania constitutes a disbursement from a general welfare
fund in the interest of the general public. Such payments are not
includible in the gross income of the recipients for Federal income tax
purposes. See L. T. 3447, C. B. 1941-1, 191.

(Also Section 3402.) Rev. Rul. 57-164

Lump-sum readjustment payments pursuant to section 265 of the
Armed Forces Reserve Act of 1952, 66 Stat. 481, as amended by 70
Stat. 517, received by members of a reserve component are includible
in the gross income of the recipients and are subject to the withholding
of income tax under section 8402 of the Internal Revenue Code of
1954.

Noncash remuneration paid to retail commission salesmen. See Rev.
Rul. 57-18, page 354.

Payments made by employers directly to their employees for the
purchase of individual hospitalization and surgical insurance. See
Rev. Rul. 57-33, page 303.

Amounts recetved as a reimbursement for contributions paid to a
union negotiated qualified pension plan. See Rev. Rul. 57-104,
page 166.

Payments made to a church organization for services performed by
its volunteer unpaid workers. See Rev. Rul. 57-135, page 307.

Rental payments for the use of property which a city leases. See
Rev. Rul. 57-261, page 262.
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SECTION 63.—TAXABLE INCOME DEFINED

Determination of the fraction limiting the credit for foreign taxes
where alternative tax method is used. See Rev. Rul. 57-116, page 245.

SECTION 71.—ALIMONY AND SEPARATE MAINTENANCE
PAYMENTS

(Also Section 215.) Rev. Rul. 57-125

Premiums paid by a husband on his life insurance policies, of
which the wife is to remain the first beneficiary in accordance with a
property settlement agreement which became a part of the divorce
decree, are not periodic payments within the meaning of section 71
and section 215 of the Internal Revenue Code of 1954.

Advice has been requested whether payments covering life insur-
ance premiums made by a husband on policies insuring his life, pur-
suant to a property settlement agreement which became a part of the
divorce decree, qualify as alimony payments under section 71 and
section 215 of the Internal Revenue Code of 1954.

In the instant case, the property settlement agreement provided
that the particular policies described therein would be continued in
full force and effect by the husband and that he would pay all pre-
miums on such insurance, keep them in good standing, would not make
any loans against them, and would not change the beneficiaries, that
is, that the wife would remain the first beneficiary and his two
children alternate beneficiaries.

The decree granting the divorce provided that the property settle-
ment would be made a part of and incorporated in the decree of divorce
and the parties should conform to the agreement as though all the
terms were set forth in the decree, thus stipulating that the wife
should remain as first beneficiary in all the insurance policies described
in the agreement.

The husband made no formal assignment but believed the divorce
decree and property settlement divested him of any control of, benefit
from, or interest in the policies and placed all such incidents in his
former wife in the form of alimony.

Section 71(a) (1) of the Code provides, in part, as follows:

* % * Jf a wife is divorced or legally separated from her husband under
a decree of divorce or of separate maintenance, the wife’s gross income
includes periodic payments (whether or not made at regular intervals)
received after such decree in discharge of (or attributable to property trans-
ferred, in trust or otherwise, in discharge of) a legal obligation which, be-
cause of the marital or family relationship, is imposed on or incurred by the
husband under the decree or under a written instrument incident to such
divorce or separation,

Section 215 of the Code makes the following provision:

¥ * * In the case of a husband described in section 71, there shall be allowed
as a deduction amounts includible under section 71 in the gross income of his
wife, payment of which is made within the husband’s taxable year. * * ¥

I. T. 4001, C. B. 1950-1, 27, states, in part, that premiums paid by a
husband on life insurance policies absolutely assigned to his former
wife and with respect to which she is the irrevocable beneficiary are
includible in the gross income of the wife under section 22(k) of the
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Internal Revenue Code of 1939 and deductible by the husband under
section 23 (u) of that Code. Premiums paid by the husband on the life
insurance policies not assigned to the wife and with respect to which
she is only the contingent beneficiary are neither includible in the gross
income of the wife nor deductible by the husband. This position is
equally applicable to sections 71(a) (1) and 215 of the Internal Revenue
Code of 1954 since they are the counterparts of sections 22(k) and
23 (u), respectively, of the 1989 Code.

In the instant case the husband did not assign the policies in such a
manner as to divest himself of their ownership and control. The
court decree merely directed him to continue them in full force and
effect, to continue his wife as the first beneficiary, to pay all premiums
and keep the policies in good standing and not to make loans against
them. The effect of these provisions is not to divest him of any control
thereof, since any act contrary to the court’s direction which the tax-
payer could take with respect to the policies would have to be recog-
nized by the insurer in accordance with the contract. The only
restraint would be the risk of punitive action by the court against the
husband for disobedience of its decree.

Since the taxpayer is still the owner of the policies the premiums
are not periodic payments of alimony which are includible in the gross
%)ncome of his divorced wife. Neither are such payments deductible

vy him.

Accordingly, it is held that payments covering life insurance pre-
miums made by a taxpayer for the benefit of his divorced wife, on
policies not assigned to her, pursuant to a property settlement which
became a part of the divorce decree, are not periodic payments within
t}fle meaning of section 71 and section 215 of the Internal Revenue Code
of 1954.

Amounts paid to a wife for her maintenance and support pursuant
to a State court decree awarding alimony pendente lite, which decree
was subsequent to a Mexican decree. See Rev. Rul. 57-113, page 106.

SECTION 72.—ANNUITIES; CERTAIN PROCEEDS OF
ENDOWMENT AND LIFE INSURANCE CONTRACTS

26 CFR 1.72-8: Effect of certain employer Rev. Rul. 57-75
contributions with respect to premiums
or other consideration paid or contri-
buted by an employee.

In determining the consideration paid for annuities by employees
of states and their political subdivisions whose salaries were not
subject to Federal income taxes prior to 1939, the amounts con-
tributed by the employer to be included, pursuant to section 72 (f) of
the Internal Revenue Code of 1954, where the employer’s contribu-
tions prior to 1939 were used to purchase individual contracts for
specified employees, or were allocated among specified employees
under a group contract, or were allocated among specified employees
in a self-insured fund, are the amounts so allocated to each indi-
vidual employee. Where the employer’s contributions prior to 1939
were not allocated for the benefit of specified employees at the time
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the contributions were made, an estimated allocation among indi-
vidual employees may be made for the purpose of applying section
72(f) of the Code, provided the method used for making the esti-
mated allocation is reasonable and consistent with the circumstances
and the provisions of the plan under which such contributions were
made.

Advice has been requested whether, under an employees’ pension
plan of a state or political subdivision thereof, where the amounts
contributed by the employer during the years prior to 1939 were not
allocated for the benefit of specified employees, an estimated allocation
among individual employees may be made for the purpose of applying
section T2(f) of the Internal Revenue Code of 1954.

Section 72 of the Code provides for the taxation of amounts re-
ceived as annuities under annuity contracts under two methods which
exclude from gross income amounts received which are considered
to be a return of the investment in the contract, as defined in section
72(c) (1). Subsection (d) of section 72 provides that where part of
the consideration paid for the contract is contributed by the employer
and the aggregate amount receivable by the employee during the three-
year period beginning with the date of the first payment 1s equal to
or greater than the consideration for the contract contributed by the
employee, then all amounts received shall be excluded from gross
income until there has been excluded an amount equal to the considera-
tion for the contract contributed by the employee; thereafter, all
amounts so received shall be included in gross income. Where that
portion of the consideration for the contract which is contributed by
the employee is not recoverable within the first three years, commenec-
ing with the first date of payment, subsection (b) of section 72 pro-
vides an exclusion ratio whereby an amount which bears the same ratio
to the amount received as the employee’s investment in the contract
bears to the expected return under the contract, shall be excluded
from gross income.

Section 72(f) of the Code provides that, for the purposes of deter-
mining the consideration contributed by an employee for an annuity,
amounts contributed by the employer shall be included to the extent
that (1) such amounts were includible in the gross income of the
employee, or (2) if such amounts had been paid directly to the em-
ployee at the time they were contributed, they would not have been
includible in the gross income of the employee under the low applica-
ble at the time of such contribution. See section 1.72-8 of the Income
Tax Regulations.

Under the Federal income tax laws in effect for the years 1913
through 1938, compensation of officers and employees of a state or
political subdivision thereof engaged in the exercise of essential gov-
ernmental functions, including public school teachers, was, in general,
excluded from gross income unless paid directly or indirectly by the
United States or an agency or instrumentality thereof. See T. D. 5214,
C. B. 1943, 1188. Employer contributions pald into a pension plan
during such years, which would have been so excludable had they
been paid directly to the employees, may be treated as consideration
paid by the employees under section 72(f). See Rev. Rul. 56-82, C. B.
1956-1, 59.
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Where there is available a record of the amournt of employer con-
tributions actually allocated to individual employees at the time such
contributions were paid, such entries should be used in determining
the amount of the section 72(f) (2) consideration. Where there is
no record of the actual allocation of employer contributions paid, or
where such amount is not readily ascertainable from the records main-
tained during the pre-1939 period, an estimated allocation may be
made using a method reasonable and consistent with the provisions
of the plan in effect at the time the employer’s contributions were paid
in respect of each participant, as well as the circumstances under which
such employer contributions were required to be used to meet the cost
of the current benefits payable at that time. In making such an esti-
mated allocation, the general principles in the two following para-
graphs should be observed.

If there was any unfunded liability under the plan as at January
1, 1989, it cannot properly be assumed that the employer’s full share
of the cost of benefits accrued prior to 1939 was actually contributed
prior to 1939. Furthermore, 1f the respective employer’s contribu-
tions were paid into the retirement fund over a period of years, it can-
not reasonably be assumed that the funds to meet the entire cost of
the benefits accrued before 1939 were contributed by the employer
in a lump sum immediately before January 1, 1939. Instead, it must
be assumed that contributions were made in such amounts and at such
times as will be reasonably consistent with the actual method of fund-
ing used during the specified period the employee actually performed
services prior to 1939 in an essential government function.

Since section 72(f) (2) refers only to actual employer contributions
which would not have been income to the employee if paid to him at
the time the contributions were paid into the fund, it is necessary that
the method used to estimate each employer’s contributions for the bene-
fit of any individual over a period of years eliminate any interest or
subsequent forfeitures and increment on the trust assets which may
have been used to provide his benefit. The amounts estimated to have
been contributed by the employer for benefits accrued prior to 1939
should be consistent with the assumptions (interest, mortality, ete.)
used for valuation purposes for the years prior to 1939, rather than
those used in valuation at the time of retirement occuring subsequent
to such period, since the employer’s actual contributions presumakly
would have been determined on the former actuarial basis.  Similarly,
the amounts should be calculated with reference to the anticipated
retirement benefit used in the last valuation of the plan before 1939,
if that benefit was substantially different from the benefit actually
paid at retirement. Furthermore, section 72(f) (2) consideration shall
not include employer contributions, or that portion of an estimated
allocation of any such contribution, where the participant at the time
the contribution was actually paid, or deemed to have been paid, was
not an employee performing services for the employer in connection
with an essential governmental function. See Mim. 3838, C. B. 19381,
181.

Although the Internal Revenue Service does not assume responsi-
bility for proposing methods of allocating employer contributions
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in particular plans, because the provisions of such plans and the cir-
cumstances of contributions vary widely, an adaptation or refinement
of the following procedure may produce reasonable and acceptable
results in determining the consideration paid by an employee for an
annuity where, as in the instant case, contributions of the employer
were made prior to 1939 but were not then allocated for the benefit
of the specified employees:

(a) determine the total contributions of the political sub-
division, with respect to current service costs, in each year prior
to 1939 for which any living retired employee had service credited
under the plan, expressed as a percentage of total compensation
considered under the plan for all covered employees in the par-
ticular year;

(b) apply such percentage to the covered compensation in
each respective year for each employee then covered under the
plan for whom a determination must be made, to determine the
employer contributions paid in each such year on behalf of each
such employee for current service;

(c) aggregate the annual amounts so determined for each
employee for whom a determination must be made; and

(d) if the political subdivision made any additional contribu-
tions before 1939, such as with respect to original prior service
under the plan, and if any living retired employee had credited
service to which such additional contributions were applicable,
a portion of such additional contributions should also be allocated
to each such employee, taking account, in some reasonable manner,
of the actual prior service credits of each such employee as com-
pared to those of the whole group for which such contributions
were made.

The sum of the amounts determined in (¢) and (d), if any, and the
amount contributed by the employee himself would constitute the
retired employee’s consideration paid for the annuity under section
72 of the Code.

Accordingly, it is held that, in determining the consideration paid
for annuities by employees of states and their political subdivisions
whose salaries were not subject to Federal income taxes prior to 1939,
the amounts contributed by the employer to be included, pursuant to
section 72 (f) of the Code, where the employer’s contributions prior to
1939 were used to purchase individual contracts for specified em-
ployees, or were allocated among specified employees under a group
contract, or were allocated among specified employees in a sel{-insured
fund, are the amounts so allocated to each individual employee.
Where the employer’s contributions prior to 1939 were not allocated
for the benefit of specified employees at the time the contributions were
made, an estimated allocation among individual employees may be
made for the purpose of applying section 72(f) of the Code, provided
the method used for making the estimated allocation is reasonable
and consistent with the circumstances and the provisions of the plan
under which such contributions were made.
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26 CFR 1.72-9: Tables. T. D. 6233

TITLE 26—INTERNAL REVENUE, 1954.—CHAPTER I, SUBCHAPTER A, PART 1.—
INCOME TAX; TAXABLE YEARS BEGINNING AFTER DECEMBER 31, 1953

Regulations under section 72 of the Internal Revenue Code of
1954 amended.
DepsrTMENT OF THE TREASURY,
Orrice oF COMMISSIONER OF INTERNAL REVENUE,
Washington 25, D. C.

To Officers and Employees of the Internal Revenue Service and Others
Concerned :

In order to correct clerical errors in the Income Tax Regulations
issued under section 72 of the Internal Revenue Code of 1954 (T. D.
6211, 21 F. R. 8853) [C. B. 1956-2, 29], section 1.72-9 is amended
as follows:

Paracraru 1. Inthe sixth division of Table II, the expected return
multiple of 43.8 which appears in the tenth column opposite male, age
29 and female, age 34, is amended to read 43.7.

Par. 2. In the seventh division of Table II, the expected return
multiple of 56.5 which appears in the second column opposite male,
age 26 and female, age 31, 1s amended to read 46.5.

Par. 3. In the fourth division of Table ITA, the expected return
multiple of 26.6 which appears in the first column opposite male, age
29 and female, age 34, is amended to read 23.6.

Par. 4. In the tenth division of Table ITA, the expected return
multiple of 12.0 which appears in the fourth column opposite male,
age 57 and female, age 62, is amended to read 12.1.

Par. 5. In the fourth division of Table III, the percent value of 9
which appears in the second column opposite male, age 51 and female,
age 56, is amended to read 10.

Because this Treasury Decision merely corrects clerical errors made
in the regulations issued under section 72 of the Internal Revenue Code
of 1954, 1t is found that it is unnecessary to issue this Treasury Decision
with notice and public procedure thereon under section 4(a) of the
Administrative Procedure Act, approved June 11, 1946, or subject to
the effective date limitation of section 4(c) of said act.

(This Treasury Decision is issued under the authority contained in
section 7805 of the Internal Revenue Code of 1954 (68A Stat. 917;
26 U. S. C.7805).)

Russenr C. HarrineTON,
Commissioner of Internal Revenue.
Approved May 9, 1957,
Dan Turoop SmrTH,
Deputy to the Secretary.

(Filed by the Division of the Federal Register on May 14, 1957, 8: 45 a. m. and
published in the issue of the Federal Register for May 15, 1957, 22 F. R. 3416.)
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SECTION 74—PRIZES AND AWARDS
26 CFR 1.74-1: Prizes and awards. Rev. Rul. 57-19

An award to be presented each year for a five-year period to an
outstanding teacher of a college was established by a charitable
foundation. The award is not in payment of any particular service
which the teacher rendered to the college but is based upon a period
of over-all past service to the academic work of the college (i. e.,
it is not conditioned on any future service thereto). The selection
of the recipient of the award is made by a committee composed of
students, alumni, and administrative officials of the college from a
group of faculty names suggested by the senior class and alumni.
None of the suggested persons know that they are being considered
and none has done any special work specifically designed to win the
award. Held, the teacher award made in accordance with the estab-
lished plan constitutes an award made primarily in recognition of
educational achievement and is excludable from the gross income of
the recipient as provided by section 74(b) of the Internal Revenue
Code of 1954.

Rev. Rul. 57-67

The required filing of a written form and the appearance for a
personal interview by a student selected for an award in recognition
of his past academic and citizenship achievements, for the purpose
of determining the recipients of final awards, do not constitute
participation in a contest or proceeding within the meaning of sec-
tion 74(b) of the Internal Revenue Code of 1954. The award is
excludable from gross income.

Advice has been requested whether the required filing of a written
form and the appearance for a personal interview, by a student se-
lected for an award in recognition of his past academic and citizenship
achievements, constitute participation in a contest or proceeding
within the meaning of section 74(b) of the Internal Revenue Code of
1954 and whether the award is includible in gross income.

A corporation makes awards of certificates, trophies, and cash to
high school students in a given area for the purpose of encouraging
them in their academic and citizenship training. The awards are
given primarily in recognition of the students’ past achievements in
scholastic and citizenship fields. Based on certain judging standards,
the faculty of each high school selects a certain number of certificate
winners from its student body. They also select a lesser number of
trophy winners, who will be judged with winners from other schools
for possible cash awards. The students themselves do not apply for
consideration for the awards or participate in any function other
than their usual student and youth activities. The students selected
by the high school faculty as trophy winners are required to fill out a
form to be used by the area judging group for determining the pos-
sible recipients of cash awards. These trophy winning students are
also required to appear for interviews before the area judging group
so that some appraisal may be made of their character, personality,
cooperation in group discussion, and soundness and logic of thought.

Under the provisions of section 74 of the Code, gross income includes
amounts recelved as prizes and awards, unless such prizes or awards
are excludable from gross income under subsection (b). Subsection
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(b) excludes from gross income those prizes and awards which are
made primarily in recognition of religious, charitable, scientific, edu-
cational, artistic, literary or civic achievements, but only if (1) the
recipient was selected without any action on his part to enter the
contest or proceeding, and (2) the recipient is not required to render
substantial future services as a condition to receiving the prize or
award.

The students, who were first awarded certificates and then trophies,
with no action on their part to enter a contest or proceeding, may
possibly win a cash award for the same prior achievements. The fact
that the determination of the recipients of the final, or cash, awards
is partially based on personal interviews and written forms does not
result in the awards being taxable to the recipients by reason of a
participation in a contest or proceeding. The appearances for per-
sonal interviews and the filing of written forms are not for the purpose
of entering the contest or proceeding.

Accordingly, it is held that the required filing of a written form
and the appearance for a personal interview by a student selected for
an award in recognition of his past academic and citizenship achieve-
ments, for the purpose of determining the recipients of final awards,
do not constitute the participation in a contest or proceeding within
the meaning of section-74 (b) of the Internal Revenue Code of 1954,
The award is excludable from gross income.

PART IIL—ITEMS SPECIFICALLY EXCLUDED FROM GROSS INCOME

SECTION 102—GIFTS AND INHERITANCES

26 CFR 1.102. Statutory provisions; gifts and T.D. 62201
inheritances.

(Also Sections 103, 109, 110, 111, 112, 113, 114,
115, 118, 119, 120; 1.103, 1.109, 1.110, 1.111,
1112, 1.113, 1.114, 1.115, 1.118, 1.119, 1.120.)

TITLE 26—INTERNAL REVENUE, 1Y54.—CHAPTER I, SUBCHAPTER A, PART 1.—
INCOME TAX; TAXABLE YEARS BEGINNING AFTER DECEMBER 31, 1953

Regulations under sections 102, 103, 109, 110, 111, 112, 113, 114, 115,
118, 119, 120, and 121 of the Internal Revenue Code of 1954, as
amended by section 501 (t), Public Law 881 (84th Cong.).

DEPARTMENT OF THE TREASURY
Orrice oF CoMMISSIONER OF INTERNAL REVENUE,
Washington 25,D. C.

To Officers and Employees of the Internal Revenue Service and Others
Concerned:

On June 26, 1956, a notice of proposed rulemaking regarding the
regulations for taxable years beginning after December 31, 1953, and
ending after August 16, 1954, under sections 102, 103, 109, 110, 111,

! The publication of this Treasury Decision in 21 F. R. 10484, dated December 28, 1956
contains (1) a series of instructions for modifying the notice of proposed rulemaking publ
lished in 21 F. R. 4629, dated June 26, 1956, and (2) the full context of the regulations
with such modifications. As here published, the Treasury Decision reflects the full con-
texpttog such regulations, with modifications, The individual instructions have been
omitted.
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112,113, 114, 115, 118, 119, 120, and 121 of the Internal Revenue Code
of 1954 was published in the Federal Register (21 F, R. 4629). After
consideration of all such relevant matter as was presented by interested
persons regarding the rules proposed, the regulations as so published
have been modified and are hereby adopted as set forth below:

Section
1.102
1.102-1
1.103
1.103-1
1.103-2

1.103-3

11034
1.103-5
1.103-6

1.109
1.109-1

1.110
1.110-1
1111

i1111
1112

11121

1.113

1113-1
1114

11141

1115
1.115-1
1.118
1.118-1
1.119

1.119-1
1.120
1.120-1
1121
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Statutory provision; gifts and inheritances.

Gifts and inheritances.

Statutory provisions; interest on certain governmental obligations.

Interests upon obligations of a State, Territory, etc.

Dividends from shares and stock of Federal agencies or instrumental-
ities.

Interest upon notes secured by mortgages executed to Federal agencies
or instrumentalities.

Interest upon United States obligations.

Treasury bond exemption in the case of trusts or partnerships.

Interest upon United States obligations in the case of nonresident
aliens and foreign corporations, not engaged in business in the
United States.

Statutory provisions; improvements by lessee on lessor’s property.

Exclusion from gross income of lessor of real property of value of
improvements erected by lessee.

Statutory provisions; income taxes paid by lessee corporation.

Income taxes paid by lessee corporation.

Statutory provisions; recovery of bad debts, prior taxes, and delinquent
accounts.

Recovery of certain items previously deducted or credited.

Statutory provision; certain combat pay of members of the Armed
Forces.

Compensation of members of the Armed Forces of the United States
for service in a combat zone during an induction period, or for service
while hospitalized as a result of such combat zone service.

Statutory provisions; mustering-out payments for members of the
Armed Forces.

Mustering-out payments for members of the Armed Forces.

Statutory provisions; sports programs conducted for the American
National Red Cross.

Proceeds from certain sports programs conducted for the benefit of the
American National Red Cross.

Statutory provisions; income of States, municipalities, etc.

Bridges to be acquired by State or political subdivisions.

Statutory provisions; contributions to the capital of a corporation.

Contributions to the capital of a corporation.

Statutory provisions; meals or lodging furnished for the convenience
of the employer.

Meals or lodging furnished for the convenience of the employer.

Statutory provisions ; statutory subsistence allowance received by police.

Statutory subsistence allowance received by police.

Statutory provisions ; cross-references to other Acts.

AvuTtHORITY : § § 1.102 to 1.103-6, incl.,, 1.109 to 1.115-1, incl, and 1.118 to 1.121,
incl., issued under sec. 7805, I. R. C. 954; 68A Stat. 917; 26 U, 8. C. 7805.

§ 1.102 StatuToRY PrOVIsions; GIFTsS AND INHERITANCES.
SEC. 102. GIFTS AND INHERITANCES.

(a) GeENERAL RULE.—Gross income doeg not include the value of prop-
erty acquired by gift, bequest, device, or inheritance.
(b) IncoME.——Subsection (a) shall not exclude from gross income—

(1) The income from any property referred to in subsection
(a);or )

(2) Where the gift, bequest, device, or inheritance is of income
from property, the amount of such income.
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Where, under the terms of the gift, bequest, devise, or inheritance, the
payment, crediting or distribution thereof is to he made at intervals,
then, to the extent that it is paid or credited or to be distributed out of
income from property, it shall be treated for purposes of paragraph
(2) as a gift, bequest, devise, or inheritance of income from property.
Any amount included in the gross income of a beneficiary under subchap-
ter J shall be treated for purposes of paragraph (2) as a gift, bequest,
devise, or inheritance of income from property.

§ 1.102-1 Grrrs anp INnERITANCE—(a) General rule—DProperty
received as a gift, or received under a will or under statutes of descent
and distribution, is not includible in gross income, although the in-
come from such property is includible in gross income. An amount of
principal paid under a marriage settlement is a gift. However, see
section 71 and the regulations thereunder for rules relating to alimony
or allowances paid upon divorce or separation. Section 102 does not
apply to prizes and awards (see section 74 and § 1.74-1) nor to scholar-
shl(li)s 2;nd fellowship grants (see section 117 and the regulations there-
under).

(b) Income from gifts and inheritances.—The income from any
property received as a gift, or under a will or statute of descent and
distribution shall not be excluded from gross income under paragraph
(a) of thissection.

(¢) Gifts and inheritances of income.—1f the gift, bequest, devise,
or inheritance is of income from property, it shall not be excluded
from gross income under paragraph (a) of this section. Section 102
provides a special rule for the treatment of certain gifts, bequests,
devises, or inheritances which by their terms are to be paid, credited, or
distributed at intervals. Except as provided in section 663 (a) (1) and
paragraph (d) of this section, to the extent any such gift, bequest,
devise, or inheritance is paid, credited, or to be distributed out of
income from property, it shall be considered a gift, bequest, devise, or
inheritance of income from property. Section 102 provides the same
treatment gor amounts of income from -property which is paid,
credited, or to be distributed under a gift or bequest whether the gift
or bequest is in terms of a right to payments at intervals (regardless of
income) or is in terms of a right to income. To the extent the amounts
in either case are paid, credited, or to be distributed -at intervals out
of income, they are not to be excluded under section 102 from the tax-
payer’s gross income.

(d) Effect of subchapter /. —Any amount required to be included in
the gross income of a beneficiary under sections 652, 662, or 668 shall
be treated for purposes of this section as a gift, bequest, devise, or
inheritance of income from property. On the other hand, any amount
excluded from the gross income of a beneficiary under section
663 (a) (1) shall be treated for purposes of this section as property
acquired by gift, bequest, devise, or inheritance.

?e) Income taxed to grantor or assignor—Section 102 is not In-
tended to tax a donee upon the same income which is taxed to the
grantor of a trust or assignor of income under section 61 or sections 671
through 677, inclusive.

§ 1103 SratvTory ProvistoNs; INTEREST ON CERTAIN GOVERN-
MENTAL OBLIGATIONS,
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SEC. 103. INTEREST ON CERTAIN GOVERNMENTAL OBLIGA-
TIONS.

(2) GENERAL RULE.—Gross income does not include interest on—

(1) The obligations of a State, a Territory, or a possession of the
United States, or any political subdivision of any of the foregoing,
or of the District of Columbia ;

(2) The obligations of the United States; or

(3) The obligations of a corporation organized under Act of
Congress, if such corporation is an instrumentality of the United
States and if under the respective Acts authorizing the issue of the
obligations the interest is wholly exempt from the taxes imposed by
this subtitle.

(b) ExceErprioN.—Subsection {(a) (2) shall not apply to interest on obli-
gations of the United States issued after September 1, 1917 (other than
postal savings certificates of deposit, to the extent they represent deposits
made before March 1, 1941), unless under the respective Acts authorizing
the issuance thereof such interest is wholly exempt from the taxes im-
posed by this subtitle.

(¢) Cross REFERENCES.—For provisions relating to the taxable status
of—

(1) Bonds and certificates of indebtedness authorized by the First
Liberty Bond Act, see sections 1 and 6 of that Act (40 Stat. 35, 36;
31 U. 8. (C.746,755) ;

(2) Bonds issued to restore or maintain the gold reserve, see see-
tion 2 of the Act of March 14, 1900 (31 Stat. 46; 31 U. 8. C. 408) ;

(3) Bonds, notes, certificates of indebtedness, and Treasury bills
authorized by the Second Liberty Bond Act, see sections 4, 5 (b) and
(d), 7, 18(b), and 22(d) of that Act, as amended (40 Stat. 290;
46 Stat. 20, 775; 40 Stat. 291, 1310; 55 Stat. 8; 31 U. 8. C. 752a,
754, 747, 753, 757¢) ;

(4) Bonds, notes, and certificates of indebtedness of the United
States and bonds of the War Finance Corporation owned by certain
nonresidents, see section 3 of the Fourth Liberty Bond Act, as
amended (40 Stat. 1311, §4; 31 U. S. C. 750) ;

(5) Certificates of indebtedness issued after February 4, 1910, see
section 2 of the Act of that date (36 Stat. 192; 31 U. 8. C. 769) ;

(6) Consols of 1930, see section 11 of the Act of March 14, 1900 (31
Stat. 48; 31 U. 8. C. 751) ; .

(7) Obligations and evidences of ownership issued by the United
States or any of its agencies or instrumentalities on or after Marech
28, 1942, see section 4 of the Public Debt Act of 1941, as amended (c.
147, 61 Stat. 180; 31 U. 8. C. 742a) ;

(8) Commodity Credit Corporation obligations, see section 5 of
the Act of March &, 1938 (52 Stat. 108; 15 U. S. C. 713a-5) ;

(9) Debtentures issued by Federal Housing Administrator, see
sections 204 (d) and 207 (i) of the National Housing Act, as amended
(52 Stat. 14, 20; 12 U. 8. C. 1710, 1713) ;

(10) Debentures issued to mortgagees by United States Maritime
Commission, see section 1105 (¢) of the Merchant Marine Act, 1936,
as amended (52 Stat. 972;46 U. 8. C. 1275) ;

(11) Federal Deposit Insurance Corporation obligations, see
section 15 of the Federal Deposit Insurance Act (64 Stat. 890;
121U. 8. C.1825) ;

(12) Federal Home Loan Bank obligations, see section 13 of the
Federal Home Loan Bank Act, as amended (49 Stat. 295, § 8; 12
U.8.C.1433) ;

(13) Federal savings and loan association loans, see section 5(h)
of the Home Owners’ Loan Act of 1933, as amended (48 Stat. 133; 12
U. 8. C. 1464) ;

(14) Federal Savings and Loan Insurance Corporation obliga-
tions, see section 402 (e) of the National Housing Act (48 Stat. 1257;
12U0.8.C.1725) ;

(15) Home Owners’ Loan Corporation bonds, see section 4(c) of
the Home Owners’ Loan Act of 1933, as amended (48 Stat. 644, c. 168;
12 U.S.C.1463) ;

434737°—58——4



§ 102 38

(16) Obligations of Central Bank for Cooperatives, production
credit corporations, production credit associations, and banks for
cooperatives, see section 63 of the Farm Credit Act of 1933 (48 Stat.
267; 12 U. 8. C.1138¢c) ;

(17) Panama Canal bonds, see section 1 of the Act of December 21,
1904 (84 Stat. 5; 31 U. 8. C. 743), section 8 of the Act of June 28,
1902 (82 Stat. 484 ; 31 U. 8. C. 744), and section 39 of the Tariff Act
of 1909 (36 Stat. 117;31 U. 8. C. 745) ;

(18) Philippine bonds, etc., issued before the independence of the
Philippines, see section 9 of the Philippine Independence Act (48
Stat. 463; 48 U. 8. C. 1239) ;

(19) Postal savings bonds, see section 10 of the Act of June 25,
1910 (36 Stat. 817; 39 U. 8. C. 760) ;

(20) Puerto Rican bonds, see section 3 of the Act of March 2, 1917,
as amended (50 Stat. 844 ;48 U. 8. C. 745) ;

(21) Treasury notes issued to retire national bank notes, see sec-
tion 18 of the Federal Reserve Act (38 Stat. 268; 12 U. S. C. 447) ;

(22) United States Housing Authority obligations, see sections
5(e) and 20(b) of the United States Housing Act of 1937 (50 Stat.

890, 898 ; 42 1. 8. C. 1405, 1420) ;

(23) Virgin Islands insular and municipal bonds, see section 1 of
the Act of October 27, 1949 (63 Stat. 940; 48 U. 8. C. 1403).

§1.103-1 InterEsT UrON OBLIGATIONS OF A STATE, TERRITORY,
Erc.—Interest upon the obligations of a State, Territory, or a posses-
sion of the United States, or any political subdivision thereof, or the
District of Columbia is not includible in gross income. Obligations
issued by or on behalf of the State, Territory, or possession of the
United States, or a duly organized political subdivision acting by
constituted authorities empowered to issue such obligations, are the
obligations of a State, Territory, or possession of the United States,
or a political subdivision thereof. (%)ertiﬁcates issued by a political
subdivision for public improvements (such as sewers, sidewalks,
streets, etc.) which are evidence of special assessments against specific
property, which assessments become a lien against such property and
which the political subdivision is required to enforce, are, for pur-
poses of this section, obligations of the political subdivision even
though the obligations are to be satisfied out of special funds and not
out of general funds or taxes. The term “political subdivision,” for
purposes of this section, denotes any division of the State, Territory,
or possession of the United States which is a municipal corporation,
or to which has been delegated the right to exercise part of the sov-
ereign power of the State, Territory, or possession of the United
States. As thus defined, a political subdivision of a State, Territory,
or possession of the United States may or may not, for purposes of
this section, include special assessment districts so created, such as
road, water, sewer, gas, light, reclamation, drainage, irrigation, levee,
school, harbor, port improvement, and similar districts and divisions
of a State, Territory, or possession of the United States.

§ 1.103-2 Divipexps From SzARES AND SToCK oF FEDERAL AGEN-
CIES OR INSTRUMENTALITIES.—(a) [ssued before March 28, 19/2.—(1
Section 26 of the Federal Farm Loan Act of July 17,1916 (12 U. S. C.
981), provides that Federal land banks and national farm-loan asso-
ciations, including the capital and reserve or surplus therein and the
income derived therefrom, shall be exempt from taxation, except taxes
upon real estate. Section 7 of the Federal Reserve Act of December
23, 1913 (12 U. S. C. 531), provides that Federal reserve banks, in-
cluding the capital stock and surplus therein and the income derived
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therefrom, shall be exempt from taxation, except taxes upon real
estate. Section 13 of the Federal Home Loan Bank Act (12 U. S. C.
1433) provides that the Federal Home Loan Bank including its fran-
chise, 1ts capital, reserves, and surplus, its advances, and its income
shall be exempt from all taxation, except taxes upon real estate. Sec-
tion 5 (h) of the Home Owners’ Loan Act of 1983 (12 U. S. C.
1464 (h) ) provides that shares of Federal savings and loan associations
shall, both as to their value and the income therefrom, be exempt from
all taxation (except surtaxes, estate, inheritance, and gift taxes) im-
posed by the United States. Under the above-mentioned provisions,
Income consisting of dividends on stock of Federal land banks, na-
tional farm-loan associations, Federal home loan banks, and Federal
reserve banks is not, in the case of stock issued before March 28, 1942,
includible in gross income. Income consisting of dividends on share
accounts of Federal savings and loan associations is includible in gross
income but, in the case of shares issued before March 28, 1942, is not
subject to the normal tax on income. For taxability of such income
in the case of such stock or shares issued on or after March 28, 1942,
see section 6 of the Public Debt Act of 1942 (31 U. S. C. 742a) and
paragraph (b) of this section. For the time at which a stock or
share is issued within the meaning of this section, see paragraph (b)
of this section.

(2) Regardless of the exemption from income tax of dividends paid
on the stock of Federal reserve banks, dividends paid by member banks
are treated like dividends of ordinary corporations.

(3) Dividends on the stock of the central bank for cooperatives, the

roduction credit corporations, production credit associations, and
Eanks for cooperatives, organized under the provisions of the Farm
Credit Act of 1938, constitute income to the recipients, subject to both
the normal tax and surtax (see section 63 of the Farm Credit Act of
1933 (12 U. S. C. 1138¢)).

(b) Issued on or after March 28, 1942.—(1) By virtue of the provi-
sions of section 6 of the Public Debt Act of 1942, the tax exemption
provisions set forth in paragraph (a) of this section with respect to in-
come consisting of dividends on stock of the Federal land banks,
national farm-loan associations, and Federal reserve banks, or on
share accounts of Federal savings and loan associations, are not ap-
plicable in the case of dividends on such stock or shares issued on or
after March 28, 1942.

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

Fxample (1). A, the owner of an investment share account, consist-
ing of 10 shares, in a Federal savings and loan association, has a single
certificate issued before March 28, 1942, evidencing such ownership.
In order that A may dispose of half of such shares, the association at
his request issues, after March 2, 1942, two 5-share certificates in substi-
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tution for the 10-share certificate. The shares evidenced by the two
new certificates are deemed to have been issued before March 28, 1942,
the shares having been paid for before such date.

Erample (2). The g( Bank, a member of a Federal reserve bank,
owns 50 shares of Federal reserve bank stock, evidenced by a single
stock certificate issued before March 28, 1942. On December 31, 1942,
the X Bank reduces the amount of its capital stock, as a result of which
it is required to reduce the amount of its Federal reserve bank stock to
40 shares. It surrenders the 50-share certificate to the Federal reserve
bank and receives a new 40-share certificate. The 40 shares evidenced
by such certificate are deemed to have been issued before March 28,
1942. On December 381, 1948, the X Bank increases the amount of its
capital stock, as a result of which it is required to purchase 10 addi-
tional shares of the Federal reserve bank stock. The Federal reserve
bank issues a 10-share certificate evidencing ownership of the new
shares. Of the 50 shares then owned by the X Bank, 40 were issued
prior to March 28, 1942, and 10 were issued after March 2, 1942.

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

$ 1.103-3 Interest Uron Nores Securep BY MorTeAGES EXECUTED
10 FEDERAL AGENCIES OR INSTRUMENTALITIES.—Section 26 of the Fed-
eral Farm Loan Act of July 17,1916 (12 U. S. C. 931), and section 210
of such act, as added by section 2 of the act of March 4,1923 (12 U. S. C.
1111), provide that first mortgages executed to Federal land banks,
joint-stock land banks, or Federal intermediate credit banks, and the
income derived therefrom, shall be exempt from taxation. According-
ly, income consisting of interest on promissory notes held by such banks
and secured by such first mortgages is not subject to the income tax.

$1.103—4 InTeErEstT Uron Uxnrrep StaTes OpLicaTioNs.—(a) Issued
before March 1, 1941.—(1) Interest upon obligations of the United
States issued on or before September 1, 1917, is exempt from tax. In
the case of obligations issued by the United States after September 1,
1917, and in the case of obligations of a corporation organized under
Act of Congress, if such corporation is an instrumentality of the United
States, the interest is exempt from tax only if and to the extent pro-
vided in the acts authorizing the issue thereof, as amended and sup-
plemented.

(2) Interest on Treasury bonds issued before March 1, 1941, is
exempt from Federal income taxes except surtaxes imposed upon the
income or profits of individuals, associations, or corporations. How-
ever, interest on an aggregate of not exceeding $5,000 principal amount
of such bonds is also exempt from surtaxes. Interest in excess of the
interest on an aggregate of not exceeding $5,000 principal amount of
such bonds is subject to surtax and must be included in gross income.

(3) Interest credited to postal savings accounts upon moneys de-

osited before March 1, 1941, in postal savings banks is wholly exempt
rom income tax.
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(b) Zssued on or after March 1,1941.—(1) Under the provisions of
sections 4 and 5 of the Public Debt Act of 1941, interest upon obliga-
tions 1ssued on or after March 1, 1941, by the United States, or any
agency or nstrumentality thereof, shall not have any exemption, as
such, from Federal income tax except in respect of any such obligations
which the Federal Maritime Board and Maritime Administration
(formerly United States Maritime Commission) or the Federal Hous-
ing Administration has, before March 1, 1941, contracted to issue at a
future date. The interest on such obligations so contracted to be issued
shall bear such tax-exemption privileges as were at the time of such
contract provided in the law authorizing their issuance. For the
purposes hereof, under section 4 (a) of the Public Debt Act of 1941,
a Territory and a possession of the United States (or any political
subdivisions thereof), and the District of Columbia, and any agency or
instrumentality of any one or more of the foregoing, shall not be con-
sidered as an agency or instrumentality of the United States.

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

§ 1.103-5 Treasury Bonp EXEMPTION IN THE CASE OF TRUSTS OR
ParTyERsHIPS.—(a) When the income of a trust is taxable to bene-
ficiaries, as in the case of a trust the income of which is to be distributed
to the beneficiaries currently, each beneficiary is entitled to exemption
as if he owned directly a proportionate part of the Treasury bonds
held in trust. When, on the other hand, income is taxable to the trustee,
as in the case of a trust the income of which is accumulated for the
benefit of unborn or unascertained persons, the trust, as the owner of
the bonds held in trust, is entitled to the exemption on account of such
ownership. In general, see sections 652(b) and 662 (b) and the
regulations thereunder.

(b) As the income of a partnership is taxable to the individual
partners, each partner is entitled to exemption as if he owned directly
a proportionate part of the bonds held by the partnership. For rules
relating to partially tax-exempt interest see section 702(a) (7) and the
regulations thereunder.

§ 1.103-6 I~xtErEsT Uron UnITeEp StaTES OBLIGATIONS IN THE
Case or NoONRESIDENT ALIENS AND Foreien CorroraTiONs, NoT EN-
GAGED TN Business 1n THE UNITED STATES.—BY virtue of section 4 of
the Victory Liberty Loan Act of March 3, 1919 (31 U. S. C. 750),
amending section 3 of the Fourth Liberty Bond Act of July 9, 1918
(31 U. S. C. 750), the interest received on and after March 3, 1919, on
bonds. notes, and certificates of indebtedness of the United States
while beneficially owned by a nonresident alien individual, or a foreign
corporation, partnership, or association, if such individual, corpora-
tion, partnership, or association is not engaged in business in the
United States, is exempt from income taxes. Such exemption applies
only to such bonds, notes, or certificates as have been issued before
March 1,1941. Interest derived by a nonresident alien individual, or
by a foreign corporation, partnership, or association on such bonds,
notes, or certificates issued on or after March 1, 1941, is subject to tax
as in the case of taxpayers generally as provided in § 1.103—4 (b).
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§ 1.109 StatUToRY Provisions; ImprovEMENTS BY LESSEE oN LEs-
SOR’S PROPERTY.

SEC. 109. IMPROVEMENTS BY LESSEE ON LESSOR’S PROPERTY.

Gross income does not include income (other than rent) derived by a
lessor of real property on the termination of a lease, representing the
value of such property attributable to buildings erected or other im-
provements made by the lessee.

§ 1.109-1 ExcrusrtoN From Gross INcomE oF LEssor or Rear Prop-
ERTY OF VALUE OF IMrrovEMENTS IERECTED BY LESsEE——(a) Income
derived by a lessor of real property upon the termination, through
forfeiture or otherwise, of the lease of such property and attributable
to buildings erected or other improvements made by the lessee upon
the leased property is excluded from gross income. However, where
the facts disclose that such buildings or improvements represent in
whole or in part a liquidation in kind of lease rentals, the exclusion
from gross mcome shall not apply to the extent that such buildings
or improvements represent such liquidation. The exclusion applies
only with respect to the income realized by the lessor upon the ter-
mination of the lease and has no application to income, if any, in the
form of rent, which may be derived by a lessor during the period of
the lease and attributable to buildings erected or other improvements
made by the lessee. It has no application to income which may be
realized by the lessor upon the termination of the lease but not at-
tributable to the value of such buildings or improvements. Neither
does it apply to income derived by the lessor subsequent to the ter-
mination of the lease incident to the ownership of such buildings or
1mprovements.

(b) The provisions of this section may be illustrated by the fol-
lowing example:

Example. The A Corporation leased in 1945 for a period of 50
yvears unimproved real property to the B Corporation under a lease
providing that the B Corporation erect on the leased premises an
office building costing $500,000, in addition to paying the A Corpo-
ration a lease rental of $10,000 per annum beginning on the date of
completion of the improvements, the sum of $100,000 being placed
in escrow for the payment of the rental. The building was completed
on January 1, 1950. The lease provided that all improvements made
by the lessee on the leased property would become the absolute prop-
erty of the A Cerporation on the termination of the lease by forfeiture
or otherwise and that the lessor would become entitled on such ter-
mination to the remainder of the sum, if any, remaining in the escrow
fund. The B Corporation forfeited its lease on January 1, 1955,
when the improvements had a value of $100,000. Under the provisions
of section 109, the $100,000 is excluded from gross income. The
amount of $50,000 representing the remainder in the escrow fund
1s forfeited to the A Corporation and is included in the gross income
of that taxpayer. As to the basis of the property in the hands of the
A Corporation, see § 1.1019-1.

§ 1.110 StatvuTory Provision: INcome Taxms Pamp By LEsser
CORPORATION.
SEC. 110. INCOME TAXES PAID BY LESSEE CORPORATION, If—

(1) A lease was entered into before January 1, 1954,
(2) Beth lessee and lessor are corporations, and
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(3) TUnder the lease, the lessee is obligated to pay, or to reimburse
the lessor for, any part of the tax imposed by this subtitle on the
lessor with respect to the rentals derived by the lessor from the
lessee,

then gross income of the lessor does not include such payment or re-
imbursement, and no deduction for such payment or reimbursement
shall be aliowed to the lessee. For purposes of the preceding sentence,
a lease shall be considered to have been entered into before January 1,
1954, if it is a renewal or continuance of a lease entered into before such
date and it such renewal or continuance was made in accordance with
an option contained in the lease on December 31, 1953,

§ 1.110-1 IncoME Taxes Pam By Lrsser CorroraTioN.—(a) If a
lease was entered into before January 1, 1954, if both lessee and lessor
are corporations, and if, under the lease, the lessee is obligated to pay,
or to reimburse the lessor for, any portion of the tax imposed by sub-
title A of the Internal Revenue Code of 1954 upon the lessor with
respect to the rentals derived by the lessor from such lease, such pay-
ment or reimbursement of tax shall be excluded from gross income
of the lessor and no deduction therefor shall be allowed to the lessee.
For purposes of this section, a renewal or continuance after December
31, 1953, of a lease entered into before January 1, 1954, shall be con-
sidered a lease entered into before January 1, 1954, if such renewal or
continuance is made in accordance with an option contained in the
original lease on December 31, 1953, or in accordance with an option
contained (on December 31, 1953) in an instrument by which the
original lease was renewed or continued. Thus, assume that a corpo-
ration lessor and a corporation lessee enter into a lease on January 1,
1947. The lease expires on December 31, 1953, but may be renewed
for two years at the option of the lessee. On December 31, 1953, the
lessee exercises his option, and the parties further agree, in writing,
that the terms of the lease may be extended for an additional two
years at the lessee’s option. On December 31, 1955, the lessee exercises
his option. The renewal period covering 1954 and 1955 are controlled
by the provisions of section 110. Similarly, section 110 is applicable
to the second two-year period to which the lease has been extended.
However, section 110 would not be applicable to any further extension
of the terms of the lease, since such further extension would not be
made pursuant to an option existing on December 31, 1953.

(b) In the case of a lease to which the provisions of section 110
are not applicable, any amounts paid or reimbursed by the lessee cor-
poration with respect to taxes imposed by subtitle A of the Internal
Revenue Code of 1954 upon the lessor corporation for rentals derived
by the lessor corporation under such lease shall be included in the
gross income of the lessor corporation and shall, if otherwise allow-
able, be allowed as a deduction to the lessee corporation.

§1.111 Sraruvrory Provisions; Recovery oF Bap Depts, Prior
Taxzs, AND DELINQUENCY AMOUNTS.

SEC. 111. RECOVERY OF BAD DEBTS, PRIOR TAXES, AND DE-
LINQUENCY AMOUNTS.

(a) GENERAL RULE.—Gross income does not include income at-
tributable to the recovery during the taxable year of a bad debt, prior
tax, or delinquency amount, to the extent of the amount of the recovery
exclusion with respect to such debt, tax, or amount.
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(b) DEFINITIONS.—For purposes of subsection (a)—

(1) Bap Drpr.—The term “bad debt” means a debt on account
of the worthlessness or partial worthlessness of which a deduction
was allowed for a prior taxable year.

(2) Prior Tax.—The term “prior tax” means a tax on account
of which a deduction or credit was allowed for a prior taxable year.

(3) DELINQUENCY AMOUNT.—The term *“delinquency amount”
means an amount paid or acerued on account of which a deduction
or credit was allowed for a prior taxable year and which is attributa-
ble to failure to file return with respect to a tax, or pay a tax, within
the time required by the law under which the tax is imposed, or
to failure to file return with respect to a tax or pay a tax.

(4) RECOVERY EXCLUSION.—The term “recovery exclusion”, with
respect to a bad debt, prior tax, or delinquency amount, means the
amount, determined in accordance with regulations prescribed by
the Secretary or his delegate, of the deductions or credits allowed,
on account of such bad debt, prior tax, or delinquency amount, which
did not result in a reduction of the taxpayer’s tax under this sub-
title (not including the accumulated earnings tax imposed by section
531 or the tax on personal holding companies imposed by section
541) or corresponding provisions of prior income tax laws (other
than subchapter B of chapter 2 of the Internal Revenue Code of
1939, relating to World War 1I excess profits tax), reduced by the
amount excludable in previous taxable years with respect to such
debt, tax, or amount under this section.

(¢) SpECIAL RULES FOR ACCUMULATED HARNINGS TAX AND FOR PER-
soNaL Horping CompaNY Tax.—In applying subsections (2) and (b)
for the purpose of determining the accumulated earnings tax under sec-
tion 531 or the tax under section 541 (relating to personal holding com-
panies)—

(1) A recovery exclusion allowed for purposes of this subtitle
(other than section 5381 or section 541) shall be allowed whether
or not the bad debt, prior tax, or delinquency amount resulted in a
reduction of the tax under section 531 or the tax under section 541
for the prior taxable year ; and

(2) Where a bad debt, prior tax, or delinquency amount was not
allowable as a deduction or credit for the prior taxable year for
purposes of this subtitle other than of section 531 or section 541
but was allowable for the same taxable year under section 531
or gection 541, then a recovery exclusion shall be allowable if such
bad debt, prior tax, or delinquency amount did not result in a reduc-
tion of the tax under section 531 or the tax under section 541.

§ 1.111-1 Rrcovery or CerrTaiNn Items Previousrny DepucreEp OR
Creprren.—(a) Gleneral.—Section 111 provides that income attribut-
able to the recovery during any taxable year of bad debts, prior taxes,
and delinquency amounts shall be excluded from gross income to the ex-
tent of the “recovery exclusion” with respect to such items. The rule of
exclusion so prescribed by statute applies equally with respect to all
other losses, expenditures, and accruals made the basis of deductions
from gross income for prior taxable years, including war losses re-
ferred to in section 127 of the Internal Revenue Code of 1939, but not
including deductions with respect to depreciation, depletion, amortiza-
tion, or amortizable bond premiums. The term “recovery exclusion”
as used in this section means an amount equal to the portion of the
bad debts, prior taxes, and delinquency amounts (the items specifically
referred to in section 111), and of all other items subject to the rule of
exclusion which, when deducted or credited for a prior taxable year,
did not result in a reduction of any tax of the taxpayer under subtitle
A (other than the accumulated earnings tax imposed by section 531
or the personal holding company tax imposed by section 541) of the
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Internal Revenue Code of 1954 or corresponding provisions of prior
Income tax laws (other than the World War II excess profits tax im-
p(stlesg3 Esl)nder subchapter E of chapter 2 of the Internal Revenue Code
0 .

(1) Section 111 items.—The term “section 111 items” as used in this
section means bad debts, prior taxes, delinquency amounts, and all
other items subject to the rule of exclusion, for which a deduction
or credit was allowed for a prior taxable vear. If a bad debt was
previously charged against a reserve by a taxpayer on the reserve
method of treating bad debts, it was not deducted, and it is therefore,
not considered a section 111 item. Bad debts, prior taxes, and de-
linquency amounts are defined in section 111 (b) (1), (2), and (3),
respectively. An example of a delinquency amount is interest on
delinquent taxes. An example of the other items not expressly re-
ferred to in section 111 but nevertheless subject to the rule of exclusion
is a loss sustained upon the sale of stock and later recovered, in whole
or in part, through an action against the party from whom such stock
had been purchased.

(2) Definition of “recovery.”—Recoveries result from the receipt
of amounts in respect of the previously deducted or credited section
111 items, such as from the collection or sale of a bad debt, refund or
credit of taxes paid, or cancellation of taxes accrued. Care should be
taken in the case of bad debts which were treated as only partially
worthless in prior vears to distinguish between the item described
in section 111, that 1s, the part of such debt which was deducted, and
the part not previously deducted, which is not a section 111 item and is
considered the first part collected. The collection of the part not de-
ducted is not considered a “recovery.” Furthermore, the term “re-
covery” does not include the gain resulting from the receipt of an
amount on account of a section 111 item which, together with previous
such receipts, exceeds the deduction or credit previously allowed for
such item. For instance, a $100 corporate bond purchased for $40
and later deducted as worthless is subsequently collected to the extent
of $50. The $10 gain (excess of $50 collection over $40 cost) is not a
recovery of a section 111 item. Such gain is in no case excluded from
gross income under section 111, regardless of whether the $40 recovery
is or is not excluded.

(8) Treatment of debt deducted in more than one year by reason
of partial worthlessness.—In the case of a bad debt deducted in part
for two or more prior years, each such deduction of a part of the debt
is considered a separate section 111 item. A recovery with respect to
such debt is considered first a recovery of those items (or portions
thereof), resulting from such debt, for which there are recovery ex-
clusions. If there are recovery exclusions for two or more items re-
sulting from the same bad debt, such items are considered recovered
in the order of the taxable years for which they were deducted, be-
ginning with the latest. The recovery exclusion for any such item is
determined by considering the recovery exclusion with respect to the
prior year for which such item was deducted as being first used to
offset all other applicable recoveries in the year in which the bad debt
is recovered. )

(4) Special provisions as to worthless bonds, ete., which are treated
as capital losses—Certain bad debts arising from the worthlessness
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of securities and certain nonbusiness bad debts are treated as losses
from the sale or exchange of capital assets. See sections 165(g) and
166(d). The amounts of the deductions allowed for any year under
section 1211 on account of such losses for such year are considered
to be section 111 items. Any part of such losses which, under section
1211, is a deduction for a subsequent year through the capital loss
carryover (any later receipt of an amount with respect to such de-
ducted loss is a recovery) is considered a section 111 item for the year
in which such loss was sustained.,

(b) Computation of recovery ewclusion—(1) Amount of recovery
exclusion allowable for year of recovery—For the year of any re-
covery, the section 111 items which were deducted or credited for one
prior year are considered as a group and the recovery thereon is con-
sidered separately from recoveries of any items which were deducted
or credited for other years. This recovery is excluded from gross
income to the extent of the recovery exclusion with respect to this
group of items as (i) determined for the original year for which such
items were deducted or credited (see subparagraph (2) of this para-
graph) and (ii) reduced by the excludable recoveries in intervening
years on account of all section 111 items for such original year. A
taxpayer claiming a recovery exclusion shall submit, at the time the
exclusion is claimed, the computation of the recovery exclusion
claimed for the original year for which the items were deducted or
credited, and computations showing the amount recovered in inter-
vening years on account of the section 111 items deducted or credited
for the original year.

(2) Determination of recovery exclusion for original year for
which items were deducted or credited.— (1) The recovery exclusion
for the taxable year for which section 111 items were deducted or
credited (that is, the “original taxable year”) is the portion of the
aggregate amount of such deductions and credits which could be dis-
allowed without causing an increase in any tax of the taxpayer im-
posed under subtitle A (other than the accumulated earnings tax
unposed by section 531 or the personal holding company tax imposed
by section 541) of the Internal Revenue Code of 1954 or correspond-
ing provisions of prior income tax laws (other than the World War
TT excess profits tax imposed under subchapter E of chapter 2 of the
Internal Revenue Code of 1939). For the purpose of such recovery
exclusion, consideration must be given to the effect of net operating loss
carryovers and carrybacks or capital loss carryovers.

(i1) This rule shall be applied by determining the recovery exclu-
sion as the aggregate amount of the section 111 1tems for the original
year for which such items were deducted or credited reduced by
whichever of the following amounts is the greater:

(@) The difference between (7) the taxable income for such
original year and (2) the taxable income computed without re-
gard to the section 111 items for such original year,

(b) In the case of a taxpayer subject to any income tax in
lieu of normal tax or surtax or both (except the alternative tax
on capital gains imposed by section 1201, which is disregarded),
the difference between () the income subject to such tax for such
original year and (2) the income subject to such tax computed
without regard to the section 111 items for such original year.
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(Neither the amount determined under (Z) nor the amount under
(2) of (a) or () of this subdivision shall in any case be considered
less than zero.) For this determination of the recovery exclusion, the
aggregate of the section 111 items must be further decreased by the
portion thereof which caused a reduction in tax in preceding or suc-
ceeding taxable years through any net operating loss carryovers or
carrybacks or capital loss carryovers affected by such items. This
decrease is the aggregate of the largest amount determined for each
of such preceding and succeeding years under (¢) and (b) of this
subdivision, the computation of each carryover or carryback to the
preceding or succeeding year being made under (7) of (a) and (%)
of this subdivision with regard to the section 111 items for the original
year and such computation being made under (2) of (¢) and (&) of
this subdivision without regard to such items. For the purpose of
the preceding sentence, the computations under both () and (2) of
(a) and (b) of this subdivision shall be made without regard to any
section 111 items for such preceding or succeeding year and the carry-
overs and carrybacks to such year shall be determined without regard
to any section 111 items for years subsequent to the original year.

(1i1) The determination of the recovery exclusion for original tax-
able years subject to the provisions of the Internal Revenue Code of
1939 shall be made under § 39.22(b) (12)~1(b) (2) of Regulations 118.

(3) Ewample—The provisions of this paragraph-may be illus-
trated by the following example:

Ezample. A single individual with no dependents has for his 1954
taxzable year the following income and deductions:

With deduction of Without deduction
section 111 items  of section 111 items

(Gross INCOMEe_ - _ _ . o emon oo $25,000 _______ $25, 000
Less deductions:
Depreeciation.___________________ $20,000 ______._ $20,000 ____..__
Business bad debts and taxes_____ 6,300 _______ . oo___
Personal exemption______________ 600 26, 900 600 20, 600
Taxable income or (1088) oo ooo-o-. (1,900) _______ 4, 400
Adjustment under section 172(d)(4) ... --_____ 600 _______ _____._.
Net operating loss______ ... _______.__ __--_ (1,300) ___ ... oo

The full amount of the net operating loss of $1,300 is carried back and
allowed as a deduction for 1952. The aggregate of the section 111
items for 1954 is $6,300 (bad debts and taxes). The recovery ex-
clusion on account, of section 111 items for 1954 is $600, determlne.d by
reducing the $6,300 aggregate of the section 111 items by $5,700, 1. e.,
the sum of (1) the difference between the amount of the taxable income
for 1954 computed without regard to the section 111 items ($4,400;
and the amount of the taxable income for 1954 (not less than zero

computed by taking such items into account, and (2) the amount of the
net operating loss ($1,300) which caused the reduction in tax for
1952 by reason of the carryback provisions. If in 1956 the taxpayer
recovers $400 of the bad debts, all of the recovery is excluded from the
income by reason of the recovery exclusion of $600 determined for the
original year 1954. Ifin 1957 the taxpayer recovers an additional $300
of the bad debts, only $200 is excluded from gross income. That is,
the recovery exclusion of $600 determined for the original year 1954
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is reduced by the $400 recovered in 1956, leaving a balance of $200
which is used in 1957. The balance of the amount recovered in 1957,
$100 ($300 less $200), is included in gross income for 1957.

(¢) Provisions as to tawes imposed by section 531 (relating to the
accumulated earnings tax) and section 541 (relating to the tax on
personal holding companies.—A recovery exclusion allowed for pur-
poses of subtitle A (other than section 531 or section 541) of the In-
ternal Revenue Code of 1954 shall also be allowed for the purpose
of determining the accumulated earnings tax under section 531 or the
personal holding company tax under section 541 regardless of whether
or not the section 111 items on which such recovery exclusion is based
resulted in a reduction of the tax under section 531 or section 541 (or
corresponding provisions of prior income tax laws) for the prior
taxable year. IFurthermore, if there is recovery of a section 111
item which was not allowable as a deduction or credit for the prior tax-
able year for purposes of subtitle A (not including section 531 or
section 541) of the Internal Revenue Code of 1954 or corresponding
provisions of prior income tax laws (other than subchapter E of
chapter 2 of the Internal Revenue Code of 1939, relating to World War
IT excess profits tax), but was allowable for such prior taxable year in
determining the tax under section 531 or section 541 (or correspond-
ing provisions of prior income tax laws) then for the purpose of de-
termining the tax under section 531 or section 541 a recovery exclusion
shall be allowable with respect to such recovery if the section 111
item did not result in a reduction of the tax under section 531 or section
541 (or corresponding provisions of prior income tax laws).

§1.112 Srarurory Provisions; Cerrain Comear Pay or MEMBERS
oF THE ARMED FoRCES.

SEC. 112. CERTAIN COMBAT PAY OF MEMBERS OF THE ARMED
FORCES.

(a) ENLISTED PERSONNEL.—Gross income does not include compensa-
tion received for active service as a member below the grade of com-
missioned officer in the Armed Forces of the United States for any month
during any part of which such member—

(1) Served in a combat zone during an induction period, or

(2) Was hospitalized as a result of wounds, disease, or injury
incurred while serving in a combat zone during an induetion period ;
but this paragraph shall not apply for any month during any part of
which there are no combatant activities in any combat zone as de-
termined under subsection (c¢) (3) of this section.

(b) ComMmIssioNED OFFICERS.—Gross income does not include so much
of the compensation as does not exceed $200 received for active service
as a commissioned officer in the Armed Forces of the United States for
any month during any part of which such officer—

(1) Served in a combat zone during an induction period, or

(2) Was hospitalized as a result of wounds, disease, or injury
incurred while serving in a combat zone during an induction period ;
but this paragraph shall not apply for any month during any part
of which there are no combatant activities in any combat zone as
determined under subsection (¢) (8) of this section.

(¢) Derinrrions.—For purposes of this section—

(1) The term “commissioned officer” does not include a commis-
sioned warrant officer.

(2) The term “combat zone” means any area which the President
of the United States by Executive Order designates, for purposes
of this section or corresponding provisions of prior income tax laws,
as an area in which Armed Forces of the United States are or have
(after June 24, 1950) engaged in combat.
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(3) Service is performed in a combat zone only if performed on or
after the date designated by the President by Executive Order as the
date of the commencing of combatanr activities in such zone, and on
or before the date designated by the President by Executive Order as
the date of the termination of combatant activities in such zone;
except that June 25, 1950, shall be considered the date of the com-
mencing of combatant activities in the combat zone designated in
Executive Order 10195.

(4) The term “compensation” does not include pensions and re-
tirement pay.

(5) The term “induction period” means any period during which,
under laws heretofore or hereafter enacted relating to the induction
of individuals for training and service in the Armed Forces of the
United States, individuals (other than individuals liable for induc-
tion by reason of a prior deferment) are liable for induction for
such training and service.

§ 1.112-1 CompeNSATION OF MEMEERS oF TIHE ARMED Forcrs oF
TaE UNiTED STATES FOR SERVICE IN A CoMBAT ZOoNE DURING AN IN-
DUCTION IPERTOD, OR FOR SERVICE WHILE HoSPITALIZED AS A RESULT OF
Svca CoMBAT-ZONE SERVICE.—(a) In addition to the exemptions and
credits otherwise applicable, section 112 provides that there shall be
excluded from gross income:

(1) Compensation received for active service as a member below the
grade of commissioned officer in the Armed Forces of the United States
for any month during any part of which such member (i) served in a
combat zone during an induction period, or (ii) was hospitalized
at any place as a result of wounds, disease, or injury incurred while
so serving provided that during all of such month there are combatant
actlvities in some combat zone.

(2) Inthe case of compensation received for active service as a com-
missioned officer in the Armed Forces of the United States for any
month during any part of which such officer (1) served in a combat zone
during an induction period, or (i1) was hospitalized at any place as a
result of wounds, disease, or injury incurred while so serving provided
that during all of such month there are combatant activities in some
combat zone, so much of such compensation as does not exceed $200.

(b) The exclusions under section 112 and this section are applicable
only if active service is performed in a combat zone during an induc-
tion period. Compensation is subject to exclusion whether or not it is
received outside a combat zone or while the recipient is hospitalized
or in a year different from that in which the service was rendered for
which the compensation is paid. Service is performed in a combat
zone only if it is performed in an area which the President of the
United States has designated by Executive order, for the purpose of
section 112, as an area in which Armed Forces of the United States are
or have engaged in combat, and only if it is performed on or after the
date designated by the President by Executive order as the date of the
commencing of combatant activities in such zone and on or before the
date designated by the President by Executive order as the date of the
termination of combatant activities in such zone. Section 112(c) (3)
provides that June 25, 1950, shall be considered the date of commenc-
ing of combatant activities in the combat zone designated in Executive
Order 10195. In Executive Order 10585 the President designated
January 31, 1955, as of midnight thereof, as the date of termination
of combatant activities in the combat zone designated in Executive
Order 10195. If a member of the Armed Forces serves in a combat



§ 102.] 50

zone for any part of a month during an induction period, he is entitled
to the exclusion for such month to the same extent as if he has served
in such zone, for the entire month. If a member of the Armed Forces
is hospitalized for a part of a month as a result of wounds, disease, or
injury incurred while serving in such zone during an induction period,
he is entitled to the exclusion for the entire month provided there are
some combatant activities in any combat zone during all of such month.

(¢) If an individual is hospitalized for wound, disease, or injury
while serving in a combat zone, the wound, disease, or injury will,
unless the contrary clearly appears, be presumed to have been incurred
while serving in a combat zone. In certain cases, however, a wound,
disease, or injury may have been incurred while serving in a combat
zone even though the individual was not hospitalized for it while so
serving. And, mn exceptional cases, a wound, disease, or injury will
not have been incurred while serving in a combat zone even though the
individual was hospitalized for it while so serving.

(d) These principles may be illustrated by the following examples
(in each case service is performed in a combat zone during an induc-
tion period) :

Ewxample (1). An individual is hospitalized in a combat zone for a
specific disease after having served in such zone for three weeks. The
incubation period of such disease is from two to four weeks. Such
disease was incurred while serving in the combat zone.

Example (2). The facts are the same as in example (1) except that
the incubation period is one year. Such disease was not incurred while
serving in the combat zone.

Example (3). A member of the Air Force, stationed outside the
combat zone, is shot while participating in an aerial flight over the
combat zone, but is not hospitalized until he returns to his home base.
Such injury was incurred while serving in a combat zone.

Erxample (4). An individual is hospitalized for a specific disease
three weeks after having departed from a combat zone. The incuba-
tion period of such disease 1s from two to four weeks. Such disease
was Incurred while serving in a combat zone.

(e) An individual is hospitalized only until such time as his status
as a hospital patient ceases by reason of his discharge from the hospital.

(f) The term “induction period” means any period in which indi-
viduals are generally subject to induction into the Armed Forces of
the United States under the Universal Military Training and Service
Act (50 App. U. S. C. 451) or under similar acts hereafter enacted.
The term does not apply to any period in which individuals are not
generally subject to induction but are subject to induction by reason
of a prior deferment.

(g) The term “commissioned officer” does not include a ecommis-
sioned warrant officer, and, accordingly, a commissioned warrant officer
is entitled to the exclusion allowed to enlisted personnel under section
112(a). The term “compensation”, for the purpose of this section,
does not include pensions and retirement pay. As to who are members
of the Armed Forces of the United States, see section 7701 (a) (15).

(h) These exclusions are applicable without regard to the marital
status of the recipient of the compensation, and if a husband and wife
both meet the requirements of the statute, then each is entitled to the
benefit of an exclusion. In the case of a husband and wife domiciled
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in a State recognized for Federal income tax purposes as a community
property State, any exclusion from gross income under section 112
operates before apportionment of the gross income of the spouses in
accordance with community property law. For example, a man and his
wife are domiciled in a community property State and he is entitled,
as a commissioned officer, to the benefit of the exclusion of $200 for
each month under section 112(b). He receives $1,000 as compensation
for active service for three months in a combat zone. Of such amount,
$600 is excluded from gross income under section 112(b) and only
$400 is taken into account in determining the gross income of both
husband and wife.

(1) A member of the Armed Forces is in active service if he is actual-
ly serving in the Armed Forces of the United States. Periods during
which a member of the Armed Forces is absent from duty on account
of sickness, wounds, leave, internment by the enemy, or other lawful
cause are periods of active service. A member of the Armed Forces
in active service in a combat zone who there becomes a prisoner of war
or missing in action is deemed, for the purpose of section 112 and this
section, to continue in active service in the combat zone for the period
for which he is entitled to such status for military pay purposes. These
exclusions apply to compensation received by a member of the Armed
Forces for services rendered while in active service even though pay-
ment is received subsequent to discharge or release from active service.
Compensation credited to a decedent’s account for a period subsequent
to the established date of his death and received by his estate will be
excluded under section 112 from the gross income of the estate to the
same extent that it would have been excluded from the gross income
of the decedent if he had lived and received such compensation.

§ 1.118 Starurory Provisions; MusteriNG-OUT PAYMENTS FOR
MEeMEBERS OF THE ArRMED FoRcEs.

SEC. 1138, MUSTERING-OUT PAYMENTS FOR MEMBERS OF THE
ARMED FORCES.

Gross income does not include amounts received during the taxable
year as mustering-out payments with respect to service in the Armed
Forces of the United States.

§1.113-1 MusteriNG-Our PAYMENTS FOR MEMBERS OF THE ARMED
Forces.—For the purposes of the exclusion from gross income under
section 113 of mustering-out payments with respect to service in the
Armed Forces, mustering-out payments are payments made to any
recipients pursuant to the provisions of the Mustering-Out Payment
Act of 1944 and Subchapter IV of the Veterans Readjustment Assist-
ance Act of 1952. (See 38 U. S. C. 691e and 1011-1016.)

§ 1.114 SrtatUurory Provisions; Sports ProGraMS CONDUCTED FOR
THE AMERICAN NaTroNaL Rep Cross.

SEC. 114. SPORTS PROGRAMS CONDUCTED FOR THE AMERI-
CAN NATIONAL RED CROSS.

(a) GENERAL RuLe.—In the case of a taxpayer which is a corporation
primarily engaged in the furnishing of sports programs, gross income
does not include amounts received as proceeds from a sports program
conducted by the taxpayer if—

(1) The taxpayer agrees in writing with the American National
Red Cross to conduct such sports program exclusively for the benefit
of the American National Red Cross ;
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(2) The taxpayer turns over to the American National Red Cross
the proceeds from such sports program, minus the expenses paid
or incurred by the taxpayer—
(A) Which would not have been so paid or incurred but for
such sports program, and
(B) Which would be allowable as a deduction under section
162 (relating to trade or business expenses) but for subsection
(b) of this section ; and
(8) The facilities used for such program are not regularly used
during the taxable year for the conduct of sports programs to which

this subsection applies.

For purposes of this subsection, the term “proceeds from such sports
program” includes all amounts paid for admission to the sports program,
plus all proceeds received by the taxpayer from such program or activi-
ties carried on in connection therewith.

(b) TreaTMeENT oF ExPENsEs.—Expenses described in subsection
(a) (2) shall be allowed as a deduction under section 162 only to the
extent that such expenses exceed the amount excluded from gross income
by subsection (a) of this section.

§ 1.114-1 Procreps From Cerrain Seorrs Procrams CoNDUCTED
FOR THE BENEFIT Or THE AMERICAN Natronar Rep Cross.—(a) In
general.—Under section 114, a corporation primarily engaged in the
furnishing of sports programs may exclude from its gross income
amounts received as proceeds from a sports program conducted by
such corporation if each of the following requirements is met:

(1) The corporation agrees in writing with the American Na-
tional Red Cross to conduet such sports program exclusively for
the benefit of the American National Red Cross;

(2) The corporation turns over to the American National Red
Cross all the proceeds from such sports program, less only the
expense paid or incurred by such corporation which would not
have been paid or incurred but for such sports program and
which would be allowable as deductions as ordinary and neces-
sary business expenses under section 162(a) except for the pro-
visions of section 114(b) ; and

(3) The facilities of the corporation used in conducting such
sports program are not regularly used during the taxable year
for the conduct of sports programs to which section 114(a)
applies.

(b) Certain corporations ineligible.—Section 114 does not apply
in the case of a corporation organized or operated primarily to con-
duct or furnish, or o participate in the conduct or furnishing of, one
or more sports programs for the American National Red Cross.

(c) Proceeds from a sports program.—The proceeds from a sports
program conducted for the benefit of the American National Red
Cross include all amounts received by the conducting corporation,
irrespective of when received, on account of such sports program,
which amounts would be includible in the gross income of such conduct-
ing corporation, except for the provisions of section 114. Where the
activities carried on in connection with the sports program include
the sale or rental of radio, television, or movie rights, refreshments,
souvenirs, parking facilities, programs, advertising, or other goods
and services, whether sold or rented directly or through concession-
aires, the amounts received by the conducting corporation from such
sports program include all amounts received from such activities, but
only where such amounts would not have been received by the con-



83 [§ 102.

ducting corporation but for the presentation of the particular sports
program. Where the conducting corporation receives payments for
concessions on an annual or seasonal basis, and such payments are not
Increased because of the particular sports program, such payments
are not considered as proceeds from such sports program, and any
expenses pald or incurred by the conducting corporation on account
of such concession operations may not be taken into account under
section 114 (a) (2) in determining the net amount of the proceeds from
such sports program which the conducting corporation is required to
turn over to the American National Red Cross; nor are the proceeds
of a sports program considered to include amounts received by the
conducting corporation which do not constitute gross income of such
corporation, such as admissions taxes or the breakage on a pari-mutual
wagering pool which is required to be paid over to the State.

(d) Sports programs.—(1)Section 114 applies where the program
furnished by the conducting corporation consists of sports events
such as baseball, football, basketball, or racing but it does not apply
to programs or events such as motlon pictures, circuses, or dances
which are not ordinarily considered to be competitive sporting events.

(2) A sports program includes all of the events normally making
up a full program in the particular sport. A single race of a racing
program consisting of more than one race would not constitute a
sports program, nor would one baseball or basketball game of a
doubleheader program constitute a sports program.

(e) Treatment of expenses.—Expenses described in section 114 (a)
(2) shall be allowable as deductions under section 162 only to the
extent that such expenses exceed the amount excluded from gross
income under section 114(a).

§1.115 StatuTorRYy Provisions: INcoME or Stares, MUNICIPALI-
TIES, ETOC.

SEC. 115. INCOME OF STATES, MUNICIPALITIES, ETC.

(a) GENERAL RULE—Gross income does not include—

(1) Income derived from any public utility or the exercise of any
essential governmental function and accruing to a State or Terri-
tory, or any political subdivision thereof, or the District of Co-
lumbia ; or

(2) Income accruing to the government of any possession of the
United States, or any political subdivision thereof.

(b) CoNTRACTS MADE BEFORE SEPTEMBER 8, 1916, RELATING TO PUBLIC
UTmLitieEs.—Where a State or Territory, or any political subdivision
thereof, or the District of Columbia, before September 8, 1916, entered
in good faith into a contract with any person, the object and purpose
of which was to acquire, construct, operate, or maintain a public utility—

(1) If—

(A) By the terms of such contract the tax imposed by this
subtitle is to be paid out of the proceeds from the operation
of such public utility before any division of such proceeds be-
tween the person and the State, Territory, political subdivision,
or the District of Columbia ; and

(B) A part of such proceeds for the taxable year would
(but for the imposition of the tax imposed by this subtitle)
accrue directly to or for the use of such State, Territory,
political subdivision, or the District of Columbia,

then a tax on the taxable income from the operation of such public
utility shall be levied, assessed, collected, and paid in the manner
and at the rates prescribed in this subtitle, but there shall be re-
funded to such State, Territory, political subdivision, or the District
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of Columbia (under regulations prescribed by the Secretary or
his delegate) an amount which bears the same relation to the amount
of the tax as the amount which (but for the imposition of the tax
imposed by this subtitle) would have accrued directly to or for the
use of such State, Territory, political subdivision, or the District
of Columbia, bears to the amount of the taxable income from the
operation of such public utility for such taxable year.

(2) If by the terms of such contract no part of the proceeds
from the operation of the public utility for the taxable year would,
irrespective of the tax imposed by this subtitle, accrue directly
to or for the use of such State, Territory, political subdivision, or
the Distriet of Columbia, then the tax on the taxable income of
such person from the operation of such public utility shall be
levied, assessed, collected, and paid in the manner and at the rates
prescribed in this subtitle.

(¢) ContrAcTS MADE BEFORE May 29, 1928, RELATING TO BEIDGE
AcqQuisiTioNs.—Where a State or political subdivision thzareof, pur-
suant to a contraect entered into before May 29, 1928, to which it is not a
party, is to acqguire a bridge—

(1) If—

(A) By the terms of such contract the tax imposed by this
subtitle is to be paid out of the proceeds from the operation of
such bridge before any division of such proceeds, and

(B) A part of such proceeds for the taxable year would (but
for the imposition of the tax imposed by this subtitle) accrue
directly to or for the use of or would be applied for the benefit
of such State or political subdivision,

then a tax on the taxable income from the operation of such bridge
shall be levied, assessed, collected, and paid in the manner and at
the rates prescribed in this subtitle, but there shall be refunded to
such State or political subdivision (under regulations to be pre-
scribed by the Secretary or his delegate) an amount which bears
the same relation to the amount of the tax as the amount which
(but for the mposition of the tax imposed by this subtitle) would
have accrued directly to or for the use of or would be applied for
the benefit of such State or political subdivision bears to the amount
of the taxable income from the operation of such bridge for such
taxable year. No such refund shall be made unless the entire
amount of the refund is to be applied in part payment for the
acquisition of such bridge.

(2) If by the terms of such contract no part of the proceeds from
the operation of the bridge for the taxable year would, irrespective
of the tax imposed by this subtitle, accrue directly to or for the
use of or be applied for the benefit of such State or political sub-
division, then the tax on the taxable income from the operation of
such bridge shall be levied, assessed, collected, and paid in the
manner and at the rates prescribed in this subtitle.

§ 1.115-1 Brmeres To Be Acquirep By State orR PoLrticar Sue-
prvisions.—(a) Any State or political subdivision thereof claiming a
refund under the provisions of section 115(¢) of an amount equal to
all or a portion of any income tax levied, assessed, collected, and paid
shall file a claim therefor on Form 843 (to which there shall be at-
tached as exhibits the matter hereinafter prescribed) with the district
director of internal revenue for the internal revenue district in which
the tax was paid, which claim shall be executed on behalf of such State
or political subdivision thereof by the treasurer or other fiscal officer
thereof and shall contain:

(1) A statement of the name of the taxpayer, of the amount of tax
levied, assessed, collected, and paid for the taxable year or period in
respel;ft of which the claim is made, and the amount of refund thereby
sought;
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_(2) A full statement of the facts considered by the claimant suffi-
clent to entitle it to receive the refund, including copies of all contracts
and other documents bearing on the case, and a statement that the
claim is submitted under the provisions of section 115(c);

(3) A showing which will establish to the satisfaction of the district
director that the fiscal officer presenting the claim has authority to
receive the amount of the refund on behalf of the State or political
subdivision which he assumes to represent and to apply without de-
lay the entire amount of such refund in part payment for the acqui-
sition of such bridge, including copies of the laws, ordinances, or
similar enactments considered by the claimant sufficient to establish
its authority to receive the refund and so to apply it, together with a
statement that such fiscal officer will receive and immediately so
apply the entire amount of the refund; and

4) A statement, verified by a written declaration that it is made
under the penalties of perjury, made by or on behalf of the tax-
payer that the taxpayer thereby joins with and concurs in the request
of the State or political subdivision thereof that a refund of an amount
equal to all or a portion of the tax previously paid by such taxpayer
be made to such State or political subdivision, that the taxpayer
agrees to receive the amount refunded from the State or political
subdivision to which it is paid and immediately to apply the entire
amount of such refund in part payment for the acquisition of such
bridge, and that if for any reason the contract which is the basis of
the claim for refund is not fully executed and performed, the tax-
payer will repay to the United States upon its demand the entire
amount of the refund with interest at 6 percent per annum from the
date the refund is made without seeking or claiming the benefit of
any statute of limitations which prior thereto may have run against
the United States.

(b) No refund shall be made of any amount in excess of the amount
of the tax levied, assessed, collected, and paid by the taxpayer for
any taxable year or period. A separate claim shall be made in re-
spect of each separate taxable year or period. If by the terms df the
contract on which the claim is based two or more States or political
subdivisions of a State or States are entitled to acquire the bridge,
the claim for refund in respect of each separate taxable year or
period must be made jointly by the States or political subdivisions
thereof so entitled. The amount refunded under section 115(c) and
this section is not considered an overpayment, within the meaning
of section 6611, relating to interest on overpayments, and no inter-
est shall be allowed or paid upon the amount of the refund.

(c¢) A check or voucher in payment of a claim for refund allowed
under section 115(c) will be drawn in the name of the fiscal officer
or officers having authority, as established under paragraph (a) (3)
of this section, to receive the same, and will contain an express pro-
vision that it is issued for the sole purpose and subject to the con-
ditions prescribed in section 115(c) and this section.
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§ 1.118 Srarvrory Provisions; CoNTRIBUTIONS TO THE CAPITAL
oF A CORPORATION.

SEC. 118. CONTRIBUTIONS TO THE CAPITAL OF A CORPORA-
TION.

(a) GenerAL Rure.—In the case of a corporation, gross income does
not include any contribution to the capital of the taxpayer.

(b) Cross REFERENCE.—For basis of property acquired by a corpora-
tion through a contribution to its capital, see section 362.

§ 1.118-1 ContrizuTioNs To THE CaPiTAL oF A CorroraTION.—In
the case of a corporation, section 118 provides an exclusion from
gross income with respect to any contribution of money or property
to the capital of the taxpayer. Thus, if a corporation requires ad-
ditional funds for conducting its business and obtains such funds
through voluntary pro rata payments by its shareholders, the amounts
so received being credited to its surplus account or to a special ac-
count, such amounts do not constitute income, although there is no
increase in the outstanding shares of stock of the corporation. In
such a case the payments are in the nature of assessments upon, and
represent an additional price paid for, the shares of stock held by
the individual shareholders, and will be treated as an addition to
and as a part of the operating capital of the company. Section 118
also applies to contributions to capital made by persons other than
shareholders. For example, the exclusion applies to the value of
land or other property contributed to a corporation by a govern-
mental unit or by a civic group for the purpose of inducing the cor-
poration to locate its business in a particular community, or for the
purpose of enabling the corporation to expand its operating facilities.
However, the exclusion does not apply to any money or property
transferred to the corporation in consideration for goods or services
rendered, or to subsidies paid for the purpose of inducing the tax-
payer to limit production. See section 362 for the basis of property
acquired by a corperation through a contribution to its capital by its
stockholders or by nonstockholders.

§ 1.119 Srtarurory Provisions; MeaLs or Lopeing FURNISHED FOR
THE CONVENTENCE OF THE EMPLOYER,

SEC. 119 MEALS OR LODGING FURNISHED FOR THE CON-
VENIENCE OF THE EMPLOYER.

There shall be excluded from gross income of an employee the value of
any meals or lodging furnished to him by his employer for the con-
venience of the employer, but only if—

(1) In the case of meals, the meals are furnished on the business
premises of the employer, or
(2) In the case of lodging, the employee is required to accept such
lodging on the business premises of his employer as a condition of
his employment.
In determining whether meals or'Todging are furnished for the conveni-
ence of the employer, the provisions of an employment contract or of a
State statute fixing terms of employment shall not be determinative of
whether the meals or lodging are intended as compensation.

§ 1.119-1 Mrars anp LobeiNe FURNISHED FOR THE CONVENIENCE
oF THE EMPLOYER.—(a) Meals.— (1) The value of meals furnished to
an employee by his employer shall be excluded from the employee’s
gross income if two tests are met: (i) The meals are furnished on the
business premises of the employer, and (ii) the meals are furnished for
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the convenience of the employer. The exclusion shall apply irrespec-
tive of whether under an employment contract or a statute fixing the
terms of employment such meals are furnished as compensation.

(2) The question of whether meals are furnished for the convenience
of the employer is one of fact to be determined by analysis of all
the facts and cirecumstances in cach case. Ordinarily, meals furnished
to the employee during the working day will be deemed furnished
for the convenience of the employer. Likewise, meals furnished im-
mediately preceding or immediately following working hours of the
employee will be deemed to be for the convenience of the employer if
the furnishing of such meals serves a business purpose of the employer
other than providing additional or indirect compensation to the em-
ployee. Meals furnished on nonworking days, or at times when the
employee’s presence on the employer’s business premises does not serve
a business purpose of the employer, do not qualify for the exclusion.
If the employee is required to occupy living quarters on the business
f;{remlses of his employer as a condition of his employment (as de-

ned in paragraph (b) of this section), the exclusion applies to the
value of any meals furnished to the employee on such premises. There
is no requirement that the employee accept such meals as a condition
of employment to qualify for the exclusion.

(b) Lodging.—The value of lodging furnished to an employee by
his employer shall be excluded from the employee’s gross income if
three tests are met: (1) The lodging is furnished on the business
premises of the employer, (2) the lodging is furnished for the con-
venience of the employer, and (3) the employee is required to accept
such lodging as a condition of his employment. The phrase “required
as a condition of his employment” means required in order for the
employee to perform properly the duties of his employment. The
exclusion shall apply irrespective of whether under an employment
contract or a statute fixing the terms of employment such lodging is
furnished as compensation.

(c) Rules.—(1) For purposes of this section, the term “business
premises of the employer” generally means the place of employment
of the employee. For example, meals and lodging furnished in the
employer’s home to a domestic servant would constitute meals and
lodging furnished on the business premises of the employer. Simi-
larly, meals furnished to cowhands while herding their employer’s
cattle on leased land would be regarded as furnished on the business
premises of the employer.

(2) The exclusion provided by section 119 applies only to meals
and lodging furnished in kind, without charge or cost to the em-
ployee. If the employee has an option to receive additional com-
pensation in lieu of meals or lodging in kind, or is required to reim-
burse the employer for meals or lodging furnished in kind, the value
of such meals and lodging is not excluded from gross income. How-
ever, the mere fact that an employee, at his option, may decline to
accept meals and lodging tendered in kind will not of itself require
inclusion of the value thereof in gross income. Cash allowances for
meals or lodging received by an employee are includible in gross in-
come to the extent that such allowances constitute compensation.

(d) Ezamples—The provisions of section 119 may be illustrated by
the following examples:
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Ezample (1I). A waitress who works from 7 a. m. to 4 p. m. is
furnished without charge two meals a workday. In order to insure
that the waitress will commence work on time, the employer en-
courages her to have her breakfast on his business premises before
starting work, although she is not required to have her breakfast
there. She is required to have her lunch on such premises. The
waitress is permiited to exclude the value of these meals from her
gross income under paragraph (a) of this section.

Ewxample (2). The waitress in example (1) is allowed to have
meals on the employer’s premises without charge on her days off.
The waitress is not permitted to exclude the value of such meals from
her gross income. .

Ezample (8). A Civil Service employee of a State is employed
at an institution and is required by his employer to be available for
duty at any time. Accordingly, the employer furnishes the employee
with meals and lodging at the institution. Under the applicable State
statute, his meals and lodging are regarded as part of the employee’s
compensation. The employee would nevertheless be entitled to ex-
clude the value of such meals and lodging from his gross income.

Example (4). An employee of an institution is given the choice
of residing at the institution free of charge, or of residing elsewhere
and receiving a cash allowance in addition to his regular salary. If
he elects to reside at the institution the value to the employee of the
lodging furnished by the employer will be includible in the employee’s
gross Income because his residence at the institution is not required
in order for him to perform properly the duties of his employment.

§1.120 StaTUTORY PROVISIONS; STATUTORY SUBSISTENCE ALLOW-
ANCE RECEIVED BY POLICE.

SEC. 120. STATUTORY SUBSISTENCE ALLOWANCE RECEIVED
BY POLICE.

(a) GENERAL RULE~—Gross income does not include any amount
received as a statutory subsistence allowance by an individual who is
employed as a police official by a State, a Territory, or a possession of
the United States, by any political subdivision of any of the foregoing,
or by the District of Columbia.

(b) LIMITATIONS.—

(1) Amount to which subsection (a) applies shall not exceed $5
per day.

(2) If any individual receives a subsistence allowance to which
subsection (a) applies, no deduction shall be allowed under any other
provision of this chapter for expenses in respect of which he has
received such allowance, except to the extent that such expenses
exceed the amount excludable under subsection (a) and the excess
is otherwise allowable as a deduction under this chapter.

§1.120-1 SraTUTORY SUBSISTENCE ALLOWANCE RECEIVED BY
Porice.—(a) Section 120 excludes from the gross income of an indi-
vidual employed as a police official by a State, Territory, or possession
of the United States, by any of their political subdivisions, or Ly the
District of Columbia, any amount received as a statutory subsistence
allowance to the extent that such allowance does not exceed £5 per day.
For purposes of this section, the term “statutory subsistence allowance”
means an established amount, apart from salary or other compensation,
which is authorized under the laws of a State, a Territory, or a posses-
sion of the United States, by any political subdivision of any of the
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foregoing, or by the District of Columbia, to be paid to an individual
who is employed as a police official of such governmental unit for meals
and other incidental expenses in connection with his official duties. A
subsistence allowance paid to a police official by any of the foregoing
governmental units which is not so provided by statute may not be ex-
cluded from gross income under the provisions of section 120. The
term “police official” includes an employee of any of the foregoing gov-
ernmental units who has police duties, such as a sheriff, a detective, a
policeman, or a State police trooper, however designated.

(b) The exclusion provided by section 120 is to be computed on a
daily basis, that is, for each day for which the statutory allowance is
paid. If the statute providing the allowance does not specify the daily
amount of such allowance, the allowance shall be converted to a daily
basis for the purpose of applying the limitation provided herein, For
example, if a State statute provides for a weekly subsistence allow-
ance, the daily amount is to be determined by dividing the weekly
amount by the number of days for which the allowance is paid. Thus,
if a State trooper receives a weekly statutory subsistence allowance
of $40 for 5 days of the week, the daily amount would be $8, that is,
$40 divided by 5. However, for purposes of this section, only $5 per
day may be excluded, or $25 on a weekly basis.

(c) Expenses in respect of which the allowance under section 120 is
paid may not be deducted under any provision of the income tax laws
except to the extent that (1) such expenses exceed the amount of the
exclusion, and (2) the excess is otherwise allowable as a deduction.
For example, if a State statute provides a subsistence allowance of $3
per day and the taxpayer, a State trooper, incurs expenditures of $4.50
for meals while away from home overnight on official police duties only
$3 would be excludable under this section. Expenses relating to such
exclusion ($3) may not be deducted under any provision of the income
tax laws. However, the remaining $1.50 may be an allowable deduc-
tion under section 162 as traveling expenses while away from home in
the performance of official duties. See § 1.162-2.

§ 1.121 StaTtUTORY PROVIsioNs ; Cross REFERENCES TO OTHER ACTs.

SEC. 121. CROSS REFERENCES TO OTHER ACTS.

(a) For exemption of—

(1) Adjustments of indebtedness under wage earners’ plans, see
section 679 of the Bankruptey Act (52 Stat. 938; 11 U. 8. C. 1079) ;

(2) Allowances and expenditures to meet losses sustained by
persons serving the United States abroad, due to appreciation of
foreign currencies, see the Acts of March 6, 1934 (48 Stat. 466; 5
U. 8. C. 118¢) and April 25, 1938 (52 Stat. 221; 5 U. 8. C, 118¢c-1) ;

(3) Amounts credited to the Maritime Administration under
section 9(b) (6) of the Merchant Ship Sales Act of 1946, see section
9(c) (1) of that Act (60 Stat. 48; 50 U. 8. C. App. 1742) ;

(4) Benefits under World War Adjusted Compensation Act, see
section 308 of that Act, as amended (43 Stat. 125; 44 Stat. 827, § 3;
38 U.S.C.618) ;

(5) Beunefits under World War Veterans’ Act, 1924, see section 3
of the Act of August 12, 1935 (49 Stat. 609; 38 U. 8. C. 454a);

(6) Dividends and interest derived from certain preferred stock
by Reconstruction Finance Corporation, see section 304 of the Act of
March 9, 1933, as amended (49 Stat. 1185; 12 U. 8. C. 514) ;

(7) Earnings of ship contractors deposited in special reserve
funds, see seetion 607(h) of the Merchant Marine Act, 1936, as
amended (52 Stat. 961, §28;46 U. 8. C. 1177) ;
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(a) TFor exemption of—Continued .

(8) Income derived from Federal Reserve banks, including
capital stock and surplus, see section 7 of the Federal Reserve Act
(38 Stat. 258; 12 U. 8. C. 531) ;

(9) Income derived from Ogdensburg bridge across Saint
Lawrence River, see section 4 of the Act of June 14, 1933, as
amended (54 Stat. 259, § 2) ;

(10) Income derived from Owensboro bridge across Ohio River
and nearby ferries, see section 4 of the Act of August 14, 1937
(50 Stat. 643) ;

(11) Income derived from Saint Clair River bridge and ferries,
see section 4 of the Act of June 25, 1930, as amended (48 Stat. 140,
§1);

(12) Leave compensation payments under section 6 of Armed

Forces Leave Act of 1946, see section 7 of that Act (60 Stat. 967;

37 U. 8. C. 36);

(18) Mustering-out payments made to or on account of veterans
under the Mustering-Out Payment Act of 1944, see section 5(a) of
that Act (58 Stat. 10; 38 U. 8. C. 691e) ;

(14) Railroad retirement annuities and pensions, see section 12
of the Railroad Retirement Act of 1935, as amended (50 Stat. 316;
45 U. 8. C. 228]) ;

(15) Railroad unemployment benefits, see section 2(e) of the
Railroad Unemployment Insurance Act, as amended (52 Stat. 1097;
53 Stat. 845, § 9; 45 U. 8. C. 352) ;

(16) Special pensions of persons on Army and Navy medal of
honor roll, see section 3 of the Act of April 27, 1916 (39 Stat. 54;
38 U. 8. C. 393)

(17) Gain derived from the sale or other disposition of Treasury
Billg, issued after June 17, 1930, under the Second Liberty Bond Act,
as amended, see Act of June 17, 1930 (C. 512, 46 Stat. 775; 31 U. 8. C.
754).

(18) Dependency and indemnity compensation paid to survivors
of members of a uniformed service and certain other persons, see sec-
tion 210 of the Servicemen’s and Veterans’ Survivor Benefits Act.

(b) For extension of military income-tax-exemption benefits to com-
migsioned officers of Public Health Service in certain circumstances, see
section 212 of the Public Health Service Act (58 Stat. 689; 42 U. 8. C.
213).

[Sec. 121 (a) (18) added by section 501(t) of P. L. 881 (84th Cong.)
effective January 1, 19571
0. Gorpox DrLK,
Acting Commissioner of Internal Revenue.
Approved December 31, 1956.
W.RanpoLrH Buresss,
Acting Secretary of the Treasury.

(Filed by the Division of the Federal Register on December 28, 1956, at 8§: 48
a. m., and published in the issue of the Federal Register for December 28,
1956, 21 F.R. 10484.)

26 CFR 1.102-1: Gifts and inheritances. Rev. Rul. 57233

Grants of funds made by the United States Government to eli-
gible members of certain groups, bands, or tribes of American
Indians for their relocation and vocational training are considered
to be gifts which are excludable from the gross income of the re-
cipients for Federal income tax purposes.

_ Advice has been requested with respect to the status for Federal
Income tax purposes of grants received from the United States
Government' by eligible members of certain groups, bands or tribes
of American Indians under the relocation and vocational training
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program operated by the United States Department of the Interior,
Bureau of Indian Affairs.

Public Law 587, 68 Stat. 718, 25 U. 8. C. 564, Public Law 588, 68
Stat. 724, 25 U. S. C. 691, and Public Law 762, 68 Stat. 1099, 25
U. S. C. 741, were. enacted by the Eighty-third Congress, second
session, to provide for the termination of Federal supervision over
the groups, bands, or tribes of Indians named in those Acts. Those
Acts also authorize the Secretary of the Interior to undertake a special
program of education and training designed to help the members of
the tribe to earn a livelihood, to conduct their own affairs, and to
assume their responsibilities as citizens without special services be-
cause of their status as Indians.

Pursuant to those Acts and authorization, a program of vocational
training for those eligible Indians who desire to relocate and secure
training has been placed in operation by the Department of the
Interior, Bureau of Indian Affairs, Under this program, eligible
Indians are assisted to relocate from the reservation area to urban
industrial centers and secure vocational training at such centers.

Within the limits of available appropriations grants, are made,
subject to strict supervision by the Bureau of Indian Affairs, to
eligible Indians for language training, orientation in non-Indian
community customs and living standards, vocational training and
related subjects, transportation to the place of training or instruction,
and subsistence during the course ofp training or instruction. The
recipients of such financial assistance are required to certify that
they are not able, out of available funds or other resources, to finance
their relocation and training costs, and they must further certify that
they will return any unused funds to the Bureau of Indian Affairs.

Section 102 of the Internal Revenue Code of 1954 provides that
%ross income does not include the value of property acquired by gift,

equest, devise, or inheritance.

The Indians herein concerned are wards of the United States
Government. The grants made to them are sufficient to cover only
the expenses incurred by them for vocational training and related
expenses. The Government receives no consideration for such grants
and the Indians incur no obligations other than to carry out the re-
location and vocational training plans, regular school attendance, etc.,
as a result of the payments. Such action is in accord with the intent
of the Federal Government to help the American Indian become self-
supporting and ultimately free and equal citizens. See House Con-
current, Resolution 108, 67 Stat. B132.

In view of the foregoing, the Internal Revenue Service considers
that Congress intended such payments to be gifts and, as such, they
are excludable from the gross income of the recipients for Federal
income tax purposes.

SECTION 103.—INTEREST ON CERTAIN GOVERNMENTAL
OBLIGATIONS

26 CFR 1.103: Statutory provisions; interest
on certain governmental obligations.

Regulations under the Internal Revenue Code of 1954, See T. D.
6220, page 34.



§ 103.] 62

26 CFR 1.103-1: Interest upon obligation of a Rev. Rul. 57-49
State, Territory, etc.

Where twenty-five series of municipal bonds, the interest on which
is wholly exempt from Federal income taxes, maturing in 1956 to
1980, inclusive, and bearing interest at rates varying from four down
to one percent per annum, were originally purchased in 1955 from
a municipality, upon accepted bid, by a dealer in securities for a Inmp
(unallocated) sum slightly above their total par (face) amount,
and thence purchased from him by investors at different prices for
each series ranging from 21 percent above par down to 32 percent
below par, no part of any such purchase discount constitutes dis-
count at which bonds were issued, nor otherwise additional com-
pensation provided or incurred by the municipality for the use of
money loaned, and, therefore, will not be exempt as additional mu-
nicipal bond interest upon its realization by them. If the investors
hold the bonds until redemption thereof by the municipality, they
will then realize recognized gain of the entire excess of the (par)
redemption price received over the purchase price which they paid.
If, instead, the investors sell the bonds, they will then realize recog-
nized gain of the entire excess of the sale price received or accrued
over such purchase price, or sustain recognized loss of the excess of
such purchase price over the sale price received or accrued. Such
gains or losses to the investors will be taxable or allowable to them
as capital gains or losses, i. e., in accordance with and subject to
the capital gain and loss provisions of the Internal Revenue Code
of 1954.

Advice has been requested regarding the proper treatment, for Fed-
eral income tax purposes, of “discount” at which investors purchased
from a dealer In securities certain interest-bearing serial municipal
bonds which, together with other bonds issued by the municipality at
the same time, were originally purchased from 1t by him for a lump
sum slightly above the total par (face) amount of all the bonds.

The dealer in securities in November, 1955, made a bid to the City
of & of 8004« dollars, plus accrued interest to date of delivery, for
80002 dollars face amount of its serial bonds composed of twenty-five
series, of 820z dollars face amount each, maturing in 1956 to 1980,
inclusive, and bearing annual interest at four percent on ten series,
two percent on seven series, two and one-quarter percent on five series,
and one percent on three series, respectively. The amount offered for
the bonds was a single lump sum for all of them, payable upon their
delivery, without any allocation or specification of bid price as to
particular bonds or series of bonds. The bid, accompanied by a sub-
stantial remittance to bind it, was accepted by the city and, pursuantly,
it delivered all the bonds to the dealer in December, 1955. " The bonds
were issued with interest coupons attached and are redeemable upon
maturity at par. In making such bid for all the bonds of not less
than their total par (face) amount, the dealer specified rates of in-
terest on the various series which he believed would result in the low-
est available total interest cost to the city on all of the bonds and still
enable him to market them at a net (overall) profit. In this connec-
tion, it manifestly was recognized that, sold separately, some of the
series would sell at premiums, some at par, and some at discounts, and
that some of the premiums and discounts would be very substantial
in view of the wide variance between some of the series in maturities
and interest rates, especially the latter. The city was prohibited by
a statute of the State of 22, wherein it was located, from selling any of
the bonds at less than par. However, the important fact here is that
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all the bonds were originally purchased from the city by a dealer at
a single unallocated price of not less than their total par (face)
amount, pursuant to a bona fide and arm’s-length bid and acceptance.
The dealer thence offered and sold the bonds to the public at different
prices for each series ranging from $121 per $100 face amount down
to $68 per $100 face amount. All such purchasers were investors.
They are holding the bonds as such and not as dealers.

Section 103(:13’(1) of the Internal Revenue Code of 1954 provides
that gross income does not include interest on the obligations of a
State, a Territory, or a possession of the United States, or any po-
litical subdivision of any of the foregoing, or of the District of
Columbia.

Although the exemption provided in section 103(a) (1), supra,
expressly relates to “interest” on the obligations therein specified, it
was held, in G. C. M. 10452, C. B. XI-1, 18 (1932), that the amount
of discount at which noninterest-bearing state or municipal bonds
were issued was exempt, under corresponding statutory provisions,
upon its realization when the bonds were redeemed, and that, where
the bonds were sold by the original purchasers before redemption,
each holder thereof was entitled to apportion the amount of the (issue)
discount according to the relative extent of his respective holding
period. In I T. 2629, C. B. XI-1, 20 (1932), it was similarly held
with respect to the amount of discount at which interest-bearing
municipal bonds were issued. See also G. C. M. 21890, C. B. 1940-1,
85. In O. D. 647, C. B. No. 3, 123 (1920), it was stated, “In no case
may such exemption exceed the total discount at which the securities
were originally sold by the State or municipality.”

Such rulings are based orn the principle that discount at which bonds
and similar obligations were Zssued constitutes compensation (where
noninterest-bearing), or additional compensation (where interest-
bearing), which the obligor has contracted to pay for the use of the
money loaned and, hence, is equivalent to interest for Federal income
tax purposes. Stated differently, the issue discount is recognized as be-
ing interest in substance although provided in the form of such dis-
count. Therefore, if “interest” on a particular bond is wholly exempt
from Federal income taxes, then any discount at which it was issued is
also exempt.

All the municipal bonds involved in the instant case were originally
purchased, together with other bonds issued by the municipality at
the same time, by a dealer at a single unallocated price of not less than
their total par (face) amount and, accordingly, were not issued at a
discount. Nor does it appear that the discount at which the dealer
sold some of the bonds to investors was additional compensation
otherwise provided or incurred by the municipality for the use of the
money loaned to it. As aforestated, the municipality obtained the
loaned funds from the dealer pursuant to his lump-sum bid, submitted
and accepted, at a price above the total par (face) amount of the bonds
which it issued to him for such funds. Such bid and acceptance were
bona fide and arm’s-length. He acquired ownership of bonds as an
original purchaser, and acted for himself, and not as broker or agent
for the municipality in selling them to the public.

In view of the foregoing, the discount at which the dealer sold to
investors some of the municipal bonds originally purchased by him
from the municipality at above par is not exempt to them as additional
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municipal bond interest, for Federal income tax purposes, upon its
realization by them. If the investors hold the bonds until redemp-
tion thereof by the municipality, they will then realize recognized
gain of the entire excess of the (par) redemption price received over
the purchase price which they paid. If, instead, the investors sell
the bonds, they will then realize recognized gain of the entire sale
price received or accrued over such purchase price, or sustain recog-
nized loss of the excess of such purchase price over the sale price re-
ceived or accrued. Such gains or losses to the investors will be tax-
able or allowable as capital gains or losses, ¢. e., in accordance with and
subject to the capital gain and loss provisions of the 1954 Code.

(Also Section 115.) Rev. Rul. 57-151

The income earned by the Oklahoma County Utility Services
Authority, a trust created under State law for the furtherance of
public functions, is not subject to Federal income tax. Mortgage
bonds and debenture notes issued by such Authority for the pur-
pose of financing facilities for certain utility services to a county
are considered to be issued in behalf of a political subdivision and
the interest paid thereon is also exempt from Federal income tax.

Advice has been requested whether the income realized by the
Oklahoma County Utility Services Authority, a trust created under
State laws for the furtherance of public functions, and the interest
paid on obligations issued by it are exempt from Federal income
tax.

Under the terms of an Oklahoma statute entitled “Trusts for the
Furtherance of Public Functions,” Title 60 Oklahoma Statutes 1951,
sections 176-180, as amended by Laws 1953, express trusts may be
created with the State or any political subdivision thereof as the
beneficiary for the purpose of furthering any authorized function of
the beneficiary. Title 60, section 176, Oklahoma Statutes. Before
the trusts can become effective, the beneficial interest therein must be
formally accepted by the Governor of the State or by the governing
body of the political subdivision which is named as the beneficiary in
the trust instrument. Title 60, section 177. The statute designates
the trustees under such an instrument as an agency of the State and
provides that the trust may be terminated only by agreement of the
trustees and the governing body of the beneficiary, with the approval
of the Governor of the State. Title 60, sections 178 and 180.

The Oklahoma County Utility Services Authority is a trust created,
pursuant to the provisions of the statute referred to above, for the
purpose of providing municipal utility services, such as water supply,
fire protection and sewage disposal, for the residents in the outlying
areas of Oklahoma County. The Board of County Commissioners
of Oklahoma County has formally accepted the beneficial interest in
the trust and has thereby rendered the trust effective. Under the
terms of the trust instrument, the Authority is empowered to issue
first mortgage revenue bonds, secured on trust properties and unse-
cured debenture notes. The revenues of the Authority primarily
available for meeting its obligations are derived from the sale of water
produced and distributed, although the Authority may have other
revenues from other operations in which it may engage in the perform-
ance of trust purposes. No obligation of the trust, however, shall
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ever become a liability of the beneficiary. No funds of the Authority
may be diverted to any private use and, upon termination of the trust
after payment of all debts and obligations, the remainder of the
trust assets shall be distributed to the beneficiary. The Supreme
Court of the State of Oklahoma sustained the validity of the trust
and the acceptance of the beneficial interest by the Board of County
Commissioners of Oklahoma County, and held that the trustees under
the trust instrument are an agency of the State of Oklahoma and its
regularly constituted authority for the performance of the functions
for which the trust was created. Board of County Commissioners
v. Warren, Okl., 285 P. 2d 1034 (1955).

On the basis of the facts present in this case, it is held that the
income to be earned by the Oklahoma County Utility Services Au-
thority from the furnishing of municipal utility services such as
water supply, fire protection and sewage disposal, and which income
will never accrue to the benefit of any person, firm, or corporation
except the county which is the beneficiary of the trust, will not be
subject to Federal income tax. It is further held that the mortgage
bonds and debenture notes to be issued by the Authority for the pur-
pose of financing the facilities to be used in providing municipal util-
1ty services will be considered as issued in behalf of the County, a
political subdivision, and the interest paid thereon will be exempt
from Federal income tax under section 103(a) (1) of the Internal
Revenue Code of 1954. Cf. Rev. Rul. 54-296, C. B. 1954-2, 59.

Rev. Rul. 57-187

Bonds issued by an Industrial Development Board formed under
Title 87, Chapter 17 of the Code of Alabama, are considered issued
in behalf of a municipality, a political subdivision of the State.
Interest received on such bonds is exempt from Federal income
tax under section 103(a) (1) of the 1954 Code.

Advice has been requested whether interest received on bonds is-
sued by an Industrial Development Board formed under Title 37,
Chapter 17 of the Code of Alabama, is exempt from Federal income
tax.

Under Title 37, Chapter 17 of the Alabama Code 1940, sections
815-830, as amended, the legislature has authorized the incorpora-
tion in the several municipalities of public corporations designated
as Industrial Development Boards to acquire, own, lease and dispose
of properties to the end that such corporations may be able to pro-
mote industry and develop trade by inducing manufacturing, indus-
trial and commercial enterprises to locate in the State. Title 37,
Section 816. '

Under the statute an Industrial Development Board may be formed
only after the governing body of the municipality concerned has
given its formal approval to the creation of the Board and to the
form of certificate of incorporation. Title 37, Section 817. The
board of directors of each Industrial Development Board is elected
by the governing body of the municipality concerned and serves
without compensation. Title 37, Section 821. The corporate powers
include the power to acquire, improve, maintain, equip and furnish
projects, to lease such projects and collect rent; to sell and convey
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any and all of its property whenever the board of directors shall
find such action to be in furtherance of the purposes for which the
corporation was organized; and to issue bonds for the purpose of
carrying out any of its powers. Title 87, Section 822. ]

ATl bonds shall be payable solely out of revenues and receipts de-
rived from the leasing or sale by the corporation of its projects.
Title 37, Section 823. The municipality shall not be liable for the
payment of principal or interest on any of the bonds of the corpora-
tion. Title 37, Section 826.

Industrial Development Boards are exempt from all State taxa-
tion, and interest on bonds issued by an Industrial Development
Board is likewise exempt from State taxes. Title 37, Section 825.
Industrial Development Boards are nonprofit corporations and no
part of their net earnings may inure to the benefit of any private
person. Title 37, Section 827. Upon dissolution of an Industrial
Development Board, the title to all property owned by it shall vest
in and become the property of the municipality in which the Board
is located. Title 37, Section 828,

Section 103(a) of the Internal Revenue Code of 1954 excludes from
@ross income interest on the obligations of a State, a Territory, or a
possession of the United States, or any political subdivision of any
of the foregoing, or of the District of Columbia.

Section 1.108-1 of the Income Tax Regulations provides in part,
&k * ¥ Obligations issued by or on behalf of the State, Territory, or
possession of the United States, or a duly organized political sub-
division acting by constituted authorities empowered to issue such
obligations, or the obligations of a State, Territory, or possession of
the United States, or a political subdivision thereof, * * *»

Revenue Ruling 54-106, C. B. 1954-1, 28, holds that bonds issued
by or in behalf of a municipality for the purpose of financing the
acquisition or construction of municipally owned industrial plants
for lease to private enterprise constitute obligations of a political
subdivision, The same principle is equally applicable to bonds issued
by an Industrial Development Board in behalf of a municipality.

Accordingly, in view of the circumstances in the instant case, it
is held that bonds issued by an Industrial Development Board
formed under Title 87, Chapter 17 of the Code of Alabama, are con-
sidered issued in behalf of a municipality, a political subdivision of
the State. Interest received on such bonds is exempt from Federal
Income tax under section 103 (a) (1) of the Code.

SECTION 105.—AMOUNTS RECEIVED UNDER ACCIDENT
AND HEALTH PLANS

26 CFR 1.105-4: Wage continuation plans. Rev. Rul. 57-76

“Retirement age” is defined for the purpose of excluding an em-
ployee’s disability pebnsion from gross income pursuant to section
1.105-4(a) (3) (i) of the Income Tax Regulations.

Advice has been requested as to the time at which employees reach
retirement age for purposes of excluding from gross income disability
pension benefits referred to in section 1.105-4(a) of the Income Tax
Regulations under the Internal Revenue Code of 1954.
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Subject to certain limitations, section 105(d) of the Code exclydes
from gross income amounts received by an employee pursuant to the
provisions of a wage continuation plan “if such amounts constitute
wages or payments in lien of wages for a period during which the
employee 1s absent from work on account of personal injuries or sick-
ness.” The exclusion applies at a weekly rate of $100.

Section 1.105-4(a) of the Income Tax Regulations provides in part
as follows:

(2) (i)—Section 105(d) is applicable only if the wages or payments in lieu
of wages are paid pursuant to a wage continuation plan. The term “wage con-
tinuation plan” * * * includes plans under which payments are continued as
long as the employee is absent from work on account of personal injury or sick-
ness. It includes * * * plans under which benefits are continued wuntil the
employee either is able to return to work or reaches retirement age. * * #,

* * * * * * *

(3) (i). * * * an employee is not absent from work if he is not expected to
work because, for example, he has reached retirement age. If a plan provides
that an employee, who is absent from work on account of personal injury or
sickness, will receive a disability pension as long as he is disabled, section 105(d)
is applicable to any payments which such an employee receives under this plan
before he reaches retirement age, but section 105(d) does not apply to the pay-
ments which such an employee receives after he reaches retirement age.

It is held that, for the purpose of excluding an employee’s disability
pension from gross income pursuant to section 1.105-4(a) (3) (i) of the
Income Tax Regulations, “retirement age” will be deemed to be

(1) The lowest age specified in the appropriate written em-
ployees’ pension or annuity plan at which the employee, had he
not been disabled and had he continued in such employment,
would have had the right to retire without the consent of the em-
ployer and receive retirement benefits based on service to date of
retirement computed at the full rate set forth in the plan, 7. e.,
without actuarial or similar reduction because of retirement be-
fore some later specified age, provided, however, that such retire-
ment age corresponds with the employer’s actual practice and is
reasonable in view of all the pertinent facts and circumstances; or

(2) in the absence of a written employees’ pension annuity
plan meeting the requirements of (1) above, the age, if any, at
which it has been the practice of the employer to terminate, due
to age, the services of the class of employees to which the particu-
lar employee belongs, provided such age is reasonable in view of
all the pertinent facts and circumstances; or

(8) if neither (1) nor (2) is applicable, age 65, the retirement
age (as defined in (1) above) generally specified in the old-age
and survivors insurance provisions of the Social Security Act
and the age at which the retirement income credit provided by
section 37 of the Code generally becomes effective.

In any instance where the retirement age as defined above appears to
be substantially higher with respect to one class of employeces than it
is for another class of employees or for employees generally, the facts
will be carefully examined to determine whether such higher age is a
bona fide retirement age.

The application of the rules stated above is illustrated by the follow-
ing examples:

Example (). The M company has a formal retirement annuity
plan which is covered by a contract issued by an insurance company.
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It provides a regular retirement annuity beginning at age 62 for any
employee who has remained at work with the company until age 62
or who has completed 15 years or more of service with the company.
It also provides a disability pension to any employee who becomes
totally and permanently disabled.

The regular annuity at age 62 is equal to two percent of the em-
ployee’s total earnings with the company and for this purpose the
period during which the employee receives a disability pension is con-
sidered as a period of service. Employees with 15 years or more of
service may retire at age 55 on an actuarially reduced annuity.

The disability pension is equal to two percent of the employee’s total
earnings with the company. If the employee has less than 15 years
of service when he becomes disabled, the disability pension is continued
for a maximum of 60 months. If he has at least 15 years of service, the
disability pension continues until the employee reaches age 62, at
which time his regular retirement annuity commences.

For the purpose of excluding disability pension benefits pursuant to
section 1.105-4(a) (8) (i) of the Income Tax Regulations, employees
of the 47 company reach retirement age at age 62.

Ezample (). The N company retirement plan provides that the
employer will contribute each year an amount equal to eight percent
of each employee’s compensation into a retirement trust, which amount
is credited to individual employee accounts. Each employee’s account
is also credited soon after the year-end with investments earnings at the
average rate earned on the trust’s assets. When an employee reaches
age 65, the amount accumulated in his account is used to purchase a
single premium annuity from an insurance company, or, at the em-
ployee’s option, will be applied in accordance with annuity tables
adopted by the plan trustees to pay him an annuity from the trust. An
employee may also continue working, with the consent of the employer,
after age 65, but there are no more credits to his account other than
the investment earnings. In such case, the amount accumulated at
actual retirement is applied to purchase or pay an annuity, as aforesaid.

If the employee should become disabled before age 65, the amount
accumulated in his account at the time he becomes disabled is paid to
him at the rate of $50 a month until exhausted or until he reaches age
65, if sooner. In the latter event, the balance is applied to pay an
annuity to him in accordance with the aforesaid tables. An employee
may also retire at his own request any time after reaching age 55 and
have the amount accumulated in his account applied either to purchase
an annuity for him or to pay an annuity to him from the trust, based
on his age at actual retirement.

For the purpose of excluding disability pension benefits pursuant
to section 1.105—4(a) (3) (i) of the Income Tax Regulations, the re-
tirement age of an employee covered by this plan is age 65, because
the amount of annuity purchasable with the accumulation in the em-
ployee’s account in case of retirement before age 65 is automatically
reduced actuarially in accordance with insurance company annuity
rates and the annuity tables adopted by the trustees.

Ezample (3) The Civil Service Retirement Act of May 29, 1930,
46 Stat. 468, b U. 8. C. 691, as amended, to October 1956, provides
among other things, that certain service or disability retirement bene-
fits will be paid to eligible civilian employees of the United States
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Government. In general, an employee may elect to retire and receive
an Immediate service annuity, the amount of which is not actuarially
or similarly reduced, at any time after he meets one of the following
age and service conditions:

(1) Age 50 with 20 years of service as an investigatory employee.

(2) Age 60 with 30 years of service.

(3) Age 62 with five years of service.

With respect to employees separated from the service before October
1, 1956, provisions of the Act are substantially as follows: The service
annuity (in most cases) is equal to one and one-half percent of aver-
age annual basic salary for each year of service, or one percent of aver-
age annual basic salary plus $25 for each year of service if that amount
is larger, but in no case may the annuity exceed 80 percent of average
annual basic salary. (“Average annual basic salary” is used to de-
note the average annual basic salary received by the employee during
any five consecutive years of allowable service at the option of the
employee.) If an employee retires with less than 15 years of service,
he may not elect a joint and survivorship annuity ; however, there is no
actuarial or similar reduction in the annuity payments. At age 55
after 30 years of service an employee may elect o retire and receive an
immediate annuity equal to the annuity computed as above and re-
duced by one-quarter of one percent for each month the employee is
under age 60. Also, an employee who is separated involuntarily
through no fault of his own after completing 25 or more years of
service may receive an immediate annuity computed and reduced in
the same manner. With certain exceptions, retirement is compulsory
at age 70 after 15 years of service. If an employee becomes totally
disabled after completing five years of civilian service and before meet-
ing specified age and service requirements, he may be retired on a disa-
bility annuity computed in the same manner as the service annuity.

For the purpose of excluding disability annuity payments pursuant
to section 1.105-4 (a) (3) (i) of the Income Tax Regulations, a civilian
employee of the United States Government reaches retirement age at
the earliest applicable age described in conditions (1), (2) and (3)
above.

Ezample (4). The retirement plan of O company is uninsured and
unfunded. Notice of the plan benefits is printed in a handbook
furnished all employees.

Under the plan, an employee who has at least 20 years of service
may retire at age 60 on a pension, the yearly amount of which is
equal to 40 percent of his average salary for the five years immediately
preceding retirement. He may also retire at any time after reaching
age 50 if he has at least 20 years of service, but his pension is the
actuarial value at that time of the pension he would have received had
he remained in the service to age 60, except in case of disability
retirement.

If the employee becomes totally and permanently disabled after
completing 20 years of service, he may retire regardless of his age and
recelve a pension computed at 40 percent of his average salary for the
last five years without the actuarial reduction. .

For the purpose of excluding a pension received on account of dis-
ability, pursuant to section 1.105-4(a) (3) (i) of the Income Tax Regu-
lations, the retirement age of an employee of O company is age 60.

434737°—58 6
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Example (5). The P corporation has a limited number of em-
ployees. Ithas no formal wage continuation or retirement plan, but it
has a custom of continuing the salaries of all employees who are absent
from work on account of personal injuries or sickness for short periods
and of granting pensions to key employees who become totally and
permanently disabled. All employees have knowledge of this custom.
In 1955 two key employees were retired from service on account of
total and permanent disability at ages 59 and 73, respectively, and
received disability pensions. There are at present four active full-
time key employees. Their respective ages are 33, 56, 68 and 76.

For the purpose of excluding disability pensions pursuant to sec-
tion 1.105—4 (a) (3) (1) of the Income Tax Regulations the retirement
age of all key employees of the P corporation is age 65.

See section 72 of the code for the exclusion from gross income of
portions of amounts received as an annuity or as a distribution from
an employee’s trust or annuity plan. See sections 104 and 105 (e)
of the Code for the exclusion from gross income of certain amounts re-
celved under an accident and health plan.

Rev. Rul. 57-152

The wages received by an elected precinet officer in the State of
Arizona, whose salary is fixed by law and continued for a period
during which he was absent from work on account of sickness, are
excludable from his gross income to the extent provided in section
105(d) of the Internal Revenue Code of 1954. Such exclusion should
be taken into account for the taxable years in which the amounts
are received regardless of the period for which the payments are
made.

Advice has been requested whether an elected precinct officer in the
State of Arizona may exclude from gross income amounts received for
a period during which he was absent from work on account of sickness.

In the instant case, an elected constable in Arizona was ill and
hospitalized for a period of nine months, such period covering a part
of two years. A deputy carried on the duties of the office, and the
constable continued to receive his salary during the period of his
absence.

Under the provisions of section 105(d) of the Internal Revenue Code
of 1954, wages or payments in lieu of wages received by an employee
pursuant to a wage continuation plan for a period during which
the employee is absent from work on account of personal injuries or
sickness are excludable from gross income, subject to the following
limitations: (1) the exclusion does not apply to the extent that the
amounts received exceed a weekly rate of $100; and (2) if the absence
is due to sickness (as distinguished from injury), the exclusion does
not apply to amounts attributable to the first seven calendar days of
the period of absence unless the employee is hospitalized on account
of sickness for at least one day during the period of absence.

The term “wage continuation plan” means an accident or health plan
under which wages, or payments in lieu of wages, are paid to an em-
ployee for a period during which he is absent from work on account
of personal injuries or sickness. In general, an accident or health
plan is an arrangement for the payment of amounts to employees in
the event of personal injuries or sickness.
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Article 4, Part 2, Section 17 of the Constitution of the State of
Arizona, as amended in 1953, provides that the legislature shall never
grant any extra compensation to any public officer, agent, servant or
contractor after the services have been rendered or the contract en-
tered into, nor shall the compensation of any public officer be increased
or diminished during his term of office. This section applies to all
officers having fixed terms and to the acts of all salary fixing bodies,
whether the office was created by the Constitution or by statute. See
A. M. Crawford v. George W. P. I{unt, 17 Pac. (2d) 802.

The Arizona Code provides that the precinct officers shall be a
justice of the peace and a constable who shall be elected by the quali-
fied electors of the precinct at the general election for State and
county officers for terms of four years each. Section 17-504 of the
Arizona Code of 1939, Annotated, as amended by Laws 1945, Ch. 69,
Section 1, p. 185. The Arizona Code also provides that at the regular
June meeting of the various boards of supervisors preceding a gen-
eral election, said boards shall fix the salaries of all precinct officers
excepting justices of the peace and constables whose salaries are fixed
by separate provision for the two-year period commencing on the
first day of the following January. Section 12-711 of the Arizona
Code of 1939, Annotated, as amended by Laws 1952, Chapter 120.
While the section places certain limits on the salary of a constable, it
does not specifically fix his salary. Under the Arizona Code, section
12-404, an office is deemed to be vacant from and after the time the
incumbent ceases to discharge the duties of his office for a period of
three consecutive months except when prevented by sickness.

The terms “employee” and “wages” as used in section 105(d) of
the Internal Revenue Code of 1954 include a public official and his
salary. Since the salary was fixed when the constable assumed the
duties of the office, could not be increased or diminished during the
term of office, and was continued when discharge of duties was pre-
vented by his sickness, there was in the instant case a wage continua-
tion plan for the purposes of section 105(d) of the Code.

Accordingly, it is held that the wages received by an elected precinct
officer in the State of Arizona whose salary is fixed by law and con-
tinued for a period during which he was absent from work on account
of sickness are excludable from his gross income to the extent provided
in section 105(d) of the Code. Such exclusion should be taken into
account for the taxable years in which the amounts are received re-
gardless of the period for which the payments are made.

Rev, Rul. 57-178

An employvee who is receiving a disability pension from an em-
ployer, which is excludable from gross income subject to the limi-
tations provided in section 105(d) of the Internal Revenue Code
of 1954, may be engaged in a gainful occupation as a self-employed
individual, or as an employee of another employer, without affecting
the tax treatment of his disability pension.

Advice has been requested as to the income tax status of a pension
received by reasonm of retirement on account of disability where the
retired employee receives earned income from other sources (such
as wages, commissions, or benefit from the operation of a business).
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Subject to certain limitations, section 105(d) of the Internal Reve-
nue Code of 1954 excludes from gross income amounts received by
an employee pursuant to the provisions of a wage continuation plan
if such amounts constitute wages or payments in lieu of wages for
a period during which the employee is absent from work on account
of personal injuries or sickness. The term “wage continuation plan”
includes plans under which benefits are continued until the employee
either is able to return to work or reaches retirement age. If a plan
provides that an employee, who is absent from work on account of
a personal injury or sickness, will receive a disability pension as long
as he is disabled, section 105(d) is applicable to any payments which
such an employee receives under this plan before he reaches retirement
age. See section 1.105-4(a) (3) (i) of the Income Tax Regulations.
With respect to the time at which employees reach retirement age
for the purpose of excluding disability pension benefits, see Rev. Rul.
57-76, page 66 of this Bulletin. The determination of whether an
employee 1s absent from work should be made in accordance with
section 1.105—4(a) (4) and (5) of the Income Tax Regulations.

The amount which is paid to an employee as wages or payments
in lieu of wages for a period of absence from work due to a personal
injury or sickness is determined by reference to the plan under which
the amount is paid. If a disability pension constitutes an amount
which is excludable under section 105(d) of the Code, the fact that
the employee engages in.a gainful occupation either as a self-employed
individual or as an employee of another employer does not require
different treatment with respect to the disability pension, since the
employee’s absence from work with the employer providing the pen-
sion is not terminated by such other employment.

Accordingly, it is held that an employee, who is receiving a dis-
ability pension excludable from gross income subject to the limitations
provided in section 105(d) of the Code, may be engaged in a gainful
occupation as a self-employed individual or as an employee of another
employer without affecting the tax treatment of his disability pension.
However, such a course of conduct is a factor in determining whether
the employee’s absence was due to personal injury or sickness, or to
some other reason.

Receipt of wages or payment in lieu of wages for period during
which employee 1s absent from work on account of injuries or sickness
with respect to retirement income credit. See Rev. Rul. 57-101
page 13.

?

SECTION 109.—IMPROVEMENTS BY LESSEE ON
LESSOR’S PROPERTY

26 CFR 1.109: Statutory provisions; improve-
ments by lessee on lessor’s property.

Regulations under the Internal Revenue Code of 1954. See T. D.
6220, page 34.
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SECTION 110—INCOME TAXES PAID BY LESSEE
CORPORATION

26 CFR 1.110: Statutory provisions; income
taxes paid by lessee corporation,

Regulations under the Internal Revenue Code of 1954. Ses T. D.
6220, page 31,

SECTION 111.—RECOVERY OF BAD DEBTS, PRIOR
TAXES, AND DELINQUENCY AMOUNTS

26 CFR 1.111: Statutory provisions; recovery
of bad debts, prior taxes, and delinquency
accounts.

Regulations under the Internal Revenue Code of 1954. See T. D.
6220, page 34.

SECTIOXN 112—CERTAIN COMBAT PAY OF MEMBERS
OF THE ARMED FORCES

26 CFR 1.112: Statutory provisions; certain
combat pay of members of the Armed
Forces.

Regulations under the Internal Revenue Code of 1954. See T. D.
6220, page 34,

SECTION 113—MUSTERING-OUT PAYMENTS FOR
MEMBERS OF THE ARMED FORCES

26 CRF 1.113: Statutory provisions; rmustering-
out payments for members of the Armed Forces.

Regulations under the Internal Revenue Code of 1954. See T. D.
6220, page 34.

SECTION 114+ —SPORTS PROGRAMS CONDUCTED FOR
THE AMERICAN NATIONAL RED CROSS

26 CFR 1.114: Statutory provisions; sports
programs conducted for the American Na-

tional Red Cross.

Regulations under the Internal Revenue Code of 1954. See T. D.
6220, page 34.

SECTION 115.—INCOME OF (S}TATES, MUNICIPALITIES,
ETC.

Income earned by the Oklahoma County Utility Services Author-
ity, a trust created under State law for the furtherance of public
functions. See Rev. Rul. 57-151, page 64,
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26 CFR 1.115: Statutory provisions; income
of States, municipalities, etec.

Regulations under the Internal Revenue Code of 1954. See T. D.
6220, page 34.

SECTION 117—SCHOLARSHIPS AND FELLOWSHIP
GRANTS

26 CFR 1.117-1: Exclusion of amounts received Rev. Rul. 57-50
as a scholarship or fellowship grant.

(Also Part I, Section 22(b); Regulations 118,
Section 39.22(b) (8).)

The portion of a fellowship grant for the academic year, 1953-1954,
received in 1953 as a part of a Rockefeller Public Service Award in
recognition of outstanding service by a civilian in the Federal
Government, constitutes a gift and is excludable from the gross in-
come of the recipient under the provisions of section 22(b) (3) of
the Internal Revenue Code of 1939. That portion of the award re-
ceived in 1954 is subject to the provisions of section 117(b) (2) of
the Internal Revenue Code of 1954 and is excludable from gross in-
come to the extent provided therein.

Advice has been requested with respect to the taxability of a Rocke-
feller Public Service Award under the circumstances'described below.

The Rockefeller Public Service Award Program was established
in 1952 by a grant made to Princeton University and is administered
by the University. It is designed to give special recognition to out-
standing public service by civilians in Federal Government and to
establish incentives for the continuance and advancement of those in
public service. Persons may become candidates for the award either
by nomination by Government agencies or by direct application. A
committe recommends candidates to the trustees of the University,
and the trustees make the final decision regarding the selection of the
recipient of the award.

The taxpayer herein involved received a fellowship grant as a Rocke-
feller Public Service Award, which included a sum equivalent to his
yearly salary and expenses incident to his plan of study for the aca-
demic year beginning in September 1953 and ending in May 1954.
The taxpayer was not a candidate for a degree.

Section 22(b) (3) of the Internal Revenue Code of 1989, applicable to
the year 1953, provides for the exclusion from gross income of amounts
received as gifts.

The award in the instant case was made in recognition of past
achievements and present abilities of the recipient and for his training
and educational development, and not for the advancement of a specific
research project as in £'phraim Banks v. Commissioner, 17 T. C. 1386,
and 7’2 Lz Loo v. Commissioner, 22 T. C. 220, nor for the advancement
of research or creative work as in I. T. 4056, C. B. 1951-2, 8. There-
fore, that portion of the award received in 1953 constitutes a gift within
the meaning of section 22(b) (3) of the 1939 Code. See Rev. Rul. 54—
110, C. B. 1954-1, 28. Compare Leroy J. Robertson v. United States,
343 U. 8. 711,Ct. D. 1746, C. B. 1952-2, €6.
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Section 117(b) (2) of the Internal Revenue Code of 1954, applicable
to the year 1954 and subsequent years, provides that where the recipi-
ent of a fellowship grant is not a candidate for a degree, amounts re-
ceived as a scholarship or a fellowship grant are exempt from taxation
only if the grantor is, among other things, a tax-exempt organization.
The maximum amount exempt from taxation in any taxable year is
$300 multiplied by the number of months for which the amounts are
received under the grant during the taxable year plus any amount
received which is specifically designated to cover expenses for travel,
research, clerical help, or equipment and which is expended for these
purposes during the taxable year. The exemption will not be allowed
beyond a total of 36 months, whether or not consecutive and even
though the amounts received are less than $300 a month. The exemp-
tion also extends to the value of contributed services and accomoda-
tions, such as room, board and laundry.

The recipient of the award herein is not a candidate for a degree
and the grantor of the award is a tax-exempt organization. The por-
tion of the award received during the taxable year 1954 thus comes
within the provisions of section 117 (b) (2) of the 1954 Code.

Accordingly, it is held that the portion of a fellowship grant for
the academic year 1953-1954, received in 1953 as a part of a Rocke-
feller Public Service Award in recognition of outstanding service
by a civilian in the Federal Government, constitutes a gift and is
excludable from the gross income of the recipient under the pro-
visions of section 22 (b) (3) of the Internal Revenue Code of 1939.
That portion of the award received in 1954 is subject to the provisions
of section 117(b) (2) of the Internal Revenue Code of 1954 and is
excludable from gross income to the extent provided therein,

Rev. Rul. 57-131

A nonresident alien, a professional teacher in a school of agriculture
of a foreign university, came to the United States for a period of nine
months as an M foundation exchange fellow. The 4/ foundation is
exempt from income tax under section 501(c)(3) of the Internal
‘Revenue Code of 1954. He visited and observed the work of research
departments of seed companies, studied the organization and operation
of certain branches of the Department of Agriculture, conducted
studies and observed operations of numerous schools of agriculture at
universities situated throughout the United States and, finally, as the
last project on his exchange program, he attended a course of study at
a university. During his stay in the United States, he was not em-
ployed by, nor did he render any service to, a United States employer;
his ‘status was strictly that of an observer. The allowances granted
him by the 3/ exchange foundation were specifically for the cost of
books “and related materials, hotel accommodations and meals for
himself and his wife, incidental travel expenses, and tuition for his
course at the university. In addition he received reimbursement from
the foundation for actual transportation expenses to and from his
native country and for all transportation expenses while in the United
States. Held, the allowances granted by the 7 exchange foundation,
an organization of the type described in section 501(c) (3) of the Code
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which is exempt from Federal income tax under section 501(a) of
the Code, were made to the instant individual for the purpose of aiding
him in the pursuit of study or research and, therefore, are excludable
from his gross income under section 117(a) of the Code to the extent
provided in subsections (a) (2) and (b) (2) of scction 117.

Amounts received from the John Simon Guggenheim Memorial
Foundation as a fellowship grant. See Rev. Rul. 57-286, page 497.

26 CFR 1.117-4: Items not considered as
scholarships or fellowship grants.

Grants made in support of a basic scientific research project which
are conducted on an independent basis. See Rev. Rul. 57-127, page 275.

SECTION 118.—CONTRIBUTIONS TO THE CAPITAL
OF A CORPORATION

26 CFR 1.118: Statutory provisions; contribu-
tions to the capital of a corporation.

Regulations under the Internal Revenue Code of 1954. See T. D.
6220, page 34.

SECTION 119.—~MEALS OR LODGING FURNISHED FOR
CONVENIENCE OF THE EMPLOYER

26 CFR 1.119: Statutory provisions; meals or
lodging furnished for the convenience of the
employer.

Regulations under the Internal Revenue Code of 1954, See T. D.
6220, page 34.

SECTION 120.—STATUTORY SUBSISTENCE
ALLOWANCE RECEIVED BY POLICE

26 CFR 1.120: Statutory provisions; statutory
subsistence allowance received by police.

Regulations under the Internal Revenue Code of 1954, See T. D.
6220, page 34.

26 CFR 1.120-1: Statutory subsistence
allowance received by police.

Treatment of an amount designated as a “subsistence allowance” for
police officials and all commissioner law officers under South Carolina
statute. See Rev. Rul. 57-46, page 22.
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PART V.—~DEDUCTIONS FOR PERSONAL EXEMPTIONS

SECTION 151.—ALLOWANCE OF DEDUCTIONS FOR
PERSONAL EXEMPTIONS

26 CFR 1.151: Statutory provisions; allowance T. D. 62311
of deductions for personal exemptions.

TITLE 26—INTERNAL REVENUE. 1954.—CHAT'TER I, SUBCHAPTER A, PART 1.—
INCOME TAX: TAXABLE YEARS BEGINNING AFTER DECEMBER 31, 1953

Regulations prescribed under part V of subchapter B of chapter
1 of the Internal Revenue Code of 1954, as amended.

DeprarTMENT OF THE TREASURY,
OrricE oF CoMAIISSIONER OF INTERN AL REVENTUE,
Washington 25, D. C.
To Offivers and Employees of the Internal Revenue Service and
Others Concerned.:

On July 21, 1955, notice of proposed rulemaking regarding the
regulations for taxable years begiuning after December 31, 1953,
and ending after August 16, 1954, under part V of subchapter B of
chapter 1 (sections 151 to 154, inclusive) of the Internal Revenue
Code of 1954 was published in the Federal Register (20 F. R. 5234).
After consideration of all such relevant matter as was presented
by interested parties regarding the rules proposed, the following
regulations, which also give effect to the amendment made to section
152 by section 2 of Public Law 333 (84th Congress), approved August
9,1935, [ C. B. 19552, 764], are hereby adopted :

TABLE OF CONTENTS
Sec.
1.15
5
b

1 Statutory provisions; allowance of deductions for personal exemptions.
1-1 Deductions for personal exemptions.

1-2 Additional exemptions for dependents.

1-3 Definitions.

)

h Statutory provisions ; dependent defined.
2-1 General definition of a dependent.
52-2 Rules relating to general definition of dependent.
52-3 Multiple support agreements.
1.153 Statutory provisions; determination of martial status.
1.153-1 Determination of marital status.
1.154 Statutory provisions; cross references.

AurHORITY : §§ 1.151 to 1.154, incl,, issued under sec. 7805, I. R. C. 1954; 68A
Stat. 917; 26 U. 8. C. 7803.

DEDUCTIONS FOR PERSONAL EXEMPTIONS

11
11
1.15
1.152
1.15
11
11

§1.151 Starurory ProvisioNs; ALLOwANCE oF DEDUCTIONS FOR
Persoxarn Exenmririons.
SEC. 151. ALLOWAXCE OF DEDUCTIONS FOR PERSONAL EX-
EMPTIONS.

(a) ArLLowarceE or Depucrioxs.—In the case of an individual, the
exemptions provided by this section shall be allowed as deductions in
computing taxable incowme,

122 F. R. 2938,
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(b) TAXPAYER AND SPoUsE.—An exemption of $600 for the taxpayer;

and an additional exemption of $600 for the spouse of the taxpayer
if a separate return is made by the taxpayer, and if the spouse, for
the calendar year in which the taxable year of the taxpayer begins,
has no gross income and is not the dependent of another taxpayer.

(¢) AppirioNAL ExEMPrioN FOR TAXPAYER OR SPOUSE AGED 65 OR

MORE—

(1) FOoR TAXPAYER.—An additional exemption of $600 for the
taxpayer if he has attained the age of 65 before the close of his
taxable year.

(2) For spouskE.—An additional exemption of $600 for the
spouse of the taxpayer if a separate return is made by the tax-
payer, and if the spouse has attained the age of 65 before the
close of such taxable year, and, for the calendar year in which
the taxable year of the taxpayer begins, has no gross income and
is not the dependent of another taxpayer.

(d) AppITiONAL EXEMPTION FOR BLINDNESS OF TAXPAYER OR SPOUSE—

(1) For TaxPaYErR.—An additional exemption of $600 for the
taxpayer if he is blind at the close of his taxable year.

(2) For sPoUSE.—An additional exemption of $600 for the
spouse of the taxzpayer if a separate return is made by the tax-
payer, and if the spouse is blind and, for the calendar year in
which the taxable year of the taxpayer begins, has no gross income
and is not the dependent of another taxpayer. For purposes of
this paragraph, the determination of whether the spouse is blind
shall be made as of the close of the taxable year of the taxpayer;
except that if the spouse dies during such taxable year such de-
termination shall be made as of the time of such death.

(3) BrixpNESs DErFINED.—For purposes of this subsection, an
individual is blind only if his central visual acuity does not ex-
ceed 20/200 in the better eye with correcting lenses, or if his
visual acuity is greater than 20/200 but is accompanied by a
limitation in the fields of vision such that the widest diameter
of the visual field subtends an angle no greater than 20 degrees.

(e) ApprrioNAL EXEMPTION FOR DEPENDENTS—

(1) IN GENERAL.—An exemption of $600 for each dependent
(as defined in section 152) —

(A) Whose gross income for the calendar year in which
the taxable year of the taxpayer begins is less than $600, or

(B) Who is a child of the taxpayer and who (i) has not
attained the age of 19 at the close of the calendar year in
which the taxable year of the taxpayer begins, or (ii) is a
student.

(2) EXEMPTION DEFINED IN CASE OF CERTAIN MARRIED DEPEND-
ENTS.—No exemption shall be allowed under this subsection for
any dependent who has made a joint return with his spouse under
section 6013 for the taxable year beginning in the calendar year
in which the taxable year of the taxpayer begins.

(3) Cump bprrFINED.—For purposes of paragraph (1) (B), the
term “child” means an individual who (within the meaning of
section 152) is a son, stepson, daughter, or stepdaughter of the
taxpayer.

(4) STUDENT AND EDUCATIONAL INSTITUTION DEFINED.—For pur-
poses of paragraph (1) (B) (ii), the term “student” means an in-
dividual who during each of 5 calendar months during the calen-
dar year in which the taxable year of the taxpayer begins—

(A) Is a full-time student at an educational institution; or
(B) 1Is pursuing a full-time course of institutional on-farm
training under the supervision of an accredited agent of an
educational institution or of a State or political subdivision
of a State.
For purposes of this paragraph, the term “educational institution”
means only an educational institution which normally maintains
a regular faculty and curriculum and normally has a regularly
organized body of students in attendance at the place where its
educational activities are carried on.
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§ 1.151-1 DrepucrioNs ror PERSONAL Exemrprions.—(a) In gen-
eral.—(1) In computing taxable income, an individual is allowed a
deduction for the exemptions specified in section 151. Such ex-
emptions are: (i) The exemptions for an individual taxpayer and
spouse (the so-called personal exemptions); (ii) the additional ex-
emeptions for a taxpayer attaining the age of 65 years and spouse
attaining the age of 65 years (the so-called old-age exemptions);
(111) the additional exemptions for a blind taxpayer and a blind
spouse; and (iv) the exemptions for dependents of the taxpayer.

(2) A nonresident alien individual who is a bona fide resident of
Puerto Rico during the entire taxable year and subject to tax under
section 1 or 1201(b) is allowed as deductions the exemptions specified
in section 151, even though as to the United States such individual is
a nonresident alien. See section 876 and the regulations thereunder,
relating to alien residents of Puerto Rico.

(b) Eaxemptions for individual texpayer and spouse (so-called
personal exemptions).—Section 151(b) allows an exemption of $600
for the taxpayer and an additional exemption of $600 for the spouse
of the taxpayer if a separate return is made by the taxpayer, and if
the spouse, for the calendar year in which the taxable year of the
taxpayer begins, has no gross income and is not the dependent of
another taxpayer. Thus, a husband is not entitled to an exemption
for his wife on his separate return for the taxable year beginning in
a calendar year during which she has any gross income (though in-
sufficient to require her to file a return). Since, in the case of a joint
return, there are two taxpayers (although under section 6013 there
is only one income for the two taxpayers on such return, 1. e., their
aggregate income), two exemptions of 3600 are allowed on such return,
one for each taxpayer spouse. If in any case a joint return is made
by the taxpayer and his spouse, no other person is allowed an ex-
emption for such spouse even though such other person would have
been entitled to claim an exemption for such spouse as a dependent
if such joint return had not been made.

(e) Fzemptions for taxpayer aftaining the age of 65 and spouse
attaining the age of 65 (so-called old-age ememptions).—(1) Section
151(c) provides an additional exemption of $600 for the taxpayer
if he has attained the age of 65 before the close of his taxable year.
An additional exemption of $600 is also allowed to the taxpayer for
his spouse if a separate return is made by the taxpayer and if the
spouse has attained the age of 65 before the close of the taxable year
of the taxpayer and, for the calendar year in which the taxable year
of the taxpayer begins, the spouse has no gross income and is not the
dependent of another taxpayer. If a husband and wife make a joint
return, an old-age exemption of $600 will be allowed as to each tax-
payer spouse who has attained the age of 65 before the close of the
taxable year for which the joint return is made. The exemptions
under section 151(c) are in addition to the exemptions for the tax-
payer and spouse under section 151(b).

(2) In determining the age of an individual for the purposes of
the exemption for old age, the last day of the taxable year of the tax-
payer is the controlling date. Thus, in the event of a separate return
by a husband, no additional exemption for old age may be claimed
for his spouse unless such spouse has attained the age of 65 on or
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before the close of the taxable year of the husband. In no event shall
the additional exemption for old age be allowed with respect to a
spouse who dies before attaining the age of 65 even though such spouse
would have attained the age of 65 before the close of the taxable year
of the taxpayer. For the purposes of the old-age exemption, an indi-
vidual attains the age of 65 on the first moment of the day preceding
his sixty-fifth birthday. Accordingly, an individual whose sixty-fifth
birthday falls on January 1 in a given year attains the age of 65
on the last day of the calendar year immediately preceding.

(d) Ewemptions for the blind.—(1) Section 151(d) provides an
additional exemption of $600 for the taxpayer if he is blind at the
close of his taxable year. An additional exemption is also allowed to
the taxpayer for his spouse if the spouse is blind and, for the calendar
year in which the taxable year of the taxpayer begins, has no gross
income and is not the dependent of another taxpayer. The determina-
tion of whether the spouse is blind shall be made as of the close of
the taxable year of the taxpayer, unless the spouse dies during such
taxable year, in which case such determination shall be made as of
the time of such death.

(2) The exemptions for the blind are in addition to the exemp-
tions for the taxpayer and spouse under section 151(b) and are also
in addition to the exemptions under section 151(e) for taxpayers
and spouses attaining the age of 65 years. Thus, a single individual
who has attained the age of 65 before the close of his taxable year
and who is blind at the close of his taxable year is entitled, in addi-
tion to the so-called personal exemption of $600, to two further ex-
emptions, each of $600, one by reason of his age and the other by
reason of his blindness. If a husband and wife make a joint return,
an exemption of $600 for the blind will be allowed as to each tax-
payer spouse who is blind at the close of the taxable year for which
the joint return is made.

(3) A taxpayer claiming an exemption allowed by section 151(d)
for a blind taxpayer and a blind spouse shall, if the individual for
whom the exemption is claimed is not totally blind as of the last day
of the taxable year of the taxpayer (or, in the case of a spouse who
dies during such taxable year, as of the time of such death), attach
to his return a certificate from a physician skilled in the diseases of
the eye or a registered optometrist stating that as of the applicable
status determination date in the opinion of such physician or op-
tometrist (i) the central visual acuity of the individual for whom the
exemption is claimed did not exceed 20/200 in the better eye with
correcting lenses or (ii) such individual’s visual acuity was accom-
panied by a limitation in the fields of vision such that the widest
diameter of the visual field subtends an angle no greater than 20
degrees. If such individual is totally blind as of the status deter-
mination date there shall be attached to the return a statement by
the person or persons making the return setting forth such fact.

§ 1.151-2  Apprtionar Exemerions ror DepenpENTS.—(a) Section
151(e) allows to a taxpayer an exemption of $600 for each dependent
(as defined in section 152) whose gross income (as defined in section
61) for the calendar year in which the taxable year of the taxpayer
begins 1s less than $600, or who is a child of the taxpayer and who—
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(1) Has not attained the age of 19 at the close of the calendar
year in which the taxable year of the taxpayer begins, or

(2) Isastudent, as defined in § 1.151-3 (b).
No exemption shall be allowed under section 151(e) for any de-
pendent who has made a joint return with his spouse under section
6013 for the taxable year beginning in the calendar year in which the
taxable year of the taxpayer begins.
. (b) The only exemption allowed for a dependent of the taxpayer
is that provided by section 151(e). “The exemptions provided by sec-
tion 151(c) (old-age exemptions) and section 151(d) (exemptions
for the blind) are allowed only for the taxpayer or his spouse. For
example, where a taxpayer provides the entire support for his father
who meets all the requirements of a dependent, he is entitled to only
one exemption of $600 for his father (section 151(e)), even though
his father is over the age of 65.

§1.151-3 Derintrrons.—(a) Child—For purposes of sections
151 (e), 152, and the regulations thereunder, the term “child” means a
son, stepson, daughter, stepdaughter, adopted son, or adopted
daughter of the taxpayer.

(b) Student—For purposes of section 151(e) and section 152(d),
and the regulations thereunder, the term “student” means an indi-
vidual who during each of 5 calendar months during the calendar
year in which the taxable year of the taxpayer begins is a full-time
student at an educational institution or is pursuing a full-time course
of institutional on-farm training under the supervision of an accred-
ited agent of an educational institution or of a State or political sub-
division of a State. An example of “institutional on-farm training”
is that authorized by the Veterans’ Readjustment Assistance Act of
1952, as described in section 252 of such act. A full-time student
is one who is enrolled for some part of 5 calendar months for the
number of hours or courses which is considered to be full-time at-
tendance. The 5 calendar months need not be consecutive. School
attendance exclusively at night does not constitute full-time attend-
ance. However, full-time attendance at an educational institution
may include some attendance at night in connection with a full-time
course of study. )

(¢) Educational institution—For purposes of sections 151(e) and
152, and the regulations thereunder, the term “educational institu-
tion” means a school maintaining a regular faculty and established
curriculum, and having an organized body of students in attendance.
It includes primary and secondary schools, colleges, universities, nor-
mal schools, technical schools, mechanical schools, and similar insti-
tutions, but does not include noneducational institutions, on-the-job
training, correspondence schools, night schools, and so forth.

§ 1.152 SraruTory ProvisioNs; DerENpENT DEFINED.

SEC. 152 DEPENDENT DEFINED

(a) GeNERAL DEFINITION.—For purposes of this subtitle, the term “de-
pendent” means any of the following individuals over half of whose
support, for the calendar year in which the taxable year of the tax-
payer begins, was received from the taxpayer (or is treated under sub-
section (c) as received from the taxpayer) :

(1) A son or daughter of the taxpayer, or a descendant of
either,
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(2) A stepson or stepdaughter of the taxpayer,

(8) A brother, sister, stepbrother, or stepsister of the taxpayer,

(4) The father or mother of the taxpayer, or an ancestor of
either,

(5) A stepfather or stepmother of the taxpayer,

(6) A son or daughter of a brother or sister of the taxpayer,

(7) A brother or sister of the father or mother of the taxpayer,

(8) A son-in-law, daughter-in-law, father-in-law, mother-in-law,
brother-in-law, or sister-in-law of the taxpayer,

(9) An individual who, for the taxable year of the taxpayer,
has as his principal place of abode the home of the taxpayer and
is a member of the taxpayer’s household, or

(10) An individual who—

(A) Is a descendant of a brother or sister of the father
or mother of the taxpayer,

(B) For the taxable year of the taxpayer receives insti-
tutional care required by reason of a physical or mental disa-
bility, and

(C) Before receiving such instutional care, was a member
of the same household as the taxpayer. '

(b) Rures RELATING TO GENERAL DErFINITION.—For purposes of this
section—

(1) The terms “brother” and “sister” include a brother or sister
by the halfblood.

(2) In determining whether any of the relationships specified
in subsection (a) or paragraph (1) of this subsection exists, a
legally adopted child of an individual shall be treated as a child
of such individual by blood.

(8) The term “dependent” does not include any individual who
is not a citizen of the United States unless such individual is a
resident of the United States, of a country contiguous to the
United States, of the Canal Zone, or of the Republic of Panama.
The preceding sentence shall not exclude from the definition of
“dependent” any child of the taxpayer born to him, or legally
adopted by him, in the Philippine Islands before January 1, 1956,
if the child is a resident of the Republic of the Philippines, and if
the taxpayer was a member of the Armed Forces of the United
States at the time the child was born to him or legally adopted
by him.

(4) A payment to a wife which is includible in the gross in-
come of the wife under section 71 or 682 shall not be treated as a
payment by her husband for the support of any dependent.

(e) MULTIPLE SUPPORT AGREEMENTS.—For purposes of subsection
(a), over half of the support of an individual for a calendar year
shall be treated as received from the taxpayer if—

(1) No one person contributed over half of such support ;

(2) Over half of such support was received from persons each
of whom, but for the fact that he did not contribute over half
of such support, would have been entitled to claim such individ-
ual as a dependent for a taxable year beginning in such calendar
year;

(3) The taxpayer contributed over 10 percent of such support;
and

(4) Bach person described in paragraph (2) (other than the
taxpayer) who contributed over 10 percent of such support files
a written declaration (in such manner and form as the Secretary
or his delegate may by regulations prescribe) that he will not
claim such individual as a dependent for any taxable year begin-
ning in such calendar year.

(d) SpecraL SuppPoRT TEST IN CASE oF STUDENTS.—For purposes
of subsection (a), in the case of any individual who is—

(1) A son, stepson, daughter, or stepdaughter of the taxpaver
(within the meaning of this section), and
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(2) A student
(within the meaning of section 151 (e) (4)),
amounts received as scholarships for study at an educational instity-
tion (as defined in section 151(e) (4)) shall not be taken into account
in determining whether such individual received more than half of his
support from the taxpayer.

[Sec. 152 as amended by sec. 2, P. L. 833 (84th Cong.) 1

§ 1.152-1 GexeranL DEFINITION OF A DepenpEnT.—(2) (1) For
purposes of the income taxes imposed on individuals by the Internal
Revenue Code of 1954, the term “dependent” means any individual
described in paragraphs (1) through (10) of section 152(a) over
half of whose support, for the calendar year in which the taxable
year of the taxpayer begins, was received from the taxpayer.

(2) (i) For purposes of determining whether or not an individual
received, for a given calendar year, over half of his support from the
taxpayer, there shall be taken into account the amount of support
received from the taxpayer as compared to the entire amount of
support which the individual received from all sources, including
-support which the individual himself supplied. The term “sup-
port” includes food, shelter, clothing, medical and dental care, edu-
cation, and the like. Generally, these items of support are measured
in terms of the amount of expense incurred by the one furnishing
such items. However, if the item of support furnished an individual
(either by himself or others) is in the form of goods, services, or
other benefits, it will be necessary to measure the amount of such
items of support in terms of its fair market value.

(11) In computing the amount which is contributed for the support
of an individual, there must be included any amount which is con-
tributed by such individual for his own support, including income
which is ordinarily excludable from gross income, such as benefits
received under the Social Security Act. For example, a father re-
ceives $800 social security benefits, $400 interest, and $1,000 from his
son during 1955, all of which sums represent his sole support during
that year. The fact that the social security benefits of $800 are not
includible in the father’s gross income does not prevent such an
amount from entering into the computation of the total amount con-
tributed for the father’s support. Consequently, since the son’s
contribution of $1,000 was less than one-half of the father’s support
($2,200) he may not claim his father as a dependent.

(b) Section 152(a) (9) applies to any individual (other than an
individual who at any time during the taxable year was the spouse,
determined without regard to section 153, of the taxpayer) who lives
with the taxpayer and is a member of the taxpayer’s household dur-
ing the entire taxable year of the taxpayer. An individual is not a
member of the taxpayer’s household if at any time during the taxable
year of the taxpayer the relationship between such individual and
the taxpayer is in violation of local law. It is not necessary under
section 152(a)(9) that the dependent be related to the taxpayer.
For example, foster children and children awaiting adoption may
qualify as dependents. It is necessary, however, that the taxpayer
both maintain and occupy the household. The taxpayer and depend-
ent will be considered as occupying the household for such entire tax-
able year notwithstanding temporary absences from the household
due to special circumstances. A nonpermanent failure to occupy the
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common abode by reason of illness, education, or vacation shall be
considered temporary absence due to special circumstances. The
fact that the dependent dies during the year shall not deprive the tax-
payer of the deduction if the dependent lived in the household for
the entire part of the year preceding his death. Likewise, the
period during the taxable year preceding the birth of an individual
shall not prevent such individual from qualifying as a dependent
under section 152 (a) (9). Moreover, a child who actually becomes a
member of the taxpayer’s household during the taxable year shall not
be prevented from being considered a member of such household for
the entire taxable year, if the child is required to remain in a hospital
for a period following its birth, and if such child would otherwise
have been a member of the taxpayer’s household during such period.
(¢) In the case of a child of the taxpayer who is under 19 or who
is a student, the taxpayer may claim the dependency exemption for
such child provided he has furnished more than one-half of the sup-
port of such child for the calendar year in which the taxable
year of the taxpayer begins, even though the income of the child for
such calendar year may be $600 or more. In such a case, there may
be two exemptions claimed for the child: One on the parent’s (or
stepparent’s) return, and one on the child’s return. In determining
whether the taxpayer does in fact furnish more than one-half of the
support of an individual who is a child, as defined in paragraph (a)
of § 1.151-3, of the taxpayer and who is a student, as defined in para-
graph (b) of § 1.151-3, a special rule regarding scholarships applies.
Amounts received as scholarships, as defined in paragraph (a) of
§ 1.117-3, for study at an educational institution shall not be con-
sidered in determining whether the taxpayer furnishes more than
one-half the support of such individual. For example, A has a child
who receives a $1,000 scholarship to the X college for one year. A
contributes $500, which constitutes the balance of the child’s sup-
ort for that year. A may claim the child as a dependent, as the
51,000 scholarship is not counted in determining the support of the
child. For purposes of this paragraph, amounts received for tuition
payments and allowances by a veteran under the provisions of the
Servicemen’s Readjustment Act of 1944 or the Veterans’ Readjust-
ment Assistance Act of 1952 are not amounts received as scholar-
ships. See also §1.1174. For definition of the terms “child”,
“student”, and “educational institution”, as used in this paragraph,
see § 1.151-3.

§1.152-2 Rures RrraTiNe 10 GENERAL DErFINITION OF DEPEND-
ENT.—(a) To qualify as a dependent an individual must be a citizen
or resident of the United States or be a resident of the Canal Zone,
the Republic of Panama, Canada, or Mexico at some time during
the calendar year in which the taxable year of the taxpayer begins.
A resident of the Republic of the, Philippines who was born to or
legally adopted by the taxpayer in the Philippine Islands before Jan-
uary 1, 1956, at a time when the taxpayer was a member of the Armed
Forces of the United States, may also be claimed as a dependent if
such resident otherwise qualifies as a dependent. For definition of
“Armed Forces of the United States”, see section 7701(a) (15).
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(b) A payment to a wife which in includible in her gross income
under section 71 or section 682 shall not be considered a payment by
her husband for the support of any dependent.

(¢) A legally adopted child of an individual shall be treated as
a child of such individual by blood.

(d) In the case of a joint return it is not necessary that the pre-
scribed relationship exist between the person claimed as a dependent
and the spouse who furnishes the support; it is sufficient if the pre-
scribed relationship exists with respect to either spouse. Thus, a
husband and wife making a joint return may claim as a dependent
a daughter of the wife's brother (wife’s niece) even though the hus-
band is the one who furnishes the chief support. The relationship
of affinity once existing will not terminate by divorce or the death
of a spouse. For example, a widower may continue to claim his de-
ceased wife’s father (his father-in-law) as a dependent provided
he meets the other requirements of section 151.

§ 1.152-3 MuorrieLe Suprort AGrEEMENTS.—(a) Section 152(c)
provides that a taxpayer shall be treated as having contributed over
half of the support of an individual for the calendar year (in cases
where two or more taxpayers contributed to the support of such
individual) if—

(1) No one person contributed over half of the individual’s
support,

(2) Each member of the group which collectively contributed
more than half of the support of the individual would have
been entitled to the dependency exemption but for the fact that
he did not contribute more than one-half of such support,

(3) The member of the group claiming the dependency ex-
emption contributed more than 10 percent of the individual’s
support, and

(4) Each other person in the group who contributed more
than 10 percent of such support files a written declaration that
he will not claim the dependency exemption for such individual
for any taxable year beginning in such calendar year.

(b) Application of the rule contained in paragraph (a) of this
section may be illustrated by the following examples:

Fxample (I). Brothers A, B, C, and D contributed the entire
support of their mother in 1956 in the following percentages: A,
30 percent; B, 20 percent; C, 29 percent; and D, 21 percent. Any
one of the brothers, except for the fact that he did not contribute
more than half of her support, would have been entitled to claim his
mother as a dependent. Consequently, any one of the brothers could
claim a deduction for the exemption of the mother provided a written
declaration (as provided in paragraph (c) of this section) from each
of the other brothers it attached to his income tax return. Even
though A and D together contributed more than one-half the sup-
port of the mother, A, if he wished to claim his mother as a depend-
ent, would be required to attach written declarations from B, C, and
D to his income tax return, since each of those three contributed more
than 10 percent of the support and, but for the support requirement,
would have been entitled to claim the dependency exemption.

434737°—58——7
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Example (2). E, an individual who resides with his son, received
$1,500 during the calendar year 1956, which constituted his entire
support for that year. The source of the $1,500 was as follows:

Percent-

Amount age of

Source received total
Social Security__ - $375 25
N, an unrelated neighbor.- —— 165 11
B, a brother____________ - 210 14
D, a daughter____ - 150 10
S, a 80D - 600 40
Total received by B oo e $1, 500 100

B, D, and S are persons each of whom, but for the fact that he did
not contribute more than half of the $1,500, could claim E as a de-
pendent for a taxable year beginning in 1956. The three together
contributed $960, or 64 percent of the $1,500, and, thus, each is a
member of the group to be considered for the purpose of section
152(c). B and S are the only members of such group who can meet
al! the requirements of section 152 (¢) and either one could claim E
as a dependent for his taxable year beginning in 1956 provided he
attached to his income tax return a written declaration (as provided
in paragraph (c) of this section) signed by the other, and furnished
the other information required by the return with respect to all the
contributions to E. Inasmuch as D did not contribute more than
10 percent of E’s support, she is not entitled to claim I as a depend-
ent for a taxable year beginning in 1956 nor is she required to file a
written declaration with respect to her contributions to E. N con-
tributed over 10 percent of the support of E in 1956 but, since he is
an unreleated neighbor, he does not qualify as a member of the group
for the purpose of the multiple support agreement under section
152(e).

(¢) The member of a group of contributors who claims the de-
pendency deduction for an individual under the multiple support
agreement provisions of section 152 (¢) must attach to his income tax
return for the year of the deduction a written declaration from each
of the other persons who contributed more than 10 percent of the
support of such individual and who, but for the failure to contribute
more than half of the support of the individual, would have been
entitled to claim the dependency exemption. The written declara-
tion required by this paragraph may be made on Form 2120, which
contains o statement of the fact of contribution and a waiver of the
claim for dependency exemption. Any declaration made other than
on Form 2120 shall conform to the substance of Form 2120. The
taxpayer claiming the exemption should be prepared to furnish other
information, when required, which will substantiate his right to claim
such exemption. Such information may include a statement show-
ing the names of all contributors (whether or not members of the
group described in section 152(c)) and the amount contributed by
each to the support of the claimed dependent.
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S § 1.163 StatUTORY PrOvIsSIONS; DETERMINATION OF MARITAL
TATUS.

SEC. 153. DETERMINATION OF MARITAL STATUS.

For purposes of this part—

(1) The determination of whether an individual is married shall
be made as of the close of his taxable years; except that if his spouse
dies during his taxable year such determination shall be made as of
the time of such death; and

(2) An individual legally separated from his spouse under a de-
cree of divorce or of separate maintenance shall not be considered as
married.

§ 1.153-1 Derermination or Marrran Sratus—For the purpose
of determining the right of an individual to claim an exemption for
his spouse under section 151 (b), the determination of whether such
individual is married shall be made as of the close of his taxable year,
unless his spouse dies during such year, in which case the determination
shall be made as of the time of such death. An individual legally
separated from his spouse under decree of divorce or separate mainte-
nance shall not be considered as married. The provisions of this section
may be illustrated by the following examples:

FEreample (1). A, who files his returns on the basis of a calendar
year, married B on December 31, 1956. B, who had never previously
married, had no gross income for the calendar year 1956 nor was she
the dependent of another taxpayer for such year. A may claim an
exemption for B for 1956.

Ezxample (2). C and his wife, D, were married in 1940. They re-
mained married until July 1956 at which time D was granted a decree
of divorce. C, who files his income tax returns on a calendar year basis,
cannot claim an exemption for D on his 1956 return as C and D were
not married on the last day of C’s taxable year. Had D died instead of
being divorced, C could have claimed an exemption for I for 1956
ag their marital status would have been determined as of the date of
D’s death.

§ 1.154 StatuTrory Provisions; Cross REFERENCES.

SEC. 154. CROSS REFERENCES.

(1) For definitions of “husband” and “wife”, as used in section
152(b) (4), see section 7701 (a) (17).

(2) For deductions of estates and trusts, in lieu of the exemp-
tions under section 131, see section 642(b).

(8) For exemptions of nonresident aliens, see section 873(d).

(4) For exemptions of citizens deriving income mainly from
sources within possessions of the United States, see section 931 (e).

Russent, C. HagrrINGTON,

Comuaissioner of Internal Revenue.
Approved April 22, 1957.
Danx Turoor SMITH,
Deputy to the Secretary

(Filed by the Division of the Federal Register on April 25, 1957, 8: 48 a. m. and
published in the issue of the Federal Register for April 26, 1957, 22 F. R.
2938.)
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PART VL—ITEMIZED DERUCTIONS FOR INDIVIDUALS AND CORPORATIONS

SECTION 162—TRADE OR BUSINESS EXPENSES
(Also Section 404; 26 CFR 1.404(a)-10.) Rev. Rul. 57-88

Amounts paid to employees pursuant to an employee’s current
payment profit-sharing plan are deductible under section 162 f the
Internal Revenue Code of 1954, provided suck amounts plus other
compensation paid each employee meet the test of reasonableness,
represents payments for services rendered as distinguished from
gifts or dividends, and there was no plarn to defer the payment of
compensation beyond the time when it first became administratively
feasible to make such payment.

Such payments when made early in the following year by an ac-
crual method taxpayer are deductible in the year in which the profits
were earned provided (a) the amounts to be paid are determinable
through a formula prior to the close of the taxable year in which
the profits were earned, and (b) there is a definite obligation
whereby the eligible employees are notified (either individually or as
a group) of their proposed share in the profits before the end of
the taxable year in which the profits were earned.

In a current payment profit-sharing plan of this type, each corpora-
tion in a group of affiliated corporations adopting the plan is entitled
to a deduection for only those payments made by it to its own employ-
ees from its own profits. The group of affiliated corporations may
not claim the benefits of section 404(a) (3) (B) of the Code.

Advice has been requested whether amounts paid to employees by
an accrual method corporation pursuant to a current payment profit-
sharing plan for employees are deductible in the year in shich the
profits were earned, even when paid early in the following year, and
whether the benefits of section 404 (a) (3) (B) of the Internal Revenue
Code of 1954, with regard to payment by an affiliated corporation,
may be claimed.

In addition to a qualified employees’ pension trust, a corporation
and its wholly-owned subsidiary established an employees’ current
payment profit-sharing incentive plan whereby a stated percentage
of the consolidated book net income is distributed each year, provided
the amount to be distributed is deductible for Federal income tax
purposes. The amount of profits to be shared under the plan are
apportioned among the regular full time employees with at least one
year of service prior to the plan year, in the proportion that the regular
annual compensation of each participant for the calendar year bears
to the aggregate of such compensation of all eligible employees for
such year. The plan is subject to termination by the board of directors
at the end of any plan year.

Section 162 of the Code provides, in part, that there shall be allowed
as a deduction 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 compensation for personal services actually
rendered.

Section 404(a) of the Code provides for a deduction, subject to
certain limitations, of contributions paid by an employer to or under
a stock honus, pension, profit-sharing, or annuity plan, or compensa-
tion paid or accrued on account of any employee under a plan deferring
the receipt of such compensation. Section 404(a)(3) (B) further
provides in the case of a profit-shaving plan of a group of corporations,
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which is an affiliated group within the meaning of section 1504, that
if any member of the affiliated group is prevented from making a
contribution to the plan solely because 1t has no current or accumulated
earnings or profits or because such earnings or profits are less than the
contributions which it would otherwise have made, the contribution
which the member is thus prevented from making may, subject to cer-
tain limitations, be made for the benefit of the employees of such
corporation by the other members of the group that have profits. In
that event, the member making such a contribution may then take a
deduction for such contributions.

Since, in the instant case, the amounts allocated and promptly paid
direct to the individual employees are current rather than deferred
compensation, section 404 of the Code does not apply. However, it is
held that contributions or amounts paid under an unfunded cash or
current payment profit-sharing plan by an employer to his employees
may be deducted under section 162 of the Code for Federal income
tax purposes, providing such amounts, plus other compensation paid
each participating employee, meet the test of reasonableness, are in fact
payments for services rendered, as distinguished from gifts or divi-
dends, and there was no plan to defer the payment of compensation
beyond the time when it first becomes administratively feasible to
make such payment. Where the amounts paid under the plan are so
paid by an accrual method taxpaper soon after the close of the taxable
year, it is held that they are deductible in the year in which the profits
were earned provided (a) the amounts to be paid are determinable
by a formula prior to the close of the taxable year in which the profits
were earned, and (b) the corporations have definitely obligated them-
selves qvhereby the eligible employees (either individually or as a
group) are advised of their proposed share of the profits before the
end of the taxable year in which the profits were earned. See Rev.
Rul. 55446, C. B. 1955-2,531.

It is further held that the benefits of section 404 (a) (3)(B) of the
Code are not available to either corporation. Therefore, each corpora-
tion, is entitled only to a deduction for payments made from its own
profits to its own employees, regardless of whether returns are made on
a consolidated or separate return basis.

(Also Section 262.) Rev. Rul. 57-143

Work clothing consisting of white cap, white shirt or white jacket,
white bib overalls, and standard work shoes, which a painter is re-
quired by his union to wear on the job, is not distinctive in character
or in the nature of a uniform. The fact that the union requires a
painter to wear such clothing is not sufficient to warrant the allowance
of the cost and maintenance thereof as a deductible business expense.
See Mimeograph 6463, C. B. 19501, 29; compare John L. Conn, et uz.
v. Commissioner, Tax Court Memorandum Opinion entered June 17,
1952, which held that the cost and maintenance of blue work clothes
worn by a welder in his work, at the request of his foreman, was not
deductible as a business expense. The cost and maintenance of such
, clothing represent nondeductible personal expense.
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Contributions by an employer to a group of separate and individual
trusts each providing unemployment and other benefits to a designated
employees. See Rev. Rul. 57-37, page 18.

Deductibility of amounts paid as a reimbursement for contribu-
tions to a union negotiated qualified pension plan. See Rev. Rul
57-104, page 166.

Amount expended by a corporate taxpayer for health-restoring
program for one of its executives. See Rev. Rul. 57-130, page 108.

SECTION 163.—INTEREST

26 CFR 1.163: Statutory provisions; itemized T. D. 62232
deductions for individuals and corporations;
interest.

TITLE 26—INTERNAL REVENUE, 1954.—CHAPTER I, SUBCHAPTER A, PART 1.—
INCOME TAX; TAXABLE YEARS BEGINNING AFTER DECEMBER 31, 1953

Regulations prescribed under section 163 of the Internal Revenue
Code of 1954,
DeparTMENT oF THE TREASURY,
Orrice or THE COMMISSIONER OF INTERNAL REVENTUE,
Washington 25, D. C.

7o Officers and E'mployees of the Internal Revenue Service and Others
Concerned :

On July 6, 1955, notice of proposed rulemaking regarding the regula-
tions under section 163 relating to interest for taxable years begin-
ning after December 31, 1953, and ending after August 16, 1954, of
the Internal Revenue Code of 1954 swas published in the Federal Reg-
ister (20 F. R. 4775). After consideration of all such relevant matter
as was presented by interested persons regarding the rules proposed,
the following regulations are hereby adopted:

AUTHORITY : Seec. 7805 of the I. R. C. of 1954; 68A Stat. 917; 26 U. 8. C. 7805.

§ 1.163 StaruTory Provistons; ITeaizep DEbucTIONS FOrR INDIVID-
TALS AND CORPORATIONS; INTEREST,

SEC. 163. INTEREST.

(a) GENERAL RULE—There shall be allowed as a deduction all in-
terest paid or accrued within the taxable year on indebtedness.
(b) INSTALLMENT I'URCHASES WHERE INTEREST CHARGE Is NoT SEpA-
RATELY STATED—
(1) GENERAL RULE.—If personal property is purchased under a
contract—
(A) Which provides that payment of part or all of the pur-
chase price is to be made in installments, and
(B) In which carrying charges are separately stated but the
interest charge cannot be ascertained, ’
then the payments made during the taxable year under the contract
shall be treated for purposes of this section as if they included in-
terest equal to 6 percent of the average unpaid balance under the
contract during the taxable year. For purposes of the preceding
sentence, the average unpaid balance is the sum of the unpaid bal-

122 F. R, 473.
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ance outstanding on the first day of each month beginning during
the taxable year, divided by 12.

(2) LiMrraTioN.—In the case of any contract to which paragraph
(1) applies, the amount treated as interest for any taxable year
shall not exceed the aggregate carrying charges which are properly
attributable to such taxable year.

(¢) Cross REFERENCES.

(1) For disallowance of certain amounts paid in connection with
insurance, endowment, or annuity contracts, see section 264.

(2) For disallowance of deduction for interest relating to tax-.
exempt income, see section 265 (2),

(3) For disallowance of deduction for carrying charges charge-
able to capital account, see section 266.

(4) For disallowance of interest with respect to transactions
between related taxpayers, see section 267.

§ 1.163-1 InrErEsT DEpUCTION IN GENERAL—(a) Except as other-
wise provided in sections 264-267, inclusive, interest paid or accrued
within the taxable year on indebtedness shall be allowed as a deduc-
tion in computing taxable income.

(b) Interest paid by the taxpayer on a mortgage upon real estate
of which he is the legal or equitable owner, even though the taxpayer
is not directly liable upon the bond or note secured by such mortgage,
may be deducted as interest on his indebtedness. Payments of Mary-
land or Pennsylvania ground rents are deductible as interest if the
ground rent is redeemable, but are treated as rent if the ground rent
1s irredeemable and in such case are deductible only to the extent they
constitute a proper business expense.

(c¢) Interest calculated for costkeeping or other purposes on account
of capital or surplus invested in the business which does not represent
a charge arising under an interest-bearing obligation, is not an allow-
able deduction from gross income. Interest paid by a corporation
on scrip dividends is an allowable deduction. So-called interest on
preferred stock, which is in reality a dividend thereon, cannot be
deducted in computing taxable income. (See, however, section 583.)
In the case of banks and loan or trust companies, interest paid within
the year on deposits, such as interest paid on moneys received for
investment and secured by interest-bearing certificates of indebtedness
issued by such bank or loan or trust company, may be deducted from

gross 1mmcome.

§1.163-2 IxsTALLMENT PUrcmases Waere InTErEsT CHARGE Is
Nor SEPARATELY STATED.—(2) /7 general.—Whenever there is a con-
tract for the purchase of personal property providing for payment of
part or all of the purchase price in installments and there is a sep-
arately stated carrying charge (including a finance charge, service
charge, and the like) but the actual interest charge cannot be ascer-
tained, a portion of the payments made during the taxable year under
the contract shall be treated as interest and is deductible under section
163 and this section. Section 163(b) contains a formula, described
in paragraph (b) of this section, in accordance with which the amount
of interest deductible in the taxable year must be computed. This
formula is designed to operate automatically in the case of any install-
ment purchase, without regard to whether payments under the con-
tract are made when due or are in default. For applicable limitations
when an obligation to pay is terminated, see paragraph (c) of this

section.
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(b) Computation—The portion of any such payments to be treated
as interest shall be equal to 6 percent of the average unpaid balance
under the contract during the taxable year. For purposes of this com-
putation, the average unpaid balance under the contract is the sum
of the unpaid balance outstanding on the first day of each month
beginning during the taxable year, divided by 12. )

(¢) Limitations—The amount treated as interest under section
163(b) and this section for any taxable year shall not exceed the
amount of the payments made under the contract during the taxable
year nor the aggregate carrying charges properly attributable to each
contract for such taxable year. In computing the amount to be treated
as interest if the obligation to pay is terminated ac. for example, in the
case of a repossession of the property, the unpaid balance on the first
day of the month during which the obligation is terminated shall be
Zero.

(d) 77ustrations—The provisions of this section may be illustrated
by the following examples:

Exzample (1). On January 20, 1955, A purchased a television set
for $400, including a stated carrying charge of $25. The down pay-
ment was $50, and the balance was paid in 14 monthly installments of
$25 each, on the 20th day of each month commencing with February.
Assuming that A is a cash method, calendar year taxpayer and that
no other installment purchases were made, the amount to be treated
as interest in 1955 is $12.38, computed as follows:

YEAR 1955 Unpeid balance

First day of outstanding
January __ ——— $0
February - - e 350
March 325
April - — 300
May___ 275
June __ 250
July ———— 225
Aungust o e 200
September - — 175
October_ . —_—— - 150
November e 125
December - _— — 100
$2, 475

Sum of unpaid balances $2,475+12=8206.25;
6% thereof=§12.38
Example (2). On November 20, 1955, B purchased a furniture set

for $1,250, including a stated carrying charge of $48. The down pay-
ment was $50 and the balance was payable in 12 monthly installments
of $100 each, on the first day of each month commencing with De-
cember 1955. Assume that B is a cash method, calendar year taxpayer
and that no other installment purchases were made. Assume further
that B made the first payment when due, but made only one other
payment on June 1, 1956. The amount to be treated as interest in
1955 is $4, and the amount to be treated as interest in 1956 is $33,
computed as follows:
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First day of YEAR 1955 Uﬁﬁ?ﬁfaﬁ?fiﬁce
December e $1200
Sum of unpaid balances $1200-+-12=$100

G% thereof=$6
Carrying charges attributable to 1055=§4
. YEAR 1956 Unpaid balance
First day of outstanding
January e ——— e $1100
February —— —— —— —— 1000
March.__. e e —_— - 900
April _— - - 800
Y U 700
June ——— —— e e e e 600
July_. et e e o e e e e 500
August e e et o o o e et e 400
September _ — — - 300
October —— 200
November _— — - . 100
$6600

Sum of unpaid balances $6600+12=8§550
6% thereof=§33
Carrying charges attributable to 1956=844 ($4X11)

Example (3). Assume the same facts as in example (2), except
that the furniture was repossessed and B’s obligation to pay terminated
as of July 15,1956. The amount to be treated as interest in 1955 is $4,
computed as in example (2) above. The amount to be treated as
interest in 1956 is $25.50, computed as follows:

YEAR 1958 Unpaid balance

First day of outstanding
January - - e e e $1100
February —_-_ —— I 10006
March__ —— 900
April __________ e 800
May T00
June - - 600
July-November __ —_— - - -0-
$5100

Sum of unpaid balances $5100--12=§425
6% thereof=$25.50
Carrying charges attributable to 1956=§44 ($4X11)

(e) Effective date.—The provisions of section 163 are effective for
taxable years beginning after December 31, 1953, and ending after
August 16,1954 The rule provided in section 163 (b) and this section
applies to payments made during such taxable years regardless of
when the contract of sale was made.

Russern C. HARRINGTON,
Commissioner of Internal Revenue.

Approved January 17,1957,

Dax TuroOP SMITH,
Deputy to Secretary of the Treasury.

(Filed by the Division of the Federal Register ¢n January 23, 1957, at 8: 48 a. m.,
and published in the issue of the Federal Register for January 24, 1957, 22
F. k. 473.)
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26 CFR 1.163-1: Interest deduction Rev. Rul. 57-198
in general.

(Also Part 11, Section 23(b) ; Regulations 118,
Section 39.23(b)-1.)

Revenue Ruling 55-12, C. B. 1955-1, 259, which amplified Revenue
Ruling 168, C. B. 1953-2, 19, holds that a payment made for the
privilege of prepaying an indebtedness is not one which can be said
to be for the use of borrowed money, but is in the nature of a penalty
to gain release from a pre-existing contractual liability to make pay-
ments in the future, and therefore cannot be classified as a payment of
interest within the meaning of section 23(b) of the Internal Revenue
Code of 1939. 1In the case of General American Life Insurance Com-
pany v. Commissioner, 25 T. C. 1265, acquiescence, C. B. 1956-2, 5,
1t was held that penalty payments received from mortgagors who
prepaid their mortgage indebtedness constituted interest within the
meaning of section 201(c) (1) of the 1939 Code, relating to gross in-
come of life insurance companies. In view of this decision, 1t is now
held that penalty payments made by a ta:if)ayer to his mortgagee for
the privilege of prepaying his mortgage indebtedness are deductible as
iuterest under the provisions of section 163 of the Internal Revenue
Code of 1954 or section 23 (b) of the 1939 Code.

Revenue Ruling 55-12, C. B. 1955-1, 259, and Revenue Ruling 168,
C. B. 1953-2, 19, are revoked.

SECTION 166.—BAD DEBTS
Rev. Rul. 57210

The term “Government insured loans,” as used in Paragraph 4
of Mimeograph 6209, applies to all Government insured or guaran-
teed loans to the extent or percent insured or guaranteed.

Mortgage loans made by banks under Title IT of the National
Housing Act, as amended, known as Title II F. H. A. loans, are
considered to be 100 percent Government guaranteed loans for
the purposes of Paragraph 4, Mimeograph 6209.

Advice has been requested whether loans made by banks under
Title IT of the National Housing Act, 48 Stat. 1246, at page 1248, as
amended, 12 U. S. C. 1708, such loans known as Title IT F. H. A.
loans, are considered 100 percent Government insured loans for the
purposes of Paragraph 4 of Mimeograph 6209, C. B. 1947-2, 26.

Regulations of the Federal Housing Administration for mutual
mortgage insurance under section 203 of the National Housing Act,
supra, covering loans made by banks under Title IT of that Act, pro-
vide that upon default of payments by a mortgagor, the mortgagee at
his election has the right to receive the gunaranteed Government de-
bentures for the full amount of the unpaid mortgage principal fol-
lowing foreclosure and conveyance of the property to the Federal
Housing Commissioner, and that these debentures are accepted in
payment of premiums by the Federal Housing Administration, the
same as cash. A call was issued on March 31, 1954, by the Federal
Housing Administration for redemption on July 1, 1954, at par plus
accrued interest, of all of its callable debentures which includes Title
IT debentures.
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Accordingly, it is held that mortgage loans made by banks under
Title II of the National Housing Act, supra, as amended, known as
Title IT F. H. A. loans, ave considered to be 100 percent Government
guaranteed loans for the purposes of Paragraph 4, Mimeograph 6209,
supra.

Paragraph 4 of Mimeograph 6209, supra, provides that Govern-
ment insured loans should be eliminated from prior year accounts in
computing percentages of past losses and also from current year
loans in computing allowable deductions for additions to the re-
serve for bad debts. In applying these provisions it has been the
practice of the Service to consider that eliminations are required only
of Government insured or guaranteed loans which are 100 percent
insured or guaranteed and not of loans which are Government in-
sured or guaranteed to some extent but less than 100 percent.

Upon review, it is concluded that the term “Government insured
loans,” as used in Paragraph 4 of Mimeograph 6209, supra, should
not be construed to include only loans which are 100 percent Govern-
ment insured or guaranteed. In its ordinarily understood sense and
definition, the term refers to any loans which are Government insured
or guaranteed, in whatever extent or percent. Hence, the elimina-
tions provided for in the Mimeograph of such loans should be made
accordingly, 4. e., in entirety if the loan is 100 percent Government
insured or guaranteed, 90 percent if the loan is 90 percent Govern-
ment insured or guaranteed, ete. Such application of these pro-
visions of the MiImeograph accords with the general purpose of
reserves for bad debts to which it relates.

With respect to returns filed for taxable years ended prior to the
date of the publication of this Revenue Ruling, where banks in com-
puting allowable deductions for additions to their bad debt reserves
did not eliminate certain Government insured loans because such
loans were not 100 percent insured or guaranteed, it will be the ad-
ministrative policy of the Revenue Service, under the authority of
section 7805 (b) of the Internal Revenue Code of 1954, not to disturb
such treatment.

SECTION 167.—DEPRECIATION
26 CFR 1.167(a)-1: Depreciation in general.

Circumstances under which depreciation adjustments will be made
even though accepted without change in a prior return. See Rev.
Proc. 57-18, page 748.

26 CFR 1.167(d)-1: Agreement as to the useful
life and rates of depreciation.

Information and instructions for agreements with respect to de-
preciation of property. See Rev. Proc. 57-10, page 735.
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SECTION 170.—CHARITABLE, ETC., CONTRIBUTIONS
AND GIFTS
Rev. Rul. 57-38

Contributions made to Committees organized to carry out the
“People-to-People Program” to acquaint people in foreign countries
with the United States’ objectives and principles, which Committees
are certified by the United States Information Agency to the Com-
missioner of Internal Revenue as engaged in advancing the Program,
and out-of-pocket expenses incurred by individuals in connection
with the formation of and in rendering volunteer services to such
Committees, constitute allowable deductions under section 170 of
the Internal Revenue Code of 1954 ag contributions made to or for
the use of the United States,

Advice has been requested with respect to the deductibility, for
Federal income tax purposes, of contributions to Committees organized
to carry out the “People-to-People Program,” and actual expenses
incurred by the members of the Committees in rendering volunteer
services to such Committees.

The TUnited States Information and Educational Exchange Act
of 1948, 62 Stat. 6, 22 USC 1431 et seq., was enacted for the purpose
of promoting a better understanding of the United States in other
countries, and of increasing mutual understanding between the people
of the United States and the people of other countries. Among the
means to be used in achieving these objectives are (1) an information
service to disseminate abroad information about the United States,
its people, and governmental policies affecting foreign affairs, and

(2) an educational exchange service to cooperate with other nations
in (a) the interchange of persons, knowledge, and skills, (b) the
rendering of technical and other services, and (c¢) the interchange of
developments in the field of education, the arts and sciences. The
Act provides that in carrying out the provisions of the Act it shall
be the duty of the Secretary of State to utilize the services and facilities
of private agencies through contractual arrangements or otherwise,
and that it is the intent of Congress that the Secretary shall encourage
participation in carrying out the purposes of the Act by the maximum
number of different private agencies in each field consistent with the
present or potential market for their services in each country. Effec-
tive August 1, 1953, the United States Information Agency was estab-
lished pursuant to the Reorganization Act of 1949, as amended, and
certain of the informational and educational functions formerly vested
in the Secretary of State by the above-mentioned act of 1948 were
transferred to this A gency.

Pursuant to the above provisions, there was recently initiated the
“People-to-People Program,” which was approved by the President
as an effective means of supplementing the direct activities of the
Government in accomplishing the purposes of the Information and
Educational Exchange Act. The Program will be organized around
Committees functioning in widely different fields. At the request
of the President, certain American citizens who are prominently
assoclated with various areas of industry, business, education, etc., will
act as chairman of the C'ommittees to carry out the Program in their
particular fields. The Committees will constitute private organiza-
tions functioning on their own initiative and responsibility to make
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the objectives and principles of the United States better understood
throughout the world. The United States Information Agency will
assist and advise the several Committees, pursuant to the functions
of that Agency.

The members of the Committees in rendering gratuitous services
incur expenses in connection with the organization of the Committees
and in carrying out their purposes.

Section 170 of the Internal Revenue Code of 1954 provides, in part,
for the allowance as a deduction in computing taxable income, within
the limitations prescribed, of contributions or gifts payment of which
is made within the taxable year to or for the use of the United States
for exclusively public purposes.

Tt is held that contributions made to such Committees, for use ex-
clusively in advancing the “People-to-People Program,”’ constitute
allowable deductions under section 170 of the Code, subject to the
limitations provided by that section, as contributions made for the
use of the United States. Such contributions may include out-of-
pocket expenses, including the entire amount expended for meals and
lodging while away from home, incurred by members of the Commit-
tees directly in connection with and solely attributable to the formation
of or the rendering of voluntary services to the Committees. The
allowance of deductions claimed will be subject to annual certification
by the United States Information Agency to the Commissioner of
Internal Revenue that the activities of the particular Committee in-
volved are exclusively in furtherance of the “People-to-People Pro-
gram,” and subject further to such verification as may be
deemed necessary. Such certification will not relieve the Committees
of the responsibility for maintaining adequate records of all receipts
and expenditures in order to substantiate deductions claimed.

As used herein the term “Committee” includes incorporated or unin-
corporated organizations.

Rev. Rul. 57-188

A club whose membership is composed of individuals who are mem-
bers of a domestic fraternal society operating under the lodge system
was formed for the purpose of giving donations to the relatives or
friends of deceased members to help defray the expenses incurred in
the sickness or death of such members. No dues are paid to the club
and the amount paid to the beneficiary is a voluntary contribution by
the members. Held, contributions made to the club for the purpose of
helping to defray sickness or burial expenses of a deceased member of
the club constitute contributions made to individuals and, as such, are
not deductible by the donors for Federal income tax purposes.

Rev. Rul. 57211

Payments made to a State hospital for the purpose of reimbursing
the State for the care of a person confined in the hospital do not con-
stitute contributions or gifts made to or for the use of a State for ex-
clusively public purposes within the meaning of section 170 of the
Internal Revenue Code of 1954. Accordingly, such payments are not
deductible as charitable contributions in computing taxable income for
Federal income tax purposes.
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SECTION 175—S0OIl. AND WATER CONSERVATION
EXPENDITURES

26 CFR 1.175: Statutory provisions: soil and T.D. 62351
water conservation expenditures.

TITLE 26—INTERNAL REVENUE, 1954.-—CHAPTER I, SUBCHAPTER A, PART 1.—
INCOME TAX; TAXABLE YEARS BEGINNING AFTER DECEMBER 31, 1953

Regulations prescribed under section 175 of the Internal Revenue
Code of 1954, relating to the deduction for soil and water conserva-
tion expenditures.

Drpart™MENT oF THE TREASURY,
Orrice oF COMMISSIONER OF INTERNAL REVENUE,
Washington 25, D. C.

To Officers and Employees of the Internal Revenue Service and Others
Concerned :

On June 29, 1956, notice of proposed rulemaking regarding the
regulations for taxable years beginning after December 31, 1953, and
ending after August 16, 1954, under section 175 of the Internal
Revenue Code of 1954 was published in the Federal Register (21 F. R.
4814). After consideration of all such relevent matter as was pre-
sented by interested persons regarding the rules proposed, the follow-
ing regulations are hereby adopted. Such regulations supersede
paragraph 6 of Treasury Decision 6118, approved December 30, 1954
(19 ¥. R. 9896 [C. B. 1955-1,698]; 26 CFR (1954), Parts 1 to 220
(1955 Rev.), par. 6, p. 25) :

TABLE OF CONTENTS

Sec.

1.175 Statutory provisions; soil and water conservation expenditures.
1.175-1 Soil and water conservation expenditures; in general.

1.175-2 Definition of soil and water conservation expenditures.

1.175-3 Definition of “the business of farming™.

1.175-4 Definition of “land used in farming”,

1.175-5 DPercentage limitation and carryover.

1.175-6 Adoption or change of method.

AvurHorITY : §§ 1.175 to 1.175-6, incl., issued under sec. 7805, 1. R. C. 1954
68A Stat, 917; 26 U. 8. C. 7805.

§ 1.175 StaTtUTory Provisions; SomL axp WATER CONSERVATION
ExXPENDITURES.

SEC, 175. SOIL AND WATER CONSERVATION EXPENDITURES.

(a) IF GENERAL—A taxpayer engaged in the business of farming may
treat expenditures dhich are paid or incurred by hi mduring the taxable
year for the purpose of soil or water conservation in respect of land used
in farming, or for the prevention of erosion of land used in farming, as
expenses which are not chargeable to capital account. The expenditures
so treated shall be allowed as a deduction.

(b) LimIrarroN.—The amount deductible under subsection (a) for any
taxable year shall not exceed 25 percent of the gross income derived from
farming during the taxable year. If for any taxable year the total of the
expenditures treated as expenses which are not chargeable to capital ac-
count exceeds 25 percent of the gross income derived from farming during
the taxable year, such excess shall be deductible for succeeding taxable
years in order of time; but the amount deductible under this section for
any one such succeeding year (including the expenditures actually paid

122 F. R, 3849,



99 [§ 175.

or incurred during the taxable year) shall not exceed 25 percent of the
gross income derived from farming during the taxable year.

(c) DEeriNITIONS.—FOr purposes of subsection (a)—

(1) The term “expenditures which are paid or incurred by him
during the taxable year for the purpose of soil or water conserva-
tion in respect of land used in farming, or for the prevention of
erosion of land used in farming” means expenditures paid or in-
curred for the treatment or moving of earth, including (but not
limited to) leveling, grading and terracing, contour furrowing, the
construction, conirol, and protection of diversion channels, drainage
ditches, earthen dams, watercourses, outlets, and ponds, the eradi-
cation of brush, and the planting of windbreaks. Such term does
not include—

(A) The purchase, construection, installation, or improve-
ment of structures, appliances, or facilities which are of a
character which is subject to the allowance for depreciation
provided in section 167, or
(B) Any amount paid or incurred which is allowable as a
deduction without regard to this section. ’
Notwithstanding the preceding sentences, such term also includes
any amount, not otherwise allowable as a deduction, paid or in-
curred to satisfy any part of an assessment levied by a soil or
water conservation or drainage district to defray expenditures
made by such distriet which, if paid or incurred by the taxpayer,
would without regard to this sentence constitute expenditures
deductible under this section.

(2) The term “land used in farming” means land used (before
or simultaneously with the expenditures described in paragraph
(1)) by the taxpayer or his tenant for the production of crops,
fruits, or other agricultural products or for the sustenance of live-
stock.

(d) WHEX METHOD MAY BE ADOPTED.—

(1) WITHOUT CONSENT.—A taxpayer may, without the consent of
the Secretary or his delegate, adopt the method provided in this
section for his first taxable year—

(A) Which begins after December 31, 1953, and ends after
the date on which this title is enacted, and

(B) For which expenditures described in subsection (a) are
paid or incurred.

(2) WITH CONSENT.—A taxpayer may, with the consent of the
Secretary or his delegate, adopt at any time the method provided
in this section.

(e) Score.—The method adopted under this section shall apply to
all expenditures described in subsection (a). The method adopted
shall be adhered to in computing taxable income for the taxable year
and for all subsequent taxable years unless, with the approval of the
Secretary or his delegate, a change to a different method is authorized
with respect to part or all of such expenditures.

§1.175-1 Som axp WaTer CONSERVATION EXPENDITURES; IN GEN-
ERaL.—Under section 175, a farmer may deduct his soil or water con-
servation expenditures which do not give rise to a deduction for
depreciation and which are not otherwise deductible. The amount of
the deduction is limited annually to 25 percent of the taxpayer’s gross
income from farming. Any excess may be carried over and deducted
in succeeding taxable years. As a general rule, once a farmer has
adopted this method of treating soil and water conservation expendi-
tures, he must deduct all such expenditures (subject to the 25-percent
limitation) for the current and subsequent taxable years. If a farmer
does not adopt this method, such expenditures increase the basis of
the property to which they relate.

§ 1.175-2 DEFINITION OF Soir, axp Water ConNsErvaTION EXPENDI-
tores.—(a) Expenditures treated as a deduction.—(1) The method
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described in section 175 applies to expenditures paid or incurred for
the purpose of soil or water conservation in respect of land used in
farming or for the prevention of erosion of land used in farming, but
only if such expenditures are made in the furtherance of the business
of farming. More specifically, a farmer may deduct expenditures
made for these purposes which are for (i) the treatment or moving of
earth, (i1) the construction, control, and protection of diversion chan-
nels, drainage ditches, irrigation ditches, earthen dams, watercourses,
outlets, and ponds, (ili) the eradication of brush, and (iv) the plant-
ing of windbreaks. Expenditures for the treatment or moving of
earth include but are not limited to expenditures for leveling, condi-
tioning, grading, terracing, contour furrowing, and restoration of
soil fertility.

(2) The following are examples of soil and water conservation:
.(i) Construction terraces, or the like, to detain or control the flow
of water, to check soil erosion on sloping land, to intercept run-off,
and to divert excess water to protected outlets; (ii) Constructing
water detention or sediment retention dams to prevent or fill gullies,
to retard or reduce run-off of water, or to collect stock water; and (iii)
Constructing earthen floodways, levies, or dikes, to prevent flood
damage to farmland.

(b) Ewxpenditures not subject to section 175 treatment— (1) The
method described in section 175 applies only to expenditures for non-
depreciable items. Accordingly, a taxpayer may not deduct expendi-
tures for the purchase, construction, installation, or improvement of
structures, appliances, or facilities subject to the allowance for
depreciation. Thus, the method does not apply to depreciable non-
earthen items such as those made of masonry or concrete (see section
167). TFor example, expenditures in respect of depreciable property
include those for materials, supplies, wages, fuel, hauling, and dirt
moving for making structures such as tanks, reservoirs, pipes, con-
duits, canals, dams, wells, or pumps composed of masonry, concrete,
tile, metal, or wood. Similarly, the method is not applicable to
expenditures for fertilizer effective substantially longer than one year,
since such expenditures are also depreciable. However, the method
applies to expenditures for earthen items which are not subject to a
depreciation allowance. For example, expenditures for earthen
terraces and dams which are nondepreciable are deductible under
section 175.

(2) The method does not apply to expenses deductible apart from
section 175. Adoption of the method 1s not necessary in order to
deduct such expenses in full without limitation. Thus, the method
does not apply to interest (deductible under section 163), nor to taxes
(deductible under section 164). It does not apply to expenses for the
repair of completed soil or water conservation structures, such as costs
of annual removal of sediment from a drainage ditch. It does not
apply to expenditures paid or incurred primarily to produce an agri-
cultural erop even though they incidentally conserve soil. Thus, the
cost of fertilizer (the effectiveness of which does not last beyond one
year) used to produce hay is deductible without adoption of the
method described in section 175 . However, the method would apply
to expenses incurred to produce vegetation primarily to conserve soil
or water or to prevent erosion. Thus, for example, the method would
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apply to such expenditures as the cost of dirt moving, lime, fertilizer,
seed and planting stock used in gully stabilization, or in stabilizing
severely eroded areas, in order to obtain a soil binding stand of vegata-
tion on raw or infertile land.

() Assessments.—The method applies also to that part of assess-
ments levied by a soil or water conservation or drainage district to
reimburse it for its expenditures which, if actually paid or incurred
during the taxable year by the taxpayer directly, would be deductible
under section 175. Depending upon the farmer’s method of account-
ing, the time when the farmer pays or incurs the assessment, and not
the time when the expenditures are paid or incurred by the district,
controls the time the deduction must be taken. The provisions of this
paragraph may be illustrated by the following example:

Exrample. In 1955 a soil and water conservation district levies an
assessment of $700 upon a farmer on the cash method of accounting.
The assessment is to reimburse the district for its expenditures in
1954. The farmer’s share of such expenditures is as follows: $400 for
digging drainage ditches for soil conservation and $300 for assets
subject to the allowance for depreciation. If the farmer pays the
assessment in 1955 and has adopted the method of treating expendi-
tures for soil or water conservation as current expenses under section
175, he may deduct in 1955 the $400 attributable to the digging of
drainage ditches as a soil conservation expenditure subject to the
25-percent limitation.

1.175-83 DerixitioNn or “THE Brsivess or Farming”.—The
method described in section 175 is available only to a taxpayer engaged
in “the business of farming”. A taxpayer is engaged in the business of
farming if he cultivates, operates, or manages a farm for gain or profit,
either as owner or tenant. For the purpose of section 175, a taxpayer
who receives a rental (either in cash or in kind) which is based upon
farm production is engaged in the business of farming. However, a
taxpayer who receives a fixed rental (without reference to production)
is engaged in the business of farming only if he participates to a
material extent in the operation or management of the farm. A tax-
payer engaged in forestry or the growing of timber is not thereby
engaged in the business of farming. A person cultivating or operating
a farm' for recreation or pleasure rather than a profit i1s not enaged
in the business of farming. For the purpose of this section, the term
“farm” is used in its ordinary, accepted sense and includes stock, dairy,
poultry, fruit, and truck farms, and also plantations, ranches, ranges,
and orchards. A taxpayer is engaged in “the business of farming”
if he is a member of a partnership engaged in the business of farming.
See § 1.702-1 (a) (8) (1) and (e) (1) (1v).

§ 1.175-4 Derinttion or “Laxp Usep 18 Farming”.—(a) For the
purpose of section 175, the term “land used in farming” means land
which is used in the business of farming and which meets both of the
following requirements: . )

(1) The land must be used for the production of crops, fruits, or
other agricultural products or for the sustenance of livestock. The
term “livestock” includes cattle, hogs, horses, mules, donkeys, sheep,
goats, captive fur-bearing animals, chickens, turkeys, pigeons, and
other poultry. It does not include fish, frogs, reptiles, and the like.

434737°—58——8
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Land used for the substenance of livestock includes land used for
grazing such livestock. ]

(2) The land must be or have been so used either by the taxpayer
or his tenant at some time before, or at the same time as, the taxpayer
makes the expenditures for soil or water conservation or for the pre-
vention of the erosion of land. The taxpayer will be considered to
have used the land in farming before making such expenditures if he
or his tenant has employed the land in a farming use in the past. If
the expenditures are made by the taxpayer in respect of land newly
acquired from one who immediately prior to the acquisition was using
it in farming, the taxpayer will be considered to be using the land in
farming at the time that such expenditures are made, if the use which
is made by the taxpayer of the land from the time of its acquisition by
him is substantially a continuation of the use which was made of the
land immediately prior to its acquisition. On the other hand, if the
land is being initially prepared by the taxpayer in order to make it
suitable for a particular farming use other than the one to which the
land was devoted prior to its acquisition by the taxpayer, such land is
not considered to be “land used in farming” at the time of its
preparation.

(b) The provisions of paragraph (a) of this section may be illus-
trated by the following examples:

Example (1). A purchases an operating farm from B in the
autumn after B has harvested his crops. At the time of such purchase
the land is suitable for A’s particular farming use without the neces-
sity of making initial preparatory expenditures. Prior to spring
plowing and planting when the land is idle because of the season, A
makes certain soil and water conservation expenditures on this farm.
At the time such expenditures are made the land is considered tc be
used by A in farming, and A may deduct such expenditures under
section 175, subject to the other requisite conditions of such section.

Ewvample (2). C acquires uncultivated land which he intends to
develop for farming. Prior to putting this land into production it is
necessary for C to clear brush, construct earthen terraces and ponds,
and make other soil and water conservation expenditures. The land
is not wsed in farming at the same time that such expenditures are
rrilrade. Therefore, C may not deduct such expenditures under section
175.

Ezample (3). D acquires several tracts of land from persons who
had used such land for grazing cattle. D intends to use the land for
a citrus grove. In order to make the land suitable for this use, D
constructs earthen terraces, builds drainage ditches and irrigation
ditches, extensively treats the soil, and makes other soil and water
conservation expenditures. The land is not used in farming by D at
the time he makes such expenditures, but is being initially prepared
for use as a citrus grove. Therefore, D may not deduct such expendi-
tures under section 175.

§1.175-5  PeroENTAGE LimiratioN anNp Carrvover—(a) The
limitation.—(1) General rule.—The amount of soil and water con-
servation expenditures which the taxpayer may deduct under section

175 in any one taxable year is limited to 25 percent of his “gross
income from farming.”
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(2) Definition of “gross income from farming”.—For the purpose
of section 175, the term “gross income from farming” means the
gross 1ncome of the taxpayer, derived in “the business of farming”
as defined in § 1.175-3, from the production of crops, fruits, or other
agricultural products or from livestock (including livestock held for
draft, breeding, or dairy purposes). It includes such income from
land used in farming other than that upon which expenditures are
made for soil or water conservation or for the prevention of erosion
of land. It does not include gains from sales of assets such as farm
machinery or gains from the disposition of land. A taxpayer shall
compute his “gross income from farming” in accordance with his
accounting method used in determining gross income. (See the regu-
lations under section 61 relating to accounting methods used by farm-
ers in determining gross income.) The provisions of this subpara-
graph may be illustrated by the following example:

Erample. A, who uses the cash receipts and disbursements method
of accounting, includes in his “gross income from farming” for pur-
poses of determining the 25-percent limitation the following items:

Proceeds from sale of his 1955 yield of corn. $10, 000
Gain from disposition of old breeding cows replaced by younger cows—_—-- 500
Total gross income from farming_.._. 10, 500

A must exclude from “gross income from farming” the follow-
ing items which are included in his gross income:

Gain from sale of tractor___ - $100
Gain from sale of 40 acres of taxpayer’s farm _— 8, 000
Interest on loan to neighboring farmer. —— 100

(8) Deduction qualifies for net operating loss deduction.—Any
amount allowed as a deduction under section 175, either for the year
in which the expenditure is paid or incurred or for the year to which
it is carried, is taken into account in computing a net operating loss
for such taxable year. If a deduction for soil or water conservation
expenditures has been taken into account in computing a net operating
loss carryback or carryover, it shall not be considered a soil or water
conservation expenditure for.the year to which the loss is carried, and,
therefore, is not subject to the 25-percent limitation for that year.
The provisions of this subparagraph may be illustrated by the follow-
ing example: )

Example. Assume that in 1956 A has gross income from farming
of $4,000, soil and water conservation expenditures of $1,600, and
deductible farm expenses of $3,500. Of the soil and water conserva-
tion expenditures, $1,000 is deductible in 1956. The $600 in excess of
25 percent of A’s gross income from farming is carried over into 1957.
Assuming that A has no other income, his deductions of $4,500
($1,000 plus $3,500) exceed his gross income of $4,000 by $500. This
$500 will constitute a net operating loss which he must carry back

,two years and carry forward five years, until it has offset $500 of tax-
able income. No part of this $500 net operating loss carryback or
carryover will be taken into account in determining the amount of
soil and water conservation expenditures in the years to which it 1s

carried.
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(b) Carryover of expenditures in excess of deduction.—The deduc-
tion for soil and water conservation expenditures in any one taxable
year is limited to 25 percent of the taxpayer’s gross income from farm-
ing. The taxpayer may carry over the excess of such expenditures
over 25 percent of his gross income from farming into his next tax-
able year, and, if not deductible in that year, into the next year, and
so on without limit as to time. In determining the deductible amount
of such expenditures for any taxable year, the actual expenditures
of that year shall be added to any such expenditures carried over from
prior years, before applying the 25-percent limitation. Any such
expenditures in excess of the deductible amount may be carried over
during the taxpayer’s entire existence. For this purpose in a farm
partnership, since the 25-percent limitation is applied to each partner,
not the partnership, the carryover may be carried forward during the
life of the partner. The provisions of this paragraph may be illus-
trated by the following example:

Example. Assume the expenditures and income shown in the fol-

lowing table:

Deductible soil and
water conservation

expenditures
Paid or Carried 259, of
incurred forward gross Excess
during  from prior income to be
tazable year from carried
Year year Totey Jarming Jorward
10564 .. $900 None $900 $800 $100
1955 .. 1, 000 100 1,100 900 200
1966 o peea- None 200 200 1,000 None

The deduction for 1954 is limited to $800. The remainder, $100
($900 minus $800), not being deductible for 1954, is a carryover to
1955. For 1955, accordingly, the total of the expenditures to be taken
into account is $1,100 (the $100 carryover and the $1,000 actually paid
in that year). The deduction for 1955 is limited to $900, and the re-
mainder of the $1,100 total, or $200, is a carryover to 1956. The
deduction for 1956 consists solely of this carryover of $200. Since the
total expenditures, actual and carried over, for 1956 are less than 25
per%ent of gross Income from farming, there is no carryover into
1957.

§ 1.176-6 AporrioNn or CHaNeE or METHOD.—(a) Adoption with-
out consent.—A taxpayer may, without consent, adopt the method of
treating expenditures for soil or water conservation as expenses for
the first taxable year:

(1) Which begins after December 81, 1953, and ends after
August 16, 1954, and

(2) For which soil or water conservation expenditures de-
seribed in section 175 (a) are paid or incurred.

Such adoption shall be made by claiming the deduction on his in-
come tax return. For a taxable year ending prior to the adoption of
regulations under this section, the adoption of the method described
in section 175 shall be made by claiming the deduction on such return
for that year, or by claiming the deduction on an amended return
filed for that year within 90 days after the date of publication (fol-
lowing adoption) of such regulations in the Federal Register.
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(b) Adoption with consent.—A taxpayer may adopt the method of
treating soil and water conservation expenditures as provided by see-
ton 175 for any taxable year to which the section is applicable if
consent is obtained from the district director for the district in which
the taxpayer’s return is required to be filed.

(¢) Change of method.—A taxpayer who has adopted the method
of treating expenditures for soil or water conservation, as provided
by section 175, may change from this method and capitalize such ex-
penditures made after the effective date of the change, if he obtains
the consent of the district director for the district in which his return
is required to be filed.

(d) Request for consent to adopt or change method.—Where the
consent of the district director is required under paragraph (b) or
(¢) of this section, the request for his consent shall be in writing,
signed by the taxpayer or his authorized representative, and shall be
filed not later than the date prescribed by law for filing the income
tax return for the first taxable year to which the adoption of, or
change of, method is to apply, or not later than 90 days after the date
of publication in the Federal Register of the regulations under section
175 following their adoption, whichever is later. The request shall—

(1) Set forth the name and address of the taxpayer;

(2) Designate the first taxable year to which the method or change
of method is to apply;

(3) State whether the method or change of method is intended to
apply to all expenditures within the permissible scope of section 175,
or only to a particular project or farm and, if the latter, include such
information as will identify the project or farm as to which the
method or change of method is to apply;

(4) Set forth the amount of all soil and water conservation ex-
penditures paid or incurred during the first taxable year for which
the method or change of method is to apply; and

(5) State that the taxpayer will make an accounting segregation in
his books and records of the expenditures to which the election
relates.

(e) Scope of method.—Except with the consent of the district
director as provided in paragraph (b) or (¢) of this section, the tax-
payer’s method of treating soil and water conservation expenditures
described 1n section 175 shall apply to all such expenditures for the
taxable year of adoption and all subsequent taxable years. Although
a taxpayer may have elected to deduct soil and water conservation
expenditures, he may request an authorization to capitalize his soil
and water conservation expenditures attributable to a special project
or single farm. Similarly, a taxpayer who has not elected to deduct
such expenditures may request an authorization to deduct his soil and
water conservation expenditures attributable to a special project or
single farm. The authorization with respect to the special project or
single farm will not affect the method adopted with respect to the
taxpayer’s regularly incurred soil and water conservation expendi-
tures. No adoption of, or change of, the method under section 175
will be permitted as to expenditures actually paid or incurred before
the taxable year to which the method or change of method is to apply.
Thus, if a taxpayer adopts such method for 1956, he cannot deduct
any part of such expenditures which he capitalized, or should have
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capitalized, in 1955. Likewise, if a taxpayer who has adopted such
method has nn unused carryover of such expenditures in excess of the
95-percent limitation, and is granted consent to capitalize soil and
water conservation expenditures beginning in 1956, he cannot capital-
ize any part of the unused carryover. The excess expenditures
carried over continue to be deductible to the extent of 25 percent of
the taxpayer’s gross income from farming. No adjustment to the
basis of land shall be made under section 1016 for expenditures to
which the method under section 175 applies. For example, A has an
unused carryover of soil and water conservation expenditures amount-
ing to $5,000 as of December 31,1956. On January 1, 1957, A sells his
farm and goes out of the business of farming. The unused carryover
of $5,000 cannot be added to the basis of the farm for purposes of
determining gain or loss on its sale. In 1959, A purchases another
farm and resumes the business of farming. In such year, A may
deduct the amount of the unused carryover to the extent of 25 percent
of his gross income from farming and may carry over any excess to
subsequent years.
Russern C. HarrINGTON,
Commissioner of Internal Revenue.
Approved May 28, 1957.

Dax Tuaroor SMITH,
Deputy to the Secretory.

(Filed by the Division of the Federal Register on May 31, 1957, 8:49 a. m., and
published in the issue of the Federal Register for June 1, 1957, 22 F. R. 3849.)

PART VII.—ADDITIONAL ITEMIZED DEDUCTIONS FOR INDIVIDUALS

SECTION 213—MEDICAL, DENTAL, ETC., EXPENSES

Amounts expended for health-restoring exercises at a resort hotel
or athletic club. See Rev. Rul. 57-130, page 108.

SECTION 215—ALIMONY, ETC., PAYMENTS
(Also Section 71.) Rev. Rul. 57-113

The existence of a Mexican divorce decree prior to a decree
awarding alimony pendente lite in a state which does not recognize
the validity of the Mexican divorce does not preclude the deducti-
bility under section 215 of the Internal Revenue Code of 1954 of
alimony payments pursuant to the state decree.

Advice has been requested whether a husband may deduct for
Federal income tax purposes monthly payments to his wife pursuant
to a decree awarding alimony pendente lite by the state where his wife
resides if he previously was granted a divorce which that state did
not recognize.

In May 1954, the husband applied for and was granted a divorce in
Mexico. In August of the same year, he remarried. Immediately
thereafter, his former wife instituted an action under the law of the
state in which she resided contesting the validity of the Mexican
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divorce and asking for a legal separation from the husband and an
allowance for her support pending the outcome of the litigation. The
court granted the wife's motion for an allowance pendente lite in
December 1954, and the husband agreed to make the monthly pay-
ments for support to the wife pending the outecome of the litigation.

Section 71(a) (3) of the Internal Revenue Code of 1954 provides in
part as follows:

If a wife is separated frem her husband, the wife’s gross income includes
periodic payments * * * preceived by her * * * from her husband under a decree
entered after March 1, 1954, requiring the husband to make the payments for her
support or maintenance, Thig paragraph shall not apply if the husband and
wife make a single return jointly.

Section 215 of the Code provides that in the case of a husband
described in section 71, there shall be allowed as a deduction amounts
includible under section 71 in the gross ncome of his wife, payment of
which is made within the husband’s taxable year.

In G. C. M. 25250, C. B. 1947-2, 32, payments made under an agree-
ment incident to a Mexican decree, which is not recognized in many
American jurisdictions were held deductible. Payments made in good
faith incident to a Mexican decree or other decree the validity of which
has been questioned, are generally includible in the wife’s gross income
under section 71 and deductible by the husband under section 215 of
the Code. This does not mean that the payments under a later decree
which does not recognize the earlier decree are not to be similarly
treated. The position taken by the Service in G. C. M. 25250, supra,
was not intended to recognize the Mexican decree over subsequent
decrees in other jurisdictions.

Accordingly, it is held that the existence of a Mexican divorce
decree prior to a decree granted in a state which does not recognize
the validity of the Mexican divorce does not preclude the deductibility
under section 215 of the Internal Revenue Code of 1954 of the pendente
lite payments made pursuant to the state decree.

Premiums on life insurance paid by husband for the benefit of
divorced wife. See Rev. Rul. 57-125, page 27.

PART VIIL—SPECIAL DEDUCTIONS FOR CORPORATIONS

SECTION 247.—DIVIDEXNDS PAID ON CERTAIN
PREFERRED STOCK OF PUBLIC UTILITIES

26 CFR 1.247-1: Deduction for dividends paid
on preferred stock of public utilities.

Deduction in respect of dividends paid on public utility preferred
stock issued on or after October 1, 1942, to replace preferred stock
issued by another corporation not a “public utility” at the time of
such replacement. See Rev. Rul. 5745, page 509.
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PART IX.—ITEMS NOT DEDUCTIBLE

SECTION 262—PERSONAL, LIVING, AND FAMILY
EXPENSES

(Also Sections 162, 213.) Rev. Rul. 57-130

Where an employer pays the expenses of one of its executives
incurred in connection with securing the benefits of the recondition-
ing program offered by a resort hotel which specializes in recon-
ditioning and health restoring services, such expenditures generally
constitute additional compensation to the executive, and he is re-
quired to include the amount thereof in gross income for Federal
income tax purposes. HRxpenditures which are compensatory in
nature are deductible by an employer under section 162 of the Cede
provided the total amount expended, plus other compensation paid
to the executive, is no more than reasonable compensation for per-
sonal services actually rendered by him.

In the case of an indivdual taxpayer making such payments on his
own behalf, the cost of a vacation, even though for reconditioning
and health-restoring purposes (4. e., rehabilitation), is not deductible
in computing taxable income for Federal income tax purposes under
any provision of the Code. Such expenses constitute personal ex-
penses the deduction of which is prohibited by section 262 of the
Code.

Advice has been requested with respect to the tax treatment of
amounts expended by an executive, or an employer on behalf of an
executive, who avails himself of reconditioning and health-restoring
services afforded by certain resort hotels and athletic clubs.

Advertisements have appeared in magazines and newspapers de-
scribing a tax-deductible, executive rehabilitation plan which certain
hotels have instituted to assist an individual in keeping fit.

Section 213 (e) (1) of the Internal Revenue Code of 1954 provides,
in part, that the term “medical care” means amounts paid—

(A) for the diagnosis, cure, mitigation, treatment, or prevention of disease,
or for the purpose of affecting. any structure or function of the body * * *,

The cost of vacations, health institute fees, or athletic club expenses
incurred by an individual to assist in keeping fit are not deductible
by him as a medical expense, even though such activities may be
beneficial to his general health. See Revenue Ruling 55-261, C. B.
1955-1, 307, especially illustration 9, at page 310.

Section 162 of the Code provides for the deduction, in computing
taxable incomne, of 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, and traveling expenses (including
the entire amount expended for meals and lodging) while away from
home in the pursuit of a trade or business. )

Where an employer pays the expenses of one of its executives in-
curred In connection with securing the benefits of the reconditioning
program offered by a resort of the type mentioned above, such ex-
penditures generally constitute additional compensation to the execu-
tive and he 1s required to include the amount thereof in gross income
for Federal income tax purposes. Expenditures which are com-
pensatory in nature are deductible by an employer under section
162 of the Code, provided the total amount expended, plus other com-
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pensation paid to the executive, is no more than reasonable compensa-
tion for personal services actually rendered by him.

In the case of an individual taxpayer making such payments on his
own behalf, the cost of a vacation, even though for reconditioning and
health-restoring purposes (7. e., rehabilitation), is not deduectible in
computing taxable income for Federal income tax purposes under any

rovision of the Code. Such expenses constitute personal expenses the
eduction of which is prohibited by section 262 of the Code.

Cost and maintenance of work clothing of a painter which is pre-
scribed by the Painter’s local union. See Rev. Rul. 57-143, page 89.

SECTION 263.—CAPITAL EXPENDITURES
Rev. Rul. 57-30

A taxpayer maintains a slip and dock which are used by ships deliv-
ering materials used in connection with the conduct of his business. At
the time of its construction, the sides were riprapped, but operations
subsequently have disclosed that due to the propeller action of the
ships using the slip the riprap does not stay in place, thus requiring
the taxpayer to incur substantial annual expenditures for maintain-
ing the dock in a fully usable condition. In order to remedy the situa-
tion and to virtually eliminate the annual maintenance costs, the
taxpayer had the slip on the dock side sheet-piled. The cost of the
sheet piling was approximately three times the amount previously
expended annually for maintenance. The sheet piling will be a per-
manent improvement to the dock, the useful benefits from which will
extend beyond the taxable year. Held, the expenditure for sheet
piling the slip constitutes a capital investment, within the meaning of
section 263 (a) (1) of the Internal Revenue Code of 1954, which is
recoverable, for Federal income tax purposes, through annual depre-
ciation deductions over the useful life thereof, irrespective of the ulti-
mate saving to be effected otherwise in the maintenance.

SECTION 264.—CERTAIN AMOUNTS PAID IN CONNECTION
WITH INSURANCE CONTRACTS

26 CFR 1.264: Statutory provisions: items T.D. 6228 *
not deductible; certain amounts paid in
connection with insurance contracts.

TITLE 26—~INTERNAL REVENUE, 1954, —CHAPTER 1, SUBCHAPTER A, PART 1.—
INCOME TAX; TAXABLE YEARS BEGINNING AUTER DECEMBER 31, 1953

Regulations under section 264 of the Internal Revenue Code
of 1954.

1 The publication of this Treasury Decigion in 22 F. R, 2710, dated April 18, _1957. con-
tains (1) instructions for modifying the notice of proposed rulemaking published in 21 F. R.
4897, dated June 3¢, 19306, aud (2) the full context of the regulations with sueh modifica-
tions. As here published, the Treasury Decision refleets the full context of such regula-
tions, with modifications. The individual instructions have been omitted.
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DepartMENT OF THE TREASURY,
Orrice or CoMMISSIONER OF INTERNAL REVENUE,
Washington 25, D. O.

To Offficers and Employees of the Internal Revenue Service and Others
Concerned :

On June 30, 1956, notice of proposed rulemaking regarding the
regulations for taxable years beginning after December 31, 1953, and
ending after August 16, 1954, except as otherwise provided, under
section 264 of the Internal Revenue Code of 1954 was published in the
Federal Register (21 F. R. 4872). After consideration of a}l such
relevant matter as was presented by interested persons regar_dlng the
rules proposed, the regulations as so published have been modified and
are hereby adopted as set forth below:

AUTHORITY: §§ 1.264 to 1.264-3, incl., issued under sec. 7805, I. R. C. 1954;
68A Stat. 917; 26 U.8.C. TR05.

§1.264 Srarurory Provisions; Items Nor DepucotiBLe; CERTAIN
Awmounts Pam ix ConNecTioN WrTH INsUrRANCE CONTRACTS.

SEC. 264. CERTAIN AMOUNTS PAID IN CONNECTION WITH
INSURANCE CONTRACTS.

(a) GENERAL RULE.—No deduction shall be allowed for—

(1) Premiums paid on any life insurance policy covering the life
of any officer or employee, or of any person financially interested in
any trade or business carried on by the taxpayer, when the taxpayer
is directly or indirectly a beneficiary under such policy.

(2) Any amount paid or accrued on indebtedness incurred or
continued to purchase or carry a single premium life insurance,
endowment, or annuity contract.

Paragraph (2) shall apply in respect of annuity contracts only as to con-
tracts purchased after March 1, 1954,

(b) ContTrRaCTS TREATED AS SINGLE PREMIUM CONTRACTS.—For pur-
poses of subsection (a)(2), a contract shall be treated as a single
premium contract—

(1) If substantially all the premiums on the contract are paid
within a period of 4 years from the date on which the contract is
purchased, or

(2) If an amount is deposited after March 1, 1954, with the in-
surer for payment of a substantial number of future premiums on
the contract.

§1.264-1 Premiums oN Lire INsurancE TaAREN OuUT 1N A TRADE OR
Business. (a) When premiums are not deductible.—Premiums paid
by a taxpayer on a life insurance policy are not deductible from the
taxpayer’s gross income, even though they would otherwise be de-
ductible as trade or business expenses, if they are paid on a life in-
surance policy covering the life of any officer or employee of the
taxpayer, or any person (including the taxpayer) who is financially
interested in any trade or business carried on by the taxpayer, when
the taxpayer is directly or indirectly a beneficiary of the policy. For
additional provisions relating to the nondeductibility of premiums
paid on life insurance policies (whether under section 162 or any other
section of the Internal Revenue Code), see section 262, relating to per-
sonal, living, and family expenses, and section 265, rel ating to expenses
allocable to tax-exempt income.

(b) When tazpayer is o beneficiary.—If a taxpayer takes out a
policy for the purpose of protecting himself from loss in the event of
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the death of the insured, the taxpayer is considered a beneficiary di-
rectly or indirectly under the policy. However, if the taxpayer is not
a_beneficiary under the policy, the premiums so paid will not be dis-
allowed as deductions merely because the taxpayer may derive a
benefit from the increased efficiency of the officer or employee insured.
See section 162 and the regulations thereunder. A taxpayer is con-
sidered a beneficiary under a policy where, for example, he, as a prin-
cipal member of a partnership, takes out an insurance policy on his own
life irrevocably designating his partner as the sole beneficiary in order
to induce his partner to retain his investment in the partnership.
Whether or not the taxpayer is a beneficiary under a policy, the pro-
ceeds of the policy paid by reason of the death of the insured may be
excluded from gross income whether the beneficiary is an individual or
a corporation, except in the case of (1) certain transferees, as provided
in section 101(a) (2); (2) portions of amounts of life insurance pro-
ceeds received at a date later than death under the provisions of section
101(d) ; and (3) life insurance policy proceeds which are includible in
the gross income of a husband or wife under section 71 (relating to
alimony) or section 682 (relating to income of an estate or trust in case
of divorce, ete.). (See section 101(e).) TFor further reference, see,
generally, section 101 and the regulations thereunder.

§1.264-2 SiveLe Premium Lire INSURANCE, ENDOWMENT, OR
Ax~urry CoNTRacTS.—Amounts paid or accrued on indebtedness in-
curred or continued, directly or indirectly, to purchase or to continue
in effect a single premium life insurance or endowment contract, or to
purchase or to continue in effect a single premium annuity contract
purchased (whether from the insurer, annuitant, or any other person)
after March 1, 1954, are not deductible under section 163 or any other
provision of chapter 1 of the Internal Revenue Code of 1954, This
prohibition applies even though the insurance is not on the life of
the taxpayer and regardless of whether or not the taxpayer is the
annuitant or payee ot such annuity contract. A contract is considered
a single premium life insurance, endowment, or annuity contract, for
the purposes of this section, if substantially all the premiums on the
contract are paid within four years from the date on which the contract
was purchased, or if an amount is deposited after March 1, 1954, with
the insurer for payment of a substantial number of future premiums
on the contract.

§ 1.264-3 ErrrecTIvE DATE; TaAXABLE YEARS ENDING AFTER MARCH
1, 1954, Sussect 1o THE INTERNAL REVENUE CopE oF 1939.—Pursuant
to section 7851(a) (1) (C), the regulations prescribed in § 1.264-2, to
the extent that they relate to amounts paid or accrued on indebtedness
incurred or continued to purchase or carry a single premium annuity
contract purchased after March 1,1954, and to the extent they consider
a contract a single premium life insurance, endowment, or annuity
contract if an amount is deposited after March 1,1954, with the insurer
for payment of a substantial number of future premiums on the con-
tract, shall also apply to taxable years beginning before January 1,
1954, and ending after March 1, 1954, and to taxable years beginning
after December 31, 1953, and ending after March 1, 1954, but before
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August 17, 1954, although such years are subject to the Internal
Revenue Code of 1939.
Russerr C. HARRINGTON,
Commissioner of Internal Revenue.

Approved April 12, 1957.

Danx Turoor SMiITH,
Deputy to the Secretary.

(Filed by the Division of the Federal Register on April 17, 1957, 8:47 a. m,, and
published in the issue of the Federal Register for April 18, 1957, 22 F. R. 2710.)

SECTION 270.—LIMITATION ON DEDUCTIONS ALLOW-
ABLE TO INDIVIDUALS IN CERTAIN CASES

(Also Section 6601.) Rev. Rul. 57-179

Interest shall be assessed at the rate of six per centum per annum
on the deficiencies resulting from the application of section 270 of
the Internal Revenue Code of 1954 regarding the recomputation of
tax of individuals whose losses from a business have, in each of five
consecutive years, exceeded annual gross income by more than
$50,000.

Advice has been requested whether interest shall be assessed on
deficiencies resulting from the recomputation of tax under section 270
of the Internal Revenue Code of 1954 due to losses by an individual
which exceed annual gross income by more than $50,000 a year for
each of five consecutive years.

The deficiencies here involved were determined at the end of the
five-year period as provided in section 270 of the Code.

Section 6151 of the Code, with respect to the due date of the taxes,
provides in part as follows:

(a) GENERAL RULE.—Except as otherwise provided in this section, when a
return of tax is required under this title or regulations, the person required to
make such return shall, * # * pay such tax at the time and place fixed for filing
the return * * *,

Unless specifically otherwise prescribed, the assessment of interest
on any deficiency in taxes imposed by the Code is mandatory under
the provisions of section 6601(a), which reads as follows:

(a) GENERAL RuLe.—If any amount of tax imposed by this title (whether
required to be shown on a return, or to be paid by stamp or by some other
method) is not paid on or before the last date prescribed for payment, interest
on such amount at the rate of 6 percent per annum shall be paid for the period
from such last date to the date paid.

Section 6601(c) of the Code provides that the last date prescribed
for payment shall be determined under chapter 62 (section 6151 as
shown above) with the application of certain rules, none of which
provide that no interest shall be charged on deficiencies in tax deter-
mined under the provisions of section 270 of the Code. The com-
parable provisions of the Internal Revenue Code of 1939 also fail to
provide an exception to the general rule for charging interest on
dcefilciencies determined under the provisions of section 130 of such

ode.

-
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. Accordingly, it is held that interest shall be assessed at the rate of
§1X percent per annum on the deficiencies resulting from the applica-
tion of section 270 of the Internal Revenue Code of 1954 regarding
the recomputation of tax of individuals whose losses from a business
have, in each of five consecutive years, exceeded annual gross income
by more than $50,000.

SECTION 271.—BAD DEBTS OWED BY POLITICAL
PARTIES, ETC.
Rev. Rul. 57-189.

In 1951, a taxpayer on the acerual basis correctly acerued income for
services rendered to several committees of a political party. In 1952,
section 23(k) (6) was added to Internal Revenue Code of 1939 by
Public Law 471, 66 Stat. 467, C. B. 1952-2, 357. That section provides,
in part, that a bad debt deduction for taxpayers other than banks was
unallowable with respect to debts owed by political parties, or branches
thereof, for taxable years beginning after December 31, 1951, Section
271 of the Internal Revenue Code of 1954 corresponds to section
23(k) (6) of the Internal Revenue Code of 1939 in not allowing tax-
payers other than banks a deduction for bad debts or worthless secur-
ities by reason of the worthlessness of any debt owed by a political
party. The taxpayer received a number of payments on the accounts
over a period of time. but after diligent efforts were made to secure
payment of the balances due, there appeared no reasonable likelihood of
his collecting any further payments on these accounts after 1955, Held,
the accounts receivable held by the taxpayer, which represent worth-
less debts owed by the political party, are not deductible as bad debts.

SUBCHAPTER C.—CORPORATE DISTRIBUTIONS AND ADJUSTMENTS

PART L—DISTRIBUTIONS BY CORPORATION

SUBPART A.—EFFECTS ON RECIPIENTS

SECTION 306.—DISPOSITIGNS OF CERTAIN STOCK
26 CFR 1.806-2: Exceptions. Rev. Rul. 57-103

A publicly-held corporation, for bona fide business reasons, acquired
all the assets of a closely-held corporation with only common stock
outstanding in return for voting preferred and common stock consti-
tuting five percent of the acquiring corporation’s outstanding stock,
pursuant to a nontaxable reorganization qualifying under section
368(a) (1) (C) of the Internal Revenue Code of 1954. Held, although
the preferred stock issued in the reorganization to the stockholders
of the closelv-held corporation constitutes section 806 stock, as defined
in section 806(c) (1) (B) of the Code, the issuance of such stock was
not in pursuance of a plan having as one of its principal purposes the
avoidance of Federal income tax under section 306 (b) (4) of the Code.
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See section 1.306-2(b) (3) of the Income Tax Regulations. Therefore,
the provisions of section 806(a) of the Code, which treats the gain
from the sale or other disposition of such stock by the shareholders as
ordinary income (other than a redemption in which case the general
rules of section 301 will apply), will not be applicable to the disposi-
tion of any portion of the preferred stock. See Revenue Ruling
56-116, C. B. 19561, 164.

Rev. Rul. 57-212

Preferred stock, issued in a tax-free merger of two large publicly
owned corporations and constituting section 306 stock within the
meaning of section 306(c) (1) (B) of the Internal Revenue Code of
1954, is subject to sinking fund provisions under which three per-
cent of the outstanding preferred shares are to be redeemed or pur-
chased in the open market annually. Held, that the provisions of
section 306(a) are not applicable to amounts received in redemption
of preferred shares through the operation of the sinking funds or to
amounts received upon the sale of such shares in anticipation of
a redemption through the operation of the sinking fund, since such
dispositions fall within the exception provided by section 306(b) (4).

Advice has been requested as to the status, under section 306 of the
Internal Revenue Code of 1954, of amounts paid by a corporation to
its shareholders under its sinking fund provisions in redemption of
preferred shares previously issued pursuant to a nontaxable
reorganization.

Pursuant to a merger agreement, corporation B was merged into
corporation € under the nontaxable provisions of sections 368
(a) (1) (A), 361(a) and 354(a) of the Code. Both corporations were
large publicly owned corporations. Under the terms of the merger
agreement, each share of corporation B common stock (the only class
of stock outstanding) was converted intc one share of first preferred
stock, one-half share of second preferred stock, and three shares of
common stock of corporation €.

Under its amended certificate of incorporation, as set out in the
merger agreement, corporation € is required, so long as any of the
shares of first preferred stock are outstanding, to set apart in each
year on specified dates cash in amounts equal to three percent of the
greatest aggregate par value of shares of first preferred stock outstand-
Ing at any time after the effective date of the merger. 1In lieu of cash,
corporatiorr ¢ may set aside at the par value thereof shares of first
preferred stock acquired by it, other than through the operation of the
sinking fund. Any cash set aside is to be applied to the purchase of
shares of preferred stock at a price not exceeding their par value or in
redemption of such shares at par value.

Each of the three classes of outstanding shares of corporation € is
widely held and is listed and traded extensively on the New York Stock
Exchange. Since the first preferred stock has been selling on the New
York Stock Exchan%e at a price in excess of its par value, cash set
aside in the sinking fund has not been applied to the purchase of any
such shares in the open market, but has been applied to the redemption
by lot, of sufficient first preferred shares to satisfy the sinking fund
requirements.
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In Revenue Ruling 56-116, C. B. 1956-1, 164, it was held that pre-
ferred stock issued (together with common stock) by the surviving
corporation in exchange for common stock of the merging corporation
in connection with a nontaxable statutory merger was section 306 stock
as defined in section 806 (¢) (1) (B) of the Code. Ilowever, in view of
the exception provided by section 306 (b) (4), since the stocks of the
two corporations were widely held by the publie, it was held that see-
tion 306 (a) (1) shall not be applicable to the proceeds of the disposi-
tion of the preferred stock issued in the merger, unless such disposi-
tion is in anticipation of a redemption after the issuance of the stock.
Therefore, the issue presented in the instant case is whether the ex-
ception provided by section 306 (b) (4), which otherwise would appear
to be applicable under the above-cited Revenue Ruling, is rendered
inapplicable by the operation of the sinking fund provisions.

In view of the facts presented, the Internal Revenue Service holds
that the distribution of the first preferred stock at the time of the
merger and the subsequent redemption of portions thereof under the
sinking fund provisions are not in pursuance of a plan having as one
of its principal purposes the avoidance of Federal income tax within
the meaning of section 306(b) (4). Therefore, the provisions of sec-
tion 306 (a) (1) will not be applicable to the proceeds of a sale of such
shares (whether or not in anticipation of a redemption through the
operation of the sinking fund), and the provisions of section
306 (a) (2) will not be applicable to amounts distributed by corpora-
tion ' in redemption of such first preferred shares to meet the require-
ments of its sinking fund provisions.

26 CFXR 1.306-3: Section 306 stock defined. Rev. Rul. 57-132

Pursuant to a plan of reorganization (recapitalization) under sec-
tion 368(a) (1) (E) of the Internal Revenue Code of 1954, a corporation
issued shares of new “Voting Common Stock” and new “Non-Voting
Common Stock” on a pro rata basis to its shareholders in exchange
for its outstanding common stock. The “Non-Voting Common Stock”
has no voting rights and is redeemable at the discretion of the corpora-
tion at a price equal to 110 percent of its book value. In all other
respects, the two classes of the new stock are identical. Held, The
“Non-Voting Common Stock” constitutes section 306 stock within the
meaning of sectoin 806(c) (1) (B) of the Code, since such stock, being
redeemable, is not considered common stock for purposes of that
sub-section.

SUBPART C.—DEFINITIONS; CONSTRUCTIVE CWNERSHIP OF STOCK

SECTIOXN 316.—DIVIDEND DEFINED

26 CFR 1.816-1: Dividends.

Distribution in liquidation of a domestic building and loan associa-
tion. See Rev. Rul. 57-39, page 198.
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PART IL—CORPORATE LIQUIDATIONS

SUBPART A.—EFFECTS ON RECIPIENTS

SECTION 331.—GAIN OR LOSS TO SHAREHOLDERS
IN CORPORATE LIQUIDATIONS

26 CFR 1.331-1: Corporate liquidations.

Distribution in liquidation of a domestic building and loan associa-
tion. See Rev. Rul. 57-39, page 198.

A liguidating distribution to a parent corporation in exchange for
the subsidiary’sstock. See Rev. Rul. 57243, below.

SUBPART B.—EFFECTS ON CORPORATION

SECTION 337.—GAIN OR LOSS ON SALES OR EXCHANGES
IN CONNECTION WITH CERTAIN LIQUIDATIONS

926 CFR 1.337-1: General. Rev. Rul. 57-243
(Also Sections 331, 1231; 1.831-1.)

Where a liquidating distribution is made by a subsidiary corpo-
ration to its parent corporation which is also undergoing liguida-
tion, the surrender by the parent of its stock interest in the sub-
sidiary for the liquidating distribution by the latter is deemed a
“gale or exchange” for the purposes of section 337 of the Internal
Revenue Code of 1954.

Revenue Ruling 56-872, C. B. 1956-2, 187, distinguished.

Advice has been requested whether a gain of a parent corporation
from the liquidation of its subsidiary corporation is a gain from the
“sale or exchange” of its subsidiary’s stock within the meaning of
section 337 of the Internal Revenue Code of 1954. That section
provides that if a corporation adopts a plan of complete liquidation
and, within 12 months after the date on which the plan is adopted,
distributes all of its assets, then no gain or loss shall be recognized
to such corporation from the sale or exchange by it of property
wihin such 12-month period.

A personal holding company, owned entirely by a single share-
holder, had assets consisting solely of 60 percent of the stock of its
subsidiary corporation and cash. In the current year, the subsidiary
entered into a contract to sell all of its assets to an unrelated corpo-
ration for cash. Before consummating the sale to the latter, the
subsidiary corporation adopted a plan of liquidation requiring com-
plete liquidation within one year from the date of the adoption of
the plan. Prior to the receipt of any liquidating dividend from the
subsidiary, the parent also adopted a plan of complete liquidation.
Within 12 months from the adoption of this plan, the parent corpo-
ration received all the cash and property to which it was entitled
on the liquidation of the subsidiary and distributed all this, as well
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as all the rest of its cash and property, in redemption of all its own
stock in complete liquidation.

At issue in Revenue Ruling 56-372, C. B. 1956-2, 187. There,
the Service held that the receipt of fire insurance proceeds from the
complete destruction of a building by fire, resulting in an involuntary
conversion, did not constitute a “sale” for the purpose of obtaining
nonrecognition of gain or loss benefits under section 337(a) of the
Code, since the provisions of section 1231(a), relating to the deter-
mination of capital gains and losses in the case of property used in a
trade or business and involuntary conversions, were not effective to
characterize the transaction as a sale or exchange under section 337
of the Code.

Section 331(a) of the Code provides that amounts distributed in
complete liquidation of a corporation shall be treated as in full pay-
ment in exchange for the stock. The application of this section is
not limited to any particular section of the Code. Therefore, it per-
tains to section 1222 of the Code which defines various types of capital
transaction as resulting from the “sale or exchange” of a capital asset.
This has been the historic application of section 331 of the 1954 Code
and its predecessor, section 115(c) of the 1939 Code, ever since this
concept was first introduced as section 201(c¢) of the Revenue Act of
1924, At that time the Senate Report No. 398, Sixty-eighth Congress,
First Session, C. B. 1939-1 (Part 2), at page 274 stated :

‘¢ * * The existing law has no provision similar to subdivision (¢) of the bill,
but the Treasury has construed the existing law as taxing liquidating dividends,
not as capital gains, but as dividends subject to the surtax rates. The bill treats
a liguidating dividend as a sale of the stock, with the result that the gain to the
taxpayer is treated not as a dividend subject only to the surtax but as a gain
from the sale of property which may be treated as a capital gain. The treat-
ment of liquidating dividends under the bill is substantially the same as pro-
vided for in the Revenue Act of 1918. A liquidating dividend is, in effect, a sale
by the stockholder of his stock to the corporation; he surrenders his interest in
the corporation and receives money in place thereof. Treating such a trans-
action as a sale and within the capital gain provisions is consistent with the
entire theory of the Act and, furthermore, is the only method of treating such
distributions which can be easily administered.”

Since 1924, liquidations of corporations have been treated as exchanges
of stock resulting in capital gains or losses. See Harold I. White,
Exr. (Alexander M. White, Est.) v. United States, 305 U. S. 281,
Ct. D. 1372, C. B. 1938-2, 238; Helvering v. Chester N. Weaver, 305
U. 8. 293, Ct. D. 1371, C. B. 1938-2, 220; and compare Helvering v.
William Flaceus Oak Leather Co., 313 U. S. 247, Ct. D. 1510, C. B.
1941-1, 324.

Section 337 adopts the phrase, “sale or exchange” of property, in the
1954 Code, and is identical to the language used in section 1222 of the
Code to define a capital transaction. There is a valid distinction be-
tween the involuntary conversion which was the subject of Revenue
Ruling 56-372, supra, and the liquidation in the instant case. Sec-
tion 1231 of the Code has been characterized as a computation section
in that it takes certain transactions and provides that when the net
results of such transactions during the course of a year is a gain, then
the gain or loss on each transaction shall be considered as a gain or
loss from the sale or exchange of a capital asset held for more than
six months. Correspondingly, if the net result of those transactions
is a loss, then each gain or loss shall not be considered as a gain or loss

434737°—358 9
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from the sale or exchange of a capital asset. However, section 331 of
the Code does not in itself specify the tax treatment of a liquidation,
but instead characterizes the transaction as an exchange. Thus, sec-
tion 1231 must be confined to the problem of capital gains and losses
because that section by its own language pertains specifically to that
problem, whereas section 331 is not similarly restricted.

* Therefore, property received by a corporation in exchange for the
stock of a corporation which is being completely liquidated is treated
aﬁ pCroperty received in an exchange for purposes of section 337 of
the Code.

26 CFR 1.337-2: Sales or exchanges within Rev. Rul. 57-140
the scope of Section 337.

A publicly-owned corporation was engaged in diversified activities
operating two of its businesses as separate divisions. One business
was sold in 1954 at a less. In 1955, directors of the corporation,
after unsuccessful attempts to aquire additional businesses, en-
tered into a conditional agreement with an unrelated corporation
to sell the other operating business, a sale which would result in a
substantial gain to the corporation. Prior to the sale, the stock-
holders adopted a plan of complete liquidation and approved the
plan to sell pursuant to the conditional agreement. Thereafter,
the sale was consummated and liquidation of the corporation was
completed within 12 months from the date the stockholders adopted
the plan of liquidation. The evidence with respect to the 1954 sale
clearly showed that there was no intention, plan, or decision at that
time to sell the other business and that a liquidation of the cor-
poration was not then contemplated. Held, for the purposes of
section 337 of the Internal Revenue Code of 1954 and based on the
facts submitted, the date of adoption of the plan of liquidation
is the date on which the stockholders approved the directors’ resolu-
tion for such liquidation. Consequently, under the provisions of
section 337, no gain or loss is recognized to the corporation with
respect to the 1956 sale.

Advice has been requested as to the effects for, Federal income tax
purposes, of a sale by a corporation of a part of its assets and business
at a time when liquidation was not contemplated, followed by the
complete liquidation of the corporation pursuant to the decision
f)ezfclled some time after such sale, under the circumstances described

elow.

Prior to September 1954, 4/, a corporation, was engaged in operating
two businesses as separate divisions. It also had a financial division
not directly attributable to either of the two operating divisions. Its
capital stock was widely held.

In November 1954, for certain sufficient business purposes, # sold
one of its operating businesses, namely, 7, to //, an unrelated corpora-
tion, at a price which resulted 1n a substantial loss. The consideration
received was cash and debenture bonds of N#. At the time of this
sale, /’s directors did not seek the approval of their stockholders,
since the corporation did not contemplate selling its remaining assets
and business, nor was there any plan to effect a complete liquidation.
However, sometime after the 1954 sale, I/ considered for a time a plan
of partial liquidation pursuant to which the proceeds of the 1954
sale would have been distributed to M’s stockholders, but this plan was
eventually abandoned. In connection with the contract of sale, the
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agreement provided that the remaining assets of the corporation and
its business were not to be terminated.

During 1955, the officers and directors of M explored the possibilities
of acquiring additional operating businesses for }, but their efforts
were unsatisfactory and they reached the conclusion that the best
plan would be to dispose of the remaining assets and business and
liquidate the corporation completely. However, because of the first
contract, it was necessary for the corporation to enter into special
arrangements with the purchaser in order to complete the second sale.

Relative to the bona fides of the transaction during the period
between the first and second sale showing that the two sales were not
connected, the following factors were in evidence:

(a) Extensive plans for the improvement of the remaining
business were made.
(b) Sales negotiations were conducted, directed to the acquisi-
tion and mergers of other business, all of which failed.
¢) Omne small business was purchased.
d) The corporation continued to pay its regular dividend.
e) The corporation undertook the study of a pension plan.
t) The purchasing corporation in the summer of 1955 made a
study in connection with the construction of a possible plant,
similar to M corporation. (No such study would have been made
had the purchasing corporation been certain that it was able to
acquire the plant of the instant corporation. )
(g) The principal stockholder of the selling corporation had
no intention of retiring from business activity.

On December 5, 1955, the directors adopted a resolution to effect
the complete liquidation of #. The following day they adopted a
resolution to authorize the sale of the remaining operating division,
namely O, and the V debentures, and on December 8 they entered into
a conditional agreement to sell to O, an unrelated corporation, the
operating division ¢ and the N debentures for a cash consideration
that would result in a substantial gain to /. The directors’ resolu-
tions and the conditional agreement were subject to the approval of
2’s stockholders. It was also decided to dispose of the assets of the
financial division and to distribute the proceeds to M’s stockholders
under the plan of complete liquidation.

At a special meeting of M’s stockholders on April 3, 1956, the
directors’ resolutions to effect a complete liquidation of 2/ and to sell
the operating division € and the & debentures to O were approved.
The sale was consummated on April 16, 1956.

Under the plan of complete liquidation, A intends to distribute all
of its assets, other than those required to meet claims, to its stock-
holders within the 12-month period beginning on the date of adoption
of the plan. M’s Capital stock is traded on public stock exchanges and
it has several thousand stockholders; therefore, it may not be possible
to locate all of them and complete the liquidation within the 12-month
period. If this proves true, # will transfer, before the expiration
of the 12-month period, the amounts distributable to any unlocated
stockholders to a state official, trustee, or other person authorized by
law to receive distributions for the benefit of such stockholders.
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In view of the facts presented, indicating that there was no inten-
tion, plan, or decision to liquidate & at the time of the loss sale in
1954, the Internal Revenue Service holds as follows:

(1) For purposes of section 337 of the Internal Revenue Code
of 1954, the date of adoption of the plan of complete liquida-
tion of A is the date on which its stockholders approved the
resolution completely to liquidate the corporation, namely April
3, 1956.

(2) If M distributes all of its assets, other than those neces-
sarily retained to meet claims, in complete liquidation within 12
months from the date of adoption of the plan of complete liquida-
tion, within the meaning ofp section 337, no gain or loss will be
recognized to M from the sale of its property to ¢ pursuant to
the agreement of December 8, 1955,

(3) If there are stockholders who cannot be located within the
12-month period and # within that period transfers the amounts
distributable to such stockholders in redemption of their stock
to a state official, trustee, or other person authorized by law to
receive distributions for the benefit of such stockholders, such
transfer will be considered a distribution in complete liquidation.

PART III.—CORPORATE ORGANIZATIONS AND REORGANIZATIONS

SUBPART A.—CORPORATE ORGANIZATIONS

SECTION 351—TRANSFER TO CORPORATION
CONTROLLED BY TRANSFEROR

26 CFR 1.351-1: Transfer to corporation con-
trolled by transferor.

A transfer of net assets of one busines to a new corporation in
exchange for stock. See Rev. Rul. 57-190, page 121.

SUBPART B.—EFFECTS ON SHAREHOLDERS AND SECURITY HOLDERS

SECTION 35¢.—EXCHANGES OF STOCK AND SECURI-
TIES IN CERTAIN REORGANIZATIONS

26 CFR 1.354-1: Exchanges of stock and
securities in certain reorganizations.

A certain shareholder receiving stock of another corporation, not a
party to the reorganization. See Rev. Rul. 57-114, page 122.
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SECTION 3855 —DISTRIBUTION OF STOCK AND
SECURITIES OF A CONTROLLED CORPORATION

26 CFR 1.355-1: Distribution of stock and Rev. Rul. 57-190
securities of controlled corporation.
(Also Section 351; 1.351.1.)

A certain corporation has been engaged under a dealer franchise
in the sale and service of brand X automobiles since 1946. For over
five years prior to 1954, these operations had been carried on in two
buildings FB and C) which the corporation owned and which were
located some distance apart in the same city. In 1954 the corpora-
tion acquired a franchise for the sale and service of brand ¥ automo-
biles and purchased the inventories, equipment, and leasehold of a
former brand Y dealer who had been operating in a building adjoin-
ing the corporation’s building B. Shortly thereafter, the inventories
of brand X automobiles and certain shop equipment located in build-
ing B were moved to building C, and from that time all brand X
sales and service operations have been conducted from the location in
building €. At the same time a portion of the activities of the new
dealership were moved into building B, and thereafter building B,
together with the adjoining leased building, has been used for con-
nection with the brand ¥ sales and service operations. In 1956 and
for bona fide business reasons, the corporation transferred all of the
assets (including building €') and liabilities of the brand X business
to a new corporation in exchange for the stock of the new corpora-
tion, and distributed such stock pro rata to its stockholders. It is
contended that, since the corporation had been engaged in the sales
and servicing of automobiles in two locations for more than five
years, the activities at the two locations constituted separate busi-
neses conducted for over five years. Held, no gain or loss is recog-
nized to the corporation as a result of the transfer of a portion of its
properties to the new corporation in exchange for the stock of the
latter, in view of the provisions of section 351 of the Internal Revenue
Code of 1954. Iowever, the distribution of the stock of the new
corporation is not within the purview of the non-taxable provisions
of section 355 of the Code. The activities of the brand X business,
which formerly were conducted at two locations, were amalgamated
into one integrated business in 1954 when the inventories of brand X
automobiles located in building B and the shop equipment thereto-
fore used in the X business at that location were moved to building C.
This business, which was the one transferred to the new corporation,
had been actively conducted throughout the five-year period ending
on the date of the distribution of the stock of the new corporation.
However, the brand ¥ business retained by the corporation had not
been actively conducted by the corporation for five years within the
meaning of section 355(b) of the Code, inasmuch as the brand ¥
franchise, inventories, equipment, and leasehold were not acquired
until 1954. Therefore, the active business requirements of section
355(b) are not met, and the distributions of the stock of the new
corporation constitutes a distribution of property to which section

301 applies.
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26 CFR 1.355-2: Limitations. Rev. Rul. 57-114
(Also Section 354 ;1.8354-1.)

An individual, 4, owned one-half of the stock of a parent corpora-
tion, M, which owned all of the stock of its subsidiary corporation,
S. Individual A also owned one-half of the stock of corporation O.
Pursuant to a plan of reorganization, a statutory merger of corpora-
tion O into. corporation M was effected, and individnal A received
additional stock of parent corporation M in exchange for his stock
of the merged corporation 0. Immediately thereafter, parent
corporation M distributed all of the stock of its subsidiary corpora-
tion § to individual A in exchange for all of his stock in the parent
corporation M. Held, the exchanges of stock made by individual A
are not within the terms of section 354(a) (1) or section 355(a) (1)
of the Internal Revenue Code of 1954 since, in effect, he exchanged
all his stock of the merged corporation O for some of the stock of
subsidiary corporation & and exchanged all of his stock of the
parent corporation A for the remaining stock of subsidiary corpora-
tion 8.

Advice has been requested as to the tax effect of a transaction in
which corporation O was merged into parent corporation M, after
which 3/ distributed the stock of its wholly-owned subsidiary, S, to
one of its stockholders in exchange for all of his stock of the parent
corporation 4/ issued to him in the merger.

An individual, 4, owned one-half of the capital stock of a parent
corporation, 3/, worth 10z dollars and one-half of the capital stock of
corporation O worth 5z dollars. 2, another individual, owned the
other half of the parent corporation A/ stock and B’s mother owned the
other half of the O corporation stock. Corporation A/ was the parent
of corporation § and owned all of its stock, which is worth 152 dollars.

For bona fide business reasons, corporation @ was merged into cor-
poration M in pursuance of a plan of statutory merger, and additional
shares of M stock were issued to the stockholders of the merged corpo-
ration O in exchange for their O stock. Individual 4 then owned one-
half of the parent corporation J/ stock, worth 152 dollars. Immedi-
ately after the merger, the parent corporation distributed all of the
stock of its subsidiary corporation S to individual 4 in exchange for
all of the stock of the parent corporation A/ then owned by him.

Since, immediately after the exchange by individual 4 of his stock
of the merged corporation O for new stock of the parent corporation
M, he surrendered all of his newly acquired stock og the parent corpo-
ration back to it, such exchange is disregarded for Federal income tax
purposes. In effect, therefore, the parent corporation M transferred
one-third of the stock of its substdiary corporation § to individual 4
in exchange for his stock of the merged corporation O and distributed
the remaining two-thirds of the stock of its subsidiary § to A in ex-
change for his original holding of stock in the parent corporation M.

In view of the foregoing, the Internal Revenue Service holds as
follows: ‘

(1) Gain or loss is recognized to both individual 4 and the parent
corporation M on the exchange of all of the stock of the
merged corporation O for one-third of the stock of the sub-
sidiary corporation 8. See section 1002 of the Internal Rev-
enue Code of 1954.

(2) The distribution by the parent corporation M of two-thirds of
its subsidiary S stock to individual 4 in exchange for his orig-
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inal stock of the parent corporation M does not qualify as a
nontaxable distribution under section 855 (a) (1) of the Code,
since the shares of the subsidiary & so distributed do not con-
stitute control within the meaning of section 868 (c). There-
fore, the distribution is treated as full payment in exchange
for individual A’s stock of the parent corporation M under
section 302(b) (3) and 302(a) of the Code, and gain or loss
is recognized to him under section 1002 of the Code. No gain
or loss is recognized to the parent corporation ¥ as a result of
the distribution, by virtue of section 311(a) of the Code.

(3) No gain or loss is recognized to either the merged corporation
O or the parent corporation } as a result of the merger of ¢
into M. See sections 361(a) and 1032 of the Code.

(4) Under the provisions of section 354(a) (1) of the Code, no
gain or loss is recognized to A’s mother upon the exchange,
pursuant to the merger, or her stock in the merged corpora-
tion O for stock of the parent corporation /. Likewise, no
gain or loss is recognized to individual B as a result of the
merger.

26 CFR 1.355~4: Active conduct of a trade Rev. Rul. 57-126
or business.

A taxable cooperative marketing association was engaged originally
in the business of marketing fresh fruits for and on behalf of its
members. In the years 1949 and 1951, due to a series of disastrous
freezes, a substantial portion of the groves of the members was severely
damaged or wiped out. As a result of this disaster, the association
transacted very little fruit business from 1951 to 1956. However, in
order to offset the high fixed overhead costs and in order to partially
utilize existing plant and warehouse facilities, the association installed
and operated a cotton compressing business in the year 1951. For
bona fide reasons in the current year, the association transferred to a
new corporation all the assets and liabilities pertaining to the cotton
compressing business, including the building in which the entire office
force of the association was housed, in exchange for stock of the new
corporation, and distributed such stock to its members. Such limited
office facilities as are needed by the association for its marketing
facilities were leased to it on a fair market value basis by the spin-oft
corporation. Held, the transfer, exchange, and distribution (spin-
off) constitute nontaxable transactions within the purview of sections
851 and 855 of the Internal Revenue Code of 1954. The fresh fruit
business, though relatively dormant from 1951 to 1956, constituted the
active conduct of a trade or business during those years within the
meaning of section 355(b) (2) (B) of the Code, since the association
maintained the separate identity of the fresh fruit division in all
respect and resumed full scale operations.

Rev. Rul. 57-144

A parent corporation qualifying as a personal holding company
owned 82 percent and 83 percent of the capital stock of two operating
subsidiaries, corporations 4 and B, respectively. In order to simplify
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the corporate structure and to eliminate the existence of the parent
corporation as a personal holding company, the management of the
parent corporation distributed pro rata the stock of corporation A4
to its (the parent’s) stockholders. After the distribution of such
stock, corporation B was merged with the parent corporation. The
parent corporation obtained control (80 percent of the stock) of corpo-
ration B during the five-year period preceeding the date of distribution
as the result of the latter’s redeeming a portion of the minority interest,
which at that time exceeded 20 percent. Held, the distribution of
corporation A’s stock does not qualify as a tax-free “spin-off” trans-
action under section 355(a) (1) of the Internal Revenue Code of
1954, since after the distribution the parent corporation owned only
the stock of corporation B, control of which was acquired in a taxable
transaction less than five years prior to the date of the distribution.
See section 335 (b) (2) (D) (1) of such Code. The result would be the
same whether the stock of corporation A was distributed before or
after the merger of corporation B into the parent corporation. There-
fore, such distribution should be treated as a dividend, to the extent of
the parent corporation’s earning and profits available under sections
301 and 316 of the Code.

SUBPART D.—SPECIAL RULE; DEFINITIONS

SECTION 368.—DEFINITIONS RELATING TO CORPORATE
REORGANIZATIONS

26 CFR 1.868-2: Definition of terms. Rev. Rul. 57-278

A transaction whereby (directly or indirectly) a corporation
acquires substantially all of the properties of another corporation,
in exchange solely for voting stock of a corporation which is in
control of the acquiring corporation, may qualify as a section
368(a) (1) (C) reorganization under the Internal Revenue Code of
1954 despite the fact that the corporation whose stock is used to
effect the acquisition already owns part of the stock of the trans-
feror corporation. Revenue Ruling 54-396, infra, is applicable
only in those cases in which the ultimate transferee acquires some
of the assets through liquidation.

Revenue Ruling 54-396, C. B. 1954-2, 147, distinguished.

Adyice has been requested whether the reorganization plan herein
described qualifies for tax-free treatment under section 368(a) (1) (C)
of the Internal Revenue Code of 1954 in view of the principle set
forth in Revenue Ruling 54-396, C. B. 1954-2, 147,

In the instant case, two existing corporations and a newly formed
corporation were involved in the plan of reorganization. Originally,
the parent corporation owned 72 percent of the outstanding capital
stock of corporation /. The remaining 28 percent of M’s outstand-
ing stock was widely held by the public. For valid business reasons,
the parent desired to eliminate the minority interest of corporation
M and operate it as a wholly-owned subsidiary.

In order to achieve the desired result, the parent organized a new
corporation in a different state and issued to the new corporation a
block of its voting stock in exchange for all the stock of the new
corporation. In turn, and pursuant to an agreement with the princi-
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pal minority stockholders of corporation 3, the new corporation
acquired all of the assets of corporation A in exchange for the stock
of the parent corporation. Following this transaction, corporation
M distributed to its shareholders the stock of the parent corporation
on the basis of one share of the parent corporation’s stock for each
two share of M corporation’s stock.

Corporation A exchanged with the parent 72 percent of that por-
tion of the stock of the parent corporation issued to the new cor-
poration upon organization, the total of which was received by it in
exchange for all of its assets, for 72 percent of its own capital stock
held by the parent corporation. Corporation M exchanged the re-
maining 28 percent of the parent company stock held by it with its
minority stockholders for the 28 percent of its stock held by them.
As a result of all these transactions, the new corporation became a
wholly owned subsidiary and corporation M was dissolved.

Section 368(a) (1) (C) of the Internal Revenue Code of 1954, re-
lating to corporate reorganizations, defines a reorganization as
“e * * * the acquisition by one corporation, in exchange solely for
all or part of its voting stock (or in exchange solely for all or a part
of the voting stock of a corporation which is in control of the acquir-
ing corporation), of substantially all of the properties of another
corporation * * *7

Revenue Ruling 54-396, supra, holds that a transaction between
two corporations, wherein one, the majority stockholder (but own-
ing less than 80 percent) of the second, acquires all of the assets of
the second in exchange for its common stock, is not a nontaxable
reorganization within the purview of section 112(g) (1) (C) of the
Internal Revenue Code of 1939 (now embodied in section
368(a) (1) (C) of the 1954 Code, since the first corporation, which
already owned T9 percent of the second corporation’s stock, acquired
only 21 percent of the assets of the second corporation through the
exchange of stock. The remaining 79 percent of the assets were
acquired by the first corporation as a liquidating dividend in exchange
for the stock of the second corporation.

The question here involved is whether the principle of Revenue
Ruling 54-396 should be extended to the new forms of “C” reorgani-
zations allowed under the Internal Revenue Code of 1954, ¢. ¢., where
a subsidiary acquires substantially all of the properties of another
corporation solely in exchange for its parent’s voting stock.

It will be noted that in the instant case the same result would have
been achieved if the parent corporation had acquired all of the stock
of corporation M solely for its own voting stock in a “B” reorgani-
zation (meaning reorganizations under section 3868(a)(1)(B) of
the 1954 Code) and then caused corporation M to be reincorporated
in another state. Under the 1954 Code, a “B” reorganization may
occur even though the acquiring corporation already owns a large
block of stock of the other corporation. It, therefore, seems that
the new form of “C” reorganization acquisition is tax free in a case
in which a “B” reorganization acquisition, in a slightly different
form, but having almost the same ultimate effect, would be tax free
under the statute. Accordingly, Revenue Ruling 54-396, supra, will
be restricted to those cases in which the ultimate transferee acquires
some of the assets through a liquidation. The transitory ownership
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of assets by a corporation in a “C” reorganization is in effect to be
disregarded. See Helvering v. Raymond 1. Bashford, 302 U. S. 454,
Ct. D. 1299, C. B. 1938-1, 286 ; Anheuser-Busch, Inc. et al. v. Helver-
ing, 115 Fed. (2d) 662, cert. denied 8312 U. S. 699. In each of these
cases, it was held that a transaction was not a tax-free reorganiza-
tion despite a transitory ownership which would have qualified it as
such under the then existing law.

In view of the foregoing, the Internal Revenue Service holds that
the acquisition by the new corporation of all the assets of corporation
M in exchange solely for stock of the parent corporation constitutes
a reorganization within the meaning of section 368(a)(1)(C) of
the Internal Revenue Code of 1954. No gain or loss is recognized
to the parent, the liquidating corporation, or the new corporation
as a result of the exchanges made pursuant to the plan of reorganiza-
tion. As provided by section 854(a) (1) of the Code, no gain or
loss is recognized to the shareholders of corporation & upon the ex-
change of their stock for stock of the parent corporation. Under sec-
tion 358, the basis of the parent corporation’s stock in the hands of
corporation M’s shareholders is the same as the basis of corporation
M’s stock exchanged therefor and, under section 362(b), the basis of
the properties of corporation } acquired by the new corporation is the
same as that of 4/ corporation. In accordance with section 381(c) (2)
of the Code, the earnings and profits of corporation J for the taxable
year involved are deemed to have been received by the new corpora-
tion ag of the closing date of the transfer of the properties of the
M corporation.

Taxable year in the case of a corporate reorganization coming
within the provisions of section 368(a) (1) (F) and 381(b) of the 1954
Code. See Rev. Rul. 57-276, below.

PART V.—CARRYOVERS

SECTION 381.—CARRYOVERS IN CERTAIN
CORPORATE ACQUISITIONS

(Also Sections 368, 1502; Rev. Rul. 57-276
96 CFR 1.368-2, 1.1502-11.)

Where a corporate reorganization comes within theé provisions of
section 368(a) (1) (F) of the Internal Revenue Code of 1954, pur-
suant to the provisions of section 381(b) of the Code, that part of the
taxable year before the reorganization and that part of the tax-
able year after the reorganization constitute a single taxable year
of the acquiring corporation, notwithstanding the fact that such
reorganization also qualifies under another provision of section
368(a) (1) of the Code. An income tax return for the full taxable
year is required to be filed by the acquiring corporation. The
transferor corporation is not required to file an income tax return
for any portion of such year. In the case of an affilianted group of
corporations, if the transferor corporation was the parent corpora-
tion of an affiliated group which filed consolidated income tax re-
turns, the same affiliated group with the acquiring corporation as
parent remains in existence for the purpose of filing a consolidated
return for the taxable year in which the reorganization occurred.
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Advice has been requested regarding the requirements for filing
Federal Income tax returns in cases involving corporate reor-
ganizations which qualify under section 368 (a) (1) %F) of the Internal
Revenue Code of 1954, and which also qualify as reorganizations under
subparagraph (A), (C),or (D) of section 368(a) (1) of the Code.

The instant situations involve two existing corporations which re-
incorporated under the laws of a state other than that of original
incorporation. Each corporation organized a new corporation in the
other state, and each corporation then merged intv its newly organized
corporation under applicable merger statutes of the states concerned.
The first of the existing corporations was a single corporation with
no subsidiaries. The second of the existing corporations was the
parent corporation of an affiliated group of corporations which had
filed consolidated income tax returns. KEach merger qualified as a
reorganization under both section 368(a) (1) (A) and section 368(a)

(1) (F) of the Code.

Section 381(b) of the Code, relating to carryovers in certain corpo-
rate acquisitions, provides, in part, as follows:

(b) OPERATING RULEs.—Ezcept in the case of an acquisition in connection
with a reorganization described in subparagraph (F) of section 368(a) (1)—
(Italics supplied.)

(1) The taxable year of the distributor or transferor corporation shall
end on the date of distribution or transfer.

Section 368(a) (1) (F) of the Code provides that the term “reor-
ganization” means:

(F) a mere change in identity, form or place of organization, however
effected.

Section 1.1502-11(c) of the Income Tax Regulations provides as
follows :

(c) When affiliated group remains in existence—For the purpose of the regu-
lations under section 1502, an affiliated group shall be considered as remaining
in existence if the common parent corporation remains as a common parent
and at least one subsidiary remains affiliated with it, whether or mot such sub-
sidiary was a member of the group at the time the group was formed and
whether or not one or more corporations have become subsidiaries or have
ceased to be subsidiaries at any time after the group was formed.

Prior to the enactment of section 381 of the 1954 Code, which has no
counterpart in the Internal Revenue Code of 1939, the treatment of
carryovers in taxable years was determined by various court decisions
and ~administrative rules. Often a reorganization under section
368(a) (1) (F) of the Code will meet the requirements of subpara-
graphs (A), (C), or (D) of section 368(a)(1). Itis believed that it
was not the intention of Congress in enacting section 368(a) (1) of the
Code to hold that just because a reorganization meets some other
provision of section 368(a) (1) the provisions of subparagraph (¥)
of that section are not complied with even though the transaction also
qualifies under subparagraph (F). Taking a contrary view under
the 1954 Code would, for all practical purposes, defeat the provisions
of section 381(b) of the Code, since many section 368(a) (1) (F)
reorganizations meet some other provisions of section 368 (a) (1).

Accordingly, it is held that where a corporate reorganization comes
within the provisions of section 368(a) (1) (F) of the Code, pursuant
to the provisions of section 381 (b) of the Code, that part of the tax-
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able year before the reorganization and that part of the taxable year
after the reorganization constitute a single taxable year of the acquir-
ing corporation, notwithstanding the fact that such reorganization
also qualifies under another provision of section 368(a) (1) of the
Code. An income tax return for the full taxable year is required to be
filed by the acquiring corporation. The transferor corporation is not
required to file an income tax return for any portion of such year. In
the case of an afliliated group of corporations, if the transferor corp-
oration was the parent corporation of an affiliated group which filed
consolidated income tax returns, the same affiliated group with the
acquiring corporation as parent remains in existence for the purpose
of filing a consolidated return for the taxable year in which the
reorganization occurred.

SUBCHAPTER D.—DEFERRED COMPENSATION, ETC.

PART I.—PENSION, PROFIT-SHARING, STOCK BONUS PLANS, ETC,

SECTION 401.—QUALIFIED PENSION, PROFIT-SHARING,
AND STOCK BONUS PLANS

26 CFR 1.401-1: Qualified pension, profit- Rev. Rul. 57-163
sharing and stock bonus plans.

Compilation of guides applicable to the qualification of stock
bonus, pension, profit-sharing, and annuity plans under section 401
(a) of the Internal Revenue Code of 1954.

SUMMARY
Part 1.—Introduction

(a) Background.

(b) Purpose.

(c¢) Raules previously promulgated.
(d) References.

Part 2.—Qualified pension, profit-sharing, and stock bonus plans

(a) Wtitten documents,
(b) Communication to employees.
(¢) Stock bonus, pension, or profit-sharing plan.
(1) Plans generally.
(2) Pensien and annuity plans.
(3) Profit-sharing and stock bonus plans.
(d) Employees’ trust.
(e) Profit-sharing and stock bonus plans of affiliated companies.
(f) Feeder plan.
(g) Definitely determinable benefits.
(h) Permanency.
(1) Exclusive benefit of employees or their beneficiaries.
(1) Partners.
(2) Stockholder participants.
(3) Attorneys and other practitioners.
(4) Insurance agents.
(j) Designation of beneficiaries.
(k) Investment of trust funds.
(1) Stock or securities of the employer.
(2) Life insurance contracts.
(3) Unrelated business income.
(1) Valuation of securities on inventory date.
(m) Allocation of stock bonus and profit-sharing funds.
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Part 3.—Impossibility of diversion under the trust instrument

(a) Trust instrument must make prohibited diversion impossible.
(b) Erroneousactuarial computation,
(c¢) No reversion in stock bonus or profit-sharing plans.
(d) Application of dividends and other credits under group annuity contracts.
(1) Restriction on payment of credits or returns to employer.
(2) Application of dividends or other returns or credits.
(3) SBurrender or cancellation eredits after discontinuance of plan.
(4) Dividends or experience credits after discontinuance of contributions,

Part 4.—Requirements as to coverage

(a) Plan must benefit employees in general.
(b) Continuing participation in the event of leave of absence.
(¢) Percentage coverage requirements.
(d) Classification of employees.
(e) Immediate and deferred profit-sharing plans.
(f) Different eligibility requirements for present and future employees.
(g) Burdensome contributions.
(h) Classification within purview of statute but discriminatory in operation.
(i) Integration.
(1) Integration rules,
(2) Death benefits involved in integration under mimeograph 5539,
(3) Death benefits under Mimeograph 6641 and integration of profit-
.+ sharing plans.
(j) Coverage requirements must be met on at least one day in each quarter.
(k) Denial of participation for failure to enter plan upon becoming eligible.
(1) Reentry into plan after discontinuance of participation.
(m) Delay in purchasing insuranece contracts.
(n) Benefits based on compensation received from more than one employer.

Part 5.—Discrimination as to contributions or benefits

(a) Nondiseriminatory contributions or benefits.
(1) Application of forfeitures.
(2) Variations in contributions or benefits.
(b) Vested rights in employer’s contributions.
(1) Determination as to provision for vesting.
(2) Requirement for ultimate vesting.
(3) Distribution of funds upon termination.
(4) Suspension or discontinuance of contributions.
(e) Topheaviness.
(d) Termination rule.
(e) Normal retirement age.
(£) Optional retirement prior to normal retirement.
(g) Participation after normal retirement age.
(1) Additional benefit for service after normal retirement age.
(2) Continued participation under a profit-sharing or stock bonus plan.
(h) Basis of compensation on which benefits are computed. )
(1) Adjustment of benefits due to inereases or decreases in compensation.
(j) Discretion as to payment of benefits under basic options.
(k) Provisions for disability and hardship cases. o
(1) Provision that benefits be based on cash surrender value in insured plans.
(m) Loan privileges. . . .
(n) Past service benefits in plans which contain a minimum age or service
requirement for eligibility.
(0) Right of trustee to borrow on insurance con_tracts.
(p) Earmarked investments under a profit-sharing plan.

PART 1.—INTRODUCTION

(a) BacrerounD.—An employees’ trust which is qualified under
section 401(a) of the Internal Revenue Code of 1954 is exempt from
tax under section 501 (a) unless such exemption is denied under section
502 (relating to feeder organizations) or 503 (relating to prohibited
transactions). Further, section 511 imposes a tax on the unrelated
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business taxable income of an exempt organization. A trust created
or organized in the United States and forming part of a stock bonus,
pension, or profit-sharing plan of an employer for the exclusive bene-
fit of his employees or their beneficiaries constitutes a qualified trust
under section 401(a) if the requirements set forth in such section are
met. Nontrusteed annuity plans with respect to which amounts re-
ceived by employees and their beneficiaries are taxable under section
403 (a), and with respect to which deductions claimed for contributions
are allowable in accordance with section 404(a)(2), must, except
as otherwise provided in section 403 (a) (1), also meet the requirements
of paragraphs (3) through (6) of section 401(a).

(b) Purrose.—It is the purpose of this Revenue Ruling to set forth
the guides which have been developed as a result of the determination
of various issues relative to the qualification of plans and trusts, to
correlate such rules with the applicable requirements of the Internal
Revenue Code of 1954, and to codify various individual releases, ex-
cept in cases where to do so would merely be repetitious or cumulative,
and, in such cases, reference is made to the specific release in point.
The issues discussed here are not all-inclusive but are those which have
been found to be present in many plans. As new issues of general
import arise supplemental releases will be issued. See, however, P. S.
35 revised, November 16, 1944, and Rev. Rul. 54-172, C. B. 1954-1, 394.

(¢) Rures PreviousLy Promurcarep.—Revenue Ruling No.33,C. B.
1953~1, 267, sets forth rules which have been developed with respect
to the qualification of plans under section 165(a) of the Internal
Revenue Code of 1939.  Such rules are accordingly modified to the
extent of any inconsistencies with the views here expressed.

(d) RerereNces.—Certain issues are common to all types of plans
while others are applicable to pension and annuity plans, or profit-
sharing and stock bonus plans. The various issues are discussed in
their relationship to the applicable provisions of the Internal Revenue
Code of 1954 and corresponding regulations. Rulings listed in the
appendix are incorporated by reference and made a part hereof, with
appropriate modifications to conform to the 1954 Code. The omis-
ston of certain rulings from the appendix is not to be construed as a
revocation or modification of any such rulings. Only those rulings
which are appropriate to the particular textual material are referred
to. Internal Revenue Bulletin citations are furnished with respect to
material published in the Bulletin. P. S. releases have also been made
public although not published in the Bulletin. Copies are available
in the respective offices of District Directors of Internal Revenue and
the National Office in Washington. The present status of such re-
leases is shown in the appendix.

PART 2—QUALIFIED PENSION, PROFIT-SHARING, AND STOCK
BONUS PLANS

Secrton 401(a) oF THE INTERNAL REVENUE CoDE OF 1954—REGULA-
TIONS SECTION 1.401-1

(a) WrirreNn Documents.—A qualified plan must be a definite
written program setting forth all provisions essential for qualifica-
tion. See section 1.401~1(a)(2) of Income Tax Regulations. In the
case of a trusteed plan, there must be a valid existing trust, recog-
nized as such under the local law, under a plan in effect. See Mimeo-
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graph 5985, C. B. 1946-1, 72. 'The trust must be evidenced by an
executed written document setting forth the terms thereof. See Mim-
eograph 6394, C. B. 1949-1, 118, and Revenue Ruling 56-673, C. B.
1956-2, 281. In the case of a nontrusteed annuity plan which is evi-
denced by contracts with an insurance company, the plan is not in
effect until such contracts are executed and issued. See Mimeograph
6020, C. B.1946-1,74.

(b) Communicarion To EmMPLoYEES.—Employees are to be apprised
of the establishment of a plan and the salient provisions thereof. The
most effective way of doing so is to furnish each employee with a
copy of the plan. It may not be feasible, however, to do so in all
cases. Various substitutes may therefore be used. For example, it
will be sufficient that a booklet summarizing the plan in all its essen-
tial features be furnished the employees, or that a notice be posted
on the company’s bulletin board, which must be in conspicuous view,
that a plan has been established, setting forth the type thereof, the
eligibility requirements, a synopsis of all benefits provié)ed thereunder,
whether employees are to contribute and, if so, the amount of con-
tributions, vesting provisions, and, if a profit-sharing or stock bonus
plan, the employer contribution commitment if any, and that a copy
of the complete plan may be inspected at a designated place on the
company’s premises during stated times.

(¢) Stock Bonus, PEnsion, or Prorrr-SHARING PraN.—The provi-
sions of section 401(a) of the Code are applicable to a stock bonus,
pension, or profit-sharing plan of an employer for the exclusive bene-
fit of his employees or their beneficiaries. See section 1.401-1(b) of
the Income Tax Regulations for definitions of the various types of
plans. Certain principles within the purview of such section of the
Code relate to plans generally while others pertain to pension (in-
cluding annuity) plans or profit-sharing and stock bonus plans.

(1) Plans generally—Several employers may join in main-
taining a single plan but each must meet all applicable require-
ments. See section 1.401-1(d) of the Income Tax Regulations
and P. S. No. 14, dated August 24, 1944. A qualified plan cannot
be maintained when there are no employees, active or retired, who
are covered thereunder. See Revenue Ruling 55-629, C. B. 1955-2,
588. An arrangement cannot qualify as a pension, profit-sharing,
or stock bonus plan under section 401(a) if the benefits there-
under are not payable to the employee but only to his beneficiary
upon his death. See Revenue Ruling. 56-656, C. B. 1956-2, 280.

(2) Pension and annuity plans.—An employer may establish a
qualified pension plan under which current contributions are made
by employees only, but under which he is obligated to pay the full
amount of the stipulated retirement benefits to each retired em-
ployee participant after the funds in the trust which forms a part
of such plan have been fully exhausted. See Revenue Ruling
54-152, C. B. 1954-1, 149. A pension plan, within the purview of
section 401 (a), does not provide for the payment of benefits not
customarily included in that type of plan, such as layoff benefits
or benefits for sickness, accident, hospitalization, or medical ex-
penses. See the last sentence of section 1.401-1(b) (1) (1) of the
Income Tax Regulations. However, the annuity portion of a con-
tract with an insurance company, by means of which an employees’
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nontrusteed annuity plan is funded, may, if otherwise satisfactory,
meet the applicable requirements for qualification, even though
the contract also provides separate group term life insurance and
accident and health insurance. See Revenue Ruling 56-633,
C. B. 1956-2, 279. A pension plan may provide incidental bene-
fits prior to normal retirement, such as disability and death
benefits, but if it permits participants, prior to severance of em-
ployment or termination of the plan, to withdraw all or part of
the funds accumulated on their behalf, except their own contribu-
tions on discontinuance of participation, in times of financial need
or otherwise, it will fail of qualification. A similar provision in
a profit-sharing plan, however, may, under appropriate circum-
stances, be acceptable. See Revenue Ruling 56-693, C. B.
1956-2, 282.

(3) Profit-sharing and_stock bonus plans—Funds under a
profit-sharing plan must be accumulated for a fixed number of
years, or until the attainment of a stated age or prior occurrence
of some event, such as layoff, illness, disability, retirement, death,
or severance of employment. The term “fixed number of years”
is considered to mean at least two years. See Revenue Ruling
54-231, C. B. 1954-1, 150. A stock bonus plan is similar to a
profit-sharing plan except that the contributions by the employer
are not necessarily dependent upon profits and the benefits are
distributable in stock of the employer company. Section
1.401-1(b) (1) (iii) of the Income Tax Regulations.

(d) Emprovees’ Trust.—In order to constitute a qualified trust
under section 401(a), which is exempt under section 501(a), an em-
ployees’ trust must be organized or created in the United States and
maintained at all times as a domestic trust. If, however, a foreign
situs trust meets the requirements of section 401(a) in all other re-
spects, employers making contributions thereunder are allowed
deductions within the applicable limits, in accordance with section
404 (a) (4) of the Code, and beneficiaries of such trust are granted the
same tax treatment under section 402(c) of the Code as is applicable
to beneficiaries of a domestic trust, except in the case of a nonresident
alien individual. See sections 871 and 1441 of the Code and the regula-
tions thereunder. Where, under specified conditions, separate qual-
ified and exempt trusts pool their funds in a group trust created to
provide diversification of investments, the group trust may also be
exempt and the status for exemption of the separate trusts will not be
adversely affected. See Revenue Ruling 56-267, C. B. 1956-1, 206.

(e) ProrFiT-SmarING AND STocK Bonus Praws oF ArrFiniaten CoM-
paN1Es.—In the case of a profit-sharing plan, or stock bonus plan in
which contributions are determined with reference to profits, of an
affiliated group within the purview of section 1504 of the Code, contri-
butions may be made by other members of the group for the benefit
of employees of a member which is prevented from making a contribu-
tion because it lacks or has insuficient current or accumulated earnings
or profits, to the extent and in the manner provided in section
404(a) (3) (B) of the Code and section 1.404(a)-10 of the Income Tax

egulations.
_ (f) Freper Pran.—A stock bonus or profit-sharing plan which pro-
vides that the funds therein may be used to meet the costs of a pension
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or annuity plan operated concurrently and covering the same
employees, if and when the employer suspends contributions to such
latter plan, is generally called a “feeder” plan and cannot be a qualified
plan since it relieves the employer from contributing to the pension or
annuity plan and is therefore not for the exclusive benefit of employees
or their beneficiaries. See section 1.401-1(b) (8) of the Income Tax
Regulations. Anemployee who has a vested right under a stock bonus
or profit-sharing plan may, however, if the plan so provides, authorize
a transfer of all or part of his vested interest to make up for a deficiency
in the employer’s contribution under a pension or annuity plan. In
such case, he will be taxable on the transfer as though a distribution of
such interest had been made. See P. S. No. 37, dated October 7, 1944.
It should also be observed that a feeder plan is different from a feeder
organization. In the latter respect, see section 502 of the Code which
denies exemption under section 501 to an organization which is oper-
ated for the primary purpose of carrying on a trade or business for
profit even though all of its profits are payable to one or more organ-
1zations exempt under section 501.

(g) DeriNiTELY DETERMINABLE BENEFITS.—Benefits under a quali-
fied pension plan must be definitely determinable. See section
1.401-1(b) (1) (1) of the Income Tax Regulations. Benefits are not
definitely determinable if they may be suspended after retirement,
without cause. The plan may provide, however, that benefits shall be
suspended for any period of time during which primary insurance
benefits under the Federal Social Security Act are discontinued be-
cause of employment after retirement date. See Revenue Ruling 82,
C. B. 1953-1, 288. Benefits which vary with the increase or decrease
in the market value of the assets from which such benefits are payable,
or which vary with the fluctuations of a specified and generally recog-
nized cost-of-living index, will be recognized as a plan providing for
definitely determinable benefits. See Revenue Ruling 185, C. B.
1953-2, 202.

(h) Permanency.—A plan within the meaning of section 401(a) of
the Code is a permanent and continuing program. A plan which is
set up during years of high tax rates and is abandoned within a few
years without a valid business reason when profits fall off is not within
the intent of such section. Also, especially in the case of a pension
plan under which benefits are funded at a higher rate for employees in
whose favor discrimination is prohibited than for other employees, if
the plan is discontinued before ample provision is made for comparable
benefits for such other employees, it will be deemed not to have been a
bona fide program from its inception for the exclusive benefit of em-
ployees in general. As for profit-sharing, merely making a single or
occasional contribution out of profits for employees does not establish
a qualified profit-sharing plan. Under such a plan there must be re-
curring and substantial contributions. See section 1.401-1(b)(2) of
the Income Tax Regulations. For a more detailed discussion of the
applicable principles and illustrative cases, see Mimeograph No. 6136,
C. B. 19471, 58, as modified by Revenue Ruling 55-60, C. B. 1955-1,
37. See also Exhibit “A” of Revenue Procedure 56-12, C. B.
1956-1, 1029, for information to be filed for a determination as to the
effect of a curtailment or termination of a plan on its prior qualifica-
tion; P. S. No. 56, dated June 27, 1946, as to notice by the trustee as to

434737°—58——10
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termination of a plan; P. S. No. 57, dated August 5, 1946, as modified
by Revenue Ruling 56-596, C. B. 1956-2, 288, as to the effect of a
suspension of contributions; and P. S. Nos. 64 and 67, dated Novem-
ber 9, 1950 and April 26, 1951, respectively, and Revenue Ruling
55-681, C. B. 1955-2, 585, as to union negotiated plans. A qualified
profit-sharing plan may, under applicable circumstances, provide that
an employee may elect each year to participate in the trust forming a
part of such plan or to accept his share in cash. See, however, parts
4(e) and 5(a) hereof as to meeting the requirements for coverage and
nondiscrimination in contributions or benefits. A profit-sharing
plan which does not contain a definite contribution formula may
qualify if all other applicable requirements are met. See section
1.401-1(b) (1) (ii) of the Income Tax Regulations and Revenue Pro-
cedure 56-22, C. B. 1956-2, 1380.

(i) Excrusive Benerir oF EMPLOYEES OR THEIR BENEFICIARIES.—
The plan must be for the exclusive benefit of employees or their bene-
ficiaries.

(1) Partners—Partners are not employees and therefore are
not eligible to participate in the plan. See I. T. 3350, C. B.
1940-1, 64, and PS 23, dated September 2, 1944. Neither are
they to be credited for services as partners prior to becoming em-
ployees in a successor corporation, both for prior service benefits
and for meeting the eligibility requirements. See also section
1361(d) of the Code which provides that a partner or proprietor
of an unincorporated business enterprise electing to be taxed as a
corporation shall not be considered an employee for the purpose
of participating in a qualified plan. Where a group of doctors
adopt the form of an association in order to obtain the benefits
of corporate status for purposes of section 401(a) of the Code,
it is in substance a partnership and the doctor-members are em-
ployers and therefore not eligible to participate in a qualified plan
as employees. Furthermore, any period of service as members of
a prior partnership will not be credited as a period of employ-
ment for purposes of such section of the Code. See Revenue
Ruling 56-23, C. B. 1956-1, 598.

(2)  Stockholder participanis—Stockholders who are bona
fide employees of a corporation may participate in the corpora-
tion’s plan to the same extent as other employees. If, however,
the plan is designed as a subterfuge for the distribution of profits
to stockholders, even if it includes other employees who are not
stockholders, it will not qualify as a plan for the exclusive benefit
of employees. The plan must not be weighted in favor of stock-
holder employees either with respect to eligibility requirements or
with respect to contributions, or benefits. See section 1.40-1(b) (3)
of the Income Tax Regulations and I. T. 4020, C. B. 1950-2, 61.

(3) Attorneys and other practitioners.—An attorney, or other
professional person, may be a bona fide employee, and, as such,
eligible to participate in a qualified plan. The mere fact that a
E_ractltlonel_" also has an independent income from the practice of

is profession will not necessarily preclude him from partici-
pating in such a plan. He must, however, be an employee for all
purposes, including coverage as an employee for social security
or similar public program, if applicable to other employees, and
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for income tax withholding purposes. Thus, if his actual em-
ployment for such purposes commences as of a certain date, he is
not entitled to credit for services prior thereto, such as, for ex-
ample, for the purpose of meeting the years of service require-
ment to be eligible to participate in the plan or to be entitled to
past service credits.

(4) Insurance agents—Section 7701(a) (20) of the Code pro-
vides that for the purpose of contributions to, and distributions
from, a stock bonus, pension, or profit-sharing plan or trust, or
under an annuity plan, the term “employee” shall include a full-
time life insurance salesman who is considered an employee for
the purpose of the Federal Insurance Contribution Act, or in the
case of services performed before January 1, 1951, who would be
considered an employee if his services were performed during
1951. Thus, the same rules apply with respect to treating full-
time life insurance salesmen as employees for inclusion in a plan
described in section 401(a) as are applicable to taxability for old-
age and survivors’ insurance purposes. This inclusion does not,
however, extend to insurance brokers and others who are not full-
time life insurance agents within the purview of section
3121(d) (3) (B) of the Code.

(i) DesigNarioN or BENEFICIARIES.—Beneficiaries of employees un-
der a qualified plan may be designated by the respective participants
without restriction, or they may be restricted under the p{)an to speci-
fied persons, or to a group of persons, who are the natural objects of
the employees’ bounty, his estate, or his dependents. See Revenue
Ruling No. 54-398, C. B. 1954-2, 239,

(k) Imvestaent oF Trust Funns.—Trust investments must be for
the exclusive benefit of employees or their beneficiaries. While an
incidental benefit may also inure to other, the primary purpose of
benefiting employees or their beneficiaries must be maintained. For
example, a sale of securities to the trust may benefit the vendor in
that it may have resulted in a profit to him but, essentially, the pur-
chase by the trustee must have been for the best interests of the trust;
7. e., the cost must not exceed fair market value at the time of purchase,
a fair return commensurate with the prevailing rate must be provided,
sufficient liquidity is to be maintained so as to permit distributions
in accordance with the terms of the plan, and the safeguards that a pru-
dent investor would look to are to exist. ]

(1) Stock or securities of the employer—If the trust instru-
ment and local law permit investments in the stock or securities of
the employer, and if such investments are consistent with the pur-
pose of benefiting employees or their beneficiaries, they are not
otherwise precluded for the purpose of section 401(a) and 501(a)
of the Code, unless such investments constitute prohibited trans-
actions under section 503. Notification is to be given if stock
or securities of the employer are acquired by the trust so that
a determination may be made whether the trust serves any purpose
other than constituting part of a plan for the exclusive benefit
of employees. Such notification is to be made as part of the an-
nual information return, Form 990-P, unless an advance determi-
nation is requested and, if so, at the time of making a request
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to the appropriate district director for such determination. The
notification shall include information certified to by the account-
ing or other responsible officer as follows:

1. Balance sheets of the employer as at the close of the last
accounting period and for the taxable year ended prior
thereto.

2. Comparative statements of income and profit and loss
for the last and four prior taxable years.

3. An analysis of the surplus account for the last five years,
specifically showing the amount and rate of dividends paid
on each class of stock.

4, A statement accounting for all material changes from
the latest dates of the aforesaid statements to the date of
filing the information. -

5. A schedule showing the nature and amounts of the
various assets in the trust fund.

6. A statement showing the amount of the investment, the
type of investment, the present rate of return, the security if
a loan is involved, and the reasons for the investment. ('The
information called for under items 1, 2, and 6 above, and
related data, may be submitted in composite form as set forth
in Exhibit “B-1” of Revenue Procedure 56-12, C. B. 1956-1,
1029,

(2) Li]ze Insurance contracts.—An exempt employees’ trust
may provide for investment of part of its funds in life insurance
contracts without adversely affecting its status for exemption
and the qualification of the plan, merely because of such provision.
Where, however, in a pension plan the life insurance benefits are
applied to reduce subsequent contributions by the employer, em-
ployer contributions attributable to such insurance may not be
currently deductible. See Revenue Ruling 55-748, C. B, 1955-2,
234. If amounts allocated to the respective participants in any
type of qualified plan are to be used to provide such participants
with life insurance protection, the life insurance feature must
be incidental and subordinate to the primary purpose of the plan
which is to permit the employees or their beneficiaries to partici-
pate in a plan of deferred compensation. See section 1.401-
1(b) (1) (i) and (ii) of the Income Tax Regulations. If the plan
is used to provide employees only such benefits as are afforded
through ordinary life insurance contracts, it is not a plan which
can qualify under section 401(a), notwithstanding the fact that
the contracts are convertible to life annuities at the normal retire-
ment date. See Revenue Ruling 54-67, C. B. 19541, 149. An
investment by a profit-sharing trust in an ordinary life insurance
contract for the purpose of providing death benefits for each
insurable participant under the trust will be considered incidental
and subordinate to the primary purpose of a qualified profit-
sharing plan where (1) the aggregate premiums for life insur-
ance in the case of each participant is less than one-half of the
aggregate of the contributions allocated to him at any particular
time; and (2) the plan shall require the trustee to convert the
entire value of the life insurance contract at or before retirement
into cash or to provide periodic income so that no portion of such



137 [§ 401.

value may be used to continue life insurance protection beyond
retirement. Under such circumstances the investment will not
disqualify the plan under section 401(a). See Revenue Ruling
54-51, C. B. 1954-1, 147.

. (3) Unrelated business income—An exempt employees’ trust
is taxable under section 511 of the Code on its unrelated business
taxable income, as defined in section 512, derived from any un-
related trade or business, as defined in section 513. Special rules
are set forth in section 514 with respect to business leases. If
business lease indebtedness is incurred, rental income is includible
in gross income in the ratio that the business lease indebtedness,
at the close of the taxable year, bears to the adjusted basis of the

roperty.

(l%D VALUATION oF SECURITIES ON INVENTORY DATE.—Any type of
qualified plan which provides for distributions in accordance with
amounts, stated or ascertainable, credited to participants (<. ¢., profit-
sharing, stock bonus, and some self-administered trusteed money pur-
chase pension plans) must provide for a valuation of securities held
by the trust, at least once a year, on a specified inventory date, in
accordance with a method consistently followed and uniformly ap-
plied. The fair market value on the inventory date is to be used
for this purpose. The respective accounts of participants are to be
adjusted in accordance with the valuation. For example, if as a
result of a valuation on the inventory date, John Doe’s account,
which previously showed a balance of $1,000 is to be increased by one-
tenth of one percent of the increase in the value of the trust securities,
and such increase is $50,000, his interest is to be increased by $50.

(m) ArrocaTtioN oF STock BoNus anp PrOFiT-sHARING FUNDs.—
All funds in an exempt profit-sharing or stock bonus trust must be
allocated to participants in accordance with a definite formula. Thus,
no reserves are to be provided for by withholding allocations from
participants. If suspense accounts are maintained, provision should
be made for ascertaining the respective shares of participants in such
accounts and such shares are to be included in the distributions.

PART 3.—-IMPOSSIBILITY OF DIVERSION UNDER THE TRUST
INSTRUMENT

Secrion 401(a)(2) or THE INTERNAL REVENUE CopE OF 1954—
REeGuLATIONS SECTION 1.401-2

(a) Trust INstRuMENT Must Make ProuisitEp DIversion Im-
possiBLE.—Under section 401(a) (2) of the code the frust enstrument
must make it impossible, “* * * at any time prior to the satisfaction
of all liabilities with respect to employees and their beneficiaries under
the trust, for any part of the corpus or income to be (within the tax-
able year or thereafter) used for, or diverted to, purposes other tharz
for the exclusive benefit of his employees or their beneficiaries * * *.’
The term ‘“trust instrument” means a written agreement. Although
an oral trust may be effective within the purview of the applicable
local law, for the purposes of paragraph (2) of section 401(a)
of the Code, there must be a written trust instrument. It must also
constitute a valid trust under the law prevailing in the jurisdiction
to which it is subject. In addition, it must definitely and affirm-
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atively make it impossible for the nonexem%’c diversion or use to
occur. See Mimeograph 5985, C. B. 1946-1, 72, as to the requisites
for the existence of a valid trust and a plan in effect and, also Mimeo-
graph 6394, C. B. 1949-1, 118, as to the requirements for compliance
with the provisions of section 401(a)(2) of the Code. A plan will
not fail to qualify merely because it contains a provision whereby,
except as to claims of the employer, the rights of the emg]oyee under
the plan are not subject to the claims of creditors. See Revenue
Ruling 56432, C. B. 1956-2, 284.

(b) Erronreous ActuariaL CompuraTioN.—Trust funds must not
be used for purposes other than for the exclusive benefit of employees
or their beneficiaries prior to the termination of the trust and the
satisfaction of all liabilities with respect to employees and their
beneficiaries under the trust, and, only then, may recovery be had in
the case of a pension trust to the extent of any surplus existing because
of an actuarial error. In determining whether any surplus exists on
termination of a trust, and the amount thereof, all liabilities, contin-
gent as well as fixed, with respect to employees and their beneficiaries
under the trust must be taken into account. Fixzed liabilities are the
benefits payable to those who have become entitled to them. Contin-
gent liabilities are the benefit credits acerued up to the time of termi-
nation of the trust for employees (and their beneficiaries) who might
have become entitled to benefits if the trust had been continued in-
definitely. If such liabilities are to be discharged by commuting the
payments (other than through the purchase of insurance company
contracts), the value thereof at the time of termination of the trust
must be determined for this purpose by use of assumptions no less
conservative in any respect than were used in determining costs dur-
ing the previous life of the trust, and no discount for severances other
than death may be assumed.

gc) No Reversion 1N Prorir-sHarize orR STock Bonus Prans.—
Allocations under profit-sharing and stock bonus plans are not predi-
cated upon amounts actuarially necessary to provide stipulated retire-
ment benefits. See I. T. 3660, C. B. 1944, 136. See also section
1.401-1(b) (1) (i) of the Income Tax Regulations to the effect that a
plan designed to provide benefits for employees or their beneficiaries
to be paid upon retirement or over a period of years after retirement
will, for the purposes of section 401 (a) of the Code, be considered a
pension plan if the employer contributions under the plan can be de-
termined actuarially on the basis of definitely determinable benefits,
or, as in the case of money purchase pension plans, such contributions
are fixed without being geared to profits. Consequently, in profit-
sharing and stock bonus plans there can be no reversion of any kind
since such plans do not provide benefits which are predicated on
actuarial assumptions or computations.

(d) ArpricaTioN or Drvipexps aANp Oruer Creprrs Unper Group
Annurry CoNrtracrs.—Provisions analogous to that set forth in sec-
tion 401(a)(2) of the Code, prohibiting diversion of funds from
exempt trusts, are contained in section 404(2) (2) of the Code, relating
to deductions of contributions under non-trusteed annuity plans, and
in section 403(a)(2)(A)(ii) of the Code, relating to the capital
gains treatment for certain distributions under non-trusteed annuity
plans. Section 404(a)(2), for example, requires that, where retire-
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ment annuities are purchased, refunds of premiums, if any, must be
applied within the current taxable-year or next succeeding taxable
year towards the purchase of such retirement annuities. To satisfy
this requirement, there must be a definite written arrangement between
the employer and the insurer, either as part of the annuity contract
or by separate written direction from the employer to the insurer,
or partly in one form and partly in the other, providing that:

(1) No credits or returns, other than those arising from cor-
rections of errors in records or computations, such as misstated
ages or similar corrections, may be paid to the employer prior
to permanent discontinuance of contributions.

(2) All dividends, experience rating credits, or employer sur-
render or cancellation credits ascertained prior to permanent dis-
continuance or contributions are to be applied regularly as they
are determined toward the premiums next due for purchase of
annuities under the plan before any further employer contribu-
tions are so applied.

(3) If surrender or cancellation credits may be made after
discontinuance of the plan but before all retirement annuities with
respect to service prior to discontinuance of the plan have been
purchased, such credits will be applied regularly as they are deter-
mined to purchase such retirement annuities by a procedure which
dCoes not contravene the conditions of section 401(a) (4) of the

ode.

(4) Any dividends or experience credits similar to dividends
made after permanent discontinuance of contributions or any
surrender or cancellation credits made after permanent discon-
tinuance of contributions and after all retirement annuities with
respect to service prior to discontinuance of the plan have been
purchased may be paid to the employer provided they are paid
as nearly as practicable as they are determined so that no sub-
stantial accumulation results. (It may be noted that this possi-
bility of return to the employer after discontinuance is analogous
to the provision permitting return to the employer, on termina-
tion of an exempt pension trust of any surplus arising from
erroneous actuarial computations.)

PART 4.—REQUIREMENTS AS TO COVERAGE

Srcrron 401(a) (3) (A) anp (B), (5), anp (6) oF THE INTERNAL
RevenTE Cope oF 1954—REecuraTioNs SecrioN 1.401-3

(a) Pran Must Benerir EMpLovEEs IN GENERAL.—Section 401
(a) (3) of the Code permits an employer to designate several pension,
stock bonus, profit-sharing, and annuity plans as constituting parts of
a plan which he intends to qualify under such section. :1f all of the
plans so designated cover a sufficient portion of all employees, there
1s no requirement that a definite proportion of the employees be in-
cluded in any one plan. The plan, or plans, must benefit employees in
general and, towards this end, must cover either a number which is
at least equal to that determined under the percentage provisions of
section 401 (a) (3) (A) of the Code, or such employees as qualify under
a nondiscriminatory classification within the purview of section 401
(2) (3) (B) of the Code. A plan will not necessarily fail of qualifica-
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tion merely because it covers only the employer’s one employee, pro-
vided, however, that it is not designed, or is not operated, as a means
of siphoning profits to a shareholder-employee or otherwise limiting
participation to an employee of a class in whose favor discrimination
is prohibited under section 401(a) (3) (B) and (4) of the Code. See
Revenue Ruling 55-81, C. B. 1955-1, 392.

(b) CoNTiNUING PARTICIPATION IN THE EvVENT OoF LEAVE OF AB-
sENCE.—Plans may provide for continued participation in the event of
leave of absence for a specified purpose, such as service in the Armed
Forces, sickness, or disability. All participants under similar circum-
stances, however, must be treated alike.

{¢) Prrcenrtace Coverace RrQummemeNTs.—The percentage cover-
age requirements of section 401 (a) (3) (A) of the Code may be met by
including in the plan a number of employees at least equal to that
determined by applying either of the alternative percentage provisions.
The percentages are applied after excluding certain short service,
seasonal, and part-time employees. For example, if out of a total of
1,200 employees, 100 have less than three years of service (the mini-
mum period prescribed by the plan), 25 do not customarily work for
more than 20 hours in any one week, and 75 are employees whose cus-
tomary employment is for not more than five in any calendar year, the
percentages are applied to the balance of 1,000. The alternative per-
centage provisions are:

1. Seventy percent or more of all employees (70% of 1,000
in the above example) must be covered under the plan.

2. Seventy percent or more of all employees (’? 0% of 1,000
in the above example) must be eligible to benefit under the
plan, and, if so, at least 80 percent of all eligible employees
must actually be covered.

Under the first alternative, on the basis of the figures used, if at least
700 employees are covered, the requirements of section 401(a) (3) (A)
of the Code are satisfled. Under the second alternative, on the same
basis, 700 or more employees must be eligible to participate and
at least 80 percent of those eligible must actually participate. For
example, 1f employees are also required to contribute five percent of
compensation in order to participate, and, say, 750 of them are eligible
to do so, then if at least 600 actually do contribute and are covered
under the plan, the requirements of section 401 (a) (3) (A) of the Code
are also met.

(d) CurassiFicaTron oF EmMpLoYEES.—In lieu of meeting the percent-
age requirements of section 401(a) (3) (A) of the Code, an employer
may set up a classification of employees which, if found by the Commis-
sioner not to discriminate in favor of officers, shareholders, supervisors,
or highly compensated employees, will satisfy the requirements of
section 401(a) (3) (B) of the Code. Under such section, plans may
qualify which are limited to employees who are within a prescribed age
group, have been employed for a stated number of years, have been
employed in certain designated departments, or are in other classi-
fications, provided that the effect of covering only such employees does
not discriminate in favor of employees within the enumerations with
respect to which discrimination is prohibited. See section 1.401-3
(d) of the Income Tax Regulations.
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(e) InrMEDIATE aND Dererrep PrOFIT-SHARING PLaNs.—A profit-
sharing plan which is qualified under section 401 (a) of the Code is a
plan of deferred compensation and, as such, provides for distributing
the funds accumulated thereunder after a fixed number of years, the
attainment of a stated age, or upon the prior occurrence of some event
such as illness, disability, retirement, death, layoff, or severance of
employment. Thus, employees who receive the amounts allocated to
their accounts before the expiration of such period of time or the
occurrence of such contingency are not considered covered under the
plan for the purposes of section 401(a) (3) (A) and (B). See section
1.401-3(c) of the Income Tax Regulations. 1f the employee has a
right of election to receive his share of the profits in cash or to have it
deferred through payment into a trust for his benefit, qualification of
the plan is made by reference only to those employees who participate
In the trust. See Revenue Ruling 56-497, C. B. 1956-2, 284.

See also the last sentence of part 5(a), below.

(f) Drrrerext Evicisiiry REQUIREMENTS FOR PRESENT AND FUTURE
Emrprovees.—\ provision for different eligibility requirements for
present and future employees is not necessarily discriminatory within
the purview of section 401(a)(3) (B) of the Code. If present em-
ployees who are officers, shareholders, supervisors, or highly compen-
sated can meet the requirements for new employees there is no objection
to the dual requirements. For example, if all present employees
regardless of age are eligible and only those new employees who are
at least 30 years old may participate, but all present employees who
fall within one or more of the categories enumerated in section 401
(2) (3) (B) of the Code are at least 30 years of age, the eligibility pro-
vision is not objectionable, even though there are other present em-
ployees who are under 30 years of age. Similarly, if all present
employees are eligible regardless of years of service but only those
future employees who will complete five years of service will be
eligible, but all present employees who are officers, shareholders, super-
visors, or highly compensated have at least five years of service,
although there are other present employees who have less than five
years, the eligibility provision is acceptable. If however, in the
above illustrations, there are employees within the enumerated cate-
gories who are under 30 years of age or have less than five years of
service, the prohibited discrimination is likely to arise in operation
when new employees are added, and, therefore, in such a case such
a provision would not be acceptable as a basis for a favorable advance
ruling.

(g)g BurpensoME CoNTRIBUTIONS.—Section 1.401-3(d) of the In-
come Tax Regulations provides in part: “* * * if a contributory
plan is offered to all of the employees, but the contributions required
of the employee participants are so burdensome as to make the plan
acceptable only to the highly paid employees, the classification will
be considered discriminatory in favor of such highly paid employees.”
For example, if the plan requires employee contributions of ten per-
cent of compensation, it will be necessary to determine whether lower
paid employees are kept out of the plan because of such requirement.
Tf it is found that lower paid employees are not participating because
of the contribution requirement, the classification may be held to dis-
criminate in favor of a group enumerated in section 401(a) (3) (B)
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and (4) of the Code. As a general rule, however, employee contri-
butions of six percent or less are not deemed to be burdensome. In
cases where the plan provides for optional rates of contribution by
employees, and employer contributions or the benefits are geared to
the employee contributions in such a way that a higher rate of em-
ployee contributions will result in larger benefits from employer con-
tributions, the employee contributions may similarly be found to be
burdensome and result in diserimination in contributions or benefits
in contravention of section 401(a) (4) of the Code, but generally only
if the highest rate of employee contribution permitted is in excess of
six percent of compensation. The test is whether the contribution
provisions operate to deprive lower paid employees of benefits at
least as high in proportion to compensation as are provided for higher
paid employees, after taking into account differentials permitted
under the requirements for integration with social security benefits.
See subparagraph (i) below.

(h) Crassirication WiTHIN PURvIEW OF STATUTE BUT DIsCRImI-
NATORY IN OPERATION.—A classification may appear to be satisfactory
on paper but if in actual operation of the plan it discriminates in
favor of employees who are highly compensated, etc., the plan will
fail of qualification. For example, a plan ostensibly covers all em-
ployees regardless of service but nonforfeitable rights are provided
only for those who have at least 15 years of service and stay on until
normal retirement age 65. Except for a handful of executives who
are shareholders and officers, employees are migratory workers who
stay on a job for a relatively short time and then move elsewhere.
Although the coverage provisions on paper seem satisfactory, in
actual operation only the executive employees will benefit. Accord-
ingly, both paragraphs (3) (B) and (4) of section 401(a) of the Code
are considered together in determining whether the requirements of
each are met. It is possible in the illustration used that the plan
may qualify if satisfactory provisions for vesting are incorporated
therein, See part 5(b) hereof. In the case of a profit-sharing plan
under which employees may elect to receive their shares in cash or to
participate in a trust, the trust must include enough lower paid em-
ployees to demonstrate that in the operation of the plan there is no
discrimination in favor of higher paid employees. See Revenue
Ruling 56497, supra.

(1) IntEGRATION.—Plans which exclude employees who earn less
than a specified amount or provide proportionately lesser benefits for
such employees may qualify if the benefits under the plan integrate
with those provided under the social security or similar (e. g., Rail-
road Retirement Act) program. The total benefits, inclusive of those
under the social security or similar program, are used for compara-
tive purposes. If a plan is properly integrated, a classification which
excludes all employees who are compensated below the compensation
level used for integration purposes will not be considered discrimina-
tory solely because the contributions or benefits based on that part of
excluded remuneration differ from contributions or benefits based on
that part of remuneration which is not so excluded.

(1) Integration rules—The rules for integrating benefits
under a plan with those provided under the Social Security Act,
prior to the 1950 amendments, are set forth in Commissioner’s
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Mimeograph 5589, C. B. 1943, 499. Supporting rulings under that
mimeograph are contained in I. T.’s 3613, 3614, and 3615, C. B.
1943, 475, 476 and 477, respectively, and in P. S. Nos. 5, 13, and
30, dated July 29, 1944, August 24, 1944, and September 16, 1944,
respectively. Rules as to integration of deferred benefit plans of
employers with the old-age and survivors insurance benefits pro-
vided by the Social Security Act Amendment of 1950 are con-
tained in Mimeograph 6641, C. B. 1951-1, 41, and the modification
effected as a result of amendments to the Social Security Act by
Public Law 590, 82d Congress, 2d Session, approved July 18, 1952,
are set forth in Revenue Ruling 13, C. B. 1953-1, 294. P. S. No.
34, dated September 23, 1944, sets forth the rules applicable to in-
tegrating benefits under a plan with those under the Railroad Re-
tirement Act, as in effect as of September 23, 1944, and Revenue
Ruling 12, C. B. 1953-1, 290 prescribed the applicable integration
rules as effected by amendments to the Railroad Retirement Act
through QOctober 1951, Section 1.401-3 (e) of the Income Tax
Regulations establishes the general basis for integrating pension,
annuity, profit-sharing, and stock bonus plans which limit cover-
age to employees earning in excess of $4,200 a year, or which base
contributions or benefits only on compensation in excess of that
amount, with the benefits provided by the Social Security Act as
amended through 1956. Revenue Ruling 56-692, C. B. 1956-2,
287, extends the provisions of Mim. 6641, supra, except paragraphs
11 and 15 thereof, to plans which are integrated at $4,200 a year
and gives effect to the more liberal definition of “average annual
compensation,” as provided by section 1.401-3 (e) (2) (i) of the
Regulations.

(2) Death benefits involved in integration under Mimeograph
5539.—In applying integration tests under Mimeograph 5539,
supra, any benefits payable in the event an employee dies before
retirement (or before normal retirement age) may be disregarded
to the extent that such benefits do not exceed the reserve or the
accumulated prior contributions. In the event employees contri-
bute under a plan, the increase in limits provided by paragraph 9
of Mimeograph 5539, supra, applies only to employee contribu-
tions which are exclusive of those applicable to the current cost of
insurance or death benefits in excess of the reserve or cash value.
Where integration is required and the normal form of benefits be-
ginning at retirement (or at normal retirement age) include death
benefits provided by employer contributions and payable on behalf
of the employee which are more valuable than a life annuity with
a ten year certain provision, it must be shown that the equivalent
benefits of a life annuity ten year certain basis satisfy the integra-
tion requirements. For the purpose of demonstrating such equiv-
alence there may be used the factors in the insurance or annuity
contract invelved or, where normal retirement age is 65 and the
normal form of benefit is one of those indicated below, there may

be used the corresponding factor shown:
Reduction factor to basis of
Normal form of benefit life ennuity 10 year certain

Life annuity, 15 yearscertain . ____.. 90 percent.
Life annuity, 20 years certain__~__________ ________________ 80 percent.
Installment refund life annuity-—— oo 90 percent.

Cash refund life annuity e - 85 percent.




§ 401.] 144

Thus, for example, if in & particular case integration required that
benefits be not more than 25 percent of average salary in excess of
$3,000 a year and the normal form of retirement benefits is a cash
refund life annuity at age 65, income benefits of 2114 percent of
average salary in excess of $3,000 a year would be acceptable.
These forms of benefits are commonly found in plans insured by
individual insurance or annuity contracts but are not often used
as the normal form. Optional forms of income other than the
normal form which determines the actual value of the benefits
should be disregarded for the purposes hereof.

(8) Death benefits under Mimeograph 6641 and Integration of
profit-sharing plans—Death benefits within the purview of Mime-
ograph 6641, supra, and integration of profit-sharing plans are
discussed in such mimeograph. .

(j) Coverace RequiremeNTs MUsT BE MET 0N AT Last Onk Day
v Kaca Quarrer.—The coverage requirements of section 401{a) (3)
of the Code, either on the percentage basis under subparagraph (A)
or on the basis of a nondiscriminatory classification under subpara-
graph (B), may be satisfied for an entire taxable year if such require-
ments are met on at least one day in each quarter of the taxable year.
For example, assuming that the taxable year coincides with the calen-
dar year, if the percentage basis is applicable and on the first day of
the taxable year 1,000 employees have at least the minimum service
requirements prescribed by subparagraph (A), it is sufficient if not
less than 700 employees are eligible to participate and not less than
80 percent of those eligible are actually participating on that day even
though employee turnover changes the percentages to less than 70 and
80 on all other days prior to April 1 of the same year. The percentage
requirements will again have to be met on at least one day during the
quarter commencing with April 1, and so on for the other quarters
during the year.

(k) DeNIAL oF PartIciPATION FOR FATLURE To EXTER Pran Uroxn
Becomine Ericisre.—Plans may provide for denial of participation
for failure to enter plan upon becoming eligible provided that partici-
pation requires something substantially more than mere consent on
the part of the employee. For example, under an employee contrib-
utory plan, if the employee refuses to sign a prescribed form for par-
ticipation authorizing salary deductions in accordance with the plan,
the plan may provide for the denial of participation at any other time
or for a limited time. Similarly, under an insured plan which requires
a physical examination and information as to condition of health, the
plan may provide that refusal to take the examination or furnish the
information will bar the employee from participation. Adequate
notice, however, must be given the employee and the consequences of
his failure to comply must be clearly presented to him after which, if
he refuses to join, the exclusion provisions of the plan become opera-
tive as to such employee. Such provisions must be uniformly applied
so as not to result in the prohibited discrimination.

(1) ReeNtRY INTO PLAN AFTER DISCONTINUANCE OF PARTICIPA-
TION.—Plans may provide for reentry after discontinuance of original
participation upon severance of employment or for other reasons, such
as failure to continue contributions on the part of the employee. Such
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provisions, however, must be uniformly applied and in no event should
they permit a duplication of benefits.

(m) Depay 1Ny PurcnasiNe INsuraNceE ConNtrRACTS.—Qenerally, a
statement in a plan exonerating the trustee from liability in the event
of a reasonable delay in the purchase of insurance contracts for par-
ticipants will not adversely affect the qualification of the plan, pro-
vided, however, that the benefits are calculated from the effective date
of participation,

(n) BenEriTs Basep on CompENsaTION RecEivep From More Traw
One EmprovEr.—In the case of a pension plan maintained by more
than one employer, where employees covered by the plan may receive
compensation from more than one of the participating employers, the
aggregate compensation may be used in determining the employee’s
eligibility for benefits in the plan. See Revenue Ruling 55-276, C. B.
19551, 401.

PART 5.—DISCRIMINATION AS TO CONTRIBUTIONS OR BENEFITS

SecTroN 401(a) (4) oF THE INTERNAL REVENUE CoODE OF 1954—
RecuraTioNs SecTION 1.401-4

(a) Nondiscriminatory contributions or benefits.—In order for a
plan to qualify under section 401(a) of the Code, there must, among
other things, be no discrimination in contributions or benefits in favor
of officers, shareholders, supervisors, or highly compensated employees
as against other employees either within or without the plan. Thus,
for example a profit-sharing plan which provides employer alloca-
tions of 20 percent of compensation for participants who are within a
group in whose favor discrimination is prohibited, and only 10 per-
cent for all other participants, fails to meet the requirements of section
401(a) (4) of the Code. See L. T. 3678, C. B. 1944, 321. Similar con-
siderations apply to contributions and benefits in a pension or annuity
plan, except that certain differences in favor of higher paid employees
may be acceptable if integration rules are satisfied. See part 4(i)
hereof. Also, as provided in section 1.401-4(a) (1) (ii) of the Income
Tax Regulations, any amount allocated to an employee which is with-
drawn before the expiration of the time or the occurrence of the con-
tingency required by section 1.401-1(b) (1) (ii) of the Income Tax
Regulations is not considered in determining whether the contribu-
tions under the plan discriminate in favor of employees who are offi-
cers,etc. See also Revenue Ruling 56497, supra. )

(1) Application of forfeitures—Funds under a qualified plan
arising from forfeitures because of termination of service, or
other reason, must not be allocated to the remaining participants
in a manner that will effect the prohibited discrimination. In a
pension plan, this requirement is met by complying with the rule
under section 1.401-1(b) (1) (i) of the Income Tax Regulations,
regarding definitely determinable benefits, to wit: “Benefits are
not definitely determinable if funds arising from forfeitures on
termination of service, or other reason, may be used to provide
increased benefits for the remaining participants instead of being
used to reduce the amount of contributions by the employer.”
This provision is equally applicable to so-called “money purchase”
pension plans. See Revenue Ruling 109, C. B. 1953-1, 288.
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Similarly, in a stock bonus or profit-sharing plan the contribu-
tion formula may provide that forfeitures be used to reduce the
employer contributions which would otherwise be required by the
formula, but such application of forfeitures is not mandatory in
such plans. Nevertheless, it should be observed that whatever
provision is made for absorbing forfeitures under a stock bonus or
profit-sharing plan the prohibited discrimination must not result.

(2) Variations in contributions or benefits.—Contributions or
benefits for the respective participants may vary provided that
the plan in its over-all operations does not discriminate in favor
of officers, ete. In some cases, benefits in a profit-sharing plan
may vary by reason of a distribution formula which takes into
consideration years of service. See I. T.’s 3685 and 3686, C. B.
1944, 324 and 326, respectively, and P..S. No. 28, dated September
2, 1944. While the case covered in I. T. 3685, supra, illustrates
the result, in that case, of the addition of units of compensation
and units of service as not creating the prohibited discrimination
and the case mentioned in I. T. 8686, supra, illustrates the result,
in that case, of the multiplication of units of compensation by
units of service as creating such discrimination, it was not in-
tended to imply, by the promulgation of those rulings, that any
formula using the method shown in I. T. 8685, supre, would be
acceptable and any formula using the method shown in I. T. 3686,
supra, would not be acceptable. The result of the operation of
the formula is controlling in each case. If the application of
either type of formula is found to result in the prohibited dis-
crimination, as measured by the ratio of benefits to compensation,
then the formula is objectionable.

(b) Vestep Rieuts ixn Emproyer’s ConTriBuTIONS.—The Code does
not require that an employee be granted immediate vested rights in
his employer’s contributions as a condition for qualification of a plan.
Various provisions for vesting are in use, ranging from complete and
immediate vesting through different forms of graduated vesting,
upon completion of stated service or participation requirements, to
no vesting until attainment of normal or stated retirement age.

(1) Determination as to provisions for vesting.—A determi-
nation as to satisfactory vesting provisions will of necessity de-
pend on the facts in the particular case involved. For example,
a company which ordinarily employs few people obtains a de-
fense contract, engages a larger number of employees to work on
such contract, establishes a plan under which all employees are
eligible to participate, makes contributions on the basis of all
employees, but vested rights are not granted until normal retire-
ment age, and it has no need for the additional employees except
for work on the defense contract. It is apparent that upon
termination of the defense contract, if another contract is not
obtained, the additional employees will be released and whatever
credits may have inured to them under the plan will be forfeited.
A favorable ruling on such a plan is not warranted unless satis-
factory provision is made for effectuating benefits to all covered
employees. This may be accomplished, for example, by granting
fully vested r%hts after a reasonable waiting period. See P. 8.
No. 22, dated September 2, 1944,
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(2) Requirement for ultimate westing.—A plan will not be
acceptable as to qualification unless an employee who has reached
the normal retirement age (in a pension or annuity plan) or the
stated age (or other definitely determinable event has transpired,
in a profit-sharing or stock bonus plan), and has satisfied any
reasonable and uniformly applicable requirements as to length of
service or participation, is vested in the benefits received under
the plan. This, however, does not preclude a provision for dis-
continuance of benefits to a retire(? employee for cause, which
must be distinctly specified, such as, for example, taking a position
with a competitor of the employer or divulging the employer’s
trade secrets to competitors. Similarly, provision may be made
for the granting of less liberal rights under such circumstances.
- Provisions for the vesting of rights in employees, however, must
not discriminate in favor of officers, shareholders, supervisors, or
highly compensated employees.

(8) Distribution of funds upon termination.—Qualified plans
are to provide for distribution of funds upon termination. At
such time the rights of all participants are to be fully vested.
Any provision for distribution ig acceptable if it specifies the
method to be used and (1) is not in conflict with the restrictions
set forth in Mimeograph 5717, C. B. 1944, 321 (see paragraph
(d) below), and (2) cannot otherwise diseriminate in favor of
employees who are officers, shareholders, supervisors, or highly
compensated. See section 1.401-4 (¢) of the Income Tax Regu-
lations. The distribution of unallocated funds may be in cash
or in the form of other benefits provided under the plan. The dis-
tribution among employees, other than those whose benefits have
been restricted in accordance with the provisions of Mimeograph
5717, supra, need not necessarily benefit all such other employees.
For example, a distribution which benefits only the employees
over the age of 50 at the time of termination of the plan, or only
those who then have at least ten years of service, or only
those who meet both such age and service requirements may be
acceptable if there is no possibility of discrimination in favor of
employees who are highly compensated, etc. Such a situation
may exist in a plan covering only wage and hourly rated em-
ployees.. Upon termination, again provided that there is no pos-
sibility of the prohibited discrimination, the funds may be used
first to continue benefits to retired employees, then for employees
who have met the requirements for retirement but have not actu-
ally retired, then for employees over age 60, and so on until the
funds are fully exhausted. o ]

(4) Discontinuance or Suspension of Contributions.—A dis-
continuance of contributions is in effect a termination of the plan
except that the formal steps to accomplish such result are not
taken. Employees who become eligible to enter the plan subse-
quent to the discontinuance receive no benefits, and no additional
benefits attributable to employer contributions accrue to any of
the participants, unless contributions are resumed. The same
requisites which pertain to a termination, therefore, are appli-
cable to a discontinuance. In such case, vesting of employees’
rights is required. See sub-paragraph (3) hereof and Revenue



§ 401.] 148

Ruling 55-186, C. B. 1955-1, 39, as modified by Revenue Ruling
56-596, C. B. 1956-2, 288. A suspension is a temporary cessa-
tion of contributions which may ripen into a discontinuance.
In the case of a pension or annuity plan, however, a suspension
of contributions will not necessitate vesting of employees’ rights,
merely because of the existence of such situation, and the appli-
cability of a prior ruling as to the qualification of the plan
under section 401(a) of the Code will not be affected thereby if
the following conditions are met, namely: (1) the benefits to be
paid or made available under the plan are not affected at any time
by the suspension, and (2) the unfunded past service cost at any
time (which includes any unfunded prior normal cost and un-
funded interest on any unfunded cost) does not exceed the un-
funded past service cost as of the date of establishment of the
plan (plus any additional past service or supplemental costs
added by amendment). See P. S. No. 57, as modified by Rev-
enue Ruling 56-596, supra. In the case of a profit-sharing plan,
contributions must be recurring and substantial. See section
1.401-1(b) (2) of the Income Tax Regulations. A determination
as to whether a suspension of contributions under a profit-sharing
plan constitutes a discontinuance will be made upon the basis of
all the relevant facts and circumstances of the particular case.
If under the terms of a profit-sharing plan, authority is specifi-
cally reserved to discontinue contributions without terminating
the trust, the plan must also contain an appropriate provision
for the purpose of granting fully vested rights to participants
upon discontinuance of contributions by the employer, similar
to a case in which actual termination of the trust occurs. See
Revenue Ruling 56-596, supra.

(c¢) Topueaviness.—Paragraph (5) of section 401(a) of the Code
provides, in part, that a plan shall not be considered discriminatory
within the meaning of paragraphs (8)(B) or (4) of such section
merely because the contributions or benefits of or on behalf of the
employees under the plan bear a uniform relationship to the total
compensation, or the basic or regular rate of compensation, of such
employees. However, in the case of pension and annuity plans which
are based on a salary classification, i. e., exclusion of employees earn-
ing less than a specified amount, such as $3,600 or $4,200 per annum,
the benefits under the plan must integrate with those provided under
the Social Security Act or similar public retirement plan. See part
4.(1) hereof. If under the benefit formula of a pension or annuity
plan benefits are provided which bear a uniform relationship to com-
pensation or which do not discriminate in favor of the group with
respect to which discrimination is prohibited when social security
or similar Federal or State retirement benefits are taken into account,
the benefits and contributions are not discriminatory provided the
plan contains adequate safeguards against discrimination in the event
of termination of the plan or failure to meet the current costs during
the first ten years. See paragraph (d) hereof. A pension or annuity
plan which 1s not in conformance with the aforesaid does not comply
with the requirements of paragraph (4) of section 401(a) of the Code,
with respect to nondiscrimination as to contributions or benefits. A
ceiling or similar limitation on the amount of benefits is not required
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In view of the provisions of section 401(a) (5) of the Code but a plan
under which benefits are limited may satisfy the applicable require-
ments whereas otherwise certain essential requirements may not be
fully met.

(d) TerynatioNn RuLe.—If benefits for employees who are officers,
etc., are funded, or substantially so, because of their nearness to re-
tirement, and benefits for other employees are not similarly funded
prior to termination of the plan, the prohibited discrimination will
result. Consequently, under the applicable circumstances, an advance
favorable determination letter as to the qualification of a pension or
annuity plan will not be issued unless the plan contains satisfactory
provisions limiting the benefits from officers, ete., in the event of early
termination of the plan. The rules for this purpose are set forth in
Mimeograph 5717, C. B. 1944, 321. Explanatory releases consist of
P.S. Nos. 8,25, 29, 31, 38, 42, 50, and 52 as modified by Revenue Ruling
55-60, C. B. 1955-1,-37. Similar rules are not applicable to stock bonus
and profit-sharing plans since acceptable allocation formulae under
such plans are designed to preclude the prohibited discrimination
under comparable circumstances. The requirements pertaining to
permanency, however, are applicable to all types of plans. See part
2(h) hereof.

(e) NoryaL RETIREMENT A¢kE.—The normal retirement age in a pen-
sion or annuity plan is the lowest age specified in the plan at which
the employee has the right to retire without the consent of the em-
ployer and receive retirement benefits based on service to date of re-
tirement at the full rate set forth in the plan (4. e. without actuarial or
similar reduction because of retirement before some later specified
‘age). Ordinarily, the normal retirement age under pension and
annuity plans is 65, the same as the retirement age under the old-age
and survivors’ insurance provisions of the Social Security Act. A
different age may be specified, provided that if it is lower than 65
it represents the age at which employees customarily retire in the
particular company or industry and is not a device to accelerate fund-
ing. In profit-sharing or stock bonus plans, where there is a stated
retirement age it is merely one of several events which may be desig-
nated as fixing the time for making distributions. Since the amount
of the distributions is dependent upon profits, there is no definitely
‘stated rate of benefits payable at such age. Consequently, the stated
retirement age in a profit-sharing or stock bonus plan does not have
the same significance as “normal retirement age” in a pension plan.

(f) OprionarL ReTIREMENT PrIoR To NORMAL RETIREMENT AcE—
Any reasonable optional early retirement age will generally be accept-
able provided that, if the employer’s consent is required, the value of
the early retirement benefits does not exceed the value of the employee’s
vested benefits at that time. See, however, paragraph (k) below as
to retirement for disability. If the optional early retirement age 1s
earlier than 65 (60 for women), and if integration with Old Age and
Survivors Insurance or Railroad Retirement benefits is involved (see
part 4 (i), the benefits which depend on integration must be ap-
propriately limited. See paragraph 9 of Mimeograph 6641, as ex-
tended by Revenue Ruling 56-692, C. B. 1956-2, 287, or paragraph
7 of Revenue Ruling 12, C. B. 1958-1, 290, 292, whichever is applicable.

(g) PARTICIPATION ArrEr NoRMaL ReTiREMENT AGE.—The normal

434737°—58——11
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retirement age is the time from which definitely determinable benefits
under a pension plan become fixed and payable. ~Accordingly, an
employee who has reached such age and has fulfilled the service re-
quirement and other uniformly applicable provisions of the plan must
be permitted to retire and to commence receiving the benefits payable
thereunder. Arrangements, however, may be mutually made for con-
tinued employment beyond normal retirement age. In such event,

rovision may be made with respect to the treatment of the pension
geneﬁts such as, for example, payment as though the employee had
actually retired, deferment to actual retirement without increment
for the interval between normal retirement date and actual retire-
ment, or actuarial equivalent on actual retirement of the benefit at
normal retirement age. Whatever provisions are made, however, must
be uniformly applied to all participants. )

(1) Additional benefits for service after normal retirement
age.—Provision may be made for additional benefits on account
of service after normal retirement age provided such provision
is uniformly applicable to all employees under similar circum-
stances and does not result in the prohibited discrimination. In
a unit berefit plan, the units may be continued during the time of
the extended service and the total computed to the time of actual
retirement. Under a money purchase plan, the regular rate of
contributions may continue to actual retirement. Under a fixed
benefit plan the benefits payable at actual retirement may be the
actuarial equivalent of those payable at normal retirement age.

(2) Continued participation under a profit-sharing or stock
bonus plan.—A provision for continued participation under a
profit-sharing or stock bonus plan and for contrl}])outions to pro-
vide additional benefits for employees who remain in employment
beyond the stated age does not adversely affect the qualification of
the plan, provided, however, that such provision is uniformly
applied to all employees under similar circumstances and does
not result in the prohibited discrimination.

(h) Basis or CoMPENSATION ON WaicH BENEFITS ARE COMPUTED.—
Section 401 (a) (5) of the Code provides in part: “Neither shall a plan
be considered discriminatory * * * merely because the contribu-
tions or benefits of or on behalf of the employees under the plan bear
a uniform relationship to the zotal compensation, or the basic or reg-
ular rate of compensation, of such employees * * *” [Ttalics sup-
plied.] Thus, total compensation (which may include bonuses,
commissions, or overtime pay), basic compensation, or regular rate
of compensation may be used, provided that whatever is used is con-
sistently and uniformly applicable to all participants. In this re-
spect, attention is invited to section 1.401-1(b) (8) of the Income Tax
Regulations which provides in part :

“ * * avplan is not for the exclusive benefit of employees in
general if, by any device whatever, it discriminates either in eligibility
requirements, contributions, or benefits in favor of employees who are
officers, shareholders, persons whose principal duties consist in super-
vising the work of other employees, or the highly compensated em-
ployees. See section 401(a) (3), (4), and (5).” Thus, benefits com-
puted at a uniform rate of compensation for all participants may be
nondiscriminatory but if compensation is adjusted to favor one or a
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select few the plan may become discriminatory in operation. See
section 401(a) (5) of the Code. For example, under a 50 percent
fixed benefit plan, a $10,000 a year officer who fulfills all requirements
for retirement would be entitled to an annuity of $5,000, but if
shortly before retirement his compensation is increased to $20,000
ger annum his retirement annuity computed on final salary would be
$10,000, or 100 percent of compensation before the increase, whereas
others would only be receiving 50 percent. Section 1.401-1(b) (3) of
the Income Tax Regulations also points out: “The law is concerned
not only with the form of a plan but also with its effects in operation.
For example, section 401(a) (5) specifies certain provisions which of
themselves are not discriminatory. However, this does not mean that
a plan containing these provisions may not be discriminatory in actual
operation.” Accordingly, in any case where increases in compensation
during the last five years of employment are taken into account for
the purpose of computing benefits, provision is generally made that
such benefits are to be based on compensation averaged over a period
of at least five years. In a pension plan which provides both past
and future service credits the past service credits may be computed
on the average compensation for the five-year period immediately pre-
ceding the establishment of the plan.

(1) ApsustMENT oF BENEFITS DUE TO INCREASES OR DECREASES IN
CoxreNsaTION.—Consistent and uniform bases of compensation for
determining benefits under a plan are essential in order to preclude
the prohibited discrimination. If benefits are based on compensation
at the time the plan is established, and if certain highly compensated
employees are within a few years of retirement, their benefits will be
based on the highest, or nearly the highest, compensation, while lower
paid employees who entered the service of the employer shortly before
the plan was established will receive benefits based on the lowest, or
nearly the lowest, compensation. To eliminate discrimination, a
consistent and uniform application should prevail as between both
groups, ¢. ¢. where compensation within a few years before retire-
ment, which includes salary increments since original employment,
is used for the highly compensated employees, similar compensation
should be used for the lower paid employees. Therefore, provision
is to be made for increases in benefits when compensation on which
benefits are computed is increased. (See Mimeograph 5677, C. B.
1944, 320.) Plans may also provide for decreases in benefits because
of decreases in compensation but since the aforesaid reason is not
applicable such provision is not required.

(j) Drscrerion as 1o Payment or BeEnerrrs Unper Basic Op-
TI0NS.—Plans may include various modes of settlement for payment
of benefits thereunder if under each mode of settlement the distribution
has the same value as a distribution determined under any other mode
of settlement provided for under the plan, and further, if, upon retire-
ment (or event calling for a distribution in a profit-sharing plan)
each participant is entitled to a fully vested right in the amount which
has been accumulated for his benefit. In an insured plan, any type of
benefit which is provided under the options contained in the insurance
contract is the actuarial equivalent of any other option. Conse-
quently, discretion in the trustee to determine under which option bene-
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fits will be paid does not result in the prohibited discrimination.
Similar discretion may be provided for in a profit-sharing plan which,
for example, permits the trustee to determine whether lump-sum or
periodic distributions are to be made in particular cases. The
amounts distributable must be fully vested in the employee in either
situation, and, if periodic distributions are to be made to some as
against lump-sum payments to others, the present value of all such
periodic amounts payable to any employee is to be equal to the
immediate lump-sum otherwise distributable to him.

(k) Provisions ror Disapinity axp Hawpsarp Cases.—Pension
plans may contain provisions for early retirement because of dis-
ability provided that the term “disability” is defined and the rules
with respect thereto are uniformly and consistently applied to all em-
ployees in similar circumstances. Provisions may also be made in
stock bonus and profit-sharing plans for accelerated distributions
because of hardship provided that the term “hardship” is defined,
the rules with respect thereto are uniformly and consistently applied,
and the distributable portion does not exceed the employee’s vested
interest. Similar provisions, however, are not permissible under a
pension plan, since, as provided for in section 1.401-1(b) (1) (i) of
the Income Tax Regulations, such a plan is established and main-
tained “primarily to provide systematically for the payment of defi-
nitely determinable benefits to * * * employees over a period
of years, usually for life, after retirement.” See Revenue Ruling
56-693, C. B. 1956-2, 282.

(1) Provision that benefits be based on cash surrender value in in-
sured plans.—If an insured plan provides that benefits shall be based
on cash surrender values, all contracts purchased must provide uniform
cash surrender values with respect to all employees under similar
circumstances.

(m) Loax PriviLees.——Provision may be made for the granting
of loans to participants up to the extent of their vested interests sub-
ject to the application of specified uniform rules consistently followed.
(It should be noted that so-called “loans” may constitute “distribu-
tions” if there is tacit understanding between the parties that collection
isnot intended.)

(n) Pasr Service BENrrrrs IN Prans WHicH CoNtaiy a MiNiyua
AcEe or Service RrquireMENT For Ericieiviry.—A plan which con-
tains a minimum age or service requirement for eligibility and pro-
vides for past service credits for all prior service of original, but not
subsequent, participants will generally be considered objectionable
within the purview of section 401(a) (3) (B) and (4) of the Code
unless it can be demonstrated that such credits do not result in the pro-
hibited discrimination. (Where the difference is only one year, how-
ever, e. g., if there is a one-year waiting period for eligibility, but
original participants are given credit for all prior service, including
the one-year waiting period, and new participants do not receive credit
based on the one year, such a provision may be acceptable.) Provision
may, however, be made for credits on account of past services rendered
after attainment of a specified age or completion of minimum service,
if applied to original as well as subsequent participants.

(o) Rircar oF Trustee To Borrow on Insurance CoxTrACTS.—Pro-
vision may be made granting the trustee the right to borrow against
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the loan values of insurance contracts provided that in doing so the
remaining interest of employees who are officers, etc., is proportion-
ately no greater than the interest of other employees.

(p) EarMarxep INveEsTMENTS.—Where amounts to be distributed
to participants under a profit-sharing trust are measured by invest-
ments which have been earmarked for their respective accounts, the
trustee is to invest each participant’s interest proportionately, unless
all participants have the right to direct the trustee to select the type of
investment with respect to their individual shares.

APPENDIX

RULINGS INCORPORATED BY REFERENCE
COMMISSIONER'S MIMEOGRAPHS

Number Reference
588 L e C. B. 1943, 499
5077 - o o e C. B. 1944, 320
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6020 - - e C. B. 1946-1, 74
6136 (modified by Revenue Ruling 55-60) __.__________._ C. B. 1947-1, 58
6394 e C. B. 1949-1, 118
6641 (extended to cover integration at $4,200 by Revenue C. B. 1951-1, 41

Ruling 56-692).

I. T. RULINGS

3350 i . B. 1940-1, 64
3613 L C. B. 1943, 475
3614 e C. B. 1943, 476
3610 e cm e C. B. 1943, 477
3660 . i mmmmmmmm———an C. B. 1944, 136
8678 - o e ememmm e —m—nn ;e ——— C. B. 1944, 321
085 - - - et ———— e C. B, 1944, 324
B6B86 . - e C. B. 1944, 326
4020 e ————n C. B. 1950-2, 61

1953-1, 290
1953-1, 294
1953-1, 267
1953-1, 288
1953-1, 288
1953-2, 202
1954-1, 147
1954-1, 149
19541, 149
1954-1, 394
1954-1, 150
1954-2, 239
1955-1, 37

1955-1, 89

1955-1, 392
1955-1, 401
1955-2, 588
1955-2, 234
1956-1, 598
1956-1, 206
1956-2, 284
1056-2, 284
1956-2, 288
1956-2, 279
1956-2, 280
1956-2, 281
1956-2, 287
1956-2, 282
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REVENUE PROCEDURES
56—12 e C. B. 1956-1, 1029
5622 L e C. B. 1956-2, 1380

STATUS OF P. S. RELEASES

The following list is designed to give current information as to the
status of P. S. Releases issued under the Internal Revenue Code of
1939, which, to the extent consistent with the Internal Revenue Code
of 1954 and the regulations thereunder, remain effective except as
indicated.

STATUS

P.8.No

1 Administrative—inapplicable as a result of action taken on P. S.
No. 2 by Rev. Rul. 2, C. B, 1953-1, 484, 488.

2o Administrative—revoked by Rev. Rul. 2, C. B. 1953-1, 484, 488.

| S, Outstanding.

L S Outstanding.

[ . Applicable under Mim. 5539, C. B. 1943, 499.

6 __ Revoked by Rev. Rul. 55-748, C. B, 1955-2, 234.

[ Outstanding ; see, however, Mim. 6136, C. B. 1947-1, 58, as modified

’ by Rev. Rul. 55-60, C. B. 19551, 37.

< T Qutstanding ; see, however, P. 8. No. 38, Oct. 7, 1944, for more
detailed provisions.

| Outstanding, except for provision as to wartime restriction which
is no longer applicable.

10 Obsolete as a result of issuance of 1. T. 4020, C. B. 1950-2, 61.

11_____-____ Outstanding; see, however, instant ruling, Part 5(p).

12 Obsolete as a result of Saalfield Publishing Co., Inc., 11 T. C. 756;

Acquiescence, C. B. 1952-2, 3.

18 e Outstanding under prior law; as to current position see Income
Tax Regulations, section 1.401-3(e).

4 Outstanding ; see also Income Tax Regulations, section 1.401-1(d).

15 Modified ; see instant ruling, Part 2(i) (3).

16 Obsolete as a result of new definition of “profit-sharing plan”,
Income Tax Regulations, section 1.401-1(b) (1) (ii).

b (R Modified by Rev. Rul. 55-758, C. B. 1955-2, 587. See also Income
Tax Regulations section 1.401-1(e).

Outstanding.

Revoked by Rev. Rul. 54-398, C. B. 1954-2, 239.

Obsolete as a result of issuance of I. T, 4020, C. B. 1950-2, 61.

Obsolete as a result of new definition of “profit-sharing plan”, In-
come Tax Regulations, section 1.401-1(b) (1) (ii).

22 e Outstanding ; but see instant ruling, Part 5(b).

P T Outstanding ; but see instant ruling, Part 2(i) (1).

24— Outstanding except as to provision for definite formula—see I. T.
Regulations section 1.401-1(b) (1) (ii).

25 e Outstanding.

26 - Outstanding ; subject, however, to P. 8. No. 57 minimum.

2 Outstanding. .

28 Outstanding. See also Rev. Rul. 57-77, page — of this Bulletin.

29 . Outstanding.

80 . Outstanding ; see also I. T. 3615, C. B. 1943, 477, and current in-

tegration rules, Income Tax Regulations section 1.401-3(e).
3 D Outstanding.

32 . _____. Outstanding.

b= % S, Obsolete as a result of new definition of “profit-sharing plan”,
Income Tax Regulations, section 1.401- (b) (1) (ii).

34 . Outstanding under prior law; see, however, Rev. Rul. 12, C. B.
1953-1, 290.

F315 S Revised November 16, 1944.

35 Revised-__ Modified by Rev. Rul. 54—172, C. B. 1954-1, 394,

36 . Outstanding. ’ '

=Y (R Outstanding; see also Income Tax Regulations, section 1.401-

1(b) (3).
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P. 8. No

88 Outstanding ; see also P. S. No. 8, Aug. 4, 1944,

3 Obsolete as a result of issuance of 1. T. 4020, C. B. 1950-2, 61.

40 . ._ Obsolete as a result of new definition of “profit-sharing plan”,
Income Tax Regulations, section 1.401-1(b) (1) (ii).

41 Obsolete as a result of issuance of I. T. 4020, C. B. 1950-2, 61.

42 . Outstanding.

[: 5. S Out_standing. The second paragraph of P. 8. No. 43 is obsolete in
view of section 1.403(a)-1(a) of the Income Tax Regulations.

L ¥ S Outstanding, except for Salary Stabilization provisions which are
no longer applicable,

45 . Qutstanding.

46 e Obsolete as a result of new definition of “profit-sharing plan”,
Income Tax Regulations, section 1.401-1(b) (1) (ii). .

[ (R Outstanding, but in part superseded by Meldrum & Fewsmith,
20 7T. C. 790, 806 ; Acg., C. B.1954-2, 5.

48 e See Income Tax Regulations, section 1.6033-1(a) (3) as to pro-
visions under Internal Revenue Code of 1954.

49 . See Rev. Proc. 56-12, Exhibit “B”, C. B. 1956-1, 1029 ; modified,
part 2 (k) hereof.

50 e Outstanding.

51-Part A..__ Outstanding.

51-Part B..._ Outstanding under prior law; see, however, Internal Revenue
Code of 1954, Sec. 404 (2) (3) (B).

82 Modified by Rev. Rul. 55-60, C. B. 1955-1, 37.

|55 S Outstanding under prior law.

54 e Applicable to calendar year 1942 or a fiscal year which com-

i menced in 1942.

[ 15 T, Not retroactive to year ending on or prior to Feb. 28, 1946 ; Mim.
5985, C. B. 1946-1, 72; see also Rev. Rul. 55-640, C. B. 1955-2,
231

56 o Outstanding.

5 Y (. Outstanding, except penultimate paragraph modified by Rev. Rul.
56-596, C. B. 1956-2, 288.

21 S Revised March 7, 1947.

58 Revised-_.. Reissued as Rev, Rul. 55-747, C. B. 1955-2, 228.

59 . Also published as I, T. 3847, C. B. 1947-1, 65. See also Income Tax
Regulations section 1.402 (a)-1(a) (6) (ii).

[0 See Rev. Proc. 56-12, Exhibit “A”, C. B. 1956-1, 1029.

61 e See GCM 25358, C. B. 1947-2, 9; inapplicable under Internal Rev-
enue Code of 1954, Sec. 403 (a) (2).

(472 Outstanding under prior law ; See Sec. 381(c) (11) and (20) as to
principle under 1954 Code.

[ S— Outstanding ; see also Income Tax Regulations, section 1.402(a)-
1(a) (5).

64 e Outstanding, supplemented by Rev. Rul. 55-681, C. B. 1955-2,
585.

65 o Last paragraph obsolete as a result of Income Tax Regulations,
section 1.403 (a)-1(d).

66 Obsolete as to distributions after Oct. 26, 1956 ; Income Tax Regu-
lations, section 1.402(a)-1(a) (2).

[ 1 (O Outstanding.

68 . Outstanding under prior law; principle modified as a result of
Meldrum & Fewsmith, 20 T, C. 790, 806; Acquiescence, C. B.
19542, 5.

Rev. Rul. 57199

A domestic trust, governed by state laws and forming part of an
employees’ pension, profit-sharing or stock bonus plan, which other-
wise meets the qualifications of section 401(a) of the Internal
Revenue Code of 1954, will not be denied the exemption from tax
provided by section 501(a) of the Code merely because a portion
of the trust assets are situated in a foreign country, if the trustee
of the domestic trust has the exclusive management and control of
the entire trust fund and is required to withhold tax from distri-
butions in accordance with sections 871 and 1441 of the Code.



§ 401.] 156

The Internal Revenue Service has been asked whether a domestic
trust, forming part of an employees’ pension, profit-sharing, or stock
bonus plan, which otherwise meets the requirements of section 401(a)
of the Internal Revenue Code of 1954, will be denied the exemption
from tax provided by section 501(a) of the Code if a portion of the
trust assets are situated in a foreign country.

A domestic corporation established a contributory pension plan for
the benefit of its employees. The trust forming a part of the plan was
established under the laws of the state in which it is Jocated and a
domestic trust company was named as the trustee.

The corporation also operates sales branches and warehouses in a
foreign country where almost all of the employees are natives of that
country and are all included in the employees’ pension plan. The
government of the foreign country requires that all contributions to
the pension plan, with respect to employees in such country, must be
deposited and maintained in that country. Accordingly, the trustee
of the domestic trust opened a trust account with a trust company in
that country. This trust account is in the name of the domestic trust
company as trustee of the employees’ pension trust and the foreign
trust company acts merely as an agent in handling the funds.

All contributions to the plan with regard to the foreign employees,
together with interest earned thereon, are paid into and held in this
foreign trust account. The domestic trust issues instructions for the
purpose of investment of the funds in the foreign trust account and
also with regard to the payment of monthly pensions to retired em-
ployees of the corporation who are residents of the foreign country.
No amount is paid out of the trust account without instructions from
the trustee of the domestic trust. Pension checks for the retired for-
eign employees are issued by the foreign trust company and drawn
from the funds it holds as agent. These funds held in the foreign
trust account are deemed a part of the domestic trust for all purposes,
including actuarial computations, United States income tax reports,
and the withholding of tax on distributions in accordance with sec-
tions 871 and 1441 of the Code.

In order for a trust, forming part of an employees’ pension, profit-
sharing, or stock bonus plan, to be exempt from tax as provided by sec-
tion 501 (a) of the Code, it must, in addition to other qualifications pro-
vided by section 401(a) of the Code, be created or organized in the
United States and it must be maintained at all times as a domestic trust
in the United States. See section 1.401-1(a) (3) (i) of the Income Tax
Regulations.

From the foregoing statement of facts, it is concluded that the
domestic trust company is trustee under the employees’ pension trust
agreement with the domestic corporation, which provides that it shall
be governed by the laws of the state in which it is located. Title to all
assets of the trust fund is, at all times, vested in the domestic trust com-
pany as the trustee who has the exclusive management and control of
the entire trust fund, even though a portion of the trust assets are situ-
ated in a foreign country.

Accordingly, it is held that a domestic trust, forming part of an
employces’ pension, profit-sharing, or stock bonus plan which otherwise
meets the qualifications of section 401(a) of the Code, will not be de-
nied the exemption from tax provided by section 501(a) of the Code
merely because a portion of the trust assets are situated in a foreign
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country, if title to such assets at all times is vested in the trustee of the
domestic trust which has the exclusive management and control of the
entire trust fund and is required to withhold tax from distributions in
accordance with sections 871 and 1441 of the Code.

Rev. Rul. 57213

A trust will not fail of gualification under section 401(a) of the
1954 Code, if the use of any funds of a profit-sharing trust to pur-
chase ordinary life insurance is limited by an amount which, when
added to the total amount of the contributions and forfeitures pre-
viously allocated to the purchase of ordinary life insurance for the
participant, is less than one-half of the total contributions and for-
feitures allocated to the account of the employee. Since the test
enunciated in Revenue Ruling 54-51, infra, is in terms of the con-
tributions and not the trust fund, earnings, capital gains and losses
of the trust are not taken into account in determining the amount of
trust funds which may be used to pay premiums on ordinary life
insurance contracts. Also, the program of providing current life
insuranee protection in a qualified employee’s profit-sharing plan
may be continued after normal retirement date, upon continuation
of employment by a participant who elects not to retire, if the above-
stated limitation as to the proportion of funds so expendable is
applied.

Rev. Rul. 5451, C. B. 19541, 147, amplified.

Advice has been requested whether the trustees of an employees’
qualified profit-sharing trust which was intended to comply with
Revenue Ruling 54-51, C. B. 1954-1, 147, may use trust funds attrib-
utable to earnings, capital gains, and forfeitures in the payment of
premiums on life insurance contracts; and whether the program of
providing current life insurance protection may be continued after
normal retirement date, upon continuation of employment by a par-
ticipant who elects not to retire, if the limitation as to the proportion
of trust funds so expendable is applied.

Revenue Ruling 54-51, supra, holds that an investment by a profit-
sharing trust in an ordinary life insurance contract for each insurable
participant under the trust will be considered incidental and subordi-
nate to the primary purpose of an employees’ qualified profit-sharing
plan where (1) the aggregate premiums for the life insurance contract
in the case of each participant is less than one-half of the aggregate of
the contributions allocated to him at any particular time, and (2) the
plan shall require the trustee to convert the entire value of the life
msurance contract at or before retirement to provide periodic income
so that no portion of such value may be used to continue life insurance
protection beyond retirement.

Conversely, the use of 50 percent or more of the aggregate accumu-
lated credits of participants for the purchase of the life insurance con-
tract would have the effect of the plan’s primarily providing life in-
surance benefiits, which would cause the trust to fail of qualification
under section 401 (a) of the Internal Revenue Code of 1954.

Accordingly, it is held that a trust will not fail of qualification under
section 401(a) of the Code if the use of any funds of a profit-sharing
trust to purchase ordinary life insurance is limited by an amount
which, when added to the total amount of the contributions and for-
foitures previously allocated to the purchase of ordinary life insurance
for the participant, is less than one-half of the total contributions and
forfeitures allocated to the account of the employee. Since the test
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enunciated in Revenue Ruling 54-51, supra, is in terms of the contribu-
tions and not the trust fund, earnings, capital gains and losses of the
trust are not taken into account in determining the amount of trust
funds which may be used to pay premiums on ordinary life insurance
contracts. It is also held that the program of providing current life
insurance protection in a qualified employees’ profit-sharing plan may
be continued after normal retirement date, during the period of con-
tinued employment of a participant who elects not to retire, if the
above stated limitation as to the proportion of funds so expendable is
applied.
pRevenue Ruling 54-51, supra,is accordingly amplified.

26 CFR 1.401-4: Discrimination as to contri- Rev. Rul.. 57-77
butions or benefits.

A favorable advance determination will not be rendered in the
case of a trust forming part of an employees’ profit-sharing plan
which provides that contributions to the trust will be used to provide
benefits allocated in proportion to the cost of providing units of
retirement annuities in proportion to annual compensation where
the costs of such units are dependent upon the sex and age of the
respective employee participants in the year of allocation and
purchase.

Advice has been requested whether a trust forming part of an em-
ployees’ profit-sharing plan will meet the qualifications of section
401(a) o? the Internal Revenue Code of 1954, where the employer’s
contribution to the trust will be used to provide benefits allocated
in proportion to the cost of providing units of retirement annuities
in proportion to annual compensation and where the costs of suth
units are dependent upon the sex and age of the respective employee
participants in the year of allocation and purchase, under a deposit
administration group annuity contract. '

An employer established a trusteed profit-sharing plan for the
benefit of his employees. Contributions to the trust are made by the
employer in an amount equal to ten percent of profits annually but
limited to the amount deductible under Code. No contributions are
made by the employees. Trust funds are invested by the trustee with
an insurer under a deposit administration group annuity contract.
Forfeitures and dividends are allocated among the remaining partiei-
pants in accordance with the allocation formula.

The allocation formula provides two priorities as applied to each
year independently. Under the first priority, there is allocated to
each participant’s account that proportion of the contribution which
the cost of providing him with a monthly retirement benefit of one
percent of the first %350 of his average monthly earnings, plus two
percent of his average monthly earnings in excess of $350, bears to
the total cost of providing such benefits for all participants, provided,
however, if the annual contribution is more than sufficient to provide
all participants with such benefits, only that part of the annual con-
tribution necessary to provide such benefits shall be allocated as pro-
vided in the first priority. Second, the remainder of the annual con-
tribution shall be allocated to each participant in the same proportion
as the cost of providing such participant’s account with a monthly re-
tirement benefit of one percent of his average monthly earnings bears
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to the total cost of providing such benefits for all participants. The
costs of all retirements benefits are dependent upon the sex and age of
the respective employee participants in the year of allocation.

Section 401(a) of the Code provides, among other qualifications,
that a trust created or organized in the United States and forming
part of a profit-sharing plan of an employer for the exclusive benefit
of his employees, or their beneficiaries, shall constitute a qualified
trust if the contributions or benefits provided under the plan do not
discriminate in favor of employees who are officers, shareholders,
supervisors, or highly compensated employees. A plan shall not be
considered discriminatory merely because the contributions or benefits
of or on behalf of the employees under the plan bear a uniform re-
lationship to the total compensation, or the basic or regular rate of
compensation of such employees,

While there is nothing in the law, or regulations prescribed there-
under, requiring any particular formula or method or allocating
trust funds among the participating employees, an